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COMPETITION IN BANKING ACT OF 1976

THURSDAY, MARCH 4, 1976

U.S. SENATE,
CO3IMIT'rEE ON BANKING, HOUSING AND URBAN AFFAIRS,

Washington, D.C.
The committee met at 10 a.m., pursuant to call, in room 5302,

Dirksen Senate Office Building, Senator William Proxmire (chair-
man of the committee) presiding.
Present: Senators Proxmire, Stevenson, Morgan, and Garn.
The CHAIRMAN. The committee will come to order.
Other Senators will be here shortly I understand.
Today we begin hearings on S. 2721, the Competition in Banking

Act of 1975.
The bill has two important interrelated thrusts. First, the bill

would flatly prohibit any bank acquisition by an organization con-
trolling 20 percent or more of the banking assets in any State and
would empower the bank regulatory agencies to deny any anticom-
petitive merger or acquisition whether or not the transaction would
violate the Clayton Antitrust Act. Second, the bill would amend the
Bank Holding Company Act by restricting the so-called nonbanking
activities of bank holding companies to those which are directly re-
lated to banking and in which specific public benefits are shown. The
bill contains a number of important procedural safeguards to insure
due process protection to competitors of banking institutions who
may be adversely affected by bank holding company expansion.
Bank holding companies have experienced explosive growth over

the last several years and have come to dominate the business of
banking in the Nation. During the period 1968-74, for example,
holding company control of bank deposits went from 38 percent to
71 percent. Over this period, the Federal Reserve has permitted bank
holding companies to engage in 17 separate nonbanking activities
from insurance agency and underwriting services to leasing, data

• processing, and securities activities.
The trend toward dominance of our financial markets by bank

holding companies is magnified by the trend toward the oligopolari-
zation of the banking system by a few large banks. Over the course
of the past 25 years, the 10 and 25 largest banking institutions have
increased their share of the Nation's bank deposits from 20 percent
and 30 percent respectively to 29 percent and 39 percent.
This twin trend is no mere matter of esoteric academic concern.

Where markets become concentrated, competition is reduced and we
all pay in terms of higher prices, reduced services and less control

(1)
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over our daily lives. I think that the problem is that in our free
system we all favor competition and should and want to do all we
can to make competition as vigorous and effective as we can. We
also want that competition and should insist that that competition
is fair. Where the banks move in to compete with nonbanking firms,
the banks have a clear and obvious capital advantage. They are able
to use the capital which the law permits them to hold for others
as deposits and which we have found recently is as much as 90
or 95 percent of their entire resources, as compared to only 5 or 10
percent of the stockholders' money in a bank. So they can use the
capital provided under the law which only banks can use. Further-
more, the banks enjoy a peculiar protection from competition from
other banks. It's one of the very few industries where competition is
restricted on the basis of a regulatory body which will only permit
another competitor to come in if the regulatory body finds the com-
munity needs another bank. That isn't true in the insurance business.
It's not true in the auto leasing business. It's not true in almost any
other business we have in this country. If somebody wants to move
into that market he can move into that market and he's not restricted
by any regulatory body. So that banks have that protection against
competition from other banks and they have an immense capital
advantage when they compete elsewhere.
Today and tomorrow we will hear testimony from spokesmen for

a number of commercial industries into which bank holding com-
panies have been allowed to penetrate and to erode the line of de-
marcation historically followed between finance and commerce.
The gentlemen from these industries, I hope will direct their at-

tention to the effect on competition in their industries by the entry
into their industries of banking organizations and shed light of the
proper line of demarcation between banking and commerce in their
industries.
We shall begin by hearing a panel of spokesmen from the insur-

ance industry. Our witnesses are Mr. Edward J. Kremer, Independent
Insurance Agents of America; Mr. Jack Bobo, National Association
of Life Underwriters; and Mr. Edward J. Schmuck, on behalf of a
number of nationally known insurance companies. We will start off
with Mr. Kremer. But let us insert a copy of S. 2721 in the record
at this point.
[The bill follows:]

AA



94TH CONGRESS
1sT SESSION S. 2721

IN THE SENATE OF THE UNITED STATES

DECEMBER 1, 1975

Mr. PROXMIRE introduced the following bill; which was read twice and referred
to the Committee on Banking, Housing and Urban Affairs

A BILL
To amend the Bank Holding Company Act and the Bank

Merger Act to restrict the activities in which registered bank

holding companies may engage and to control the acquisi-

tion of banks by bank holding companies and other banks.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled

3 SHORT TITLE

4 SECTION 1. This Act may be cited as the "Competition

5 in Banking Act of 1975".

6 FINDINGS AND PURPOSES

7 SEC. 2. Congress finds that-

8 (a) concentration of the banking resources of the

9 Nation into fewer hands has continued unabated; and

II

(3)
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1 (b) the explosive growth of bank holding corn-

2 panies has resulted in an increasing share of such bank-

3 ing resources coming under the control of those institu-

4 tions; and

5 (c) bank holding companies have extended their

6 services into product markets beyond those directly re-

7 lated to banking, thereby eroding the line between

8 banking and commerce in the Nation: (i) in offering

9 insurance agency and underwriting services, (ii) in

10 offering leasing, accounting, travel, and courier services,

11 (iii) in offering management and data processing serv-

12 ice, and (iv) in marketing securities; and

13 (d) credit resources of the Nation have been mis-

14 allocated by the activities of bank holding companies

15 and the Federal Reserve has not adequately protected

16 the public interest in approving activities in which bank

17 holding companies could engage and the Federal Re-

18 serve has not maintained continued oversight over the

19 activities of bank holding companies in a manner which

20 protects the public interest.

21 STANDARDS FOR BANK MERGERS

22 SEC. 101. Paragraph (5) of section 18 (c) of the Fed-

23 eral Deposit Insurance Act is amended to read as follows:

24 "(5) The responsible agency shall not approve-

25 "(A) any proposed merger transaction which

a
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1 would result in a monopoly, or which would be in

2 furtherance of any combination or conspiracy to monop-

3 olize or to attempt to monopolize the business of bank-

4 ing in any part of the United States, or

5 "(B) any other proposed merger transaction whose

6 effect in any section of the country may be substan-

7 tially to lessen competition, or to tend to create a mo-

8 nopoly, or which in any other manner would be in

9 restraint of trade, unless it finds that the anticompeti-

10 tive effects of the proposed transaction are clearly out-

11 weighed in the public interest by the probable effect of

12 the transaction in meeting the convenience and needs

13 of the community to be served, or

14 "(C) any other proposed merger transaction if,

15 either as a result of such merger transaction or because

16 of its preexisting assets, the acquiring, assuming, or

17 resulting bank would upon consummation of trans-

18 action hold more than 20 per centum of the total

19 assets held by all banks located in the State in which

20 such bank is located: Provided, however, That this sub-

21 paragraph shall not apply to any merger or consolida-

22 tion of banks in which the responsible agency finds

23 that immediate action is necessary to prevent the prob-

24 able failure of a bank and that a less anticompetitive

25 alternative is not available.
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1 For purposes of this paragraph, if any company has, or

2 upon consummation of the merger transaction would have,

3 control, as defined in section 2 of the Bank Holding Com-

4 pany Act of 1956, over the acquiring, assuming, or result-

5 ing bank, total assets held by all banks over which the

6 same company has such control shall be attributed to such

7 bank. As used in this paragraph, the terms 'bank' and

8 'company' have the meaning ascribed to such terms in sec-

9 tion 2 of the Bank Holding Company Act of 1956. In

10 every case, the responsible agency shall take into consider-

11 ation the financial and managerial resources and future pros-

12 peas of the existing and proposed institutions, and the con-

13 venience and needs of the community to be served. Nothing

14 contained in this paragraph or in any other paragraph of

15 this subsection shall prevent the responsible agency from

16 disapproving any other merger transaction on the grounds

17 that such transaction would have adverse effects on compe-

18 tition or concentration in any market, region, State, or other

19 area which, although not requiring disapproval under sub-

20 paragraph (A) , (B) , or (C) of this paragraph, are not

21 clearly outweighed in the public interest by the probable

22 effect of the transaction in meeting the convenience and

23 needs of the community to be served.".

24 SEC. 102. 'Section 18 (c) of the Federal Deposit In-

25 surance Act is amended by inserting in paragraph (8) after

•

f
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1 "(the Clayton Act," the words "paragraph (9) of this sub-

2 section, and"; and by renumbering section " (9) " section

3 "10"; and by adding a new paragraph " (9) " as follows:

4 "(9) (A) Every merger transaction having the

5 effects set forth in subparagraph (C) of paragraph (5)

6 of this subparagraph is declared to be illegal.

7 "(B) The district courts of the United States have juris-

8 diction to prevent and restrain violations of subparagraph

9 (A) of this paragraph, and it is the duty of the United States

10 attorneys, under the direction of the Attorney General, to

11 institute proceedings in equity to prevent and restrain such

12 violations. 'The proceedings may be by way of a petition set-

13 ting forth the case and praying that the violation be enjoined

14 or otherwise prohibited. When the parties complained of

15 have been duly notified of the petition, the court shall pro

16 ceed, as soon as possible, to the hearing and determination of

17 the case. While the petition is pending, and before final de-

18 cree, the court may at any time make such temporary re-

19 straining order or prohibition as it deems just. Whenever it

20 'appears to the court that the ends of justice require that other

21 parties be brought before it, the court may cause them to be

22 summoned whether or not they reside in the district in which

23 the court is held, and subpenas to that end may be served in

24 any district by the marshal thereof.

25 "(C) In any action 'brought by or on behalf of the
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1 United States under subparagraph (A) of this paragraph,

2 subpenas for witnesses may run into any district, but no writ

3 of subpena may issue for witnesses living out of the district

4 in which the court is held at a greater distance than one

5 hundred miles from the place of holding the same without the

6 prior permission of the trial court upon proper application

7 and cause shown.

8 "(D) Nothing contained in this paragraph shall be con-

9 strued as affecting in any manner the right of the United

10 States or any other party to bring an action under any other

11 law of the United States or of any State, including any right

12 which may exist in addition to specific statutory authority,

13 challenging the legality of any merger transaction which may

14 be proscribed by this paragraph.".

15 STANDARDS FOR BANR HOLDING COMPANY ACQUISITIONS

16 OP BANICS

17 Sic. 201. Paragraph (c) of section 3 of the Bank Hold=

18 ,ing Company Act of 1956 is amended to read as follows:

19 "(c) The Board shall not approve-

20 "(1) any acquisition or merger or consolidation

21 under this section which would result in a monopoly, or

22 which would be in furtherance of any combination or

23 conspiracy to monopolize or to attempt to monopolize

24 the business of banking in any part of the United States,

25 or
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1 "(2) any other proposed acquisition or merger or

2 consolidation under this section whose effect in any sec-

9 tion of the country may be substantially to lessen corn-.

4 petition, or to tend to create a monopoly, or which in

5 any other manner would be in restraint of trade, unless

6 it finds that the anticompetitive effects of the proposed

7 transaction are clearly outweighted in the public in-

terest by the probable effect of the transaction in meeting

9 the convenience and needs of the community to be

10 served, or

11 "(3) any other proposed acquisition, merger, or

12 consolidation transaction under his section if, either as a

13 result of such transaction or because of the preexisting

14 bank assets over which it has control, the acquiring or

15 resulting company would have control over aggregate

16 total banking assets exceeding 20 per centum of the total

17 banking assets held by all banks and bank holding corn-

18 panies located in the State in which such company is

19 located: Provided, however, That this paragraph shall

20 not apply to any acquisition, merger, or consolidation

21 transaction in which the Board finds that immediate ac-

22 tion is necessary to prevent the probable failure of a

23 bank and that a less anticompetitive alternative is not

24 available.

25 In every case, the Board shall take into consideration the
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1 financial and managerial resources and future prospects of

2 the company or companies and the banks concerned, and the

3 convenience and needs of the community to be served. Noth-

4 ing contained in this chapter shall prevent the Board from

5 disapproving any other acquisition, merger, or consolidation

6 transaction on the grounds that such transaction would have

7 adverse effects on competition or concentration in any mar-

ket, region, State, or other area which, although not requir-

9 ing disapproval under paragraph (1), (2) , or (3) of this

10 subsection, are not clearly outweighed in the public interest

11 by the probable effect of the transaction in meeting the con-

12 venience and needs of the community to be served.".

13 SEC. 202. The Bank Holding Company Act of 1956 is

14 amended by inserting in section 1849 (f) after "(the Clay-

15 ton Act," the words "subsection (g) of this section"; and

16 by adding to section 1849 a new section (g) as follows:

17 "(g) (1) Every acquisition, merger, or consolidation

18 transaction having the effects set forth in paragraph (3) of

19 subsection (c) of section 3 of this chapter is declared to be

20 illegal.

21 "(2) The district courts of the United States have juris-

22 diction to prevent and restrain violations of paragraph (1)

23 of this subsection, and it is the duty of the United States

24 attorneys, under the direction of the Attorney General, to

25 institute proceedings in equity to prevent and restrain such

•
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1 violations. The proceedings may be by way of a petition

2 setting forth the case and praying that the violation be en-

3 joined or otherwise prohibited. When the parties complained

4 of have been duly notified of the petition, the court shall

5 proceed, as soon as possible, to the hearing and deterrnina-

6 tion of the case. While the petition is pending, and before

7 final decree, the court may at any time make such tempo-

rary restraining order or prohibition as it deems just. When-

9 ever it appears to the court that the ends of justice require

10 that other parties be brought before it, the court may cause

them to be summoned whether or not they reside in the dis-

12 trict in which the court is held, and ,subpenas to that end may

13 be served in any district by the marshal thereof.

14 "(3) In any action brought by or on behalf of the

15 United States under paragraph (1) of this subsection, sub-

16 penas for witnesses may run into any district, but no writ

17 of subpena may issue for witnesses living out of the district

18 in which the court is held at a greater distance than one

19 hundred miles from the place of holding the same without

20 the prior permission of the trial court upon proper applica-

21 tion and cause shown.

22 "(4) Nothing contained in this subsection shall be con-

23 strued as affecting in any manner the right of the United

24 States or any other party to bring an action under any other

S.2721-2
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law of the United States or of any State, including any right

2 which may exist in addition to specific statutory authority,

3 challenging the legality of any acquisition, merger, or con-

solidation transaction which may •be proscribed by this

5 subsection.".

6 STANDARDS FOR BANK HOLDING COMPANY ENTRY INTO

7 BANK RELATED ACTIVITIES

8, SEC. 301. (a) Section 4 (c) (8) of the Bank Holding

9 Company Act of 1956 is amended to read as follows:

10 "(8) shares of any company the activities of which

11 the Board, on the record and after due notice and oppov-

12 tunity for hearing, has determined (by order or regula-

13 tion)

14

15

16

17

18

19

20•

21

22

23

24

25

"(A) to be so closely and directly related to

banking or managing or controlling banks as to be

a proper and necessary incident thereto, and

"(B) is likely to produce substantial benefits

to the public which clearly and significantly out-

weigh possible adverse effects. For the purposes of

this subparagraph, (i) the term 'substantial bene-

fits to the public' includes increased competition over

the course of time and greater convenience or gains

in efficiency of operation that will substantially bene-

fit the public, and (ii) the term 'adverse effects' in-

cludes undue concentration of economic or financial
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1 resoorc, , decreased competition over the course of

2 time, unfair competition conflicts of interest, unsafe

3 or unsound banking or business practices, risk to the

4 financial soundness of a bank holding company or its

5 banking subsidiaries, and interference with the

6 primary responsibility of a bank holding company

7 or its banking subsidiary to provide effective bank-

8 ing services to the public. For the purposes of de-

9 termining in 'specific cases whether the performance

10 of a particular activity by an affiliate of a bank

11 holding company is likely to produce substantial

12 benefits to the public which clearly and significantly

13 outweigh possible adverse effects, the Board, in ad

14 dition to its other considerations, shall take into

15 consideration the relative economic size and market

16 power of the bank holding company and that of

17 those with whom the affiliate would compete.".

18 (b) (1)• Notwithstanding the provisions of subsection

19 (a), and subject to the provisions of subparagraph (2) of

20 this subsection, a bank holding company may continue to

21 engage in those activities in which it directly or through a

22 subsidiary (A) was lawfully engaged on November 1, 1975

23 (or an a date subsequent thereto in the case of activities

69-452 0 - 76 - 2



14

12

1 carried on as the result of the acquisition by such bank hold-

2 ing company or subsidiary thereof, pursuant to a binding

3 written contract entered into on or before November 1, 1975,

4 of another company engaged in such activities at the time

5 of the acquisition) , and (B) has been continuously engaged

6 since November 1, 1975 (or such subsequent date) , except

7 that such a bank holding company shall not permit the scope

8 or size (in terms of volume of business) of those activities

9 to expand to any significant degree.

10 (2) The Federal Reserve Board by order or regula-

ii tion, after opportunity for hearing, may terminate the

12 authority conferred by subparagraph (1) on any bank

13 holding company to engage directly or through a subsid-

14 iary in any activity otherwise permitted by subparagraph

15 (1) if the Board determines, having due regard for the

16 purposes of this Act, that such action is necessary to pre-

17 vent undue concentration of economic or financial resources,

18 decreased competition over the course of time, unfair corn-

19 petition, conflicts of interest, unsafe or unsound banking or

20 business practices, risk to the financial soundness of a bank

21 holding company or its banking subsidiaries, or interfer-

22 ence with the primary responsibility of a bank holding com-

23 pany or its banking subsidiary to provide effective banking

24 services to the public.



15

13

1 UNIFORM APPLICATION OF STANDARDS GOVERNING

2 ENTRY INTO BANK RELATED FIELDS

SEC. 401. (a) Subject to the provisions of subsection

(b) , no national bank shall directly or through a subsidiary

5 engage in any activity which is found-

6 (1) pursuant to a regulation of the Federal Re-

7 serve Board issued after the effective date of this Act

8 to be an improper activity for bank holding companies

9 under section 4 (c) (8) of the Bank Holding Company

10 Act of 1956, or

ii (2) pursuant to an order of the Federal Reserve

12 Board issued after the effective date of this Act to be

13 an improper activity for the bank holding company of

14 which such national bank is a subsidiary.

15 (b) Nothing contained in this section shall be inter-

16 preted or construed as authorizing a national bank to

17 engage in any activity prohibited to it under any other

18 provision of law.

19 STANDARDS FOR SOUND AND COMPETITIVE FINANCING

20 OF NONBANKING ACTIVITIES

21 SEC. 501. (a) Section 4 of the Bank Holding Company

22 Act of 1956 is amended by inserting at the end thereof the

23 following new subsection:

24 " (f) In keeping with its responsibilities to administer



16

14

1 and carry out the purposes of this Act, and with particular

2 attention to the standards established under subparagraph

3 ( 8 ) of subsection (c) of this section, the Board shall require,

4 both in connection with a bank holding company application

3 to engage in a particular activity and in connection with the

6 Board's ongoing supervision of bank holding companies,

7 that (1) bank holding companies and their subsidiaries be

8 capitalized and otherwise financed in a safe and sound

9 manner, and (2) bank subsidiaries of bank holding corn-

10 panies refrain from discriminating in favor of their parent

11 holding company or their affiliated subsidiaries in the making

12 of loans or in the establishing of terms and conditions of

13

14

15

16

17

18

19

20

21

22

23

24

credit.

(b) Subsection (c) of section 5 of the Bank Holding

Company Act of 1956 is amended by striking out " (c) "

and inserting in lieu thereof " (c) (1) " and by inserting at

the end of such subsection the following new subparagraph:

"(2) In addition to such other reports as the Board may

from time to time require, the Board shall require each bank

holding company to submit to the Board each year a report

detailing the terms and conditions of all intercompany loans

and investments, as between the bank holding company and

its subsidiaries and as between any such subsidiaries, made

during the twelve-month period immediately preceding such
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1 report. The Board shall make such reports available to the

2 public.".

3 ADMINISTRATIVE PROCEDURES AND JUDICIAL REVIEW

4 SEC. 601. (a) The Bank Holding Company Act of

5 1956 is amended by redesignating sections 9, 10, 11, and 12

6 as sections 10, 11, 12, and 13, respectively, and by inserting

7 immediately after section 8 the following new section:

8 "SEc. 9. (a) The provisions of subchapter II of chapter

9 5 of title 5 of the United States Code (relating to adminis-

10 trative procedure) shall apply with respect to all Board pro-

11 ceedings under section 4 (c) (8) .

12 "(b) All Board determinations (whether by order or

13 regulation) under section 4 (c) (8) shall be made on the

14 record after opportunity for hearing, and the provisions of

15 sections 556 and 557 of title 5 of the United States Code

16 shall apply with respect thereto. The Board shall give all

17 interested persons an opportunity to participate in any such

18 hearing.

19 "(c) (1) In connection with any proceeding under sec-

20 tion 4 (e) (8) , no person shall, directly or indirectly, make

21 or attempt to make any ex parte communication in connec-

22 tion with the subject matter of any such proceeding to any

23 member of the Board or any member of the Board staff par-

24 ticipating in such proceeding.
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1 "(2) No application made under section 4 (c) (8) shall

2 be held or considered to be an application for an initial

license within the meaning of subsection (d) of section 554

4 of title 5 of the United States Code.

5 "(d) In connection with any proceeding under section

6 4 (c) (8) to which the requirements of sections 556 and 557

7 of title 5 of the United States Code are being applied, any

8 interested person participating in such proceeding may call

9 upon (1) the Board, or, (2) in the case of the consideration

10 of an application, the applicant, for any information or docu-

11 ments, not privileged, for purposes of discovery or for use as

12 evidence. In addition, in any such proceeding where there

13 is an absence of relevant information, the Board, upon its

14 own motion or that of any interested person participating in

15 such proceeding, shall undertake such studies (and make

16 reports thereon available) as will provide the relevant infor-

17 mation required.".

18 (b) Section 9 of the Bank Holding Company Act of

19 1956 (as in effect immediately prior to the enactment of

20 this Act) is amended (1) by inserting "or regulation" im-

21 mediately after "order" each place that it appears, and (2)

22 by striking out "as provided in section 2112 of title 28,

23 United States Code" and inserting in lieu thereof the follow-

24 ing: "in the same manner as provided in section 2112 of
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1 title 28, United States Code, with respect to orders of ad-

2 ministrative agencies".

3 PUBLIC'S RIGHT TO PETITION FOR MODIFICATION OF

4 ORDERS AND REGULATIONS

5 SEC. 701. The Bank Holding Company Act of 1956

6 (as amended by section 501 of this Act) is further amended

7 by inserting at the end of the new section 9 thereof the fol-

lowing new subsection:

9 "(c) (1) Any interested person, including a consumer

10 or consumer organization, may petition the Board to com-

mence a proceeding to consider the issuance, amendment, or

12 revocation of an order or regulation promulgated under the

13 authority of section 4 (c) (8) . Such petition shall set forth

14 (a) facts which it claimed established that the issuance,

15 amendment, or revocation of an order or regulation is neces-

16 ,sary, and (b) a description of the substance of the amend-

17 ment or of the order or regulation it is claimed should be

18 issued, as the case may be.

19 "(2) The Board may conduct a public hearing or may

20 conduct such investigation or proceeding as it deems appro-

21 priate in order to determine whether or not such petition

22 should be granted. Facts which warrant the issuance, amend-

23 ment, or revocation of an order or regulation shall include,

24 in addition to such other matters as the Board may from
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time to time determine to be appropriate, the following

matters:

"(A) a finding that a particular activity conducted

on the part of a bank holding company or its subsidiary

fails to conform to the scope of the activity for which

Board approval was originally given;

"(B) a finding that a particular activity conducted

on the part of a bank holding company or its subsidiary

fails to conform to new or amended Board orders or reg-

ulations or judicial determinations altering the scope of

the activity for which Board approval was originally

given;

"(C) a finding that the continued conduct of a par-

ticular activity on the part of a bank holding company

or its subsidiary has ceased to produce, within the mean-

ing of section 4 (c) (8) , substantial benefits to the pub-

lic which clearly and significantly outweigh possible ad-

verse effects; or

"(D) a finding that the continued conduct of a

particular activity on the part of a bank holding company

or its subsidiary otherwise violates the standards estab-

lished under section 4 (c) (8) for permissible bank hold-

ing company activity.



21

19

1 "(3) Within one hundred and twenty days after filing

2 of a petition referred •to in subparagraph (1) , the Board

3 shall either grant or deny the petition. If the Board grants

4 such petititon, it shall promptly proceed to determine, on

5 the record and after opportunity for hearing, whether to

6 issue, amend, or revoke such order or regulation. If the Board

7 denies such petition, it shall publish in the Federal Register

8 its reasons for such denial.

9 "(4) If the Board denies such petittion, or if the

io Board fails to grant or deny such petition within one

ii hundred and twenty days after the filing of the petition,

12 the petitioner may commence a civil action in a United

13 States district court to compel the Board to grant such pe-

14 tition. Any such action shall be filed within sixty days after

15 the Board's denial of the petition, or, if the Board fails to

16 grant or deny the petition within one hundred and twenty

17 days after the filing of the petition, within sixty days after

18 the expiration of the one hundred and twenty day period.

19 If the petititoner can demonstrate to the satisfaction of the

20 court, by a preponderance of evidence in a de novo pro-

21 ceeding before such court, that sufficient facts exist to justify

22 the granting of the petition, the court shall order the Board

23 to grant such petition.
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1 "(5) In any action under this subsection, the district

2 court shall have no authority to compel the Board to take

3 any action other than to grant such a petition.".

4 EFFECTIVE DATE

5 SEc. 801. The Act and the amendments made by this

6 Act shall take effect upon the expiration of ninety days

7 following the date of enactment of this Act.

(
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STATEMENT OF EDWARD J. KREMER, INDEPENDENT INSURANCE
AGENTS OF AMERICA

Mr. KREMER. Thank you, Mr. Chairman.
In anticipation that you would want the oral testimony to be briefthis morning, we have capsulized a rather sizable document that hasa lot of supporting information in it. .
The CHAIRMAN. I must say, Mr. Kremer, that's a most impressive

document. I won't promise to read every word of it, but I have hada chance to go through it and I think you do a fine job of providing•
very helpful material.
Mr. KREMER. It's about 80 percent appendices, Mr. Chairman, but

we hope it will be of some value.
My name is Edward J. Kremer, and I'm chairman of the Federal

Affairs Committee of the Independent Insurance Agents of America
and if that name is not too familiar I should point out that up until
January of this year we were known as the National Association of
Insurance Agents.
I'm an independent insurance agent and my office is in Salisbury,

Md. Also with me today are Mr. John Neville, our general counsel;
Mr. Thomas Wilson, Mr. Stewart Halper, who are also counsel.
We welcome this opportunity to testify in support of S. 2721, a

bill which takes a step in the right direction toward clarifying and
strengthening the current law limiting the particiaption of banking
organizations in nonbanking activities.
In that connection, we would like to express our gratitude to this

committee for the invitation to express our views on these matters
of vital importance to our economy.
The Independent Insurance Agents of America is the national

association of independent property and casualty insurance agents.
The association is composed of 50 State associations which repre-
sent more than 33,000 insurance agencies, and approximately 150,000
insurance agents across the country. While the members of IIAA
vary greatly in size, they are mostly comprised of smaller businesses.
The agents take considerable pride in being in an industry where
small business organization has been able to efficiently serve the in-
surance needs of the public. This serving of the public has been
accomplished through the efficiencies of highly competitive retail
markets characterized by large numbers of conveniently located agen-
cies from which the public is able to purchase insurance.
Senator MORGAN. Mr. Chairman, is Mr. Kremer reading from a

document that we are supposed to have?
The CHAIRMAN. I beg your pardon; the document should be on

your desk. It's the large document here. This is Mr. Kremer. This
is the first paper. He's only reading the first paper. The rest is going
to be put in the record.
Senator MORGAN. You're just summarizing?
Mr. KREMER. Yes sir, I most certainly am.
Senator MORGAN. I thought you had a prepared summary of it.
Mr. KREMER. No, sir. This is just excerpts from that document.
The CHAIRMAN. Mr. Kremer is going to try to confine his remarks

to about 10 minutes.
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Mr. KREMER. Yes, sir. That's true. Consequently, it has been con-
cerned with the increasing attempts by large banking organizations
to gain entry into that industry. 'IAA's concern has precipitated
our involvement in substantial litigation. Because the cases to which
we refer are still in process before the courts, we cannot, of course,
comment upon them. However, both the historic trend and recent
developments in the banking industry suggest the need for immedi-
ate comprehensive banking reform legislation.
In recent years there have been spectacular failures among such

banking holding companies as United States Bank of San Diego,
Franklin National Bank of New York, and most recently, Hamilton
Bancshares Inc. of Chattanooga, Tenn. In addition, various dis-
quieting reports concerning the questionable soundness of First Na-
tional City Bank, Chase Manhattan and other large banking insti-
tutions have brought the need for banking reform into sharp focus.

There must be renewed recognition of the unique economic char-
acteristics of banking institutions. In the first place, the entry into
banking markets is strictly controlled by State and Federal regu-
latory authorities. The very substantial competitive advantage con-
ferred upon banks by the chartering process is then amplified by
the fact that banks receive enormous infusions of free money in the
form of demand deposits upon which they pay no interest. Banking
organizations, in effect, get public funds which they can then use
to drive small business out of business.
The inherent advantage of bank monopoly power is further ampli-

fied by the lenders' power over credit. The structural realities of
the situation produced the danger that the bank may coerce bor-
rowers into purchasing affiliated nonbanking services as a condition
of the extension of credit or as a condition for reduction of interest
rates assessed on the loan.
An additional point which is perhaps more insidious since it is

more difficult to detect and therefore to prevent is the possibility
that borrowers will voluntarily purchase affiliated nonbanking serv-
ices in an effort to improve or protect their status with the banking
organization.
As far as the sale of property and casualty insurance is particu-

larly concerned, the many faceted operations of bank holding com-
panies create special problems. The number of holding company
activities and the variety of borrowers and loan transactions with
which holding companies deal presents them with the ability to
capture more lines of insurance and more consumers than any non-
affiliated agent would ever be afforded through cross-selling of bank
holding company services. Therefore, the opportunity for growth
of an affiliated insurance agency operation is geometric in com-
parison with a nonaffiliated agency. What is more, the principal
function of an insurance agent is to provide insurance purchasers
with independent advice with respect to their insurance needs. Since
the interest of banking organizations and borrowers in collateralized
property is often different, it is obvious that the involvement of an
affiliated agent in a particular loan transaction places the affiliated
agent in a classic conflict of interest posture.
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Finally, the possession by banking organizations of information
which is crucial to the business operations of their depositors, such
as customer lists, insurance expiration dates, et cetera, provides them
with the opportunity to permit their nonbanking affiliates to use
the information to obtain an important competitive advantage over
the nonaffiliated businesses with which they compete.
S. 2721 is a step in the right direction toward meaningful bank

holding company reform. With the inclusion of the amendments
we propose, S. 2721 would be more strongly proconsumer by pro-
tecting competition in various nonbanking industries and also more
probanking by helping assure the continued soundness of our
banking system.
However, in a number of important ways, provision of S. 2721

would help clarify and strengthen the current law restricting bank
holding companies from engaging in nonbanking activities. For
example, section 301 would amend the existing bank holding com-
pany law to limit the kind of activities in which bank holding
companies may participate to those which are closely and directly
related to banking. In addition, such activities would be permitted
to be pursued only where bank holding company participation in
the activities would be likely to produce substantial benefits to the
public.
For the reasons previously stated, the power of banking orga-

nizations over credit is such that to permit them to participate in
activities which are not very closely and specifically related to
banking is to invite economic preemption by banking organizations
of industries with respect to which the public interest would be
better served if the banks were kept out.
In this connection, while the language of this provision of S.

2721 brings increased clarity to the current law, it still permits the
Federal Reserve Board some latitude of interpretation within which
to circumvent the intent of Congress. Given the high degree of
sympathy which administrative agencies often feel towards their
constituents, in any adjudicatory proceeding before the Federal
Reserve Board between a bank holding company making application
to engage in a nonbanking activity and nonbanking intervenors
seeking to oppose the application, the nonbanking parties are placed
at a severe disadvantage.
In addition, in any series of protracted adjudications between

bank holding companies and groups of nonbanking entities opposing;
bank holding company entry into their industries, the war of attri-
tion will almost certainly eventually be won by the bank holding
companies, especially where there is a sympathetic regulator in-
volved. This is particularly true in the face of the substantial evi-
dence test under the current law since such tests permits an agency
to .approve an activity as being in the public interest when the
weight of the evidence would compel a different conclusion.
It is for these reasons that IIAA believes that ultimately the

only solution to the bank holding company nonbanking problem
is one. that is made at the legislative level by defining specific
activities in which bank holding companies may not engage.
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Legislative reform of bank regulatory problems is needed immedi-
ately. Since in the battle of attrition being waged by banking
organizations with respect to a number of nonbanking activities,
including the sale of property and casualty insurance, nonbanking
entities ultimately cannot expect to prevail. For this reason, Con-
gress must act promptly.
S. 2721 represents movement in the right direction. However, IIAA

believes that S. 2721 should be amended to include specific legis-
lative prohibitions against a bank holding company participation
in specified nonbanking activities.
The CHAIRMAN. Thank you very much, Mr. Kremer.
[Complete statement follows:]

STATEMENT OF EDWARD J. KREMER, CHAIRMAN OF THE FEDERAL AFFAIRS COM-
MITTEE OF THE INDEPENDENT INSURANCE AGENTS OF AMERICA, INC.

Mr. Chairman and Members of the Committee: My name is Edward J.
Kremer and I am Chairman of the Federal Affairs Committee of the In-
dependent Insurance Agents of America ("IIAA").' We welcome this oppor-
tunity to testify in support of S.2721, a bill which takes a step in the right
direction toward clarifying and strengthening the current law limiting the
participation of banking organizations in nonbanking activities. In that con-
nection, we would like to express our gratitude to this Committee for the
invitation to express our views on these matters of vital importance to our
economy.2
IIAA is the national association of independent property and casualty in-

surance agents. The association is composed of 50 state associations which
represent more than 33,000 insurance agencies and approximately 150,000
insurance agents across the country. While the members of IIAA vary
greatly in size, they are mostly comprised of smaller businesses. The agents
take considerable pride in being in an industry where small business organi-
zations have been able efficiently to serve the insurance needs of the public.
This serving of the public has been accomplished through the efficiencies of
highly competitive retail markets characterized by large numbers of con-
veniently located agencies from which the public is able to purchase insurance.
IIAA is dedicated to preserving the highly competitive market structure

which currently characterizes the sale of property and casualty insurance.
Consequently, it has been concerned with the increasing attempts by large
banking organizations to gain entry into that industry. IIAA's concern has
precipitated our involvement in substantial litigation. Because the cases to
which we refer are still in process before the courts, we cannot, of course,
comment upon them. However, both the historic trend and recent develop-
ments in the banking industry suggest the need for immediate comprehensive
banking reform legislation.3

BANK FAILURES AND EXPANSION

In recent years, there have been spectacular failures among such bank
holding companies as United States National Bank of San Diego, Franklin
National Bank of New York, and, most recently, Hamilton Bancshares, Inc.
of Chattanooga, Tennessee. In addition, various disquieting reports concern-
ing the questionable soundness of First National City Bank, Chase Manhattan
Bank and other large banking institutions have brought the need for banking
reform into sharp focus. In fact, as recently as January 22, 1976, the New

1 IIAA recently changed its name from the National Association of Insurance Agents
("NAIA").

2 The questions propounded by Senator Proxmire in his letter to the Chief of the
Washington Bureau of IIAA of February 24. 1976. are answered in this statement
generally. More specific responses to some of the ouestions are .et forth in the nortior
of this statement which addresses the specific provisions of S. 2721. See pp. 31-42 infra.

3 A chronology of the proceedings since 1970 relating to the bank holding company
insurance agency issue is provided in Appendix 8 at p. 68.

ie
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York Times published a list of 35 major bank holding companies which the
Federal Reserve Board reportedly considers to be "problem bank holding
companies."
Furthermore, the recent past has seen a dramatic expansion of large bank-

ing organizations, both in terms of the number and size of the banks they
control, and in the nature and variety of their nonbanking affiliates. The
result has been a concentration of economic resources in bank holding com-
panies and continuing high levels of concentration of banking resources in
relevant markets.'
There must be a renewed recognition of the unique economic characteristics

of banking institutions. In the first place, the entry into banking markets is
strictly controlled by state and Federal bank regulatory authorities. Thus,
through the bank chartering process, monopoly type power is conferred upon
banking institutions at the outset. The very substantial competitive adavntage
conferred upon banks by the chartering process is then amplified by the fact
that banks receive enormous infusions of "free" money in the form of demand
deposits upon which they pay no interest. Such funds are in turn loaned out
by the banks at a profit and used by the banking organizations to initiate
activities in nonbanking areas. Ultimately, what occurs is that public funds are
infused into the banking institutions at virtually no cost to the banks and
used by such institutions to effect entry into nonbanking businesses. Banking
organizations in effect get public funds which they then can use to drive small
businesses out of business. It is clear therefore that banking institutions are
provided an enormously significant economic edge over the nonbank entities
with which they come into competition and that this economic benefit is con-
ferred upon them as quasi-public creatures without any compensating benefit
accruing to the public.'
The inherent advantage of bank monopoly power is further amplified by the

lender's power over credit. Credit, like anything else, is a scarce economic
resource, especially in times of tight money. Moreover, it is an essential com-
ponent of capital formation and thus a crucial factor in the ongoing viability
of the economy. Consequently, the union within the same institutional struc-
ture of the process of credit extension with nonbanking activities creates the
opportunity for the nonbanking profit centers of the banking organization to
benefit from the banking affiliate's capital resources and customers. What is
worse, the structural realities of the situation produce the danger that the
bank may coerce borrowers into purchasing affiliated nonbanking services as
a condition of the extension of credit or as a condition for reduction of the
interest rate assessed on a loan. An additional possibility, which is perhaps
more insidious, since it is more difficult to detect and therefore to prevent, is
the possibility that borrowers will voluntarily purchase affiliated nonbanking
services in an effort to improve or protect their status with the banking organi-
zation. This eventuality could result either from subtle suggestions by loan
officers or out of a borrower perception that, in the context of a loan transac-
tion, they are in relation to the bank in an inferior bargaining position. Either
occurrence removes the traditional competitive levers of price and service in
the area of the nonbanking activity as effective tools of economic efficiency.
In the process, owners of smaller businesses will be forced out and fledgling
entrepreneurs will have to try to apply their talents and initiative elsewhere.
Furthermore, the ever increasing presence of bank holding companies in non-

banking businesses tends to diminish the quality of bank management and
services by forcing the banking function of the organization to share the insti-
tution's managerial resources with competing nonbanking profit centers. More-
over, given the degree to which nonbanking affiliates of bank holding com-
panies are caught up in the corporate self-esteem of the holding company,
when one of the nonbanking affiliates of the holding company gets into financial

'New York Times, January 22, 1976, at 61, col. 1.
'A statistical summary of the expansion of banking institutions in reeent years is

set forth in Appendix 3 (at p. 45). It should be emphasized, however, that bank holdingcompanies now control 34 of the 100 largest mortgage banking companies, 27 of the 86largest non-captive finance companies, and 13 of the largest factoring companies. SeeTalley. "Bank Holding Company Financing". Conference on Bank Structure and Competi-
tion (Federal Reserve Bank of Chicago), at 128 (1975).6 A more comprehensive di.ou.sion of the economic issues raised by bank entry into
nonbanking activities is provided at Appendix 2 at p. 42.
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difficulty, the holding company often finds itself compelled to bail out the

ailing subsidiary. In this way, the bank affiliate of the holding company could

be compromised, either by having to make substandard loans to the endangered

affiliate or as a result of a perception on the part of the public that perhaps

the bank subsidiary of the holding company is also in trouble. Either way,

the danger presented to the banking system is obvious.
Finally, as the complexities of banking and nonbanking businesses carried

on by banking organizations multiply, less effective management of the banking

aspect of the organization occurs. Moreover, the addition to banking organiza-

tions of nonbanking businesses makes the already difficult task confronting

bank regulators even more so, and increases the chance that banking and non-

banking regulators will come ito conflict with one another.

As far as the sale of property and casualty insurance is particularly con-

cerned, the many faceted operations of bank holding companies create special

problems.' The number of holding company activities and the variety of bor-

rowers and loan transactions with which holding companies deal, presents

them with the ability to capture more lines of insurance and more consumers

than any nonaffiliated agent would ever be afforded. Through cross-selling of

bank holding company services, therefore, the opportunity for growth of an

affiliated insurance agency operation is geometric in comparison with a non-

affiliated agency.
What is more, the principal function of an insurance agent is to provide

insurance purchasers with independent advice with respect to their insurance

needs. Since the interests of banking organizations and borrowers in collateral-

ized property are often different, it is obvious that the involvement of an

affiliated agent in a particular loan transaction places the affiliated agent in

a classic conflict of interest posture.
Finally, the possession by banking organizations of information which is

crucial to the business operations of their depositors (e.g., customer lists, in-

surance expiration dates, etc.) provides them with the opportunity to permit

their nonbanking affiliates to use the information to obtain an important com-

petitive advantage over the nonaffiliated businesses with which they compete.

SEPARATION OF BANKING AND COMMERCE

Over the years, Congress has repeatedly indorsed the separation of banking

and commerce within our economic structure.' However, over time, the deci-

sions of the administrative agencies which regulate banks and bank holding

companies have blurred this traditional separation. In the interest of the

survival of many small businesses which banks are seeking to enter, and the

continued viability of our banking and hence our economic system, this trend

must be halted and if possible reversed.
Bankers should be made to refocus their mental energies on banking, un-

fettered by the distractions associated with an increasingly large number of

diverse nonbanking operations. In this connection, while IIAA recognizes

S.2721 as a step in the right direction, we favor an outright legislative pro-

hibition with respect to bank holding company entry into nonbanking activities.

The historic inability of Congress and the courts to supervise the bank regu-

latory agencies clearly commends this approach.

NONBANKING ACTIVITIES

The consumer is not well served by banking institutions engaging in a broad

range of nonbanking activity. The result of bank entry into those activities

can reasonably be expected to lessen competition, particularly in industries

which are highly competitive and made up of smaller businesses. As stated

previously, control over credit may lead to the coercion of borrowers in con-

nection with the purchase of nonbanking services. But, even absent coercion,

the control of banking institutions of credit will almost certainly lead to

"voluntary" or structural tying of nonbanking services to extensions of credit.

7 A more comprehensive discussion of the property and casualty insurance agency
Industry is provided in Appendix 5. Relevant statistical material concerning the insurance

retail industry is provided in Appendix 6 at p. 59.
a The National Bank Act, the Glass-Steagall Act. the Bank Holding Company Act of

1956, and the 1970 Amendments to the Bank Holding Company Act of 1956 bear

witness to Congress's intent in that regard.
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The history of lender engagement in the sale of credit life insurance is
replete with situations which give an indication of the significance with re-
spect to the sale of insurance of the lender's power over credit. For example,
a study performed in 1969 by the Federal Reserve Board at the behest of
the current Chairman of this Committee revealed that some banks managed
to sell credit life insurance in up to 90 percent of their direct consumer loans,
even though such insurance is supposedly purely voluntary.9 A more recent
study by the Federal Trade Commission revealed that some lenders were
achieving penetration rates in the sale of credit life insurance that approach
100 percent. Again, this was so even though the purchase of such insurance
by borrowers was supposedly voluntary." In fact, that study revealed that one
lender (which was not a bank) was apparently achieving penetration rates of
60 percent in the sale of fire insurance." The evidence revealed by the Federal
Trade Commission study prompted the Commission to conclude.
"The problems we have encountered in the credit life insurance area appear

to be in no way alleviated by the present form of Regulation Z. That is, the
present provisions of Section 226.4(a) (5) of Regulation Z do not ensure the
voluntary election of credit insurance since those creditors who wish to evade
the intent of this section may do so by making disclosures which are in
ostensible compliance with the Regulation, while orally informing or indicating
that the insurance is required." '3
Under the circumstances, there is no denying that the questions of tying

and voluntary tying are both serious and that, once banking institutions are
permitted to engage in a nonbanking activities, they are exceedingly difficult
to deal with. Given the scarcity of credit and the relationship between lenders
and borrowers, that fact should hardly be surprising. After all, unless the
coercion attempted by the banking institution is written, it would be exceed-
ingly difficult to prove that any coercion even occurred. Furthermore, the
damages a prospective plaintiff might be able to establish may very well not
make it worth his while to pursue. Finally, any borrower who may feel that
he has been coerced by a bank will be accutely aware of the fact that he will
probably be required to borrow money in the future. Such realization will
probably make him very reluctant to jeopardize his attractiveness to lenders
by bringing suit against one of their number. For all these reasons, Section
106 of the 1970 Amendments of the Bank Holding Company Act of 1956, as
amended, 12 U.S.C. § 1975, which prohibits coercive tying and which provides
for recovery of trebble damages when coercion is proved, cannot realistically
be expected to be very effective.
Furthermore, none of the penalttes potentially associated with coercive

tying have any relevance to the situation where the tie occurs as a result of
the borrower's perception that, if he voluntarily places his insurance with a
bank's affiliated agency, he will make the bank consider his current loan or
some future loan more favorably. As a matter of fact, Baldwin v. Tuttle, an
Assistant General Counsel of the Federal Reserve Board, has opined that
Section 106 of the 1970 Amendments to the Act does not reach the situation of
voluntary tying at all."
Finally, the evidence amassed in the 1969 Federal Reserve Board study

concerning bank sales of credit life insurance was so significant that the
Board concluded:
". . . [B]ecause of the inferior bargaining position of the debtor, he may be

susceptible to the loan officer's 'suggestions' concerning choice coverage, pre-

Letter from the Federal Reserve Board of San Francisco to the Federal Reserve
Board, dated October 2, 1967. Such letter provides a portion of the basis of the Board's
1969 credit life study. See Hearings on Consumer Credit Insurance Act of 1969 before
the Subcommittee of Financial Institutions of the Committee of Banking and Currency,
United States Senate, 91st Cong., 1st Sees. 160-64 (1969).

10 Letter from Charles A. Tobin, Secretary, Federal Trade Commission, to' Jeffrey M.
Bucher, Member, Federal Reserve Board, November 19, 1974 (FTC Report to the Board
In connection with the Board's Annual Report to Congress, 1974). Relevant portions
of the letter and an accompanying FTC study are excerpted at Appendix 7 (see p. 61).
"See Statement of the Staff of the Division of Special Statutes etc., Federal Trade

Commission, (1974). See also Appendix 7.
1' Letter from Charles A. Tobin. Secretary, Federal Trade Commission, to Jeffrey M.

Bucher, Member Federal Reserve Board, November 19, 1974 (FTC Report to the Board
In connection with the Board's Annual Report to Congress, 1974). See Appendix 7.
"Panel, "Bank Holding Company Act etc.", 29 Business Lawyer 246-47 (November,

1973) (Remarks of Baldwin v. Tuttle, Assistant General Counsel, Federal Reserve Board).

69-452-76-8
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mium rates, insurer and agent. As a result the debtor easily m
ay receive the

impression that his loan application may be more favorably co
nsidered if he

follows such suggestions.""
Therefore, there can really be little question that, because of the

ir power

over credit, banking organizations which obtain insurance
 agency affiliates

have the opportunity to tie the sale of insurance to extensions of cred
it. More-

over, there is no means by which tying can effectively be prevented, 
especially

in the case of voluntary tying which has the same economic effect a
s coerced

tying. The ultimate economic effect of tying is, as stated previously,
 that the

price of and the service associated with the sale of insurance are re
moved as

effective tools of economic efficiency, and in the process, espe
cially in the case

of industries characterized by smaller businesses, competitio
n will be reduced

and concentration will be increased. As is the case in mo
st instances where

economic resources are concentrated in the hands of a few, it
 is the public

which ultimately will have to bear the burdens of increased pri
ces and the

frustrations of decreased services in the industry in questio
n.

LEGISLATION IS NEEDED

The degree to which legislation which, for once, will consider t
he important

problems of bank holding company participation in nonbanking 
activities in a

coordinated way is currently necessary is provided by a brief re
view of IIAA's

experience with bank regulatory agencies.' In this connection, as 
far as IIAA

is concerned, the current law is structured in such a way that 
nonbanking

entities which oppose bank holding company entry into nonban
king activities

are exhausted by protracted litigation initiated in an attempt to get
 the Federal

Reserve Board to make meaningful public interest determinatio
ns based upon

a formal factual record.
In IIAA's case, for example, notwithstanding the expressed 

statutory pro-

vision limiting the authority of national banks to engage in ins
urance agency

activities in communities of 5,000 or less, the Comptroller 
of the Currency

permitted national banks to sell insurance without limitation. The
 Comptroller's

position was challenged and the lower court ruled against hi
m. Finally, in

1968 the Fifth Circuit determined that the Comptroller's grant o
f authority

with respect to insurance agency activities exceeded that permit
ted by the

National Bank Act." In the face of this setback, there was a move
ment among

bank holding companies to circumvent the restrictions of the Nat
ional Bank

Act by attempting to enter the insurance agency business throug
h the bank

holding company system. In 1969, IIAA challenged a bank holding
 company's

acquisition of an insurance agency before the Federal Reserve Board
. IIAA's

challenge was met with the claim that competitors had no "standing" to
 make

such a challenge. After an appeal, IIAA prevailed on this issue whe
reupon the

bank holding company withdrew its application before it could be co
nsidered

on its merits.
After the enactment of the 1970 Amendment to the Bank Holding Comp

any

Act of 1956, the Board determined pursuant to a rulemaking proceedin
g that

certain types of insurance are "closely related" to banking. In
 promulgating

this regulation, Section 225.4(a) (9) of Regulation Y, the Board le
ft the types

of insurance included within the regulation largely unspecified. In 
September

1972, without notice or hearing, it issued an "interpretation" which pr
ovided

more detailed description of the types of insurance meant to be
 covered in

its previous regulation. After a court challenge in which IIAA contende
d that

the "interpretation" was in actuality an operative decision of the Boar
d, the

Board admitted that the "interpretatiola" was actually only tentative an
d that

the issues would be determined in certain adjudicatory proceedings inst
ituted

six months after the "interpretation" was promulgated.

Similarly, two weeks after the Board issued its 1971 determination, it issued

another rule without notice or hearing which provided that de novo e
ntries

by bank holding companies into insurance agency activities were pre
sumed

to result in net benefits to the public. Again, after a court chall
enge, the

Board voluntarily suspended the rule.

"hearings on Consumer Credit Insurance Act of 1969 etc., supra, at 163.

15 See Appendix 8, page 68.
ie Saxon v. Georgia Association of Independent Insurance Agents, Inc., 399

 F.2d 1010

(5th Cir. 1968), aff'g 268 F. Supp. 236 (N.D. Ga. 1967)

4
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In order to find out what insurance activities were "closely related," if any,and to determine whether net public benefits would result from entry, IIAAsought a formal hearing on insurance agency applications submitted by variousbank holding companies. In March 1973, the Board set 22 such cases for hear-ing and the war of attrition was on.
Ultimately, seven bank holding company insurance agency application caseswere tried as test cases. The Administrative Law Judge essentially ruled infavor of the bank holding companies and the Board on the "closely related''issue, and against the bank holding companies on the public benefits test.'On review, the Federal Reserve Board held almost uniformly for the bankholding companies on all issues. These matters are currently before the FifthCircuit on appeal.
In light of the foregoing, therefore, it is clear that the regulatory systemcurrently in effect favors the bank holding companies in view of the fact thatinterested nonbanking entities are required to expend immense resources inorder to attempt to get the Board to undergo a careful examination of the fulleconomic implications of bank holding company entry into nonbanking indus-tries. In this connection, so far, IIAA has had to go to the courts on fourseparate occasions.

ANALYSIS OF THE LEGISLATION

As stated previously, S.2721 is a step in the right direction toward meaning-ful bank holding company reform. With the inclusion of the amendments wepropose, S.2721 would be more strongly pro-consumer by protecting competitionin varius nonbanking industries and also more pro-banking by helping assurethe continued soundness of our banking system."
However, in a number of important ways the provisions of S.2721 wouldhelp ,clarify and strengthen the current law restricting bank holding companiesfrom engaging in nonbanking activities. Section 2, for example, calls particularattention to the increased concentration of banking resources into the hands ofa few large organizations, and to the fact that the Federal Reserve Board haspermitted bank holding companies to extend the areas of nonbanking activitiesin which bank holding companies may participate far beyond those which aredirectly related to banking." As indicated previously, the recent growth of thesize and diversity of banking institutions has been significant. In addition, thetroubles which currently afflict major banking institutions points up the pre-cariousness in which nonbanking activities have placed many important bank-ing organizations.
Sections 101, 102, 201 and 202 would amend the Federal antitrust and re-lated laws to provide more stringent standards for bank mergers and bankholding company acquisitions. Again, in light of the recent dramatic growthand increased concentration of economic power in large banking institutions,and restrictions set forth in the referenced sections would help contribute to amore competitive atmosphere in the banking industry in the future.Section 301 would amend the existing bank holding company law to limitthe kinds of activities in which bank holding companies may participate tothose which are closely and directly related to banking. In addition, suchactivities would be permitted to be pursued only where bank holding companyparticipation in the activities would be likely to produce substantial benefitsto the public. For the reasons previously stated, the power of banking organi-zations over credit is such that to permit them to participate in activities whichare not very closely and specifically related to banking is to invite economicpreemption by banking organizations of industries with respect to which thepublic interest would be better served if the banks were kept out. In this con-nection, while the language of this provision of S.2721 brings increased clarityto the current law, it still permits the Federal Reserve Board some latitudeof interpretation within which to circumvent the intent of Congress. Given thehigh degree of sympathy which administrative agencies often feel toward theirconstituents, in any adjudieatory proceeding before the Federal Reserve Boardbetween a bank holding company making application to engage in a nonbankingactivity, and nonbanking intervenors seeking to oppose the application, the

17 See, e.g., Appendix 10. at p. 71.
18 See Appendix 1, at p. 33.
19 A description of the lines- of insurance and the circumstances under which suchlines of insursnce may be sold in accordance with Federal Reserve Board determinationIs provided in Appendix 9, at p. 70.
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nonbank parties are placed at a severe disadva
ntage. In addition, in any

series of protracted adjudications between ban
k holding companies and groups

of nonbanking entities opposing bank holding co
mpany entry into their indus-

tries, the war of attrition will almost certainly
 eventually be won by the bank

holding companies, especially where there is
 a sympathetic regulator involved.

This is particularly true in the face of the su
bstantial evidence test under

the current law since such test permits an age
ncy to approve an activity as

being in the public interest when the weight of
 the evidence would compel a

different conclusion. It is for these reasons, that
 IIAA believes that ultimately

the only solution to the bank holding compan
y nonbanking problem is one that

is made at the legislative level by defining spec
ific activities in which bank

holding companies may not engage.

Section 104 would prohibit banks from engagin
g in activities found by the

Federal Reserve Board to be prohibited for ba
nk holding companies. This

provision would be very effective in preventing
 the type of forum shopping

that results from the "competition in laxity" w
hich has been recognized by

Chairman Burns of the Federal Reserve Boar
d. This provision, of course,

points up the value of having the type of unifi
ed bank regulatory framework

contemplated by S.2298, which the Chairman o
f this Committee introduced on

September 5, 1975.
Section 501 would prohibit bank holding comp

anies from discriminating in

favor of their subsidiaries in making loans or
 establishing the terms and con-

ditions of credit. This provision would help t
emper the effect of the tremendous

'economic power and ready availability of cre
dit nonbanking affiliates of bank

holding companies have with respect to the 
bank holding company parent and

the banking subsidiaries of the holding com
pany. Similarly, as discussed pre-

viously, it would ameliorate the potent
ially pernicious effects of having a

:bank holding company commercial bank bai
l out an ailing nonbanking affiliate

to the detriment of the bank.

• Section 601 would require the Fede
ral Reserve Board to adopt more stringent

administrative and judicial-like procedu
res in deciding what constitutes per-

missible activities for bank holding 
companies. Such procedures are essental

to assure that the intent of the st
atute is at all times applied in the context

of record evidence which is subje
ct to review by courts on appeal. In this con

-

nection, as stated previously, IIAA 
has on a number of• occasions found it

necessary to initiate litigation in order
 to prevent the Federal Reserve Board

from promulgating regulations wi
thout following the procedures laid down in

the current law.'
Section 701 would provide intereste

d persons and organizations with the

opportunity to petition the Federal Res
erve Board to consider altering orders

and regulations relating to ba
nk holding company participation in nonbanking

activities. This provision is immen
sely important in view of the fact that the

circumstances under which the Board m
ight determine that the participation by

a bank holding company in 
a nonbanking activity is in the public benefit may

change. In circumstances where mat
erial change does occur, the section would

provide a mechanism by which the
 public interest can be policed on an on-going

basis.
Because of the tremendous import

ance of the issues presented by 5.2721,

and in light of the experience
 IIAA has had with respect to the current law,

IIAA urgs that the Congress ad
opt legislation which specifically prohibits bank

holding company participation 
in certain activities. In that connection, as

provided in S.2721, IIAA would a
mend the existing bank holding company law

to limit the kinds of activit
ies in which bank holding companies may partici-

pate to those which are clos
ely and directly related to banking and only under

circumstances where bank holding com
pany participation in the activities would

be likely to produce substa
ntial benefits to the public. In addition, unlike S.2721,

IIAA urges a provision wh
ich would list certain activities which would be

prohibited to bank holding compa
nies. The benefit of specific prohibitions is

that they serve to define the 
limits of banking organization power and they

help avoid circumvention by 
regulatory agencies. It seems to us that the ability

of banking organizations to ti
e the provision of nonbanking services to exten-

2° See pp. 40, supra.
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sions of credit is clear. For this reason, it seems to us that specific prohibition
is the preferred approach!'

CONCLUSION

Legislative reform of bank regulatory problems is needed immediately
since, as stated previously, in the battle of attrition being waged by banking
organizations with respect to a number of nonbanking activities (including
the sale of property and casualty insurance), nonbanking entities ultimately
cannot expect to prevail. For this reason, Congress must act promptly. S. 2721
represents movement in the right direction. However, IIAA believes that
S. 2721 should be amended to include specific legislative prohibitions against
bank holding company participation in specified nonbanking activities.

Appendix 1

SECTION-BY-SECTION ANALYSIS OF ALTERNATIVE TO S. 2721

Short title establishes as the short title the "Competition in Banking Act of
1975."

Section 2 contains a statement of Congressional findings more detailed than
that contained in S. 2721. The findings highlight certain important statistics
and outline carefully the many reasons why bank and bank holding company
reform is necessary at this time.

Section 201, 202, 301 and 302 would amend Federal antitrust and related
laws to provide more stringent standards for bank mergers and bank holding
company acquisitions. Under the proposed legislation, mergers and acquisitions
would be prohibited where the resultant banking institution will control more
than 20% of the bank assents in any one state. The effect of this provision will
be to limit the growth of "banking giants" and thereby contribute to a
more competitive atmosphere in the banking industry and between banks and
those who compete with banks in providing financially related services to the
public.

Section 401 would amend existing bank holding company law to limit the
kinds of activities in which bank holding companies may participate. Under
the proposed law, holding companies would be permitted to engage only in
those activities which are very closely and directly related to banking and
only under circumstances where bank holding company participation in the
activities is likely to produce substantial benefits to the public. In addition,
unlike S. 2721, this provision of the alternative bill would include a list of
certain activities which would be prohibited to bank holding companies. The
list, sometimes called a "negative laundry list," is identical to the one passed
by the House of Representatives in 1969 as part of the Bank Holding Com-
pany Act Amendments of 1970. The effect of this provision will be to limit
bank holding company entry into nonbanking activities which are not by
their nature directly related to banking.

Section 501 would prohibit national banks from engaging in activities
found by the Federal Reserve Board to be prohibited to bank holding com-
panies. The effect of this provision is to make more uniform and consistent,
as between banks and their bank holding company cousins, the scope of per-
missible banking activity.
Section 601 would prohibit bank holding companies from discriminating in

favor of their subsidaries in the making of loans or establishing the terms and
conditions of credit. The effect of this provision is to eliminate much of the
financial advantage and competitive edge which flows to a subsidiary of a
bank holding company vis-a-vis its nonbank related competitors.
Section 701 would require the Federal Reserve Board to adopt more strin-

gent administrative and judicial-like procedures in deciding what constitutes
permissible activities for bank holding companies. The effect of this provision
will be to give greater procedural safeguards to persons who challenge, before
the Federal Reserve Board, bank holding company entry into nonbanking
activities.

11- See .Appendlx 1.
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Section 801 would provide interested persons and organizations with the
opportunity to petition the Federal Reserve Board to consider altering orders
and regulations relating to bank holding company participation in nonbanking
activities. The effect of this provision will be to give to interested persons the
opportunity to petition the Federal Reserve Board to halt the activities of
bank holding companies (or of a particular holding company) which engage
In improper activities.

Section 901 establishes an effective date for the legislation 90 days following
the date of its enactment.

PROPOSED ALTERNATIVE TO S. 2721

A BILL To amend the Bank Holding Company Act and the Bank Merger Act to re-
strict the activities in which registered bank holding companies may engage and to
control the acquisition of banks by bank holding companies and other banks.

Be it enacted by the Senate and House of Representatives of the United

States of America in Congress assembled, That this Act may be cited as the

"Competition in Banking Act of 1975".

TITLE I—CONGRESSIONAL FINDINGS

SEC. 101. The Congress makes the following findings:
(A) In recent years bank mergers and consolidations have increased signi-

ficantly in number and resulted in unbridled growth in the concentration of

economic and financial resources in the hands of banking institutions. The Con-

gress further finds that, under existing law, neither the bank regulatory

agencies nor the courts have adequately limited merger activity to protect the

needs of the public. Consequently, the Congress finds it necessary to clarify

and strengthen the statutory standards governing bank mergers.
(B) It is necessary, because of a significant number of developments in

recent years, to clarify and strengthen the traditionally stated Congressional

Intent to maintain a clear separation of commercial banking from other

business activity in order to preserve and encourage an independent and com-

petitive economic system. Among the most important recent developments

that have occurred is the significant threat to the continuing existence of

many small independent businesses posed by large financially powerful bank-

ing institutions moving into nonbanking businesses.
(C) Since the passage of the 1970 amendments to the Bank Holding Com-

pany Act of 1956, statutory standards as to what are permissible nonbank

activities for banking institutions have been poorly interpreted. In the main,

statutory standards governing permissible nonbank activities have not been

interpreted as narrowly as was the Congressional intent under existing legis-
lation. The Federal Reserve Board, for example, has not sufficiently limited
or halted bank holding companies from engaging in the general business of (1)
performing the functions of an insurance agency, (2) performing the func-
tions of an insurance underwriter, (3) providing automobile and other leasing
services, (4) performing the functions of a travel agency, (5) providing

auditing or other professional services in the field of accounting, (6) providing

courier services, (7) providing management consulting services, (8) providing

data processing services, or (9) selling stocks, bonds, or other similar securi-
ties, or interests in any such securities. The entry of large and powerful bank-

ing institutions in a number of industries which are characterized by numer-
ous, small, and vigorously competitive economic entities is having long range
anticompetitive effects with no significant offsetting benefits to the public.
Moreover, the industries affected are among the few still affording opportunity

to individuals who are without substantial personal assets but who wish to
own and operate their own businesses. Consequently, it is necessary for the
Congress to further refine the line between banking and commerce and
clarify the definition of activities that are permissible for banking institutions

to engage in.
(D) There has been explosive growth of bank holding companies, as well

as nonbank activities of bank holding companies, since passage of the 1970
amendments to the Bank Holding Company Act. In the four years between
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1970 and 1974, bank holding companies increased their control of all com-
mercial bank deposits in the United States from 52.6 percent to 68.1 percent.
Bank holding company acquisitions of existing banks as of the end of 1973
accounted for 73 percent of all bank acquisitions. Bank holding company acqui-
sitions of nonbank firms also grew dramatically during the last few years.
The number of such acquisitions in 1970 was 6, in 1973 it was 827, and in
1974 it was 806. In addition, de novo entry into nonbank activities climbed
from 71 in 1971 to 542 in 1974.
(E) One adverse consequence of significant bank expansion into nonbank-

ing activities is the change in bank management philosophy and attitude from
that of conservative banking practices to the more aggressive risk-taking ap-
proach of the business entrepreneur. This new management attitude toward
the use of depositors' money raises serious long-range problems for the
safety, soundness and ability of the banking system to serve adequately the
financial needs of the economy and the public.
(F) Because of the often far-reaching interpretations of permissible non-

banking activities, the federal bank regulatory agencies have overextended
themselves to the extent that they are unable to adequately evaluate the
risks to individual banking institutions or to the banking system in general
created by the rapid and broad expansion of banking institutions into a
wide variety of nonbanking activities. Consequently, these agencies are un-
able under present circumstances to adequately protect bank depositors or the
public from unsafe and unsound banking practices and to see that the economy
in general is supported by a strong banking system.
(G) Experienep with interpreting and enforcing the banking laws in the

area of permissible nonbanking activities over the past several years has
raised serious questions as to the adequacy of administrative procedures to
protect the legitimate interests of the public and of parties who are potentially
seriously adversely affected by regulatory ralemaking and adjudicatory pro-
ceedings. Consequently, Congress finds it necessary to provide for more com-
plete administrative procedures to adequately protect these interests.
(H) There has emerged inconsistent rulings between different federal bank

regulatory agencies dealing with the disposition of cases concerning the
same nonbank activities. Interested parties appearing before different federal
regulatory agencies have been treated both procedurally and substantively in
entirely different manners, clearly not affording them fair treatment con-
sistent with due process of law.
(I) There is a need for more adequate surveillance of the ongoing non-

bank activities of bank holding companies to ensure that those activities con-
tinue to conform to the standards for permissible activity established by the
regulatory agencies and the courts. In addition, there is need to make avail-
able to the public a more complete procedure under which interested persons
may call to the attention of regulatory agencies errant nonbank activity on
the part of bank holding companies.
(J) Banks occupy a unique position in the United States economy. They

have been granted by the government a monopoly franchise in return for as-
sumption of the responsibility to carry out the indispensible function of pro-
viding adequate capital on a fair and equitable basis to business enterprises
and individuals. Affiliation of nonbank enterprises with banking institutions
gives to such nonbank enterprises in many instances an unfair competitive ad-
vantage in the access to and cost of obtaining capital and credit. Consequently,
the substantial movement of banking institutions into nonbanking activities
raises serious questions of unfair advantage, unfair competition with bank
depositors and borrowers, and conflicts of interest and concentration of
economic power.
(IC) The ability to tie the provision of one type of service to that of another

is especially prevalent in the banking industry. When tying does occur, the
effect is to decrease significantly competition and to thereby detrimentally
affect consumer options. Tying can occur by overt act or subtle pressure, or as
a result of the mere juxtaposition of a dear commodity like bank credit with
other consumer products. The more nonbanking activities banking institutions
are permitted to engage in, the more the opportunity for tying, particularly in
light of the concentration of lending power in banking institutions.
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TITLE II—STANDARDS FOR BANK MERGERS

SEC. 201. Paragraph (5) of section 18(c) of the Federal Deposit Insurance
Act is amended to read as follows:
"(5) The responsible agency shall not approve—

"(A) any proposed merger transaction which would result in a
monopoly, or which would be in furtherance of any combination or con-
spiracy to monopolize or to attempt to monopolize the business of banking
in any part of the United States, or
"(B) any other proposed merger transaction whose effect in any section

of the country may be substantially to lessen competition, or to tend to
would be in restraint of trade, unless it finds that the anticompetitive
effects of the proposed transaction are clearly outweighed in the public
interest by the probable effect of the transaction in meeting the con-
venience and needs of the community to be served, or
"(C) any other proposed merger transaction if, either as a result of

such merger transaction or because of its preexisting assets, the acquiring,
assuming, or resulting bank would upon consummation of transaction
hold more than 20 per centum of the total assets held by all banks located
in the State in which such bank is located: Provided, however, that this
subparagraph shall not apply to any merger or consolidation of banks
in which the responsible agency finds that immediate action is necessary
to prevent the probable failure of a bank and that a less anticompetitive
alternative is not available.

"For purposes of this paragraph, if any company has, or upon consummation
of the merger transaction would have, control, as defined in section 2 of the
Bank Holding Company Act of 1956, over the acquiring, assuming, or result-
ing bank, total assets held by all banks over which the same company has
such control shall be attributed to such bank. As used in this paragraph, the
terms 'bank' and ̀ company' have the meaning ascribed to such terms in section
2 of the Bank Holding Company of 1956. In every case, the responsible agency
shall take into consideration the financial and managerial resources and
future prospects of the existing and proposed institutions, and the convenience
and needs of the community to be served. Nothing contained in this para-
graph or in any other paragraph of this subsection shall prevent the responsi-
ble agency from disapproving any other merger transaction on the grounds
that such transaction would have adverse effect on competition or concentration
in any market, region, State, or other area which, although not requiring dis-
approval under subparagraph (A), (B) or (C) of this paragraph, are not
clearly outweighed in the public interest by the probable effect of the transac-
tion in meeting the convenience and needs of the community to be served.".

SEC. 202. Section 18(c) of the Federal Deposit Insurance Act is amended
by inserting in paragraph (8) after "(the Clayton Act," the words "para-
graph (9) of this subsection, and"; and by renumbering section "(9)" and
"10": and by adding a new paragraph "(9)" as follows:
"(9) (A) Every merger transaction having the effects set forth in sub-

paragraph (C) of paragraph (5) of this subparagraph is declared to be
Illegal.
"(B) The district courts of the United States have jurisdiction to prevent

and restrain violations of subparagraph (A) of this paragraph, and it is the
duty of the United States attorneys, under the direction of the Attorney Gen-
eral, to institute proceedings in equity to prevent and restrain such viola-
tions. The proceedings may be by way of a petition setting forth the case
and praying that the violation be enjoined or otherwise prohibited. When
the parties complained of have been duly notified of the petition, the court
shall proceed, as soon as possible, to the hearing and determination of the
case. While the petition is pending, and before final decree, the court may be
any time make such temporary restraining order or prohibition as it deems
just. Whenever it appears to the court that the ends of justice require that
other parties be brought before it, the court may cause them to be sum-
moned whether or not they reside In the district in which the court is held,
and subpoenas to that end may be served in any district by the marshal
thereof.
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"(C) In any action brought by or on behalf of the United States under
subparagraph (A) of this paragraph, subpoenas for witnesses may run into
any district, but no writ of subpoena may issue for witnesses living out of
the district in which the court is held at a greater distance than one hundred
miles from the place of holding the same without the prior permission of the
trial court upon proper application and cause shown.
"(D) Nothing contained in this paragraph shall be construed as affecting

in any manner the right of the United States or any other party to bring an
action under any other law of the United States or of any State, including
any right which may exist in addition to specific statutory authority, chal-
lenging the legality of any merger transaction which may be proscribed by this
paragraph.".

TITLE III—STANDARDS FOR BANK HOLDING COMPANY ACQUISITIONS OF BANKS

SEC. 301. Paragraph (c) of section 3 of the Bank Holding Company Act of
1956 is amended to read as follows:
"(c) The Board shall not approve—

"(1) any acquisition or merger or consolidation under this section
which would result in a monopoly, or which would be in furtherance of
any combination or conspiracy to monoplize or to attempt to monopolize
the business of banking in any part of the United States, or
"(2) any other proposed acquisition or merger or consolidation under

this section whose effect in any section of the country may be substantially
to lessen competition, or to tend to create a monopoly, or which in any
other manner would be in restraint of trade, unless it finds that the anti-
competitive effects of the proposed transaction are clearly outweighed in
the public interest by the probable effect of the transaction in meeting the
convenience and needs of the community to be served, or
"(3) any other proposed acquisition, merger, or consolidation trans-

action under this section if, either as a result of such transaction or be-
cause of the preexisting bank assets over which it has control, the acquir-
ing or resulting company would have control over aggregate total banking
assets held by all banks and bank holding companies located in the State
in which such company is located: Provided, however, that this paragraph
shall not apply to any acquisition, merger, or consolidation transaction
in which the Board finds that immediate action is necessary to prevent
the probable failure of a bank and that a less anticompetitive alternative
is not available.

"In every case, the Board shall take into consideration the financial and
managerial resources and future prospects of the company or companies and
the banks concerned, and the convenience and needs of the community to be
served. Nothing contained in this chapter shall prevent the Board from
disapproving any other acquisition, merger, or consolidation transaction on
the grounds that such transaction would have adverse effects on competition
or concentration in any market, region, State, or other area which, although
not requiring disapproval under paragraph (1), (2), or (3) of this subsection,
are not clearly outweighed in the public interest by the probable effect of the
transaction in meeting the convenience and needs of the community to be
served.".

SEC. 302. The Bank Holding Company Act of 1956 is amended by inserting
In section 1849 (f ) after "(the Clayton Act," the words "subsection (g) of this
section"; and by adding to section 1849 a new section (g) as follows:
"(g) (1) Every acquisition, merger, or consolidation transaction having the

effects set forth in paragraph (3) of subsection (c) of section 3 of this chapter
is declared to be illegal.
"(2) The district courts of the United States have jurisdiction to pre-

vent and restrain violations of paragraph (1) of this subsection, and it is the
duty of the United States attorneys, under the direction of the Attorney
General, to institute proceeding in equality to prevent and restrain such
violations. The proceedings may be by way of a petition setting forth the case
and praying that the violation be enjoined or otherwise prohibited. When the
parties complained of have been duly notified of the petition, the court shall
proceed, as soon as possible, to the hearing and determination of the case. While
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the petition is pending, and before final decree, the court may at any time

make such temporary restraining order or prohibition as it deems just. When-

ever it appears to the court that the ends of justice require that other parties

be brought before it, the court may cause them to be summoned whether or

not they reside in the district in which th court is held, and subpoenas to that

end may be served in any district by the marshal thereof.

"(3) In any action brought by or on behalf of the United States under

paragraph (1) of this subsection, subpoenas for witnesses may run into any

district, but no writ of subpoena may issue for witnesses living out of the

district in which the court is held at a greater distance than one hundred

miles from the place of holding the same without the prior permisson of the

trial court upon proper appication and cause shown.
"(4) Nothing contained in this subsection shall be construed as affecting

in any manner the right of the United States or any other party to bring an

action under any other law of the United States or of any state, including any

right which may exist in addition to specific statutory authority, challenging

the legality of any acquisition, merger, or consolidation transaction which may

be proscribed by this subsection.".

TITLE IV—STANDARDS FOR BANK HOLDING COMPANY ENTRY INTO BANK RELATED
ACTIVITIES

SEC. 401. (a) Section 4 (c) (8) of the Bank Holding Company Act of

1956 is amended to read as follows:
"(8) (A) subject to the provisions of subparagraph (B), shares of any

company the activities of which the Bank, on the record and after due notice

and opportunity for hearing, has determined (by order or regulation)—

(1) to be so closely and directly related to banking or managing or

controlling banks as to be a necessary and proper incident thereto, and

(2) is likely to produce substantial benefits to the public which clearly

and significantly outweigh possible adverse effects. For the purposes of

this subparagraph, (a) the term "substantial benefits to the public" in-

cludes increased competition over the course of time and greater con-

venience or gains in efficiency of operation that will substantially bene-

fit the public, and (b) the term "adverse effects" includes undue

concentration of economic or financial resources, 'decreased competition

over the course of time, unfair competition, conflicts of interest, unsafe

or unsound banking or business practices, risk to the financial soundness

of a bank holding company or its banking subsidiaries, and interference

with the primary responsibility of a bank holding company or its banking

subsidiary to provide effective banking services to the public. For the

purposes of determining in specific cases whether the performance of a
particular activity by an affiliate of a bank holding company is likely

to produce substantial benefits to the public which clearly and signifi-

cantly outweight possible adverse effects, the Board, in addition to its
other considerations, shall take into consideration (i) the relative eco-
nomic size and market power of the bank holding company and that of

those with whom the affiliate would compete, and (ii) whether or not
such benefits satisfy a need on the part of the public which cannot reason-
ably be expected to be met by other means.

(B) For the purposes of subparagraph (A), the following activities are not

so closely and directly related to banking or managing or controlling banks

as to be a necessary and proper incident thereto:
"(1) Engaging in the issue, flotation, underwriting, public sale, or distribu-

tion, at wholesale or retail, or through syndicate participation, of stocks,
bonds, or other similar securities, or of interests in any such securities,
whether or not the securities to which any such interests relate are in a
fund or account or are subject to discretionary sale or purchase, except in

the case of—
"(A) the issuance by any bank of certificates of deposit, passbooks,

acceptances, checks, or other evidences of banking liabilities;
"(B) the issuance by any bank, bank holding company, or subsidiary

thereof of stock, bonds, notes, or other evidences of capital loaned to or
invested in the bank, company, or subsidiary itself and not in any fund or
account for reinvestment; and

4
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"(C) dealing in and underwriting securities which are by the terms of
paragraph 'Seventh' of section 5136 of the Revised Statutes exempted
from the limitations and restrictions contained in that paragraph as to
dealing in and underwriting investment securities.

"(2) Providing insurance either as principal or as agent, except (A) where
the insurance is limited to insuring the life of a debtor pursuant to or in
connection with a specific credit transaction, or providing indemnity for pay-
ments coming due on a specific loan or other credit transaction while the
debtor is disabled, or (B) in the case of a national bank, to the extent
permitted by the eleventh paragraph of section 13 of the Federal Reserve Act,
and in the case of any other bank, to the extent permitted under the laws of
the jurisdiction under which it is organized and doing business.
"(3) Engaging in business as a travel agency.
"(4) Engaging in the business of providing auditing or other professional

services in the field of accounting.
"(5) Engaging in the business of providing data processing services ex-

cept—
"(A) as an incident to banking services such as the preparation of

payrolls, or
"(B) to the extent necessary to make economical use of equipment

primarily acquired and used for the bank holding company or its bank
subsidiaries.

"(6) Engaging in the business of leasing property except under arrange-
ments whereby the lessee is—

"(A) obligated to pay over the term of the lease not less than the
entire cost of the property, and
"(B) entitled to ownership of the property at the end of the term of

the lease either for a nominal consideration or for no consideration."
(b) (1) Notwithstanding the provisions of subsection (a), and subject

to the provisions of subparagraph (2) of this subsection, a bank holding
company may continue to engage in those activities in which it directly or
through a subsidiary (A) was lawfully engaged on November 1, 1975 (or on
a date subsequent thereto in the case of activities carried on as a result of
the acquisition by such bank holding company or subsidiary thereof, pursuant
to a binding written contract entered into on or before November 1, 1975,
of another company engaged in such activities at the time of the acquisition),
and (B) has been continuously engaged since November 1, 1975 (or such
subsequent date), except that such a bank holding company shall not permit
the scope or size (in terms of volume of business) of those activities to expand
to any significant degree.
(2) The Federal Reserve Board by order, after opportunity for hearing,

may terminate the authority conferred by subparagraph (1) on any bank
holding company to engage directly or through a subsidiary in any activity
otherwise permitted by subparagraph (1) if the Board determines, having due
regard for the purposes of this Act, that such action is necessary to prevent
undue concentration of economic or financial resources, decreased competition
over the course of time, unfair competition, conflicts of interest, unsafe or
unsound banking or business practices, risk to the financial soundness of a
bank holding company or its banking subsidiaries, or interference with the
primary responsibility of a bank holding company or its banking subsidiary to
provide effective banking services to the public.

TITLE V—UNIFORM APPLICATION OF STANDARDS GOVERNING ENTRY INTO BANK
RELATED FIELDS

SEC. 501. (a) Subject to the provisions of subsection (b), no national bank
shall directly or through a subsidiary engage in any activity which is found—

(1) pursuant to a regulation of the Federal Reserve Board issued after
the effective date of this Act to be an improper activity for bank holding
companies under section 4(c) (8) of the Bank Holding Company Act of
1956, or
(2) pursuant to an order of the Federal Reserve Board issued

after the effective date of this Act to be an improper activity for the
bank holding company of which such national bank is a subsidiary.
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'(b) Nothing contained in this section shall be interpreted or construed as

'authorizing a national bank to engage in any activity prohibited to it under

any other provision of law.

TITLE VI—STANDARDS FOR SOUND AND COMPETITIVE FINANCING OF NONBANKING
ACTIVITIES

SEC. 601. (a) Section 4 of the Bank Holding Company Act of 1956 is

amended by inserting at the end thereof the following new subsection:

"(f) In keeping with its responsibilities to administer and carry out the

purposes of this Act, and with particular attention to the standards established

'under subparagraph (8) of subsection (c) of this section, the Board shall

require, both in connection with a bank holding company application to

'engage in a particular activity and in connection with the Board's ongoing

supervision of bank holding companies, that (1) bank holding companies and

their subsidiaries be capitalized and otherwise financed in a safe and soun
d

manner, and (2) bank subsidiaries of bank holding companies refrain from

discriminating in favor of their parent holding company or their affiliate
d

subsidiaries in the making of loans or in the establishing of terms and

conditions of credit.
(b) Subsection (c) of section 5 of the Bank Holding Company Act

of 1956 is amended by striking out "(c)" and inserting in lieu thereof "
(c)

(1)" and by inserting at the end of such subsection the following new sub-

paragraph:
"(2) In addition to such other reports as the Board may from time to

time require, the Board shall require each bank holding company to submit to

the Board each year a report detailing the terms and conditions of all inter
-

company loans and investments, as between the bank holding company and its

subsidiaries and as between any such subsidiaries, made during the twelve-

month period immediately preceding such report. The Board shall make such

reports available to the public.".

TITLE VII—ADMINISTRATIVE PROCEDURES AND JUDICIAL REVIEW

SEC. 701. (a) The Bank Holding Company Act of 1956 is amended by

redesignating sections 9, 10, 11, and 12 as sections 10, 11, 12, and 13, re-

spectively, and by inserting immediately after section 8 the following new

section:
"Sec. 9. (a) The provisions of sub chapter II of chapter 5 of title 5 of

the United States Code (relating to administrative procedure) shall apply

with respect to all Board proceedings under section 4(c) (8).
"(b) All Board determinations (whether by order or regulation) under

section 4(c) (8) shall be made on the record after opportunity for hearing,'

and the provisions of sections 556 and 557 of title 5 of the United States Code

shall apply with respect thereto. The Board shall give all interested persons

an opportunity to participate in any such hearing. All such orders and regu-

lations shall be accompanied by a detailed statement of findings and conclu-

sions, and the reasons or basis therefor, on all the material issues of fact, law,

or discretion, presented on the record relating to such orders and regulations.

"(c) (1) In connection with any proceeding under section 4(c) (8),

no person shall, directly or indirectly, make or attempt to make any ex parte

presentation in connection with the subject matter of any such proceeding to

any member of the Board or any member of the Board staff participating in

such proceeding.
"(2) No application made under section 4(c) (8) shall be held or

considered to be an application for an initial license within the meaning of

subsection (d) of section 554 of title 5 of the United States Code.

"(d) In connection with any proceeding under section 4(c) (8) to

which the requirements of sections 556 and 557 of title 5 of the United

States Code are being applied, any interested person participating in 
such

proceeding may call upon (1) the Board, or, (2) in the case of the considera
-

tion of an application, the applicant, for any information or documen
ts, not

privileged, for purposes of discovery or for use as evidence. In addition, i
n

any such proceeding where there is an absence of relevant information,
 the

•
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Board, upon its own motion or that of any interested person participating in
such proceeding, shall undertake such studies (and make reports thereon
available) as will provide the relevant information required."
(b) Section 9 of the Bank Holding Company Act of 1956 (as in effect

immediately prior to the enactment of this Act) is amended (1) by inserting
"or regulation" immediately after "order" each place it appears, and (2) by
striking out "as provided in section 2112 of title 28, United States Code" and
Inserting in lieu thereof the following: "in the same manner as provided in
section 2112 of title 28, United States Code, with respect to orders of ad-
ministrative agencies".

TITLE VI I I—PUBLIC' S RIGHT TO PETITION FOR MODIFICATION OF ORDERS AND
REGULATIONS

SEC. 801. The Bank Holding Company Act of 1956 (as amended by section
501 of this Act) is further amended by inserting at the end of the new
section 9 thereof the following new subsection:
"(c) (1) Any interested person, including a consumer or consumer or-

ganization, may petition the Board to commence a proceeding to consider the
issuance, amendment, or revocation of an order or regulation promulgated
under the authority of section 4(c) (8). Such petition shall set forth (a)
facts which it claimed established that the issuance, amendment, or revoca-
tion of an order or regulation is necessary, and (b) a description of the
substance of the amendment or of the order or regulation it is claimed should
be issued, as the case may be.
"(2) The Board may conduct a public hearing or may conduct such

Investigation or proceeding as it deems appropriate in order to determine
whether or not such petition should be granted. Facts which warrant the
Issuance, amendment, or revocation of an order or regulation shall include, in
addition to such other matters as the Board may from time to time determine
to be appropriate, the following matters:

"(A) a finding that particular activity conducted on the part of a
bank holding company or its subsidiary fails to conform to the scope of
the activity for which Board approval was originally given;
"(B) a finding that a particular activity conducted on the part of

a bank holding company or its subsidiary fails to conform to new or
amended Board orders or regulations or judicial determinations altering
the scope of the activity for which Board approval was originally given;
"(C) a finding that the continued conduct of a particular activity on

the part of a bank holding company or its subsidiary has ceased to
produce, within the meaning of section 4(c) (8), substantial benefits to
the public which clearly and significantly outweigh possible adverse ef-
fects; or
"(D) a finding that the continued conduct of a particular activity on the
part of a bank holding company or its subsidiary otherwise violates
the standards established under section 4(c) (8) for permissible bank
holding company activity.

"(3) Within one hundred and twenty days after filing of a petition
referred to in subparagraph (1), the Board shall either grant or deny thepetition. If the Board grants such petition, it shall promptly proceed to deter-
mine, on the record and after opportunity for hearing, whether to issue,amend, or revoke such order or regulation. If the Board denies such petition,it shall publish in the Federal Register its reasons for such denial.
"(4) If the Board denies such petition, or if the Board fails to grant ordeny such petition within one hundred and twenty days after the filing of thepetition, the petitioner may commence a civil action in a United States districtcourt to compel the Board to grant such petition. Any such action shall befiled within sixty days after the Board's denial of the petition, or, if the Boardfails to grant or deny the petition within one hundred and twenty days afterthe filing of the petition, within sixty days after the expiration of the onehundred and twenty day period. If the petitioner can demonstrate to thesatisfaction of the court, by a preponderance of evidence in a de novo pro-ceeding before such court, that sufficient facts exist to justify the granting ofthe petition, the court shall order the Board to grant such petition.
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"(5) In any action under this subsection, the district court sh
all have

no authority to compel the Board to take any action other than to gra
nt such

petition.".
TITLE IX—EFFECTIVE DATE

'SEC. 901. The Act and the amendments made by this Act shall take
 effect

-upon the expiration of ninety days following the date of enactment
 of this

Act.

Appendix 2

A SYNOPSIS OF THE SOTJRCES OF BANK HOLDING COMPANY POW
ER IN THE SALE

OF NONBANKING SERVICES

By Thomas Havrilesky, Duke University

THE BANKING MARKET

Commercial banks are granted by government an exclusive pow
er to do a

checking account business. Many other depositary services that ar
e sold by

banks are direct complements to its checking account business. These 
include

collection, payroll, lock box and other services.

Through legal restrictions on chartering and branching, governmen
t limits

entry into the business of banking. This directly restrains co
mpetition to

offer the above services.' Thereby, it directly inhibits competition f
or deposit

funds. In addition, through legal prohibition of the payment o
f interest on

checking account balances as well as through legal ceilings on 
the payments

of interest on savings and time deposit account balances, govern
ment further

limits competition for deposit funds.' Therefore a large portion of
 the funds

obtained by commercial banks are obtained at a cost less tha
n that which

would be paid if these restrictions did not exist.

Various forms of government subsidy further reduce the cost 
of deposit

and nondeposit funds to the bank. First, insured creditors (d
epositors) know

that if their bank should fail the Federal Deposit Insurance 
Corporation

(FDIC) either will have the liability for their deposit assumed by 
another

bank or will pay them off directly. Therefore, insured creditors have not

typically required a high return (in the form of below-cost c
harges on

checking account services, interest and promotional rewards on sa
vings and

time deposits, and other services) on their funds. Second, the FDI
C does

not adjust deposit insurance premiums to reflect individual bank ri
sk. There-

fore, bank management can seek a high return on its loans and inve
stments

with less regard to the risk involved than it would obtain if deposit 
insur-

ance were adjusted to reflect individual bank risk. Third, noninsure
d creditors

typically have believed that the Office of the Comptroller of the Currency
,

the Federal Reserve and the FDIC will try to help a distressed
 bank re-

cover and, if necessary, the Federal Reserve will make below-market l
oans to

the distressed bank. Therefore, they also have typically not required
 a high

interest return on their funds. Fourth, bank stockholders, like bank credi
tors,

have not required a high return on their equity because they too expec
t to

bear little of the risk assumed by management.

Now if risk-taking by bank management is not completely reflected in the

costs of the funds it obtains, who bears the cost? The answer is that th
e

(remaining) costs of bank risk-taking are borne by the U.S. taxpayer. This

occurs in several ways. First, the Federal Reserve System, the Office of
 the

Comptroller of the Currency and state banking agencies play key roles in

the supervision, guidance and protection of banks, as well as in the rescu
e of

distressed banks. These agencies are essentially taxpayer financed. Second,

even though FDIC operations are financed by proceeds from insurance

1 This is reflected in the concentration of the banking market, especially in metro-

politan areas. For example, over 90 percent of the deposits in statewide branching states

are in metronolitan markets where the three largest banks account for 60 percent or

more of the deposits.
2 The Report of the President's Commission on Financial Structure and Regulation

(Washington, 1971) and other more recent studies emphasize that regulatory differe
ntials

inhibit competition among depository institutions.
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premia paid by banks, the FDIC is not taxed as would be a private insurer.
Moreover, the FDIC receives a good deal of information and could not do its
job at current premium levels, without support from the other, taxpayer-
financed, agencies.
There are other forms of subsidy that should not be lightly regarded.

The Federal Reserve will collect, free of charge, all checks that any member
banks want to deposit or checks from nonmember banks in its district; it
will lend money to member banks; it will assume all the risk and cost of
disbursing currency to member banks; it will handle noncash deposits of
member banks; it will wire money from a member bank account to any bank
in the country, free of charge, except for transfers within a Reserve district;
and it will provide for the safekeeping and buying and selling of government
securities. The total operating costs of the Federal Reserve System last year
were approximately $600 million. •
On the other hand, some argue that this subsidy is overshadowed by the

fact that member banks receive no interest on the balances they maintain
at Federal Reserve Banks. Given today's short-term market rates of interest,
member banks could be earning approximately one billion per year on these
balances at a rate of interest commensurate with their liquidity and safety.

Nevertheless, it can be contended that the failure to pay interest on re-
serves represents an (inefficient) "tax" on the monopoly franchise granted
to banks to do a banking business. The tax is "fair" because banks, unlike
other untaxed monopolists such as patent holders, have done nothing to
entitle them to a monopoly position. Indeed, if the franchise to do a checking
account business were freely available to all, banking's excess profits would
disappear.a
Despite the inefficiency and fairness of the tax, the financial market's typical

regard of the stocks of commercial banks suggests that its level has not been
high enough to erode banking's supernormal profits. Moreover, rough calcu-
lations indicate that the combined current operating budgets of the Federal
Reserve, the Office of the Comptroller of the Currency and the fifty state
banking authorities far exceed the interest income foregone on reserves
because of this tax. Thus, the net governmental subsidy to the banking
system is still rather sizable.
Because of their cost advantage at attracting funds, commercial banks

can make many types of loans on lower terms than other financial inter-
mediaries.4 Because they have cost advantages in lending and have been
granted unique depository powers, the commercial banks' product consists
of a package of depositary and lending services. For certain types of de-
positary services (e.g., services related to having a checking account) and
for certain types of loans (e.g., smaller, short-term, commercial loans) both
parts of the banking product have been traditionally isolated from any com-
petition. In other areas banks link the sale of their unique depositary
services to the sale of low cost lending services so that their product
cannot be easily duplicated by other financial intermediaries. For example,
commercial banks encourage deposit retention through favorable accommoda-
tion of the credit demands of, as well as the provision of other services to,
long-term depositors. These credit demands are not just short-term commer-
cial loan demands; 6 they include, for example, the credit demands of local
governments. As another example, in order to be able to accommodate the
loan demands of longterm depositors, in the past fifteen years banks have

3There is, of course, no ound reason to argue that banking should not be a purely
competitive industry. If it were, there would be no basis for bank entry into other
industries. It should be kept in mind that the production of money has been a source
of revenue for government since the dawn of recorded history.

4 The reeent history of judicial interpretations of the product market in banking
supports this argument. For example, the Supreme Court states that since banks can
obtain funds more cheaply, they lend at lower rates. United States vs. Philadelphia
National Bank. et. al., 210 Supp. 348 (1962) : 83 S.Ct. 1715 (1963).

6 In the United States vs. First National Bank and Trust Company of Lexington,
et. al., 208 Supp. 457 (1962) : 84 S.Ct. 1033 (1964) the uniqueness of checking account,
deposit box, correspondent bank and trust services were mentioned.

6 See, for example, Neil B. Murphy. A Test of the Deposit Relationship Hp pot h es is,
Staff Study No. 38 (Washington, Board of Governors, 1970). See also Donald R.
Hodgman. Commercial Bank Loan and Investment Policy (Champaign, University of
Illinois Press, 1963).
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managed their liabilities as well as their short-term assets. Yet another

example of the strong complementarity between depository and lending services

is the use of compensating balance requirements in lending agreements as a

means of retaining deposits. Finally, the low cost of loans from a commercial

bank is so desirable that very often not only checking account but numerous

other services will be purchased by the customer in order to develop a good

relationship with the banker.7 The notion of "full service banking" is strongly

connotative of this complementarity.

BANK ENTRY INTO NONBANKING INDUSTRIES

Monopoly power generally will produce excess or supernormal profit. Com-

mercial banks have unique powers in the provision of checking account and

related services. Subsidy will also generate excess or supernormal profit.

Banks receive services from government agencies which typically reduce

the cost of their funds.
Now consider the use that can be made of the profits of a commercial bank

that is part of a bank holding company. Profit can either be paid to stock-

holders of the holding company, taxed away by government, retained by the

bank or retained by the holding company. Because of a significant number

of tax shelters, bank profits are not heavily taxed. Federal income taxes

paid by all insured banks in 1972 were only $1.3 billion.' Because bank hold-

ing company stockholders, as discussed earlier, do not expect to bear all the

risk borne by the management of the lead bank, they do not typically require

a high return on equity. Because of aforementioned legal restrictions on

branching and mergers, the excess profits of the lead bank of a holding

company are constrained not to be invested heavily in traditional banking

areas. These leave a good share of supernormal banking profit to be retained

by the parent of the holding company.
Retained earnings are then used to expand into nonbanking areas. Starting

in 1971 bank bolding companies moved aggressively into nonbanking activities.

Bank holding companies now control 34 of the 100 largest mortgage banking

firms, 27 of the 86 largest noncaptive finance companies and 13 of the 30

largest factoring companies. These affiliates were purchased outright or

financed by equity issues.
Once acquired, these affiliates are financed by the parent of the bank

holding company issuing debt. This is often done by leveraging beyond the

standards of the nonbanking industry usually by the parent's borrowing

directly or borrowing from the bank affiliate.' Thus, bank holding companies

are using the protected and government subsidized profit-generating ability

of the lead bank to expand into nonbanking industries. The parent services

this debt from the dividends paid by the lead bank.
Because the bank product consists of a package of available services and

because price and branch locational competition are legally restricted, the
quest to make available the services of nonbanking affiliates seems to have
taken on the appearance of a competitive race. One motive for this race
could be the acquisition of a wide geographic network of multipurpose offices
which could produce benefits if Electronic Funds Transfer Systems and
Interstate branching are permitted. Another motive for expansion into non-
banking industries is profit.

CONCLUSION

The desire of bank holding companies to diversify their activities and
geographical locations and to increase their profits through nonbanking
affiliates provides the incentive for bank holding companies to attempt to
enter nonbanking industries.

7 The advantage in terms of obtaining a low cost loan depends on purchasing a cluster
of other services. This was considered in United States vs. Phillipsburg National Bank
and Trust Company, et al., 306 SuPP., 645 (1969) ; 90 S.Ct. 2035 (1970).

s It is estimated that if state and municipal obligations alone were taxable, the tax
liability of all banks would rise by almost $1.7 billion or 130 percent. See Margaret E.
Bedford, "Income Taxation of Commercial Banks," Monthly Review, Federal Reserve
Bank of Kansas City (July—August, 1975).

a Samuel H. Talley, "Bank Holding Company Financing." Conference on Structure and
Competition (Federal Reserve Bank of Chicago, 1975).

4
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Furthermore, limited entry into banking markets, government supervision
and subsidy of bank operations, and the ability of bank holding companies to
provide thin capitalization to affiliated nonbanking entities, provides non-
banking subsidiaries of bank holding companies with a significant and
multifaceted competitive advantage over similar nonbanking businesses which
are not affiliated with bank holding company organizations.

APPENDIX 3.—Growth of Banks and Bank Holding Companies

Selected Statistical Materials

TABLE 1A—BANK HOLDING COMPANIES: 1972-74

Items

50 States and District of Columbia Holding company
groups as a per-

Holding All centage of
company commercial all commercial
groups banks banks

Banking Offices and Deposits of Banks in Holding Com-
pany Groups, Dec. 31, 1972

Number of banking offices—totals: 16, 161 38, 325 42. 1
Banks 2,720 13,927  
Branches 13,441 24,398  

Deposits (millions) $379, 355 $616, 592 61. 5
Assets (millions) $467, 487 $739, 591 63. 2

Source.—Federal Reserve Board Annual Report-1971 and Annual Report-1972, Board of Governors of the Federal
Reserve System, Washington, D.C.

TABLE 1B—BANK HOLDING COMPANIES: 1972-74

Items

50 States and District of Columbia Holding company
groups as a per-

Holding All centage of
company commercial all commerical
groups banks banks

Banking Offices and Deposits of Banks in Holding Com-
pany Groups, Dec. 31, 1973

Number of banking offices--totals: 18, 471 40, 408 45. 7
Banks 3,097 14,170  
Branches 15,374 26,238  

Deposits (millions) $446, 567 $682, 353 65. 4
Assets (millions) $562, 987 $835, 730 67. 4

Source.-60 Federal Reserve Bulletin A83 (June 1974).

TABLE 1C—BANK HOLDING COMPANIES: 1972-74

Items

50 States and District of Columbia Holding ccmpany
groups as a per-

Holding All centage of
company commercial all commerical
groups banks banks

Banking Offices and Deposits of Banks in Holding Com-
pany Groups, Dec. 31, 1974

Number of banking offices—totals: 20, 593 42, 761 48. 2Banks 3,462 14,465  
Branches 17, 131 28, 296  

Deposits (millions) $509, 737 $748, 341 68. 1Assets (millions) $640, 082 $920, 001 69. 6

Source.-61 Federal Reserve Bulletin A79 (June 1975).

69-452-76 4
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TABLE 2.-BANK HOLDING COMPANY GROUPS, DEC. 31, 1974

Multibank and 1-bank Holding Companies

Item

50 States and District of Columbia Holding company
groups as a per-

Holding Commercial centage of all
company groups banks commercial banks

Number of banking offices-totals 20, 593 42, 761 48.2
Banks 3,462 14,465  
Branches 17, 131 28, 296  R

Assets (millions) $640, 082 $920, 001 69. 6
Deposits (millions) $509, 737 $748, 341 68. 1

Note.-Companies listed include those that have reported to the Federal Reserve Board pursuant to the requirements
of the Bank Holding Company Act and include some companies that have filed registration statements but whose holding
company status has not yet been determined by the Board. (A list showing the names, total assets and total deposits of
the subsidiary banks in the holding company groups is available upon request from the Board of Governors of the Federal
Reserve System, Washington, D.C.)

TABLE 3.-BANK HOLDING COMPANY GROUPS, DEC. 31, 1974

Multibank and 1-bank Holding Companies

Number

Classification

Offices Amount (millions)

Companies Banks Branches Total Assets Deposits

Total 1,752 3,462 17, 131 20, 593 640, 082 509, 737
Member 1,735 13, 830 15, 565 566,963 447, 156
Nonmember 1,727 3,301 5,028 73, 119 62, 581

Multibank 276 2, 122 8,887 11,009 358, 644 287, 381
Member 1,223 7,307 8,530 321, 228 255, 254
Nonmember 899 1,580 2,479 37, 416 32, 127

1-bank 1,340 1,340 8, 244 9, 584 281, 438 222, 356
Member 512 6,523 7,035 245, 735 191, 902
Ncbmember 828 1,721 2,549 35, 703 30, 454

All commercial banks 14, 465 28, 296 42, 761 920, 001 748, 341

Note.-Multi bank and 1-bank c lassif caticrs are tared en the number of banks contrclled, directly or indirectly, by the
top-tiered holding company. Eoldi ng cc nr panics that are subsidiaries of other holding companies are eliminated.

Source.-Federal Reserve Bulletin, June 1975, Board of Governors of the Federal Reserve System, Washington, D.C.,
p. A79.

TABLE 4.- BANK HOLDING COMPANIES IN 1974

Number of Number of Number of
Percent of

all commercial
Type of holding company companies banks branches bank deposits

1 bank 1,340 1,340 8,244 30
Multibank 276 2, 122 8,887 38

Total 1,016 3, 462 17, 131 68

Source: Federal Reserve Bulletin, June 1975, Board of Governors of the Federal Reserve System, Washington, D.C., p.
A-79.

TABLE 5.- RELATIVE SIZE OF LARGEST BANK GROUPS IN SMSA'S, JUNE 29, 1974: LIMITED-AREA BRANCHING

Percentage held by-

SMSA
Total deposits
(in thousands) Largest bank Largest 3 banks Largest 5 banks

Akron, Ohio $1, 715, 910 34.1 63.9 83.3
Erie, Pa 855, 674 37.8 80.7 95.9
Gadsen, Ala 194, 692 21.7 59.1 76.4
Je.sey City, N.1 1, 293, 049 29. 1 63.8 86. 9
Pittsburgh, Pa 9, 394, 094 49. 4 82.6 91. 3
South Bend, Ind 959, 949 22.9 56.2 71.9

Source: Federal Deposit Insurance Corporation, "Summary of Deposits in All Commercial and Mutual Savings Banks,
June 29, 1974", table 3, Washington, D.C.
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TABLE 6.—RELATIVE SIZE OF LARGEST BANKS OR BANK GROUPS IN SMSA's, JUNE 29, 1974: UNIT BANKING

SMSA
Deposits

(in thousands) Largest bank Largest 3 banks Largest 5 banks

Percentage held by—

Austin, Tex $1, 284,803 23.4 62.4 84. 1
Chicago, Ill 41, 102, 853 22.2 50.3 57. 1
,Lawton, Okla 165, 411 25.8 66. 3 85.4
Sarasota, Fla 706,977 21.0 46.9 61.7
Springfield, Md 452,456 26.7 65.3 80.2
Wichita, Kans 1, 203, 085 26. 5 51. 5 63. 5

Source: Federal Deposit Insurance Corporation, "Summary of Deposits in All Commercial and Mutual Savings Banks,
June 29, 1974", table 3, Washington, D.C.

TABLE 7.—RELATIVE SIZE OF LARGEST BANKS OR BANK GROUPS IN SMSA's, JUNE 29,1974: STATEWIDE BRANCHING

Percentage held:by—

SMSA
Deposits

(in thousands) Largest bank Largest 3 banks Largest 5 banks

Asheville, N.0 $380, 010 40.0 77.2 96.4
Baltimore, Md 3, 926, 258 25.9 63.2 84.3
Hartford, Conn 2, 313, 167 45. 5 87.2 90.3
Santa Rosa, Calif 707, 364 37. 5 74. 5 87.4
Tucson, Ariz 1, 005, 386 31. 3 70.6 91.9
Wilmington, Del 1, 422, 302 34.3 71.9 83. 8

Source: Federal Deposit Insurance Corporation, "Summary of Deposits in All Commercial and Mutual Savings Banks,
June 29, 1974", table 3, Washington, D.C.

Appendix 4

NONBANK ACTIVITIES OF BANKING ORGANIZATIONS: AN OVERVIEW

A cornerstone of Federal banking regulation has been the policy of separate
banking from other lines of commerce. This is embodied in the National
Bank Act, the Bank Holding Company Act and the Glass-Steagall Act, among
others. This policy has been dictated by the judgment that banking institutions,
that is, commercial banks and bank holding companies, require special
treatment under the law in order to protect their solvency and to prevent
abuses of the special economic power which appertains to these organizations.
It is recognized that the commercial bank and its holding company, a virtual
supermarket of lending and other financial activities, can by virtue of their
economic power exert tremendus control over nonbanking businesses and
,can eliminate competitors for reasons unrelated to fair competitive practices.
In addition, having this power at their disposal, they can be tempted to

4 extend themselves into areas where the risks are unacceptable, given the
need for a high level of fiscal integrity in banking organizations. The Fed-
eral government has recognized the public interest in supporting banking
organizations by conferring significant benefits, including deposit insurance,
limiting the issuance of charters and allowing the Federal Reserve System
as a lender of last resort to put virtually unlimited funds into a bank to
sustain it.
With this as a policy, and given the numerous limitations on how they

may conduct banking activities, there has been an on-going attempt in the
Congress and in banking regulatory agencies to seek authority to expand the
activities of banking organizations into non-bank activities. The discussion
below will attempt to outline major areas of such activity and some of the
important milestones in that history. While there are different problems
involved in banking organizations entering into other businesses, there are
a number of basic problems that are frequently encountered, although the
permutations will vary to some degree from activity to activity. These
problem areas include the use of the power to loan to control the purchase
of non-bank services from the banking organization; the granting of price
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concessions on a loan only were non-banking services are purchased along
with the loan; the ability to finance at preferential rates the activities of
non-bank subsidiaries through the ability to obtain credit easier and cheaper
by virtue of the affiliation with a banking organization; the jeopardy to the
banking organization (and the government) from being required either volun-
tarily or involuntarily to expend funds to bail out a failing subsidiary; the
elimination (or restructuring) of industries entered where such industries
are currently chaacterized by a high level of competition and small busi-
nesses; and conflicts of interest where the banking organization finds itself
as the advisor to the borrower, as well as his lender.
The activities of national banks are generally governed by the Nationul

Bank Act of 1864.1 as amended, which prescribes certain express powers.
The Act also provides that the bank shall have "all such incidental powers
as shall be necessary to carry on the business of banking . . ." 2 It has been
this so called "incidental powers clause" that has been the basis for bank
regulatory agencies authorizing the expansion of national banks into new
areas. As will be noted, the courts view this clause as limited to permitting
activities necessary to accomplish express powers.
The nonbank activities of bank holding companies are those which the

Board of Governors of the Federal Reserve System determine to be "so
closely related to banking or managing or controlling banks as to be a proper
Incident thereto." 3 This involves two tests: (1) is the nonbank activity
"closely related"; and (2) is it likely to result in net benefits to the public
when conducted by the bank holding company.4 The regulatory pattern
works about as follows: (1) if the activity is to be conducted by a bank
even where it is a subsidiary of a holding company, the National Bank Act
or state law will control, depending upon whether the bank is a national or
state bank ; (2) if the activity is to be conducted by the bank holding
company or a nonbank subsidiary, the Bank Holding Company Act applies.
The Act as originally passed in 1956 covered only holding companies con-
trolling two or more banks; the 1970 Amendments expanded coverage to all
bank holding companies.

Finally, to put this matter into perspective, it should be recalled that in
virtually all cases the principal subsidiary of a major bank holding company
is a national bank. The bank holding company derives its financial reputation
from the economic power of the banks, the assets of the banking subsidiary
may be used to aid other parts of the holding company system, and in the
view of a former Comptroller of the Currency, the holding company device
was an appropriate way for a national bank to avoid federal regulation and
judicial scrutiny:
"Commercial banks, tiring of the continual harassment from litigation,

brought by a variety of non-bank competitors, attempted to devise an orga-
nization form which might be immune from such suits. The device of creating
a parent holding company, under whose corporate umbrella a number of bank
operations could be spun off as holding company subsidiaries, seemed to
provide a possible answer."
The latter view resulted in the proliferation of bank holding companies in the

mid and late 1960's.7

1 13 Stat. 99.
12 U.S.C. 1 24, Seventh.

812 U.S.C. 1 1843(c) (8) ; FRB Regulation Y.
The statute Provides: "In determining whether a particular activity is a properIncident to banking or managing or controlling banks the Board shall consider whetherIts performance by an affiliate of a holding company can reasonably be expected toproduce benefits to the public, such as greater convenience. increased competition, orgains in efficiency, that outweigh possible adverse effects, such as undue concentrationof resources, decreased or unfair competition, conflicts of interests, or unsound bankingpractices."
12 U.S.C. 1 1843(c) (5) and 12 C.F.R. § 225.3(c).

8 See testimony of Comptroller Camp. Hearings, Senate Committee on Banking andCurrency on S. 1052, et al.. 91st Cong.. 2d Sess. 188.
7 In 1965. there were 53 registered bank holding companies, controlling 468 banks,with total deposits of 27.5 billion, or 8.3% of all bank deposits. In 1971, there were1.567 companies, with 2.420 banks. Deposits were up to 297 hiliion. or 55% of all bankdeposits. 1974 estimates are 1.752 companies. 3 350 banks. 504 billion in deposits. orfiRet, of all deposits. "Bank Holding Company Facts. Spring 1975 Edition, Associationof Registered Bank Holding Companies, Washington, D.C."
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EXPANSION OF BANKING ORGANIZATIONS

The bank holding company permits the banking organization to conduct
.activities anywhere in the United States. Thus, for example, even though a
national bank may at as a mortgage company, it is in many ways limited to
the community, area or state where the bank is permitted to have offices.
No such restraint applies where the activity is conducted in the holding
company system outside of the bank. Accordingly, it should be noted that in
addition to the nonbank activities noted below, that bank holding companies
are presently authorized to engage in the following businesses: (a) mortgage
-company, (b) finance company, (c) credit card company, (d) factoring com-
pany, (e) loan servicing, (f) trust company, (g) leasing of real and personal

4 property, (h) bullion dealer, et al. The Board, over the objection of the
Federal Home Loan Bank Board, has held that owning a savings and loan
association is proper.
In terms of economic power and concentration, certain facts are relevant.

As of the end of 1973, about 4,000 commercial banks held $687.5 billion in
deposits. Bank holding companies controlled 46% of these banks and about
.66% of the total deposits. Banking organizations also controlled 34 of the
100 largest mortgage companies, 27 of the 86 largest noncaptive finance
companies, 13 of the 30 largest factoring companies,9 and through sub-
sidiaries acting as advisors, 29 of the 100 largest real estate investment
trusts. Trust department holdings totaled $378 billion.9 On a local level,
commercial banking is typically highly concentrated. In local geographic
areas, it is not unusual to find the three largest bank organizations con-
trolling 60, 70 or even 80 percent of the deposits in that area."
Without considering activities of controlled finance companies, commercial

banks provided 62% of all financing for automobiles in the second quarter of
1971.11 In real estate finance, while commercial banks do not hold a majority
of permanent mortgages, commercial banks: (a) are a major and necessary
source of operating funds for mortgage companies and REITS ; and (b) are
the major source of construction financing. Thus, they are involved at one
stage or another (or sometimes all) of real estate finance. As the holding
company expands through control of REITs and mortgage companies, this
control becomes more pervasive.

1. Advisor to real estate investment trusts (REIT) and other invest-
ment companies.—The Board of Governors of the Federal Reserve System
("Board") has authorized bank holding companies to act as advisors to real
estate investment trusts (REIT) and other investment companies." In this
way, the banking organization can obtain fees from advising the REIT, can
-enter into loan transactions with the REIT and also through its trust de-
partment can see to the placement of securities of the REIT. The potentials
for conflict of interest and ultimate liability in a down market are clear
and have been manifest in recent years. Even though the REIT is publicly
owned, its close identification with a banking organization has caused, in
at least one prominent incident, the banking organization to voluntarily
contribute funds to the REIT in an attempt to escape liability.

2. Credit Life Insurance Company.—National banks may not underwrite
credit life insurance, but subsidiaries of bank holding companies may, ac-
cording to Board rulings." The underwriting is limited to risks of the sub-
sidiaries of the bank holding company. The Board has authorized this upon
the representation that each will be reduced on the order of five to ten
percent. The history of banking institutions, as well as other lenders, charging
the maximum amount the law will allow for credit life insurance and the
history of reverse competition in this area, is clear.

Samuel H. Talley, "Bank Holding Company Financing", paper prepared for delivery
at the Conference on Bank Structure sponsored by the Federal Reserve Bank of
Chicago. May 1-2, 1975, at 8.

9 Trust Assets of Insured Commercial Banks, Board of Governors of the Federal
Reserve System. et al, Table 1. at 5.

10 see. Summary of Deposits in All Commercial and Mutual Savings Banks, Federal
Deposit Insurance Corporation, June 29, 1974. Table 3.

11 Consumer Credit in the United States, Report of the National Commission on
Consumer Finance. 1972.

12 12 C.P.R. §1 225.4(a) (5) (1).
18 12 C.F.R. § 225.4(a) (9) (11) (a) ; 12 C.P.R. 1 225.128(C) (1) (1).
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The control of the borrower by the lender is so patent that there has
evolved the phenomenon of "reverse competition"; that is, business is given
to the insurance company that pays the highest commission, which in turn
is reflected in a higher premium. Since the borrower has no real choice, it
being effectively controlled by the lender, the borrower will pay whatever is
required. Credit life insurance is the only insurance where the state com-
missioners have had to regulate the level of compensation to the seller (the
lender.) "

3. Insurance Agencies.—An amendment to the National Bank Act in 1916
specified that a national bank could conduct an insurance agency only in a
community ith a population of 5,000 or less." Beginning in 1963, the Comp-
troller of the Currency ignored the statute and held that selling insurance
was a proper activity under the "incidental powers" clause of the National
Bank Act " until he was required by the Court of Appeals in 196811 to
change his view. The vehicle of the bank holding company was the mechanism
for entering into insurance agency activities. Up until the late 1960's, the
volume of this activity was relatively limited, but after the expansion of
bank holding companies in the 1960's, the activity became much greater. The
Board of Governors prior to 1971 had permitted a number of bank holding
companies to operate insurance agencies, but these were generally localized
geographically and limited in number. However, after the passage of the 1970
amendments to the Bank Holding Company Act,18 The Board in rulings and
in adjudicatory proceedings stated that it would greatly expand the number
of insurance agencies of bank holding companies and allow them into broad
range of activities related to credit and financial transactions of the bank
holding company." These issues are now pending in the courts. The court
review has been the culmination of five years of litigation in an attempt to get
this issue fully resolved and a complete record made thereon.2°
In the 1969-1970 Congressional hearings on the Bank Holding Company

Act Amendments of 1970, the Board represented to the Congress that the
activities previously authorized in this area had been relatively limited. But
subsequent administrative action was not.

Studies 21 have shown that the lender can effectively control the sale of
insurance involved in the credit transaction by virtue of the inferior bargain-
ing position of the borrower. This form of tying leads to the lessening of.
competition in the sale of insurance and the elimination of effective choice
among sellers of insurance—all to the detriment of the consumer. The
industry affected is currently characterized by many highly competitive units,
most of them small businesses. The impact of bank holding company entry
would be to change, for the worse, the structure of the industry. Banking.
organizations when selling insurance involved in their own lending transaction
find themselves acting as insurance counselors to themselves (as holder of
a security interest) and to the owner (borrower). This gives rise to conflicts
of interest, e.g., in disputes over levels of deductibles.

4. Casualty/ Property Insurance Companies—Life Insurance Companies.—
National banks may not act as insurance companies. The Board has held
that bank holding companies may not act as a life insurance company

14 see, National Association of Insurance Commissioners, A Background Study of the
Regulation of Credit Life Insurance and Disability Insurance, November 1970 The 31
credit insurance industry has been examined in several Congressional Committee hear-
ings; in 1954 and 1967 by the Subcommittee on Antitrust and Monopoly of the Senate
Committee on the Judiciary, in 1961 by the same subcommittee on the House side, and
in 1969 by the Subcommittee on Financial Institutions of the Senate Committee on
Banking and Currency. See also, Federal Reserve Bank of Chicago, Commercial Banking:
Structure. Competition and Performance, August 1967.

15 12 U.S.C. § 92a.
15 12 U.S.C. § 24, Seventh.
17 Saxon v. Georgia Association, 399 F.2d 1010 (5th Cir. 1968), affirming 268 F.Supp.

236 (N.D. Ga. 1967).
P.L. 91-607: 84 Stat. 1760.

15 See, e.g., 12 C.F.R. §§ 225.4(a) (9) and 225.128; Application of First National
Holding Corp.. 60 Fed. Res. Bull. 738 (1974) ; Application of Alabama Financial
Group, Inc, 60 Fed. Res. Bull. 596 (1974).

20 Two cases were led in a U.S. Court of Appeals when it appeared that the Board
was trying to circumvent the requirement to develop a complete record.

21 See FTC Staff Memorandum, attachment to letter of FTC Secretary to Governor
Bucher of the Federal Reserve Board, Novmber 29, 1974.
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(except for certain credit life insurance noted able.) 22 It has not ruled under
the 1970 Amendments on acting as a casualty and property insurance com-
pany; it considered such matters in 1971 and came to no decision. Several
applications concerning such companies are pending. Prior to the 1970
Amendments, the Board ruled that such an activity was not permissible.23
5. Travel Agencies.—The Comptroller of the Currency ruled in 1963 that

a national bank could engage in the travel agency business 21 under the
"incidental" powers clause of the National Bank Act." The Comptroller
relied on this clause because there was no express statutory authority allowing
national banks to offer travel agency services. Litigation ensued. Initially,
the Comptroller argued that his decision could not be challenged in court
by travel agent competitors. It was necessary to go to the Supreme Court
twice on the issue of standing to sue.26 Ultimately, the lower courts ruled
on the merits, and held that national banks are not authorized to operate
travel agencies. In March of 1973, the Comptroller announced that he would
not seek the Supreme Court review of the Arnold Tours case. However, to
this date, the Comptroller's Manual continues to purport to sanction the
operation of travel agencies by national banks.
In another attempt to effect compliance with the rule of law established

in the Arnold Tours case, a lawsuit seeking the issuance of a writ in the
nature of mandamus was filed. Ten days later, the Comptroller issued a
notice of proposed rulemaking in which he still persists in purporting to
authorize travel agency activities on the part of national banks.28 Comments
have been filed by interested parties. Both the lawsuit and the rulemaking
proceedings are presently pending.
On September 13, 1974, the Board of Governors of the Federal Reserve

System noted receipt of an application by a bank holding company for ap-
proval of its retention of a travel agency."' Subsequently, at the request of an
interested third party, the Board agreed to hold the application in abeyance
and to conduct a rulemaking proceeding on the general question of whether
the operation of a travel agency is a proper activity for bank holding
companies.33 A hearing has been held and this matter is currently pending.
The long history of bank regulatory agency attempts to support involvement

by banking institutions in the travel business and the tremendous burden
placed on competitors to vindicate their legal position is a case study in
the imperfections in the regulatory structure. Banking organizations bring
to the travel agency business no expertise or any service not now offered.
There are more than 10,000 travel agencies in the United States. They are,
for the most part, small businesses, and they make up a highly competitive
industry. Banking organizations which have entered this industry bring
with them the ability to control the purchase of travel services by virtue
of their position as lenders and the ability to eliminate and lessen competition.
6. Mortgage Guarantee Insurance Companies.—National banks are not

authorized to act as underwriters for mortgage guarantee insurance or other
insurance." However, the Board of Governors proposed that bank holding
companies should act as an underwriter of mortgage guarantee insurance."'
The Board decided that while the activity was appropriate for bank holding
companies generally as being "closely related to banking,' they would not
authorize the activity at this time because of the newness of the business and
the need at this time for bank holding companies to conserve their capital.

22 12 C.F.R. § 225.126(b).
23 'Transamerica Corporation, 43 Fed. Res. Bull. 1014 (1957).
24 12 C.F.R. § 7.7475.
25 12 U.S.C. § 24, Seventh.
29 See, Arnold Tours v. Camp, 400 U.S. 45 (1970) ; Arnold Tours v. Camp, 397 U.S.

315 (1970).
27 Arnold Tours v. Camp, 338 F. Supp. 72 (D. Mass.), aff'd, 472 P. 2d 427 (1st Cir.

1972). See also, American Society of Travel Agents Inc., v. Bank of America, 385 F.
Supp. 1084 (N.D. Cal. 1974).

28 See, 40 Fed. Reg. 24767 (April 2, 1975). The actual "proposed revised interpretive
rulemaking" was issued on March 28. 1975.

2939 P.R. 33741 (September 19. 1974).
8039 F.R. 38423 (October 31, 1974).
21 12 U.S.C. § 92. 12 C.F.R. § 7.7100.
32The Federal Home Loan Bank Board does not permit savings and loan service

corporations to act as mortgage insurers. 12 C.F.R. § 545.9-1(a) (4) (ix).
33 60 Fed. Res. Bull. 727 (1974).
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The Board considers this matter to be still on its agenda, with a view that
it may ultimately be authorized. Mortgage insurance involves a company
insuring the portion of a loan made beyond the normal loan limits of the
lender. For example, if loans are normally limited to 80% of the value of the
real estate, the lender would loan 90% and the borrower would obtain for
the lender insurance covering the extra 10 percentage points. Prior to the
depression, mortgage guarantee insurance was marketed by lending institu-
tions and not one single mortgage guarantee insurance company survived."
Therefore, in order to provide the maximum protection by way of solvency,
the better policy is to spread the risk and not have mortgage insurance
written by lenders. Eliminating a joinder of the two also bars the likelihood
of tying—where the borrower must obtain the insurance from the company
affiliated with or chosen by the lender.35

7. Automobile Leasing.—The Federal Reserve Board has never specifically
authorized automobile leasing as a permissible non-banking activity for bank
holding companies. However, its most recent regulatory action relating to
the permissibility of "personal property" leasing in effect sanctioned whole-
sale and unrestricted entry by bank holding companies into this area of
leasing, which is one where the leasing is more than just a financing device,
but is inextricably involved in marketing autos." The Board's regulatory
stance on the automobile leasing issue has not been consistent. In May 1973,
in ruling on an individual bank holding company application to acquire a
non-banking subsidiary, the Board authorized the acquisition on the express
condition that the proposed subsidiary divest itself of its automobile leasing
business, the Board noting that it had serious doubts about the permissibility
of automobile leasing." Some three months later, in August 1973, the Board
proposed an amendment to its personal property leasing rule which would
have had the effect of prohibiting bank holding companies from engaging in
automobile leasing." In an about-face, in March 1974, the Board adopted an
amendment to its personal property leasing rule which had just the opposite
effect of its July 1973 proposed amendment." The Board's final action not only
did not limit or prohibit automobile leasing activities, it authorized wholesale
entry of bank holding companies in this field.
There is no explanation for this turnabout in administrative policy. Sig-

nificant portions of the administrative record considered by the Board in
reaching its decision have been deleted and the Board has refused to make
these portions available for purposes of judicial review. There are record
indications, however, that the regulatory decision was reached improperly.
These include certain Board staff memoranda which contained (1)a recom-
mendation from the staff that the Board take no action on a recommended
consumer protection provision for fear that this would hurt the Board's
chances in an appeal, and (ii) a staff recommendation that the Board act
quickly in order to limit the issues which parties could raise in a pending
application proceeding for acquisition of an automobile leasing concern.
In 1963, the Comptroller of the Currency issued an interpretation of the

National Bank Act declaring that national banks were authorized to engage
in the leasing of personal property." Pursuant to that interpretation, several
national banks entered the automobile leasing business. This interpretation
was the subject of litigation in the federal district court sitting in Seattle.
The district court ruled that national banks were only authorized to engage
in "open-end" automobile leasing, i.e., where the bank did not assume any

'An intensive study was conducted in 1934 for the Governor of New York State,
the Alger Report. It recommended against joining mortgage insurers and lenders.

as The Regulations of the Federal Home Loan Mortgage Corporation, 12 C.F.R. § 500
et Req. recognize this problem by forbidding lenders to receive a commission for insurance
written in their own risks. However, at hearings before the Board of Governors,
witnesses for bank holding companies stated that this type of restriction was easily
evaded by two lender affiliated insurance companies "trading" business, that is the
mortgage insurance company of bank holding company A writes insurance on the loans
of hnnk holding company B. and A has its loans covered by B's Insurance.

34 Amendments to 12 C.F.R. § 225.4 (a) (6), published at 39 Fed. Reg. 11254 (March
27. 1974).
• rentran Bancshares Corporation. 59 Fed. Res. Bull. 471 (1973).
as Proposed amendments to 12 C.F.R. § 225.4(a) (6), published a, .N8 Fed. Reg. 21436

(August 8, 1973).
80 Ft e e Footnote 1, supra.
60 12 C.F.R. 1 7.3400.
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speculative risk whatsoever and the leasee guaranteed the resale value of
the automobile. That ruling is being appealed.
The ultimate result of financial institution activity in this area will be

elimination of a large segment of the independent automobile leasing industry.
Domination of this industry by financial institutions will vest them with over-
whelming economic bargaining power vis-a-vis automobile dealers. Further,
in order to protect the reputation of their leasing operations, banks and
bank holding companies will have to engage in selling automobiles at the
expiration of the lease term. While they have contracted away the risk of
loss, which will be borne by the lessor-borrower, they do have the obligation
for arranging for the sale of the automobiles at the end of the lease term.
This places them squarely in the automobile sales business. Finally, as an
incident to automobile leasing, banking organizations are offering more and
more ancillary services like those offered by auto dealers, e.g., selling parts,
tires, obtaining license plates, etc.
8. Data Processing Company.—The Board of Governors has authorized

bank holding companies to engage in data processing activities independent
of lending or other activities provided the nature of the activity is one that
is also employed in banking activities." The Comptroller of the Currency has
authorized similar, although not the same activities, for national banks." In
addition, the Comptroller has ruled that in certain respects the charges for
data processing services are not covered by the anti-tying provisions of
Section 106 of the Bank Holding Company Act Amendments of 1970."
Accordingly, the bank can offer reduced rates for data processing charges,
based on giving a credit for the value to it of demand deposits provided
by the customer on which it is forbidden to pay any interest. This exclusion
from tying is an incentive for predatory pricing.
More generally, engaging in data process activities places the banking

organization in another line of commerce, one often marked by risk factors
greater than banking.

9. Courier and Armored Car Services.—On November 17, 1971, the Federal
Reserve Board published a proposed rulemaking which would authorize bank
holding companies to provide armored car and courier services." These ac-
tivities involve operating motor carriers to pick up and deliver goods that
require prompt transmission (courier services) and/or a high level of
security (armored car services). The Board subsequently determined that
bank holding companies should be permitted to engage in the courier service
industry." No decision was made on the performance of armored car services."
The Board's rulemaking action on courier services is now under court review.
In 1963, the Comptroller of the Currency issued a ruling to the effect that

national banks were authorized to "provide messenger service by means of
an armored car or otherwise." Like several other interpretations of the
National Bank Act issued by the Comptroller in the early 1960's, this inter-
pretation did not pass judicial muster. In First National Bank v. Dickinson,
396 U.S. 122 (1969), the Supreme Court invalidated this regulation insofar
as it purported to authorize a national bank's operation of an armored car
in a state having branch banking restrictions. The Court held that the
armored car operation constituted a "branch bank" and that, in a state
having restrictions on branch banking, the operation of an armored car
service by a national bank was illegal.

Courier services can be largely utilized by financial institutions as a
loss leader to further the business of the bank or the banking subsidiary,
particularly in the area of correspondent bank relationships. Subsidized

41 12 C.F.R. §§ 225.4 (a) (8) and 225.118. See also, 12 C.F.R. 225. 123(g).
42 Revision of 12 CF.R. § 7.3500, published in 39 Fed. Reg. 14192 (April 22. 1974)•
42 See. 39 Fed. Reg. 14194 (April 22, 1974).
"36 Fed. 21897.
"12 C.F.R. § 225.4 (a) (11).
46 This "non-decision" was unusual inasmuch as there was no evidence introduced in

the record to support performance of this activity by bank holding companies. The only
evidence introduced on this issue was negative. There was a clear requirement on the
Board to find that armored car services were not a permissible activity for bank holding
companies and the Board's failure to so find' was an indication of where the Board's
sympathies lie.

42 Comptroller's Manual for National Banks, § 7490.



54

courier operations will have a decidedly adverse effect on smaller bank com-

petition and on independent courier companies which depend solely on trans-

portation revenues. Bank courier operations will also have a negative impact

on development and maintenance of efficient transportation services available

on an non-discriminatory basis to all users.
The most prominent use of armored car services by financial institutions is

to serve as a "rolling branch" of the bank or bank subsidiary. This use dis-

advantages smaller bank competitors by depriving them of deposits and other

bank business. Independent armored car companies are also competitively

injured because of the unreasonably low rates set by financial institutions

offering armored car services.
10. Consulting Services.—Bank holding companies are currently authorized •

to engage in a wide variety of consulting activities, including both economic

advice and management services, and the regulatory trend in recent years has

been toward expanding the scope of permissable activities in this area.

Under the "services" exemption of § 4(c) (1) (C) of the Bank Holding Com-

pany Act of 1956, holding companies were permitted to retain their shares in

subsidiaries providing management consulting services to themselves and their

banking affiliates. Recognition of the inherent conflict of interest problems in

this field of activity, however, led initially to a total prohbition on providing

such services to non-affiliated companies or banks." Economic consulting is

permitted in a number of areas by 12 C.F.R. § 225.4(a) (5). Among the author-

ized activities are acting as investment or financial advisor to a mortgage

company or REIT, giving portfolio investment advice to any person, providing

general economic information and advice, (including economic statistical fore-

casting and industry studies), and giving financial advice to State and local

governments.
Subsequently, the Board has expanded the range of activities in both the

economic and management consulting areas. Effective February 1, 1972, the

Board amended 12 C.F.R. § 225.4(a) (5) to allow bank holding companies to

act as investment advisers to investment companies registered under the In-

vestment Company Act of 1940." The Board at that time continued to distin-

guish economic and investment consulting services from management consulting

services, which were still held to be not "closely related." 
50

As to this latter point, however, the Board has reversed itself, and has

added to Regulation Y a new § 225.4(a) (12), under which providing manage-

ment consulting services to non-affiliated banks is now considered to be a
permissible nonbanking activity, subject to certain conditions.' Subject to the
"public benefits" test of 12 C.F.R. § 225.4(b) (2), the Board has approved ap-
plications by bank holding companies to form and acquire the shares of man-
agement consulting firms.'

National banks regulatory provide investment and other economic advice to

their customers through the operation of trust departments. Such activities
are subject to regulation and examination by the Comptroller." There appears

to be no authority for national banks to provide bank management consulting 0

services to outside organizations. The regulations promulgated by the Comp-

troller of the Currency, which provide that national banks can provide some
non-banking services to customers, r4 do not mention management consulting
services. •

11. Underwriting Securities.—The incidental powers clause of the National

Bank Act expressly prohibits national banks from underwriting any issue of
stock or securities, except for obligations of the United States or any state

48 see, First Commerce Corporation, 58 Fed. Res. Bull. 674 (1972) ; see also, 12 C.F.R.
§§ 225.4(a) (5) (iii), n.2 and 225.115.
*See 12 C.F.R. § 225.4(a) (5) (II).
so See, 12 C.P.R. § 225.4(a) (5) (Ili), n.2.
51 The amendment became effective February 26, 1974, and is set out at 39 Fed. Reg.

8318 (March 5, 1974). The Board simultaneously issued an interpretitive ruling, which
describes those activities the Board considers to be management consulting.

528ee, e.g., The Citizens and Southern Corporation, 60 Fed. Res. Bull. 226 (1974).
This application was approved on the same date as the new regulations became effective.
" S ee 12 C.F.R. Part 9.
" See 12 C.F.R. §$ 7.7100, et seq.; §11 7.7376, et seq.
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•or subdivision thereof." This prohibition was contained in § 16 of the Glass-
Steagall Act of 1933, 48 Stat. 184, in response to concern over the effect that
such activities had had on bank collapses in the late 1920's. The same Act
contained sections prohibiting common directors, officers, and employees be-
tween commercial banking institutions and underwriting firms," and provided

• criminal penalties " if commercial banking institutions and investment banking
firms were not separated.
Court cases have interpreted these sections so as to continue the strict sepa-

ration of commercial and investment banking mandated by the Glass-Steagal
_Act. The "general obligations" exception of § 16, for example, has been narrow-
ly construed to include only obligations issued by an agency with general tax-
ing powers and based on the full faith and credit of the issuing entity. Baker,
Watts & Co. v. Saoon, 261 F. Supp. 247 (D.D.C. 1966), aff'd. 392 F.2d 497
(DC. Cir. 1968)." On the other hand, the Supreme Court has given the term
"securities" in the same section a broad construction, and has held that the
issuance by a bank of redeemable units of participation in a mutual fund

- operated by the bank is an illegal underwriting of securities. Investment Com-
pany Institute v. Camp. 401 U.S. 617 (1971).
In spite of these clear statutory and judicial expressions, the Board has

ruled that a bank holding company can organize and operate a closed end
investment company.59 The Board, while acknowledging that in light of the
Glass-Steagall Act and the Supreme Court's opinion in the WI case, a bank
holding company cannot operate an open-end company, states that a closed end
company does not make its shares redeemable, and issues shares only at "in-
frequent intervals" after it is organized." In allowing bank holding companies
to operate such companies, the Board is refusing to apply to bank holding
-companies 40 years of consistent statutory and judicial authority as it has
been applied to national banks, on the narrow bases set out above, and is
arguably ignoring the broader lessons of that authority on the need to separate
completely commercial banking from investment banking."-
On a related issue, the Comptroller has recently ruled that national banks

may provide an Automatic Investment Service (AIS) to their customers." The
service involi-es an automatic monthly deduction from the customer's checking
. account which is applied toward the purchase of shares of stock in companies
selected by the customer from a list provided by the Bank In making the
purchases through a broker, the bank pools the amounts from all customers
who wish to purchase the same stock, and the price per share for each custo-
mer is the average of the prices paid for all lots of the same stock purchased

• during the acquisition period.
The Comptroller ruled that national banks could advertise the AIS, and

,conduct it on a for-profit basis. The latter point was contrary to the prior
position of the Comptroller, who had for many years taken the position that
,the bank could not profit from the agency relationship. In making the new
ruling, the Comptroller considered and rejected claims that several possible

- conflict of interest situations would be presented by banks providing AIS.

55 12 U.S.C. 24, Seventh.
66 Glass-Steagall Act §§ 21, 32; 12 U.S.C. H 378(a), 78.
'Id., 12 U.S.C. § 377.
58 The Comptroller's 1963 ruling that obligations of other entities without taxing

power, e.g., the Port Authority of New York, included in the § 16 exceptions was
'expressly held invalid. The Comptroller's Regulations respecting regulation of investment
securities are now in line with the holding in the case. Bee 12 C.F.R. § 1.3.

58 1 2 C.F.R. § 225.125(f).
65 These are the sole distinctions noted by the Board between an open end and a closed

end investment company. Further. the Board has decided that holding companies are not
•subject to the provisions of § 21 of the Glass-Steagall Act.

61 Though the initial offering of securities in a closed-end investment company advised
and/or operated by a bank holding company is conducted by investment bankers in
,convential underwritings. banks ". . . are not prohibited from offering many of the
corporate financial services, other than underwriting, traditionally offered by investment
'hankers." Black. et al., The Banking System: A Preface to Public Interest Analysis.
Public Interest Economics Center, Washington, D.C. 1975.

82 Comptreller's letter, .Tune 10, 1974. reprinted in CCH. Federal Banking Law
?Reporter, IT 96.171. Authority is found in 12 U.S.C. § 24 Seventh, which allows banks to
purchase stock on a customer's account.
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ADDENDUM TO NONBANK ACTIVITIES OF BANKING ORGANIZATIONS

CURRENT DEVELOPMENTS

A. Procedures

In two cases, the courts have ordered the Federal Reserve Board to hold

formal adjudicatory hearings where parties had raised issues under the public

benefits portion of the test set forth in Section 4(c) (8) of the Bank Holding
Company Act of 1956, as amended. In both cases, the Board had refused to
order formal hearings even though questions of fact under the public benefits

test were put at issue.'
ft

B. Travel Agencies

The Federal Reserve Board has determined that the operating of a travel

agency is an activity which is not "closely related" to banking under Section

4(c) (8) of the Bank Holding Company Act of 1956, as amended.2 st

C Automobile Leasing

The Federal Reserve Board motioned the United States Court of Appeals

for the District of Columbia Circuit to remand its determination that certain

types of leasing activities are "closely related" to banking under Section

4(c) (8) of the Bank Holding Company Act of 1956, as amended.'

D. Data Processing Services

A United States District Court has ruled that national banks may not

offer data processing services involving accounts receivable accounting for

merchants.'
E. Courier Services

A court upheld the Federal Reserve Board's rules concerning the partici-

pation by bank holding companies in the provision of courier gervies.5

Appendix 5

(Excerpt from an Analysis of the Retail Insurance Industry
by Prof. Emmett J. Vaughan, University of Iowa)

THE PROPERTY AND LIABILITY INSURANCE MARKETING SYSTEM

The following discussion of the property and liability insurance distribution

system is presented to provide a general framework for the discussion which
follows, and also because certain of the applications allude to current devel-
opments within the industry and cite these developments as factors which

favor entry into this market.

THE BUYER'S SIDE OF THE MARKET

The insurance market, of course, has two sides: the sellers side and the
buyers side. Before discussing the sellers side, it may be useful to take a brief
look at the buyers side The buyers side is composed of two general classes,
usually referred to as 1) Personal lines insureds and 2) Commercial lines
insureds. The term "personal lines" refers to the individual or family unit
buyer, as contrasted with business firms which, with all other institutions are

I Independent Bankers Association of Georgia v. Board of Governors of the Federal
Reserve System, 516 F.2d 1206 (D.C. Cir. 1975) ; American Bancorporation, Inc. v.
Board of Governors of the Federal Reserve System, 509 F.2d (8th Cir. 1974).

2 See 41 Fed. Reg. 5134 (1976).
2 National Automobile Dealers Association, Inc. v. Board of Governors of the Federal

Reserve System, Docket No. 74-1431 (D.C. Cir., October 22, 1975).
4 National Retailing Corporation of Arizona v. Valley National Bank, Docket No.

71-410—PFIX—WEC (D.C. Ariz. February 2. 1976).
5 National Courier Association v. Board of Governors of the Federal Reserve System,

516 F.2d 1229 (D.C. Cir. 1975).
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referred to as "commercial lines." It is also possible to further subdivide the
commercial line insureds into classifications based on size, complexity, or
geographic extent. For example, The General Motors Corporation would be
classed as a commercial line insured, but so too would a local Buick dealer
franchized by the Buick Division of General Motors. For rather obvious rea-
sons, these two "commercial line insureds" are so dissimilar as to constitute
different markets.
While any division of the property and liability insurance field is somewhat

arbitrary, for convenience in this discussion, we will refer to the buyers side
of the market in terms of personal lines insureds, and commercial line in-
sureds, bearing in mind that the commercial line area includes a wide range
of buyers from giant commercial accounts to small mercantile establishments.
The distinction between the different classes of commercial line insureds is

important because this distinction has previously been ignored in certain
testimony which discusses the growth of the largest national brokerage firms.

THE SELLERS SIDE—THE AGENT

From many points of view, the most important person in the entire insurance
transaction is the agent. With few exceptions, the marketing mechanism in
the insurance industry revolves around the agent, however, his role varies in
different lines of insurance, and the relationship between the aegnt and the
company he represents can be, and often is, quite varied. Through a process
of evolution, several marketing forms have developed, each of which has as its
goal the attainment of efficiency in distribution and service
In the field of property and liability insurance, companies may be classified

into two groups based on their distribution system: (a) those who operate
through the American Agency System and (b) the "direct writers." The agents
who operate through the American Agency System are known as "independent
agents," while those who represent direct writers are called "captive agents."
The American Agency System.—The independent agent normally represents

several companies, dividing the policies he sells among those companies ac-
cording to his choice. He owns his expirations, Which means that he may place
the renewals of policies he has sold with some other insurer if he chooses to
do so. This is in contrast to the European system under which an agent repre-
sents only one company. One implication of the ownership of renewals by the
Independent agent is the fact that it prevents the insurance company from
attempting to pay a lower commission on renewal business. If a company
represented by an independent agent were to attempt to pay a lower commis-
sion on renewal business than on new business, the agent could simply place
the policy with a different company, making it new business for that company.
Direct Writers.—Direct writing companies operate through the mail, (as in

the case of GEIC0), through salaried representatives (as in the case of The
Liberty Mutual Insurance Company), or through exclusive or "captive agents"
(as in the case with Nationwide, State Farm, and Allstate) .1 The compensa-
tion of the salesman may be in the form of a salary, or it may be a commission,
based on the premium volume. In the case of the exclusive aegnt, it is normally
in the form of commission. The important point is that the agent or the sala-
ried employee does not own the expirations. He has no choice as to where the
policy is to be renewed. Since the agent cannot transfer the business he writes
to another insurer, the direct writing company can pay an infinitesimally small
renewal commission or none at all.
The ownership of renewals is the most important difference between the two

types of agents, and from this difference arises still other differences in the
method of operation. Since the direct writing agent receives little or no com-
mission on renewals, the production of new business is of crucial importance.
It also means that in most jurisdications, the policies sold by direct writers
are somewhat lower priced than those of independent agents. The independent
agent, on the other hand, places greater emphasis on the retention of accounts
he presently services As a matter of fact, the independent agent's interest in

1 Technically, companies that operate through exclusive agents are not "direct
writers," but rather "exclusive-agent companies." However, the term "direct writer" is
commonly used in reference to both companies operating through salaried representatives
and those operating through exclusive agents.
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his obligation to his clients is one of the essential them e% of the advertising.
program of the independent agents.

BROKERS

Although the insurance agent is first and foremost the representative of the •
insurance company he serves in a dual agency capacity, and also acts as an
agent of his clients. An insurance broker, on the other hand, is an agent only
of the insured. Although he is the agent of the insured, the broker normally
receives his compensation in the form of a commission from the company. The-
fact that the broker is not an agent of the insurance company means that he
does not have the power to bind the company to a risk. He merely solicits
business from his clients and then places the business with an insurer. Brokers 41.
represent an important segment of the insurance marketing mechanism, par-
ticularly in large cities, where they control large segments of the market.
The largest of the brokers operate on a national and international basis

offering a wide array of insurance, engineering, and consulting services and
concentrate their efforts in the servicing of giant corporations. These large-
brokerage houses have long been an important segment of the market struc-
ture. However, until recently, their activities wer confind only to the largest
cities such as New York, Chicago, and Boston. As they have expanded into.
new areas and gained penetration in those new areas their share of the na-
tional market has naturally increased.

COMPETITION WITHIN THE INDUSTRY

Competition within the insurance industry today is fierce: perhaps more so•
than any time in history. This competition takes place mainly in two areas:
price competition and quality competition.
Price Competition.—The price competition within the industry takes place-

between companies. Insurance companies compete on the basis of price by
attempting to offer a lower priced product than do other companies dealing,
in the same line of insurance.. It is sometimes puzzling that insurance com-
panies can charge significantly different premiums for identically the same•
coverage. The price of insurance, like most prices, is a function of the cost of
production. The obvious answer to the question of how various insurance
companies can charge different premiums for identically the same coverage
is that their costs also vary significantly. The following costs are common to'
all insurance companies:

1. Losses.
2. Loss adjustment expense.
3. Acquisition expense.
4. Administrative expense (company overhead).
5. Taxes.
The first of the costs listed can be an area of significant difference between

companies. If a company can succeed in obtaining its customers from a better
class of risks, its loss costs will be lower. If loss costs decline, adjustment
expense also declines. Some companies, through selective underwriting, em-
phasize this component of premium cost, thereby reducing their costs and the
premiums at which they sell insurance.
The third cost, the cost of production, can also be altered to reflect sub-

stantial premium savings. The bulk of production costs have traditionally-
been agents' commissions. Some companies, such as the direct writers, have-
been able to reduce premium costs by reducing or eliminating agents com-
missions. Efficiency in administration, through the use of mechanized billing
and automated renewal procedures not only saves administrative costs, but
also gives the company greater control over policy renewals. These differences
in costs all help to explain the differences in premiums among companies. If
a company is successful in reducing any of these costs below those of its
competitors, it stands to reason that the company will be able to offer its-
coverage at a lower price.
In the area of property and liability insurance, price competition takes

place between the various types of companies. Thus, mutual companies com-
pete with stock companies, bureau companies compete with non-bureau com-
panies, and companies operating through the American Agency System com-
pete with direct writers. The pricing decision is made for each company by
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actuaries, either through cooperative rate-making organizations called "bu-
reaus" or by actuaries employed by the company itself. These prices are
based on anticipated costs.
The agent does not (except in extremely isolated cases) participate in

setting the price of the product. Exceptions exist in the case of extremely
large accounts in which the commission is negotiated, and the final commission
agreed upon is a factor in the final premium.
In this area, price competition takes place not only between companies, but

between agents and brokers as well. The larger the account, the greater the
likelihood that price competition between agents and brokers will be involved.
In general, however, the pricing of the product by his companies is a factor

outside of the control of the agent. Price competition between agencies does,
of course, take place, but this price competition is based on the price competi-
tion between the companies that they represent. There are differences in price
among companies, and in the selection of the companies that he will represent,
the agent has some control over the price of the contracts that he will sell,
but the selection of a company sets the price that the agent must charge at
the rate that his company charges. Agencies operating through the American
Agency System represent companies that are similar in their pricing struc-
ture. In many instances, competing agencies represent the same companies,
and the contracts that they sell are identical in price. With the price of their
products fixed, the emphasis in the competition among agencies is on quality
competition.
Quality Competition.—In a real sense, the insurance agent does not sell

insurance. It is possible to purchase insurance without the services of an
agent. If the consumer elects to purchase his insurance from an agent rather
than directly from a company, the cost is likely to be somewhat higher, and
the additional premium that the consumer pays is compensation to the agent
for the function which he performs; that of advising the insured. In a sense,
the insurance premium is composed of two parts: one part goes to the in-
surance company as consideration for the protection granted, the other part
goes to the agent for the advice which he provides. Basically this advice con-
sists of an analysis of the needs of the client, recommendation for coverages,
selection of an insurer, and assistance in claim settlement at the time of a loss.
In the area of service, competition depends to a great extent on the techni-

cal competence of the personnel involved in the agency or brokerage house.
For this reason, the large national brokers generally are not considered di-
rect competitors of small local agencies, since the small local agencies do not
have the facilities to service the giant national accounts that represent the
clientele of the national brokers. On the other hand, there are many larger
local agencies that compete effectively with the national brokers.

Overall, the competition within the insurance distribution field is extremely
vigorous. Local independent agencies compete with each other and with direct
writing companies in the personal lines field. In the case of smaller and
medium sized commercial accounts, the situation is essentially the same. In
the case of the giant commercial accounts, larger independent agents compete
with each other and with the direct writing companies, and also with the
large national brokers. The competition in all instances is based in part on
price competition and in part on service.

Appendix 6

SELECTED STATISTICAL MATERIAL CONCERNING THE INSURANCE INDUSTRY

NET PREMIUMS WRITTEN BY LINE

Total premiums written by insurance companies in 1973 in the U.S. for all
types of insurance approximated $90 billion.
Purchases of property and liability insurance increased about 6.6 per cent

in 1973. Net premiums written* by property and liability companies totaled
about $42 billion in 1973.
Approximate premium totals for principal property, liability and allied lines

of insurance in 1971, 1972 and 1973 are tabulated below. Not included are
miscellaneous lines which together produced premiums of more than $500
million in 1973.
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TOTAL NET PREMIUMS WRITTEN, 1971-73

1971 1972 1973

Auto Liability, private passenger N.A. $8, 113,144,000 $8, 000,000,000
Auto Liability, commercial N.A. 2,254,044,000 2, 750,000,000

Total auto liability $9,976,931, 000 $10, 367,188,000 $10, 750,000,000

Auto physical damage, private passenger N.A. 4,987,221,000 5, 300,000,000
Auto physical damage, commercial N.A. 1, 028,639,000 1, 100,000,000

Total auto physical damage 
Total, all automobile 

5,
15,

439,
416,

227, 000
158, 000

6, 015,
16, 383,

860,
048,

000
000

6, 400,
$17, 150,

000,
000,

000
000

Liability (other than auto) 2,380,950, 000 2, 555,213,000 2, 700,000,000
Fire insurance and allied lines 3,172,236, 000 3, 405,669,000 3,600,000,000
Homeowners multiple peril 2,833,181, 000 3, 315,803,000 3,900,000,000
Farmowners multiple peril' jN.A. N.A. 185,072,000
Commercial multiple peril 1,659,740, 000 2, 078,069,000 2, 500,000,000
Workmen's compensation 3,660,066, 000 4, 104,090,000 4, 750,000,000
Inland marine 884,386, 900 968,070,000 1, 050,000,000
Ocean marine 496,095, 000 576,960,000 650,000,000
Surety and fidelity  605,021, 000 660,700, COO 700,000,000
Burglary and theft 136,079, 000 138,331,000 130,000,000
Crop Hail 123,875, 000 132,368,000 192,354,000
Butler and machinery 125,695, 000 129,440,000 135,000,000
Glass 39,697, 000 39,232,000 36,000,000
Credit 47,364, 000 70,465,000 90,798,000
Aircraft 186,694, 000 181,455,000 167,475,000

1 Previously included in homeowners multiple peril figures.

Source-Insurance Facts 1974, Insurance Information Institute (1974).

NET PREMIUMS WRITTEN 1949-1973

Total net premiums written by property and liability companies for all lines,
including accident and health, have risen from $6.4 billion in 1949 to an estimated
$42 billion in 1973. While many insurance groups have transferred their accident
and health writings from their property and liability affiliates to their life insur-
ance affiliates, accident and health premiums accounted for about $1.5 billion

of the 1973 total of premiums written by property and liability companies.

TOTAL NET PREMIUMS WRITTEN FOR ALL LINES OF PROPERTY AND LIABILITY INSURANCE, 1949-73

1000 omitted]

Accident
and health

All
other Total

Accident
and health

All
other Total

1949 (1) $5,356.176 1961  $1, 484,526 $13,989,146 $15,473,672
1950  C) 6,866,288 1962_ __ 1, 628,825 14,405,364 16, 034,189
1951 $494,137 $7,280,595 7,774,732 1963 1, 352,764 15,811,924 17, 174,688
1952  549, 880 8,220,090 8,769,970 1964  1, 520,603 16,796,209 18, 316,632
1953..._ _ 650, 556 9,021,980 9,672,536 1965  1, 643,648 18,419,820 20, 063,468
1954 705, 365 9,202,407 9,907,772 1966  1,659,145 20,340,912 22, 090,057
1955  803, 947 9,735,379 10,539,326 1967  1,690,329 22,138,588 23, 828,917
1956  915, 624 10,214,448 11,130,072 1968  1,778,903 23,247,133 26, 026,036
1957  1,038. 140 11,058,160 12,096,300 1969  1, 980,032 27,244,869 29, 224,901
1958 1, 115, 586 11, 712,680 12,828,266 1970  1, 903,841 30,958,185 32, 8G7,026
1950  1, 244, 673 12,839,687 14,0E4,360 197L 1,010,331 34,704,563 35, 714,894
1960  1, 357, 600 13,615,031 14,972,631 1972  1, 255,525 38,061.998 39, 317,523

1973_ 1, 500,000 40,575,000 42, 075,000

I prior to 1951 accident and health premiums were not reported separately.

Source: Best's Aggregates & Averages (1973 figures are preliminary estimates).

•
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TABLE 1.—LIFE INSURANCE PENETRATION RATES FOR OCTOBER AND NOVEMBER 1973 FOR SELECTED STATES

Company B— Company C— Company D—

States Company A October November October November October November

Florida 97 97 98 98 95 93 92
Washington 98 98 98 94 95 93 92
Michigan 97 98 98 98 98 92 95
Pennsylvania 99 97 97 96 90 88 81

411 Appendix 7

EXCERPTS OF MATERIALS CONCERNING THE SALE OF CREDIT LIFE INSURANCE

On November 19, 1974, the Federal Trade Commission provided the Federal
Reserve Board with an extensive analysis of the credit life insurance problem.1
"(4) In the course of our enforcement activities under the Truth in Lending

Act, we have encountered two major problem areas which we believe threaten
to undermine the concept of Truth in Lending.
(a) Credit Insurance
"The first problem area is the sale of credit life and credit accident and

health insurance in connection with consumer credit transactions. Under the
Truth in Lending Act, premiums paid by the borrower for credit insurance
may be excluded from the disclosure of the "finance charge" for the loan, if
the insurance is requested in writing by the consumer after written disclosure
by the creditor that the insurance is optional and not a factor in the creditor's
decision to extend credit. Some creditors have attempted to circumvent the
requirements of the Act by means of practices which lead borrowers to believe
that their election of insurance coverage is necssary to obtain the loan. The
.effect of the practices is to override or negate the Truth in Lending disclosures.
"As you know, we have addressed this problem in our 1972 and 1973 annual

reports to the Board, and during the past year the Commission staff has con-
tinued its efforts in this field. The staff's preliminary findings indicate that
the Commission's earlier credit insurance action, In the Matter of Commercial
Credit, (Docket No. C-2430) 82 FTC 1841 (June 26, 1973), has had little de-
terrent effect on other creditors subject to our jurisdication, and that pene-
tration rates (i.e., the percentage of all loans made in which credit insurance
is included) for credit life insurance continue to approach 100% for
many major loan companies.
"The Board's 1973 report to Congress noted: The Commission has evidence

indicating that certain creditors . . . have attained penetration rates in the
sale of credit life insurance that approach 100%. . . . Should these
penetration rates prove to be widespread, an amendment to the Regulation
or, if necessary, the Act may be in order.
"As an attachment to this letter, we are including a staff discussion which

reviews the experience of the staff in this area. (See Attachment A.)
"The Commission is continuing its case by case approach to this problem,

focusing on the consumer finance industry. The staff currently has underway
investigations designed to bring a substantial part of the direct personal loan
market into compliance. It is not anticipated, of course, that the Commission's
adjudicative procedures will bring into compliance the myriad of small credi-
tors and installment sellers who may also be evading the requirements of the
Act with regard to the sale of credit insurance.
"The problems we have encountered in the credit insurance area appear to

be in no way alleviated by the present form of Regulation Z. That is, the pres-
ent provisions of Section 226.4(a) (5) of Regulation Z do not ensure the vol-
untary election of credit insurance since those creditors who wish to evade
the intent of this section may do so by making disclosures which are in

Letter from Charles A. Tobin, Secretary, Federal Trade Commission, to Jeffrey M.Bucher, Member, Federal Reserve Board, November 19, 1974 (FTC report to the Board
In connection with the Board's Annual Report to Congress, 1974).

69-452--76-5
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ostensible compliance with the Regulation, while orally informing or 
indi-

cating to the consumer that the insurance is required. The result is that sub-

stantial numbers of consumers receive disclosures which do not reflect the

true costs of their loans.
"We, therefore, repeat our suggestion that the Truth in Lending Act be

amended to provide that the cost of credit insurance purchased in connect
ion

with a credit transaction be included in the finance charge regardless of

whether its selection is "voluntary" or not. We are persuaded that this recom-

mendation is consistent with the expressed purpose of the Act, to ensure full

disclosure of the cost of credit. We also feel that this approach is necessitated

by the fact that, because of the inherently unequal relationship which exists

between a borrower and creditor and the creditor's economic self-interest in

the sale of credit insurance, no free choice is available to the consumer thro
ugh

any combination of point of sale or loan disclosures, however thorough t
hey

may be.
"We are cognizant of the fact that the Board has previously rejected

 this

suggestion on the grounds that such a provision might result in an 
unfair

burden to those creditors who do not require insurance; tend to blur t
he dis-

tinction between those creditors who require insurance and those who do 
not;

and encourage creditors who presently do not do so to require the insuran
ce,

to the detriment of those persons who may not desire it. Our position, h
ow-

ever, is that it is difficult if not impossible to distinguish between "v
oluntary"

and "required" insurance in a consumer credit transaction, and that 
the

purposes of full and accurate disclosure of the cost of credit can best
 be

served by eliminating the essentially illusory distinction. In addition, we

note that disclosure of premium costs for credit insurance as part of the fi-

nance charge may have the additional benefit of lowering the premiums them-

selves, since for the first time it will become advantageous for the creditor to

charge the consumer the lowest rate possible (in order to keep the finance

charge and APR at a reasonable level), instead of the highest legally per-

missible rate as is now the case.'
Finally, we also would hope that the competition theory on which the con-

cept of Truth in Lending is based, will tend to prevent the result of mass

required insurance which concerns the Board. We concede, however, that

Federal legislation may be necessary which prohibits a creditor in a consumer

credit transaction from requiring the purchase of credit life or credit accident

and health insurance as a condition to the extension of credit, and note that

legislation of this nature has already been adopted by some States!'

Although we feel that the inclusion of the cost of credit insurance as part

of the finance charge is clearly the best solution, there is an alternative solu-

tion to this problem which the Board should consider. Regulation Z could be

amended to require that no solicitation for the purchase of optional credit

insurance may be made until five days (or other reasonable time) after the

loan has been consummated, and at that time only by mail, using the form

specified by the Board in the Regulation. It is our belief that this type of

amendment of Regulation Z is within the Board's power under Section 105

of the Act. Mourning v. Family Publications Service, 411 U.S. 356 (1973).

Appended to the foregoing letter was an Attachment A entitled "Statement

of Staff of the Division of Special Statutes on Credit Insurance Sales Prac-

tices and Section 106 (b ) of the Truth in Lending Act (Title I of the Consumer

2 See National Commission on Consumer Finance Consumer Credit in the United
States, at 84-85 (1972).

Senator William Proxmire, in a statement released on November 12, 1974, estimated

that consumers paid more than $615 million extra in 1973 for group credit insurance.

The overcharges are largely a result of the "reverse competition" which presently

exists in this market, and makes it advantageous for creditors to charge the highest

legally permissible premium for credit insurance so that they will receive the largest

possible loss experience rebate.
See. e.g.. California Personal Property Broker Law Section 22458.1 (b) ; California

Industrial Loan Law, Section 18661(c). The enforcement of those statutes by the

California Department of Corporations makes California the only state In which

penetration rates for credit life insurance consistently are below 90%. Moreover, the

tying of the purchase of insurance to an extension of credit is not entirely free f
rom

antitrust implications. Cf., Fortner Enterprises, Inc. v. United States Steel Corp.,
 394

495 (1969)."
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Credit Cost Disclosure Act, Public Law No. 90-321 (1968), 15 U.S.C. 1601, et
seq.)" Set forth below are selected excerpts of the foregoing Statement.
The following material is offered in support of the Commission's recom-

mendation that the provisions of the Truth in Lending Act dealing with dis-
closure of the costs of credit life and credit accident and health insurance be
amended. Much of the information on which this memorandum is based has.
been drawn from material gathered in the course of the staff's current in-vestigation of credit insurance sales practices of direct loan finance companies..The opinions expressed are those of the staff, and not of the Commission.
"We are aware that the most common method used to force the consumer to

purchase credit insurance is not nearly as obvious as that described by theabove complainant. The usual approach is described best in these excerpts from
a memorandum of a district manager of a subsidiary of a major national fi-nance company to his five branch managers.

April 27, 1973
Attached is a breakdown of insurance sales for all offices in district  by month for the first quarter of 1973.
The statistics, as laid out, are quite clear, and I'm sure that each of youare capable of analyzing the trend in your individual branch.
It is my opinion that taking into consideration total overall sales only twooffices in the district are anywhere near satisfactory; these are: (Office 1 andOffice 2). The rest of the branches in the district are just going to have toface reality—you are being out sold and out dazzled in your approach to sellinginsurance by these two offices and, I can assure you, other offices throughoutthe Region.
I have discussed with both Mr. (X in Office 1), and Mr. (Y) and staff, in(Office 2) their approach toward selling insurance. They both state quitesimply regarding life and A & H that they include it automatically on theloan (both types). They only retract or switch after making every attemptto sell the customer on accepting it in the loan as it is. They do not soft pedalit or give the customer a chance to turn it down before it is even writteninto the loan. Their approach is automatic and positive.
I think we can all safely say it is far easier to leave it in and let the custom-er insist on having it retracted rather than opening the gate, so to speak,and allowing the sale to slip through our fingers before we have even made areal sale attempt.
I want to make it clear that in regards to the above statements. I'm speak-ing primarily about life and A & H. Fire insurance sales are another matter.All of the other offices in the district should pay particular attention to thefact that, for the most part, the trend is adverse and down in your respectivebranches—meaning that our mental approach to selling insurance is gettingweaker. We are giving the customer more and more opportunities to turn itdown rather than taking a firmer approach.
There was a time when our credit life sales would have registered 100 percent, or 99.9 per cent, throughout the region. I feel quite confident that creditlife can be maintained somewhere in the area of around 98 per cent. There isample evidence in (Office 1 and Office 2) and (Office 3) in February, that thiscan be accomplished.
Health and Accident insurance can be and must be maintained around 90per cent, and in some cases, obviously, we can even go higher.

The overall importance of insurance sales in relation to our gross profitcannot and should not be underestimated. At the present time the branchesare going to receive 35% of all sales. In addition to that, no losses aregoing to be charged directly to the branch P & L's. They are going to behandled on a higher level, and as I understand it, on a zone level. So it follows.
4 The Statement, in a portion of the narrative not excerpted, especially discusses asituation where a bank allegedly required an attorney to "elect" credit insurance inorder to get an automobile loan. Since the creditor in that case was not subject to‘FTC jurisdiction, however, the FTC did not pursue the complaint and confirm thefacts alleged.
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'by maintaining good solid underwriting policies and sellii.g consistently, we

can build the profit on the branch level and the zone level as fell.

I would like to lay out what I believe are realistic guidelines for the sale

of insurance, and I believe by the end of the second quarter, we should be

bitting in each branch very near to these figures.

Credit Life 98%, Health and Accident 90%, Fire 60%.

As you can see, much discussion and emphasis must be given to this area

by management to insure that sales are on an upswing and this trend is re-

versed by the end of June.
Immediately upon receipt of this I.O.C., all managers are to hold a staff

meeting regarding insurance sales only. I want a copy of what is discussed

at this meeting and what steps you, as a manager, are going to take to insure

that insurance sales are brought back into line.'
The consumer, especially a consumer who has an immediate need for a

loan, who is confronted with this tactic will often purchase insurance with
out

question, simply assuming that the insurance is a part of the loan. The ta
ctic

is an effective one since most consumers will not know that they had 
an

option and, thus, will complain to no one.

It is our tentative conclusion that these tactics are in wide use and tha
t

they are responsible for the high level of credit insurance sales which 
per-

vade the direct loan market. The effectiveness of this type of salesm
anship

Is reflected in the State by State penetration rates (that is the percent
age

of all loans made on which credit insurance is sold) for credit life insurance

sales which the Division has obtained from various major finance companies.

For example, Table 1 reflects penetration rates obtained from four major

national companies (Company A, Company B, Company C and Company D)

for a two month period of 1973 in selected states. Additional rates obtained

for the entire year show that the penetration rates for these two months are

representative of those for the entire year.

BOARD OF GOVERNORS,
FEDERAL RESERVE SYSTEM,

Washington, D.C.

EON. WILLIAM PROXMIRE,
Chairman, Subcommittee on Financial Institutions,
Committee on Banking and Currency,
U.S. Senate,
Washington, D. C.

DEAR Mn. CHAIRMAN: This is in further reference to your letter of August

14, 1967, requesting information and comments concerning tie-in arrangements

between banks and credit life insurance companies.
In accordance with my letter of August 30, 1967, to you, the Federal Re-

serve Banks were requested to develop information concerning situations as

to which they were familiar relevant to the sale of credit life insurance by or

through State member banks in connection with their lending operations.

From the information received from the Federal Reserve Banks, the Board's

staff has prepared a report summarizing, briefly, State and Federal laws and

regulations dealing specifically with the sale of credit life insurance by banks

and bank-affiliated persons. The report also summarizes the information so

received concerning certain practices in the sale of credit life insurance by

banks, the incidence of banks requiring credit life insurance as a condition to

making consumer loans, and the existence of practical alternatives to pur-

chasing such insurance from bank-related insurers. It is hoped that the staff

treport, a copy of which is enclosed, will be of assistance to you.

As you will recall, your Truth in Lending bill, S. 5, as passed by the Senate

last June, requires the itemization of charges for credit life insurance, and,

if so itemized and disclosed by the creditor to the customer, such charges need

not be included in the "finance charge." Governor Robertson supported this

treatment of the matter when he testified before your Subcommittee on May

10, 1967, and before Mrs. Sullivan's Subcommittee on August 7, 1967. How-

',ever, the bill recently reported by the House Committee on Banking and

Currency (H.R. 11601) would include such charges in the "finance charge."
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While the Board at this time is not prepared to recommend additional legis-
lation as mentioned in your letter, the following comments may be of interest.
Insuring the life of a debtor for the benefit of his creditor, so as to make

payment certain if the debtor dies, is a practice which may benefit both the
borrowers and lenders. Lenders have learned that credit life insurance can
be a potent factor in attracting borrowers and can create good will. When an
insured borrower dies his obligation is discharged through the insurance and
need not be collected from his estate. Moreover, an Individual who desires a
personal loan may have no security to offer other than his earning power,
which death terminates. As a result, sound lending decisions may frequently
turn on whether such coverage is provided.

Credit life insurance in force has, in the last twenty years, increased from
coverage of 4 per cent to 85 per cent of all consumer debts. Although this rapid
growth in such a relatively short period of time may have been accompanied
by abuses, this does not necessarily indicate a need for Federal legislation
that would single out banks from all other lenders. Rather, it is the Board's
view that any proposed remedial legislation should focus on credit life in-
surance as it affects the lending industry as a whole. Determination as to
whether legislation is needed, and the terms of such legislation, should await
conclusion of the Hart Subcommittee's investigation and issuance of that
body's report and recommendations.
In view of the interest in this matter expressed recently by Chairman

Patman, we are forwarding to him copies of this letter and our staff report.
Sincerely yours,

WM. MCC. MARTIN, JR.

REPORT ON THE SALE OF CREDIT LIFE INSURANCE BY OR THROUGH BANKS IN
CONNECTION WITH THEIR LENDING OPERATIONS

I. Laws and regulations dealing specifically with the sale of credit life insurance
by banks, their officers, or affiliated companies in connection with the banks'
lending operations

A. STATE LEVEL

Most States do not have statutes or administrative regulations either author-
izing or prohibiting the sale of banks of credit life insurance in connection
with their lending operations. As far as can be determined, only New York,
New Jersey, and Massachusetts give banks specific statutory authority to sell
credit life insurance.' Conversely, only 14 States were found to have statutes
prohibiting banks from acting as agents for the sale of life insurance. In some
jurisdictions, this prohibition is absolute; 2 in others, the prohibition is limited
to cities where the population is in excess of a stated figure (usually 5,000).3
In some States, the prohibition against acting as agent for the sale of life
insurance specifically applies to banks, while in others, the prohibition applies
to all corporations which, of course, include banks.
In jurisdictions where banks are prohibited from selling insurance, officers,

employees, and other bank affiliated persons (such as directors' agencies)
usually act as agent for the sale of credit life insurance. The bank does not
share in the commission or fees earned by such agent. In Massachusetts, how-
ever, where banks are permitted to sell credit life insurance, bank affiliated
persons are prohibited from obtaining a commission or fee for any credit life
insurance offered to the debtor.
While most States have some laws or administrative regulations regarding

credit life insurance,' and over thirty have enacted variations of the "Model

Statutory authority given to banks to sell credit life insurance: MassachusettsrALm ch. 167 § 56 Bi. New Jersey [N.J.S.A. §§ 17:9A-70.1, 17 :9A-70.21, and New
York [Banking Law § 108.4(c) (iv)].
' Absolute prohibition against banks acting as agent for the sale of life insurance:
Connecticut [Gen. Stat. of Conn. § 36-601. Hawaii [R.L. § 178-22.5], Kansas [articles
of incorporationi, Nevada [N.R.S. § 662.190], New Mexico [articles of incorporation],Oklahoma [articles of incorporation], Texas [Ins. Code Art. 21.05], Wisconsin [W.S.A.
§ 209.04; 43 Op. Atty. Gen. 181 (1954)1; and Wyoming [articles of incorporation].

2Prohibition. in cities where population is in excess of certain figure, against banks
acting as agent for the sale of life insurance: Aakansas [Ark. State. Ann. 41 66-2810,
66-28111, California [Financial Code 4 1208], Colorado FCRS § 14-3_1(2)], Nebraska
[R.R.S. § 44-392], and Washington [RCWA § 30.08.140].

4 As far as can be determined. Delaware and Missouri are the only States without
statutes or administrative regulations pertaining to credit life insurance.
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Act for the Regulation of Credit Life Insurance and Credit Health and Acci-
dent Insurance," such laws are invariably part of the State's insurance code
and apply equally to all institutional lenders, rather than to banks in par-
ticular.

B. FEDERAL LEVEL

Section 5136 of the Revised Statutes (12 U.S.C. 24) provides, in part, that
"Except as hereinafter provided or otherwise permitted by law, nothing
herein contained shall authorize the purchase by [a national bank] . . . for
its own account of any shares of stock of any corporation." This statutory
prohibition is applicable also to State member banks by virtue of paragraph
20, section 9, of the Federal Reserve Act (12 U.S.C. 335). Section 5136 pro-
vides no exception for insurance company stock, nor does any other Federal
statute specifically permit the purchase of such stock by a member bank.
However, a bank and an insurance agency 6 may become affiliated through
common ownership of their stock, and under section 4(c) (8) of the Bank
Holding Company Act of 1956 (12 U.S.C. 1843 (c) (8) ), a registered bank hold-
ing company is permitted to own shares of any company all the activities of
which are of a "financial, fiduciary, or insurance nature and which the Board
[after formal hearing] * * * has determined to be so closely related to the
business of banking * * * as to be a proper incident thereto * * a". (emphasis
added.)
In all proceedings under section 4(c) (8) of the Bank Holding Company Act,

the Board has conditioned favorable determination upon, among other factors,
receiving satisfactory assurances that the non-banking subsidiary to be ac-
quired would have sufficient expertise and financial resources profitably, and
without undue risk to the holding company and its subsidiary banks, to en-
gage in the proposed activities.

II. Practices noted in the sale of credit life insurance by banks, their
officers, or affiliated organizations in connection with their lending operations

Most of the Federal Reserve Banks reported that no specific situations had
come to their attention involving questionable practices in the sale of credit
life insurance by banks, their officers, or affiliated organizations in connection
with loans by the banks. However, the information received from the Reserve
Banks disclosed some situations that may be of interest.
A partnership, which acquired stock control of the bank and was managing

the bank's operations and receiving fee for its services, has taken over the
business of providing credit life insurance coverage for the bank's loans.
A bank was experiencing noticeable losses in small, unsecured loans. Upon

further investigation it was discovered that the loan officer seldom turned
down a loan application because he felt that they were "protected" by credit
life insurance coverage. This insurance was sold by a director of the bank
who operated an insurance agency across the street from the bank's premises.

5 The following are most, if not all of the States which have enacted, with variations,
the "Model Act for the Regulation of Credit Life Insurance and Credit Health and Acci-
dent Insurance" which was promulgated by the National Association of Insurance Com-
missioners: Alaska [Alaska Statutes §§ 21.54.010 to 21.57.170], Arizona [A.R.S. §§
20-1601 to 20-1616], Arkansas [Ark. Stat. Ann. §§ 66-3801 to 66-3819], California
[Insurance Code §§ 779.1 to 779.25], Connecticut [Gen. Stat. of Conn. §§ 38-249 to
38-261], District of Columbia [D.C. Code §§ 35-1601 to 35-1612J, Florida [F.S.A.
§§ 627.0700 to 627.07091, Georgia [Ga. Code Ann. §§ 56-3301 to 56-3312], Idaho
[Idaho Code §§ 41-2301 to 41-23161, Illinois [S.H.A. ch. 73 §§ 767.51 to 767.651,
Indiana [Burns Stat. Ann. §§ 39-5601 to 39-56141, Maine [M.R.S.A. Tit. 24 §§ 1201 to
1214], Michigan [Mich. Stat. Ann. §§ 24.568(1) to 24.568(24)), Montana [Rev. Codes
§§ 40-4201 to ,I0-4217]. Nebraska [R.R.S. §§ 44-1701 to 44-1713], Nevada [N.R.S.
§§ 690.310 to 690.4501, New Hampshire [R.S.A. §§ 408-A: 1 to 408-A:15], New Jersey
[N.J.S.A. §§ 17:38A-1 to 17:38A-15], New Mexico [N.M.S.A. §§ 58-26-1 to 58-26-15],
New York [Insurance Regulations §§ 185.1 to 185.11], Ohio [Page's Rev. Code Ann.
§§ 3918.01 to 3918.99], Oregon [ORS §§ 739.565 to 739.620], Pennsylvania [P.S. Tit.
40 §§ 1007.2 to 1007.15], Rhode Island [Gen. Laws §§ 27-30-1 to 27-30-17; §§ 27-31-1.
to 27-31-18], South Dakota [SDC 1960 Supp. §§ 31-36A 01 to 31.36A 14], Texas [In-
surance Code Art. 3.53], Utah [Utah Code Ann. §§ 31-34-1 to 31-34-15], Vermont
[U.S.A. T. 8 §§ 4101 to 4115b Virginia [Va. Code §§ 381-482.1 to 38.1-482.16], Wash-
ington [RCWA §§ 48.34.010 to 48.34.910], and Wyoming [W.S. §§ 26-151.1 to 26-
151.15].

G While affiliation between banks and insurance companies occur occasionally, inter-
relationships between banks and insurance agencies are, by far, mor common.
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While there was no evidence that the director was splitting commissions with

the loan officer, the other directors were not aware of this arrangement.

In a State where banks are not permitted to sell insurance, the principal

loan officer was selling credit life insurance as agent, in a personal capacity.

It was evident that the commissions influenced the terms of the loans. This

officer is no longer connected with the bank.
In a State where banks are not permitted to sell insurance, the president

of the bank had been selling credit life insurance, in a personal capacity, on

nearly all of the bank's loans. The commissions from these loans constituted an

Important supplement to his salary.
In addition to the above-mentioned situations reported by the Federal Re-

serve Banks, it is possible that abuses, common to all varieties of lenders,

might also be practiced by banks.
Where a borrower, covered by a bank's policy of group credit life insurance,

discharges his indebtedness prior to its maturity, a refund of the "unearned"

part of the premium or fee paid by the borrower should be forthcoming. How-

ever, in some situations it is retained by the lender 'rather than paid or

credited to the borrower. Although the Model Act contains a provision which

purports to cure this abuse, variations from State to State in the wording of

this provision may permit the continuation of this practice. For example,

whereas the version enacted by New York [Banking Law § 108.4(c) (1) and

Insurance Regulations § 185.8] provides for the refund of unearned premiums

to be "paid or credited promptly to the debtor," in Texas [Art. 3.53 § 8], Ari-

zona [§ 20-1611], and elsewhere, the recipient of the unearned premium is

designated only as "the person entitled thereto." This wording could permit a

lender to provide, in its contract with the insurer, that any such unearned

premium be retained by the lender, rather than refunded to the debtor.

Most versions of the Model Act contain provisions to the effect that when

credit insurance coverage is required as a condition to a loan or as additional

security, the debtor shall have the option of satisfying such requirement with

existing policies, or by procuring the required insurance coverage elsewhere.

However, because of the inferior bargaining position of the debtor, he may be

susceptible to the loan officer's "suggestions" concerning choice of coverage,

premium rates, insurer and agent. As a reSult, the debtor easily may receive

the impression that his loan application may be more favorably considered

if he follows such suggestions.
The Model Act's provision that the amount charged the debtor by the lender

cannot exceed the amount of actual premiums charged the lender by the

insurer has not prevented the lender from receiving, if justified by claims ex-
perience, a premium refund, dividend, or retrospective rate credit. In the
absence of appropriate regulation of credit life insurance, premium rates tend
in many instances to be set at levels determined by the rate of return to the
creditor (in the form of such "allowances") instead of on the basis of reason-
able cost. Such "reverse competition" results in insurance charges to debtors
which are unreasonable in relation to the benefits thereby provided to them.

III. Requirement of credit life insurance as a condition of making consumer
loans; practical alternative to purchasing such insurance from bank-

related insurers where insurance is required

The extent to which credit life insurance is required as a condition for
making consumer loans varies from State to State and from bank to bank. It
is understood that this is one of the matters on which Senator Hart's Sub-
committee has developed comprehensive data. The information received from
the Federal Reserve Banks disclosed that the requirements of credit life in-
surance for direct, unsecured, installment consumer loans exists in. one or
another of the following patterns:
(1) Credit life insurance covers all such loans; the charge is "built-in" to

the total finance charges and is not disclosed as a separate identifiable cost
to the borrower.
(2) Credit life insurance is required on all such loans; solicitation occurs

after the decision to grant the loan is made. The borrower has the option of
furnishing existing policy protection or obtaining coverage elsewhere.
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(3) Credit insurance is not required unless the existence of insurance is a
significant factor in granting the loan. As in (2), above, the borrower has the
option of furnishing existing policy protection or obtaining coverage elsewhere.
(4) Credit life insurance is not required; it is made available by the bank

as a service, at no separate cost to the borrower, but no reduction is made
where he does not want the insurance. The total finance charge is usually set
so as to defray the cost to the bank.
(5) Credit life insurance, while not required, is considered pretty much

part of the "package" to which installment borrowers have become accustomed
in large city banks. In small banks, however, the decision to purchase credit
insurance is more consciously made.
Where the cost of credit life insurance covering direct unsecured installment

consumer loans constitutes an identifiable charge, and where credit insurance
is required as additional security for the making of a secured loan, most ver-
sions of the Model Act provide that the debtor must have the option of furnish-
ing the required insurance through an existing policy or of obtaining the cover-
age elsewhere than through the lender.
Such alternatives, however, may not be practical. In the first place, most

insurers who specialize in writing group credit life insurance use banks and
other lenders as their outlets, bypassing the ordinary insurance agent. Second-
ly, in the typical credit insurance transaction, the borrower is not primarily
interested in the insurance; the amount of premium is small in relation to the
balance of the transaction, the coverage is readily available only through the
lender, and there is no evidence of the existence of any competition between
lenders as to the insurance charge. Under these conditions, the borrower could
not be expected to determine the value of the insurance to himself. He has
little incentive to "shop" for this minor element of the total cost of the trans-
action. Together with the loan officer's "suggestions" mentioned above in Part
II, this would seem to eliminate any practical alternative to obtaining cover-
age through the lender with whom one is negotiating a loan.

Appendix 8

CHRONOLOGY OF PROCEEDINGS SINCE 1970 CONCERNING BANK HOLDING
COMPANY ENTRY INTO THE RETAIL INSURANCE INDUSTRY

nide Event

December 1970  1970 Amendments to the Bank Holding Company Act
became law.

January 1971 .  Federal Reserve Board proposed rule naming certain
activities as "closely related" to banking.

February 1971  Comments were due on proposed rule; formal hearing
requested.

May 1971  Limited informal hearings.
Aug. 10, 1971  Rule promulgated [§ 225.4(a) (9)], which names as

insurance agency activities "closely related", and
directly related".

Aug. 24, 1971  Rule promulgated [§ 225.4(b) (3)J, without notice or
hearing or comment, which held that a bank holding
company engaging de novo in insurance agency
activities named in the regulation meets the public
interest test in all cases.

September 1971  Court review sought of Aug. 24, 1971 regulation
[§ 225.4(b) (3)].

October 1971  First opposition and request for hearing filed by IIAA
in response to specific bank holding company
application.

December 1971  Aug. 24, 1971, regulation [§ 225.4(b)(3)] suspended;
new regulation proposed which would have created
"presumption" that de novo entry meets the public
interest test.

February 1972  Comments were due on December 1971 proposed
regulation; formal hearing requested.

Ato•
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Date Event

September 1972  Federal Reserve Board, without notice or hearing or
comment, issued a detailed interpretation [§ 225.128]
naming what insurance is included in its Aug. 10,
1971, regulation [§ 225.4(a) (9)].

October 1972  Court review sought of the September 1972 interpre-
tation [§ 225.128].

January 1973  IIAA brief filed in the Court of Appeals (D.C. Cir.).
March 1973  Federal Reserve Board ordered formal hearings on 22

applications to engage in insurance agency activities;
formal hearings are to start the first week of April
and to be completed by the end of May.

April 1973  Federal Reserve Board's counsel advised Court of
Appeals (D.C. Cir.) that September 1972 regulation
was only tentative and that matters covered therein
were issues in the formal hearing, and that the
permissibility of the activities under the statute was

Jr- an issue in those proceedings.
June 1973  Federal Reserve Board rules, on interim motion, that

statutory issues cannot be raised before the admini-
strative law judge.

June 1973  Three weeks of formal hearings held on 7 applica-
tions (FRB Docket Nos. IA-3, 6, 7, 8, 10, 12,
and 13).

July 16, 1973  Formal hearing held with respect to Worcester
Bancorp application to engage in the sale of credit
life, credit accident and health and mortgage
redemption insurance (FRB Doctet No. IA-1).
(IIAA was not a party to this proceeding).

Sept. 7, 1973  Administrative Law Judge issued his recommended
decision in Worcester case (FRB Docket No. IA-
1).

Nov. 9, 1973  Administrative Law Judge issued his recommended
decision in Florida cases (FRB Docket Nos. IA-3,
6, 7, 12, and 13).

Jan. 14, 1974  Administrative Law Judge issued his recommended
decision in Georgia case (FRB Docket No. IA-8).

Jan. 28, 1974  Federal Reserve Board approved the application in
the Worcester case (FRB Docket No. IA-1).

Feb. 7, 1974  Administrative Law Judge issued his recommended
decision in Alabama bank holding company case
(FRB Docket No. IA-10).

July 3, 1974  Federal Reserve Board approved the application in
the Alabama case (FRB Docket No. IA-10).

July 26, 1974  IIAA appealed the decision in the Alabama case to
the Fifth Circuit.

Sept. 5, 1974_  Federal Reserve Board approved the application in
the Georgia case (FRB Docket No. IA-8).

Oct. 4, 1974   IIAA appealed the decision in the Georgia case to
the Fifth Circuit.

July 14, 1975  Federal Reserve Board approved the application in
the Florida cases (FRB Docket Nos. IA-3, 7, 12,
and 13).

Aug. 13, 1975  IIAA appealed the decisions in the Florida cases to
the Fifth Circuit.

Sept. 22, 1975  Federal Reserve Board issued revised decisions ap-
proving the applications in the Florida cases (FRB
Docket Nos. IA-3, 7, 12, and 13).

Oct. 24, 1975   Fifth Circuit approved IIAA's motion to stay pro-
ceeding in the Florida cases pending the out come
of the Alabama and Georgia cases.

Nov. 10, 1975  Oral argument was held before the Fifth Circuit in
the Alabama and Georgia cases. The decisions of
the court are pending.'
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Appendix 9

INSURANCE ACTIVITIES THE FEDERAL RESERVE BOARD HAS FOUND To BE
"CLOSELY RELATED" TO BANKING

A wide variety of insurance agency activities have been approved by the
Federal Reserve Board pursuant to Section 225.4(a) (9) of Regulation Y, 12
C.F.R. § 225.4(a) (9), as interpreted by the Board. Indeed, most limitations
placed upon such activities by the Board appear to be based on the Board not
yet having authorized the activity rather than an affirmative determination
that specific insurance agency activities are not permitted for bank holding
companies. This requires, in effect, perpetual review of Board actions.
The applications made to the Board, and the approvals granted, generally

tend to fall into categories which track the language of the subdivisions of
Section 225.4(a) (9), even though such section is rather general. The cate-
gories approved by the Board (with the specific lines of insurance permitted
within each category) are as follows:

1. Any Insurance for the holding company and its subsidiaries.—In addi-
tion to insurance covering assets and property, this category also has been
held to include group insurance coverage for all employees of the holding
company and subsidiaries, whether premiums are paid by the employer or the
employee.'

2. Insurance related to an extension of credit or other financial service.—
Included in this category are the following lines of insurance: Insurance
against fire, theft and other perils; comprehensive insurance; collision insur-
ance; marine insurance; boiler and machinery insurance surety bonds; 2
homeowners' insurance; and liability insurance.
In addition to being able to be sold in connection with ordinary loans to

business and consumer borrowers, these lines are also able to be sold in con-
nection with other financial transactions, such as leasing, mortgage servicing,
and inventory financing. The insurance must be on property in which the bank
holding company has a security interest, services or acts as lessor (including
other coverages packaged therewith).
3. Insurance providing loan or repayment funds in the event of inability of

the borrower to repay.—Included in this category are: credit life insurance;
credit accident and health insurance; and, mortgage redemption insurance.

4. Insurance sold as a convenience to the purchaser.—This category in-
cludes any line of insurance offered by a general insurance agency. Approval
of insurance sales in this category is conditioned upon the premium income
derived from "convenience" sales being such that it does not constitute a
"significant portion" of the aggregate insurance premium income of the hold-
ing company from the sources of insurance referred to above. Aside from this
limitation on the amount of premium income, there is no limitation on the
lines or coverages which may be offered by the holding company and its sub-
sidiaries under this category.

5. Insurance in communities having a population of less than 5,000.—In this
category holding companies or their subsidiaries are permitted to operate gen-
eral insurance agencies in communities with populations of less than 5,000
persons, with no limitation on premium income or coverages offered. These
communities need not be rural or isolated, but may be smaller communities
within a standard metropolitan statistical area (SMSA) containing one or more
large population centers.3

6. Insurance sold because other sources are inadcquate.—The Board's Rules
provide for this category, but no authorizations have been granted hereunder.

I See The Alabama Financial Group, Inc. 39 Fed. Reg. 25548 (1974).
2 Including bid bonds, subdivision bonds and completion or performance bonds.
For example, the Federal Reserve Board approved the application of The Alabama

Financial Group. Inc. (now Southern Bancorporation) to sell insurance in Hoover. Ala-
bama. a community of less than 5,000 persons which is located within the Birmingham,
Alabama SMSA. See The Alabama Financial Group, Inc. 39 Fed. Reg. 25548 (1974).
See also 12 C.F.R. § 225.4(a) (9.) (iii) (1).
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Appendix 10

DECISIONS BY THE ADMINISTRATIVE LAW JUDGE AND THE FEDERAL RESERVE BOARD
CONCERNING THE APPLICATION OF FIRST HOLDING CORP. OF ATLANTA, GA., TO
ENGAGE IN INSURANCE AGENCY ACTIVITIES

FEDERAL RESERVE SYSTEM—FIRST NATIONAL HOLDING CORP.

Order Approving Application to Engage in Certain Insurance Agency Activities

First National Holding Corporation, Atlanta, Georgia, a bank holding com-
pany within the meaning of the Bank Holding Company Act, has applied for
the Board's approval, under § 4(c) (8) of the Act and § 225.4(a) (9) of the
Board's Regulation Y, to engage in certain insurance agency activities through
a division of Applicant's wholly-owned subsidiary, Tharpe and Brooks, Inc.,
Atlanta, Georgia. Applicant proposes to act as an insurance agent or broker in
respect to the following types of Insurance:

1. Any insurance for Applicant and its subsidiaries.
2. Any insurance required by lender to protect the value of an asset

being financed by Applicant or its subsidiaries such as autos, boats, mobile
homes, campers, and appliances. Insurance sold in this regard would be:
a. fire, theft and other perils; b. comprehensive; c. collision; d. marine;
e. liability; and f. property floaters.

3. Any insurance required by Applicant or its subsidiaries to protect the
value of inventory being financed by Applicant or its subsidiaries. Insurance
sold in this regard would be: a. property coverage; b. business interruption;
and c. liability.
4. Any insurance required to protect the value of an asset being leased

where Applicant or its subsidiaries are the lessors. Insurance sold in this
regard would be: a. property coverage and b. liability.
5. Any insurance required by Applicant or its subsidiaries to protect the

value of real estate being financed by Applicant or its subsidiaries, whether
acting as principal or agent. Insurance sold in this regard would be: a.
property coverage; b. loss of rents; c. liability; d. homeowners; and e. per-
formance bonds.

6. Any insurance required by Applicant or its subsidiaries to protect the
value of business equipment being financed by Applicant or its subsidiaries.-
Insurance sold in this regard would be: a. property coverage and b. liability.

7. Any insurance on the life or health of a borrower or lessee of the
Applicant or its subsidiary where the Applicant or the subsidiary is the
beneficiary of the insurance. Insurance sold in this regard would be: a. dis-
ability income; b. mortgage life; and c. credit life.
8. Any insurance that is otherwise sold as a matter of convenience to the

purchaser, such as: a. accident health; b. automobile; c. property; d. casualty;
and e. life.

• The sale of certain types of insurance is an acivity which has been deter-
mined by the Board to be closely related to banking (12 C.F.R. 225.4 (a) (9) )
and, in general, to offer sufficient public benefits so as to meet the requirements
of § 4 (c) (8) of the Act.

Notice of the application was published in accordance with § 225.4(b) (2) of
4t the Board's Regulation Y. Objections to the application were filed by certain

local independent insurance agencies and by the National Association of In-
surance Agents ("NAIA") and the Georgia Association of Independent In-
surance Agents ("GAIA"). These parties sought and were granted interven-
tion in the proceeding and requested a hearing thereon.
By Order dated March 6, 1973, the Board directed that a formal hearing be

held on the subject application, as well as 21 other pending applications by
bank holding companies to engage in certain insurance agency activities
before a designated Administrative Law Judge ("Law Judge") (38 Federal
Register 6441). In addition to the parties designated above, other parties
sought and were granted permission to participate in the proceedings, in-
cluding the National Association of Life Underwriters ("NALU"), U.S. Fidel-
ity and Guaranty Company ("USF&G"), and the Committee to Preserve Con-
sumer Options ("CPCO") (an association of 28 banking institutions including



72

most of the applicant bank holding companies in other docketed insurance
agency applications then pending before the Board).
Following a prehearing conference on March 27, 1973, a public hearing

was held in Atlanta, Georgia, commencing on June 27 and closing on June
29, 1973. A substantial record was developed through testimony and ex-
hibits of the parties to the proceedings and others from the banking and
insurance communities, both in support of, and in opposition to, the appli-
cation.1 The hearing has been conducted in accordance with the Board's
Rules of Practice for Formal Hearings (12 CFR 263).
In a Recommended Decision, the Law Judge concluded that the evidence

supported a partial approval of the application and recommended:
(1) That the application be granted with respect to proprietary and

employee insurance for Applicant and its subsidiaries and for credit life,
health and accident, and mortgage redemption insurance for their customers
but denied as to all other forms of insurance in the Atlanta, Georgia area.
(2) That the applications be granted as to insurance agency sales by

First South Insurance Agency Division of Tharpe and Brooks, Inc. at its
offices located outside of the Atlanta, Georgia, area and to customers of non-
banking affiliates of First National Holding Company also located outside the
Atlanta, Georgia, area, subject to the restrictions as set forth in Regulation Y
§ 225.4(a) (9).
(3) That, in those respects in which the application is granted, the author-

ization be subject to appropriate anticoercion statements to be furnished
for execution by customers as part of their insurance applications.
The Board, having considered the exceptions taken to the Recommended

Decision by the various parties and the entire record, and having determined
that the Law Judge's findings of fact, conclusions, and order, as modified and
supplemented herein, should be adopted as the findings, conclusions, and order
of the Board, now makes its findings as to the facts, its conclusions drawn
therefrom, and its order.

Applicant's only banking subsidiary, First National Bank of Atlanta
("Bank") had deposits of $1.0 billion representing about 24.5 per cent of
total deposits of commercial banks in the Atlanta Metropolitan Statistical
Area.' Applicant also controls several nonbanking subsidiaries engaged in such
activities as data processing, leasing of personal property and equipment,
mortgage banking, factoring, and commercial real estate financing. One of
Applicant's nonbanking subsidiaries, Tharpe and Brooks, Inc., was acquired in
1970. This subsidiary is engaged in the activity of mortgage banking and,
as of May 31, 1973, serviced loans on property worth $420 million. Applicant
proposes to engage in the above-described insurance agency activities through
a division of Tharpe and Books, Inc. and estimates that during the first year
of operation this division should generate approximately $1.5 million in
premium income.
The principal issues involved in this application are identical to those

considered by the Board in its July 3, 1974, approval of the application
of The Alabama Financial Group, Inc. to engage in certain insurance
agency activities (39 Federal Register 25548). The Board must determine
whether the activities sought to be engaged in by Applicant are: (1) per-
missible activities within § 255.4(a) (9) of Regulation Y and therefore closely
related to banking or managing or controlling banks and (2) whether per-
formance of the proposed activities can reasonably be expected to produce
benefits to the public such as greater convenience, increased competition, or
gains in efficiency that outweigh possible adverse effects such as undue
concentration of resources, decreased or unfair competition, conflicts of in-
terests or unsound banking practices. The Board has previously detertnined by
Regulation (12 CFR 225.4(a) (9) ) ("Insurance Regulation") that the follow-
ing insurance agency activities are closely related to banking or managing

1 Board counsel participated in the hearing In a nonadversary capacity and took no
position with respect to the merits of the application (12 CFR 263.6(d)).
2 All banking data are as of December 31, 1972.
3 The Board's Insurance Regulation was adopted after notice of proposed rulemaking

and following receipt of comments on the substance of the proposed regulation. The in-
surance activities authorized by the Insurance Regulation are arenably narrower than
those insurance activities authorized by the Board prior to the 1970 amendments to the
Bank Folding Company Act. These prior decisionq of the Board were referred to ap-
provingly by members of Congress in debate on the 1970 Amndments.
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or controlling banks and, in general, that performance of these activities by
bank holding companies satisfies the public benefits test of § 4(c) (8) of the
Acts
(9) Acting as insurance agent or broker in offices at which the holding

company or its subsidiaries are otherwise engaged in business (or in an office
adjacent thereto) with respect to the following types of insurance:
(i) Any insurance for the holding company and its subsidiaries;
(ii) Any insurance that (a) is directly related to an extension of credit by

a bank or a bank-related firm of the kind described in this regulation, or (b) is
directly related to the provision of other financial services by a bank or such
a bank-related firm, or (c) is otherwise sold as a matter of convenience to
the purchaser, so long as the premium income from sales within this sub-
division (ii) (c) does not constitute a significant portion of the aggregate
insurance premium income of the holding company from insurance sold
pursuant to this subdivision (ii) ;

(iii) Any insurance sold in a community that (a) has a population not
exceeding 5,000 or (b) the holding company demonstrates has inadequate
insurance agency facilities.
The Law Judge concluded after review of the legislative history to the

1970 Amendments to the Bank Holding Company Act that "the Congress
clearly had credit-related insurance agency sales in mind as an enterprise
closely related to banking subject, however, to surviving the gamut of a net
public benefits test * * *" page 17. The Board concurs with the Law Judge's
understanding of the legislative history to this section of the Act and notes
that this interpretation formed, in part, the basis for the adoption of the
Board's Insurance Regulation. The Board has examined the individual types
of insurance that Applicant seeks permission to sell in order to determine
whether they come within the terms of the Insurance Regulation and whether
their sale by Applicant satisfies the public benefits test.

Applicant seeks to sell under No. (1) above insurance for Applicant and its
subsidiaries. Sale of this type of insurance has heretofore been permitted
under § 225.4(a) (9) (i) of the Board's Insurance Regulation. Insurance per-
missible to sell under No. (1) would include insurance for the protection of
the employees of the holding company in situations where the employee pays
a portion of the premium for such insurance. As the Board noted in its
Order referred to above relating to the application of The Alabama Financial
Group, Inc., the protection of a bank holding company's employees through
group insurance is a distinct benefit to the holding company the same insur-
ance on real property owned by the holding company. Therefore, the Board
finds that the sale of insurance for the holding company and its subsidiaries,
including group insurance for the protection of employees of Applicant, is a
permissible activity under § 225.4(a) (9) (i) of the Insurance Regulation.
Under Nos. (2), (3), (5), and (6) above, Applicant seeks to sell various

forms of insurance that protect the collateral that secures an extension of
• credit by Applicant or its subsidiaries. The Board finds that such coverages.

are directly related to an extension of credit within the meaning of
§ 225.4(a) (9) (II) (a) of the Insurance Regulation. Insurance is essential
from the lenders' standpoint to assure that the value of the collateral under-
lying an extension of credit will not be impaired by physical damage. The
evidence of record in this proceeding confirms that the sale of insurance
protecting the collateral securing an extension of credit is directly related
to such extension of credit.
Applicant also seeks approval under these sections to sell liability insur-

ance with regard to the assets being financed by Applicant or its sub-
sidiaries. It appears from the evidence in this proceeding that liability in-
surance is generally sold in conjunction with property insurance on collateral
securing extensions of credit. The Board has previously determined that
where liability insurance is sold as part of a package with property insurance
on collateral securing an extension of credit, the sale of such liability insur-
ance is directly related to an extension of credit within the meaning of
§ 225.4(a) (9) (ii) (a) of the Board's Insurance Regulation. The Board re-
affirms that position herein.

Applicant seeks authority under No. 5(d) above to sell homeowners' insur-
ance. This is also a package form of insurance that combines property in-
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suranee with several other types of coverages and comes within § 225.4
(a) (9) (ii) (a) of the Board's Insurance Regulation. This conclusion is
further confirmed by the evidence of record indicating the difficulty of sepa-
rately obtaining the several types of coverages contained in a homeowner's
policy at a price comparable to that for the package. Accordingly, the Board
concludes that the sale of homeowners' insurance supports the lending trans-
actions of a bank or bank-related firm in the holding company system when it
is sold to borrowers as a means of protecting the collateral in which the
bank or bank-related firm has a security interest and is a permissible
activity within § 225.4(a) (9) (ii) (a) of the Insurance Regulation.
Applicant requests authority under No. 5(e) above to sell performance

bonds. Performance bonds have traditionally been sold as part of a mortgage
loan transaction, and in the Board's judgment, there is a direct relationship
between the sale of performance bonds and an extension of credit. The
Board, therefore, finds that the sale of performance bonds is an activity
within § 225.4(a) (9) (ii) (a) of the Insurance Regulation.
The sale of the several types of insurance sought to be sold under

5(a) (c) (d) (e) is also permissible where Applicant or its subsidiaries service
mortgages for third parties. A company that services mortgages is usually
responsible for obtaining insurance protecting the collateral supporting such
mortgages and, thus, the sale of insurance is directly related to the pro-
vision of a financial service. Accordingly, the Board finds that the sale of
insurance under such circumstances is with § 225.4(a) (9) (ii) (b).
Under No. (4) above, Applicant seeks to sell property and liability insur-

ance which protects the value of assets being leased by Applicant or its
subsidiaries. Property insurance protects the interest of Applicant in the
assets being leased and, moreover, where liability insurance is sold as part
of a package with property insurance, the former also is directly related
to the provision of a financial service. Accordingly, the Board concludes that
such insurance comes within § 225.4(a) (9) (ii) (b) of the Insurance Regula-
tion since it is directly related to the provision of a financial service by a bank
or bank-related firm.
Applicant has applied under 3(b) and 5(b) above for permission to sell

business interruption insurance and loss of rent insurance. However, little
or no evidence was presented orally, or otherwise, concerning these types of
insurance. Accordingly, there is insufficient evidence in this record upon which
the Board may determine whether the sale of such insurance is closely related
to banking or managing or controlling banks.
Applicant seeks under No. (7) above, to sell credit life, credit accident

and health, and mortgage redemption insurance where the Applicant or one
of its subsidiaries is the named beneficiary. The Board has previously deter-
mined that the sale of these forms of insurance is within § 225.4(a) (9) (ii) (a)
of the Insurance Regulation and reaffirms that determination herein.

Finally, under No. (8), Applicant seeks to sell insurance that is otherwise
sold as a matter of convenience to the purchaser. The premium income from
sales in this category would not constitute a significant portion of the aggre-
gate premium income from insurance sold in connection with the extension
of credit or the provision of other financial services. Convenience sales are
expressly permitted by the Board under § 225.4(a) (9) (ii) (c) of the Insur-
ance Regulation. However, the Board does not regard this provision as per-
mitting the entrance by any of Applicant's subsidiaries into the general in-
surance agency business.
In determining whether a particular activity is a proper incident to banking

or managing or controlling banks, the 1970 Amendments to the Act require the
Board to "consider whether its performance by an affiliate of a holding com-
pany can reasonably be expected to produce benefits to the public, such as
greater convenience, increased competition, or gains in efficiency, than out-
weigh possible adverse effects, such as undue concentration of resources,
decreased or unfair competition, conflicts of interests, or unsound banking
practices." The Board, in adopting the Insurance Regulation, found that the

See Board Order relating to Worcester Bancorp, Inc., (1974 P.R. Bulletin 393) and
the Board's Order relating to the application of the Alabama Financial Group, Inc. (39
P.R. Bulletin 25548).

"414
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performance by bank holding companies of these activities authorized by
such Regulation satisfied, in general, this public benefits test. Additionally,
in considering this application the Board has specifically determined whether
performance of insurance activities by this Applicant satisfies the• public
benefits test.

It is reasonable to anticipate that approval of the subject application will
result in a greater convenience to the public. There is evidence in the record
that the ability of a borrower to purchase insurance at the same location
where he obtains credit is likely to result in savings in time as well as
avoiding duplication of information common to both credit and insurance
transactions. Although initially Applicant intends to have only one licensed
agent at one of the branches of its banking subsidiary, borrowers from other
branches and from Applicant's nonbanking subsidiaries can telephone the
licensed agent and should be able to complete the insurance transaction at
the time the credit is extended. This convenience may well be more apparent
in regard to the sale of personal insurance than in the sale of commercial
insurance; however, it appears that there is a commonality of information
between existing commercial credit and commercial insurance so that con-
venience factors should be present in this context also. On the basis of this
evidence, the Board concludes that consummation of this transaction would
provide a greater convenience to the public and that this factor supports
approval of the application.
It appears from the evidence of record that Applicant's sale of insurance

would result in certain efficiencies. Almost all of the customers of the pro-
posed agency will be referred to the agency by loan officers of Applicant.
This should result in the reduction or, perhaps, even elimination of advertis-
ing and solicitation expenses. Moreover, there was testimony in the record
that Applicant's banking subsidiary encountered problems in obtaining a
verification of renewals of automobile insurance. This problem should be
eliminated by having an agent affiliated with Applicant responsible for these
renewals. There was also testimony that having the various loan officers of
Applicant deal with one agent employed by Applicant would likely result in
efficiencies through the establishment of a common pattern of operations. The
Board concludes that such efficiencies taken in the aggregate constitute a
public benefit and that this factor weighs in support of approval of the
application.
It is reasonable to anticipate that Applicant's entry into the sale of certain

insurance policies will result in increased competition among insurance
agencies in Georgia. While this increased competition may not result in
more than a minimum amount of price competition, it is likely to produce
increased competition on the basis of service to customers. For example,
the ability to combine credit and insurance in one transaction at one location
could be a means by which Applicant would be able to offer effective com-
petition in the sale of these forms of insurance. Additionally, the availability
of the financial expertise of Applicant should insure the borrower that he
has obtained the proper package of insurance required by the lender. This
would bring competitive pressure to bear on other insurance agencies to
improve their services. Based on these and other facts and records, the Boa rd
concludes that consummation of the subject application would provide public
benefits through increased competition.
One of the possible adverse effects which Congress directed the Board to

consider in determining whether a particular activity is a proper incident
to banking is the danger of undue concentration of resources. There is no
credible evidence in this record establishing that consummation of this
transaction would result in an undue concentration of resources. Applicant
projects that during the first year of operation after approval of this appli-
cation the insurance agency division of Tharpe and Brooks, Inc. will generate
about $1.5 million in premium income. Even assuming that Applicant's
premium income would be substantially greater than this projection, premium
income of such volume cannot be viewed as an undue concentration of re-
sources of the magnitude which Congress visualized in adopting § 4(c) (8)
of the 1970 Amendments. Nor, considering the numerous banking alternatives
available in Atlanta, is it likely that Applicant will be able to dominate the
insurance agency business through the sale of such insurance by its banking
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subsidiary. Accordingly, the Board concludes that Applicant does not possess
sufficient market power to deny its entry into the insurance agency field.
Another possible adverse effect which the Congress directed to the Board

to consider in any § 4(c) (8) application is the danger of decreased or unfair
competition. Intervenors vigorously contested this application on such grounds.
Their argument was that permitting Applicant to sell insurance would lead
to coerced or voluntary tying 5 of insurance to extensions of credit by Appli-
cant. The incidence of tying would allegedly be particularly widespread in
times of "tight money." It appears that the Law Judge was concerned with
such a possibility and accordingly recommended that Applicant not be per-
mitted to sell several types of insurance in the Atlanta area where Appli-
cant's banking subsidiary held approximately 24.5 per cent of the total
deposits in commercial banks.
However, the evidence of record contains no specific instances of a tying

arrangement resulting from either coerced or "voluntary" tying. In fact, a
witness for the intervenors admitted that he knew of no attempt by Applicant
to coerce borrowers to purchase insurance. On the other hand, there was
testimony by Applicant's witnesses that insurance was not discussed with
borrowers until after the loan transaction was closed. This would appear to
alleviate any potential danger of voluntary tying. Moreover, it is clear that
coerced tying is forbidden by § 106 of the Bank Holding Company Act and,
under certain conditions, by provisions of the antitrust laws. For these
reasons, in addition to Applicant's commitment not to coerce borrowers to
buy insurance, the Board concludes that the dangers of coerced tying are not
substantial and should not bar Applicants sale of insurance in the Atlanta
area.
Further evidence that would indicate that the amount of voluntary tying

that would arise from the ability of Applicant to sell insurance would not
be substantial include testimony that Applicant, through its subsidiary Tharpe
and Brooks, Inc., had been able to sell insurance to only approximately 13.5
per cent of the mortgage borrowers of this firm. It appears that an even
lower percentage of automobile loan borrowers from Applicant also purchased
automobile insurance from the Applicant's insurance agency. Additionally, as
noted above, there are numerous alternative commercial banks in Atlanta
to which a borrower may turn. There are also many nonbank lenders which
compete in the Atlanta area. Borrowers can obtain automobile loans from
sales finance companies, personal loans from consumer finance companies
and credit unions, and mortgage loans from savings and loan associations
and mortgage bankers. Considering these nonbank sources of credit together
with the banking alternatives in Atlanta, the Board concludes that the sale of
certain forms of insurance by Applicant will not create a possible danger
of voluntary tying borrowers of their insurance needs to their loans. Accord-
ingly, the Board does not believe that Applicant should be foreclosed from
selling insurance in Atlanta or that the public should be denied the greater
conveniences, efficiencies, and increased competition that are likely to result
from approval of the application. It is the Board's judgment that consum-
mation of the proposal would not result in decreased or unfair competition.
The Law Judge recommended in his decision that "appropriate statements

be included in all insurance application forms furnished by affiliates of the
Applicant, in bold type above the borrower's signature, to the effect that the
customer understands the placement of such insurance is not offered as a
condition to the grant of credit, nor is an inducement therefor * * *" The
Board notes that similar statements are likely to be included in all Truth
in Lending disclosures made pursuant to the Board's Regulation Z with
respect to credit life, accident and health, or loss of income insurance and it
finds that the evidence in this record is not sufficient to otherwise require
such language.
The Law Judge also recommended as a condition of approval that language

be added to insurance application forms indicating that "similar insurance,
not necessarily naming the lending institution as beneficiary, may be obtained
from independent agents or in lieu thereof, that existing insurance owned
by the debtor may be assigned to the bank" (page 20). The Board has not

5 Voluntary tying results not from any coercion placed on the borrower by the lender
but rather from the borrower's presumed desire to enhance the probability of obtaining
a loan.



77

required this specific condition before; it notes that a similar statement will
most likely be involved in appropriate Truth in Lending disclosures under
the Board's Regulation Z with regard to casualty and liability insurance,
and it believes that the evidence in this record is insufficient to demonstrate
a public need for such a requirement beyond that reflected in Regulation Z.

Finally in passing on an application under § 4(c) (8), the Board is required
to consider whether conflicts of interests or unsound banking practices might
arise from Applicant's entry into the insurance agency business. There was
no evidence in this record to indicate such possibilities and the Board con-
cludes that consummation of the transaction would not result in either con-
flicts of interests or unsound banking practices.

Subsequent to the Law Judge's decision in this case, legislation was passed
by the Georgia legislature which arguably bore upon this application. Copies
of such legislation, § 56-322 of the Georgia Code, were provided the parties
and they were given the opportunity to comment. The parties' comments have
been received, and the Board has considered such legislation and the parties'
comments thereto.
In general, § 56-322 would restrict the types of insurance that a bank

holding company could sell in Georgia. Applicant and CPCO have argued
that such legislation by its terms does not apply to Applicant. The Board
agrees with this contention since 1(d) of § 56-322 ,provides that any officer
or employee of a bank holding company licensed to sell insurance in Georgia
on January 1, 1974, and operating continuously since that date is not subject
to the restrictive terms provided for in 1(a) of § 56-322.6 The record estab-
lishes that Applicant acquired Tharpe and Brooks, Inc. in 1970 and has
operated the insurance agency division of the company since then until the
present time with appropriately licensed agents. Thus, Applicant appears to
come within the exemptive provisions of 1(d) of § 56-322 and the Board
concludes that Georgia law does not clearly prohibit the insurance activities
in which Applicant seeks to engage.
The Board notes that NAIA has objected to the exclusion by the Law

Judge of certain testimony of Mr. Harrison Houghton, a witness of NAIA.
The Board, after examining the record concludes that the Law Judge cor-
rectly exercised his discretion in refusing to admit this testimony since it
was cumulative to other testimony in the record and, moreover, irrelevant
to many of the issues involved in this application.
NAIA filed a motion to exclude Board personnel who were involved In this

hearing from particpating "in the making of the Board's decision" on this
application. Since such personnel of the Board did not participate in the
decisional process, the issue raised by the motion is moot.
Based on the foregoing and other considerations reflected in the record,

the Board has determined that the balance of the public interest factors the
Board is required to consider under § 4(c) (8) is favorable. Accordingly,
the application is hereby approved subject to the exceptions noted above.
This determination is further subject to conditions set forth in § 225.4(c) of
Regulation Y and to the Board's authority to require such modification or
termination in the activities of the boding company or any subsidiaries as
the Board finds necessary to ensure compliance with the provisions and pur-
poses of the Act and the Board's regulations and orders issued thereunder
or to prevent evasion thereof. The transaction here approved shall be made
not later than three months after the effective date of this Order unless such
period is extended for good cause by the Board or by the Federal Reserve
Bank of Atlanta pursuant to delegated authority.
By Order of the Board of Governors,7 effective September 5, 1974.

THEODORE E. ALLISON,
Secretary of the Board.

Section 1(d) of § 56-322 reads as follows: "(d) Nothing contained within thisSection shall apply to any lending institution, bank holding company, nor to any or-ganization which was a subsidiary or affiliate of either of the foregoing on January 1,1974. nor to any officer or employee of the foregoing. if on January 1, 1974, such lending
Institution, bank holding company, subsidiary or affiliate, officer or employee was licensed
to operate and was conducting business in conformity with all Federal and State laws
applicable thereto, and all Federal and State rules and regulations applicable thereto
and who have since January 1, 1974, been in continuous operation."

7 Voting for this action: Chairman Burns and Governors Mitchell, Sheehan, Holland,
and Wallieh. Absent and not voting: Governor Bucher.

69-452-76-6
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

DOCKET NO. 1A-8

FIRST NATIONAL HOLDING CORP., ATLANTA, GA.

Application to engage in certain insurance agency activities

Recommended Decision of Paul N. Pfeiffer, Administrative Law Judge.

Recommended:
That application by First National Holding Corporation to enter the credit-

related insurance agency business through a non-banking affiliate be approved
in those areas outside Atlanta, Ga. where applicant's affiliated operations have
not attained a major position, subject to the limitations of Regulation Y,
Sec. 225.4(a) (9). Atlanta operations restricted to proprietary and employee
insurance and credit life, health, accident and mortgage redemption insurance
sales. Appropriate anti-coercion statements required.

Served upon:
J. W. Gibson, Esq., McChesney Jeffries, Esq., Howard 0. Hunter, Esq., and

Kent E. Mast, Esq., Hansell, Post, Brandon & Dorsey, 3300 First National
Bank Tower, Atlanta, Georgia 30303, attorneys for First National Holding
Corporation. •
Herbert E. Marks, Esq., Thomas E. Wilson, Esq., and John F. Neville, Esq.,

Wilkinson, Cragun & Barker, 1735 New York Ave., N. W., Washington, D. C.
20006, attorneys for National Association of Insurance Agents, and Robert
R. Richardson, Esq., Hurt, Hill & Richardson, William Oliver Building, At-
lanta, Georgia 30303, attorney for Georgia Assoc. of Insurance Agents.
James I. Keenan, Jr., Esq., P. 0. Box 1138, Baltimore, Maryland 21203,

attorney for United States Fidelity and Guaranty Insurance Company.
Lawrence F. Noble, Esq., Metzger, Noble, Schwarz & Kempler, One Farragut

Square South, Washington, D. C. 20006, attorney for Committee to Preserve
Consumer Options.
Raymond Kit Carson, Esq. and Michael H. Zimring, Esq., Board Counsel,

Federal Reserve System, 20th & Constitution Ave., N. W., Washington, D. C.
20551.

I. PRELIMINARY STATEMENT

This proceeding involves an application filed by First National Holding
Corporation (Applicant), a single bank holding company whose subsidiaries
operate in Georgia, Florida, South Carolina, Mississippi and Alabama, to
enter the credit-related insurance agency business through First South Insur-
ance Agency (Agency), a division of one of Applicant's mortgage banking sub-
sidiaries, Tharpe and Brooks, Inc. (T & B) located in Atlanta,1 Georgia.
Applicant's only banking affiliate, First National Bank of Atlanta, (Bank),
operates solely in the Atlanta area.
The proceeding is a companion to consolidated Dockets IA-3, 6, 7, 12 and

13 involving applications by certain bank holding companies to enter the
insurance agency business through subsidiaries located principally in Florida.
The issues are substantially the same and certain of the testimony intro-
duced in the Florida case has been incorporated in the instant record. The
Recommended Decision in the Florida case was issued on November 9, 1973.
The Application is brought under Section 4(c) (8) of the 1970 Amendments

to the Bank Holding Company Act, (12 U.S.C. par. 1843(c) (8) as well as
pursuant to Regulation Y, Section 225.4(a) (9) [12 CFR 225.4(a) (9)]. The
application is opposed by the National Association of Insurance Agents
(NAIA), the Georgia Association of Independent Insurance Agents (GAIA),
and U.S. Fidelity and Guarantee Company (USF&G). An organization of
bank holding companies known as the Committee for the Protection of Con-
sumer Options (CPCO) intervened on behalf of Applicant. Board Counsel

Exceptions, if any, to this Recommended Decision may be filed with the Secretary,
Federal Reserve System and served upon all counsel of record within fifteen (15) days
from the service date above.

Agency also has offices in Albany, Athens, Augusta, Cobb County, Columbus, Decatur,
Macon, and Savannah, Ga.
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entered a special appearance but took no position on the merits of the
application.
After due notice the application came on for public hearing in Atlanta,

Georgia on June 27th, and was concluded on June 29, 1973. After an oppor-
tunity was afforded for the filing of opening and reply briefs the case was
submitted for recommended decision on October 29, 1973.

II. THE APPLICATION

Holding Company was organized in 1969. Its sole banking subsidiary, First
National Bank of Atlanta (the Bank), conducts a general commercial banking
and trust business in Fulton and DeKalb Counties, Ga., at 41 offices in the
Atlanta area with deposits of $1,030,000,000 representing 24.3% of the de-
posits in the SMSA. Total loans at the end of 1972 were $951,000,000 and
operating income $98,000,000. Bank is the second largest banking institution
In Atlanta.
Holding Company owns 22 subsidiaries2 operating in various parts of

Georgia, South Carolina, Florida, Mississippi, Alabama and Louisiana pro-
viding financial services of various kinds including data processing, bank
records storage, leasing of personal property and equipment, brokerage and,
mortgage banking, factoring and commercial and real estate financing.
Among the subsidiaries acquired in 1970 is T & B, which has been in the

mortgage banking business since 1947, originating FHA and VA single and
multi-family loans for resale to permanent investors and also brokering de-
velopment and construction loans for commercial projects and single and
multi-family housing. As of May 31, 1973 T & B serviced property worth $420
million and in 1972 closed $152 million in loans. T & B is also a parent of a
wholly owned subsidiary, First South Homeowners Co., Inc., engaged in sec-
ond mortgage banking in Georgia, Florida, South Carolina and Alabama.
Since 1970, T & B has acted as an agent for the sale of mortgage life and
accident and health insurance to homeowners served by Holding Company
and its subsidiaries. In anticipation of the grant of the current application (ef-
fective June 1, 1973) T & B sold all of its insurance agency activities to an
independent agency, Tharpe and Associates, Inc.," except those sought herein by
its division, First South Insurance Agency.

Applicant seeks to obtain permission to sell the following types of Insur-
ance: (1) any insurance for Holding Company and its subsidiaries, (2) any
insurance required by Bank or its subsidiaries to protect assets being
financed such as autos, boats, mobile homes, campers and appliances and in-
cluding fire, theft and other perils, comprehensive, collision, marine liability
and property floaters; (3) any insurance required by Bank to protect the
value of inventory being financed by Holding Company or its subsidiaries
such as property coverages, business interruption, and liability, (4) insurance
to protect the value of assets being leased where Holding Company or its
subsidiaries is the lessor such as property and liability, (5) insurance on real
estate improvements including property coverage, loss of rents, liability, home-
owners and performance bonds, (6) insurance on business equipment being
financed such as property and liability, (7) insurance on the life or health
of a borrower or lessee of Holding Company or a subsidiary such as disability
income, mortgage life, and credit life, (8) insurance that is otherwise sold
as a matter of convenience to the purchaser such as accident and health, auto-
mobile, property, casualty and life.
The proposed insurance is intended to cover the interest of the lender, and

also the borrower to the extent that the borrower requests, and will include
in one policy liability as well as property coverage. With respect to life
insurance, Applicant will seek to sell only the amount of insurance the lender
will require.

2 Bank Records Storage Company, Dixie Finance Company, Inc., Dynabank, Fairlane
Finance Company, First Atlanta International, First Atlanta Tr -South, First Bank
Building Corp., First National Bank of Atlanta, First National Building Corp., First
National—Heller Factors, First South Data Processing. First South Financial Corp.
First South Homeowners Co., Inc., First South Leasing Company, Kenesaw Finance Co.,
Gulf Finance Corp. of Mississippi, Lafayette, Inc., London Interstate Bank Ltd., Tr-
South Management Associates. Woods-Tucker Leasing Co., and Tharpe and Brooks, Inc.

s T & B and Tharpe and Associates, Inc. have numerous common officers, directors and
stockholders.
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The proposed insurance agency will be a centralized operation having
offices at 615 Peachtree Street, Atlanta, in the same building as T & B
and the second largest branch of Bank. This location is approximately two
miles from Bank's main office. The staff will be composed of one licensed
agent and five assistants presumably unlicensed. There will be a direct tele-
phone line to each Bank office. It will have access to an IBM 360 computer
system of a service bureau which does not specialize in insurance agency

operations and will not use direct billing. Applicant will not have access to
the credit and investigative files of any of the holding company subsidiaries
Including the bank. Insurance coverage for a prospective borrower will be
arranged by a Bank loan officer or the prospective borrower calling the First
South Insurance Agency. Presumably personal contact would have to take
place at the Applicant's office. Applicant states that the borrower will not be
told about Bank's requirement for insurance to protect collateral for its loan
until after approval of the loan and he will be told that he is free to obtain

insurance elsewhere.
The Citizens and Southern Holding Co., the largest banking organization

In Atlanta with 65 offices and 28.5% of the deposits received authority from

the Board in 1969 for a subsidiary to enter the credit related insurance agency
business. The subsidiary's president testified during the Florida proceeding

that in 1972 in Atlanta SMSA insurance policies covering 11.1 percent of its
parent's automobile loans and 6.8 percent of the homeowners loans were
written by that agency. Similarly to the applicant herin C & S Insurance
operates by tie-line telephone to the C & S Bank offices. In the case of home-
owner's and automobile insurance, policies are usually mailed without other
personal contact with the customer. The C & S witness testified that the rates
offered are the same as through independent agencies, the principal benefit to
the customer being convenience. Also, C & S Insurance expects to generate a
higher penetration of its loan customers in the future.

III. LEGISLATIVE DIRECTION

The Congressionally prescribed criteria for consideration of the application

are set forth in Section 4(c) (8) of the 1970 Amendments to the Act. These
prohibit the acquisition by a bank holding company of ownership or control
Of any voting shares of any company which is not a bank except:
"(8) shares of any company the activities of which the Board after due

Ybotice and opportunity for hearing has determined (by order or regulation)
to be so closely related to banking or managing or controlling banks as to be
a proper incident thereto. In determining whether a particular activity is a
proper incident to banking or managing or controlling banks the Board
shall consider whether its performance by an affiliate of a holding company

can reasonably be expected to produce benefits to the public, such as greater
convenience, increased competition, or gains in efficiency, that outweigh

possible adverse effects, such as undue concentration of resources, decreased
or unfair competition, conflicts of interests, or unsound banking practices.
In orders and regulations under this subsection, the Board may differentiate
between activities commenced de novo and activities commenced by the ac-
quisition, in whole or in part, of a going concern ; . . ."
Prior to 1970, Section 4(c) (8) permitted multi-bank holding companies to

acquire shares of companies whose activities would be of a "financial,
fiduciary, or insurance" nature and which the Board determined was "so
closely related to the business of banking or of managing or controlling banks
as to be a proper incident thereto." No regulation was imposed on single
bank holding companies some of which promptly proceeded to acquire enter-
prises in related fields and in turn were acquired by large conglomerates.
In forwarding the proposed amendments to the Congress on March 24,

1969, President Nixon described the current situation as "disturbing" and
representing an "erosion of the traditional separation of powers between
the suppliers of money—the banks—and the users of money—commerce and
industry." The President stated:
"Left unchecked, the trend toward the combining of banking and business

could lead to the formation of a relatively small number of power centers

'Consolidated Docket Nos. IA-3, 6, 7, 12 and 13 Tr. 1629-45.
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dominating the American economy. This must not be permitted to happen; it
would be bad for banking, bad for business, and bad for borrowers and
consumers."
He went on to conclude that:
"Banking must not dominate commerce or be dominated by it."
The principal effect of the 1970 amendments was to subject single bank

holding companies to Board regulation. In addition a net public benefits test
was imposed on non-bank acquisitions. This standard requires the Board
to carefully weigh the degree of public benefits in terms of greater con-
venience, increased competition or gains in efficiency reasonably expected to
be derived from the proposed entrance by a bank holding company into a
closely related non-banking function again possible adverse effects such as
undue concentration of resources, decreased or unfair competition, conflicts
of interests or unsound banking practices. Efforts to broaden the "closely
related" test by changing the language to "functionally related" were de-
feated. On the other hand, a House proposed so-called "negative laundry
list" of proscribed non-banking activities including the insurance agency
business was deleted in the final version of the Amendments by request of
Senate conferees.
Prior to 1970, the Board had interpreted the "closely related" test in the

1956 Act as requiring a "direct and significant connection" between the
activities of the proposed subsidiary and those of the holding company
affiliated banks. However, in a letter to Congressman Wright Patman, Chair-
man of the House Banking and Currency Committee, Board Chairman Burns
stated that:

". . . we do not believe it is desirable to unduly restrict entry by non-bank
subsidiaries into markets that are distinct from those served by the sub-
sidiary banks of the holding company. This position may lessen risks of tie-
ins and is consistent with governmental policies to promote competition."
The Chairman then went on to propose the deletion of language from the

existing statute "(the business of) banking or of managing or controlling
banks" so as to read "banking or managing or controlling banks 'having in
mind indicating that a non-bank subsidiary's activity should be related to
banking (or managing or controlling banks) generally, rather than to the
specific business carried on by the subsidiary banks of the particular holding
company involved.' "6
On the Senate side Senator Sparkman summarized his views as follows:
"I am convinced that the bill finally agreed to is a good one and will meet

this need for flexibility while at the same time preserve ample protection
for independent small businessmen to insure that they will continue to
flourish." 7

Senator Sparkman continued as follows:
‘• • • varies only slightly in language and none in substance from the

language suggested by Chairman Burns in his letter of November 23rd. . . .
It frees the Board of the restrictive precedents established under the present
Act and it provides that permissible activities may be related to the business
of banking generally, rather than perpeuating the concept that such activities
must be related to the specific business carried on by the subsidiary banks
of the particular holding company involved. Furthermore, it defines 'a
proper incident' to banking in very broad terms of various benefits to the
public as opposed to possible adverse effects. . . . Your conferees are satisfied
that the new language will provide the flexibility desired with proper safe-
guards for the public interest."
Senator Goodell explained his understanding of the philosophy of the bill

in the following language:
"I believe the public interest or benefit should be the most important

consideration in any ca se and that the underlying component of the public
interest is the maintenance of competition in each local market and the pre-
vention of concentration of economic power. . . .

'Cong. Rec. S 20647, December 18, 1970.
Letter dated November 23, 1970, reprinted at 116 Cong. Rec. (daily ed.) H 41959,

December 16, 1970.
7 Cong. Rec. S 20638. December 18, 1970.
8 Id. S 20640, December 18, 1970.
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"In Making its decision I feel certain the Fed. must strictly construe our

requirement that the petitioning bank holding company show in detail that

the acquisition will be in the public interest. Only in this way will they
clearly know the consequences of the acquisition and only with this knowl-

edge can a fair, studied judgment be made."
Senator Goodell continued:
"The ̀ public interest' test is designed to avoid the concentration and mis-

use of economic power. First, it requires the bank holding company to demon-
strate that the acquisition would provide benefits to the public such as greater
convenience, increased competition or gains in efficiency. These benefits must
outweigh possible adverse effects such as undue concentration of resources,
decreased competition, conflicts of interest or unsound banking practices. The
conferees make it perfectly clear that expansion into a particular activity
should be authorized only where affirmative advantages to be public can be
reasonably established. . . .
"In general, the Fed. has been given the authority to approve acquisitions

and make decisions based on the individual facts and circumstances of the
applicant bank holding company and its impact in its market area. I believe

this flexible, case by case approach is a preferred method of handling the

complex questions relating to varied acquisitions."
In discussing his understanding of the intention of the conferees, Senator

Bennett cited testimony before the House and Senate Committees by former

Board Chairman Martin as follows:
"The Board believes that a bank holding company should be permitted to

acquire a subsidiary subject to regulatory approval and supervision to engage
in related activities without showing such a close connection between the

business and that of a subsidiary bank. Permissible acquisitions might

include for example . . . acting as insurance agent or broker or as an insurer

in connection with extensions of credit by other subsidiaries of the holding

company; . . ."
And Chairman Burns was quoted as follows:
"By weighing the prospects of realizing such benefits against the risks

of undesirable consequences, a judgment may be formed about the kinds of

services bank holding company subsidiaries should be authorized to provide.
In the Board's judgment authorized subsidiaries might well include . . .
pertinent insurance functions in connection with services offered by other

subsidiaries ; . . "10

In commenting upon both House and Senate versions of the Bill, the

Department of Justice stated as follows:
"The major feature of both versions is the empowering of the Federal

Reserve Board to make full use of its economic competence and expertise
in financial matters in authorizing the most effective use of the Nation's
financial resources and talents."
With specific reference to the question of "increased competition" and

"gains in efficiency," a Department of Justice letter of November 17, 1970,
had this to say:
"Innovation in financial fields should be encouraged and it seems par-

ticularly desirable to permit bank holding companies to enter other financial
markets where competition is weak or where real efficiencies will result."
The letter continued:
"We believe that competitive aspects should play an important role in

determining exactly which activities bank holding companies should be
authorized to enter in related financial fields. . . . In particular, we consider
differentiation between activities commenced do novo and activities com-
menced through acquisition of a going concern to be of prime importance
inasmuch as the competitive aspects of a given bank holding company activity
may be more substantially affected by the manner of entry than by the
nature of the activity itself."

9 Cong. Rec. S 20644-5. December 18. 1970.
1° Cong. Rec. S 20651. December 18. 1970.
11 Cong. Rec. H 41957, December 16, 1970.
12 Cong. Rec. H 41957, December 16, 1970.
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With respect to non de novo acquisitions, the Conference eport stated:
"Where a bank holding company enters a market through acquisition of a

major going concern, it may not have the incentive to compete vigorously,
thereby bringing the possible benefits into play, as it would immediately suc-
ceed fp what it might consider its fair share of the market. On the other
hand, where a bank holding company enters a new market de novo, or
through acquisition of a small firm, as opposed to acquisition of a substantial
competitor, its d6ire "to succeed in its new endeavor is more likely to be
competitive. This legislation specifically emphasizes the importance of the
manner in which a bank holding company may enter new activities. Such
considerations will be particularly important in the context of expansion by
bank holding companies into new geographic markets." 33
With respect to the "undue concentration of resources" criterion House

Banking and Currency Committee Chairman Patman had this to say:
"One of the objects of the law is to keep the banks from acquiring insur-

ance companies for the reasons gone into in the hearings before the Banking
and Currency Committee on this bill. A half dozen banks could acquire
a half dozen large insurance companies and have enough reserves to actually
purchase many of the big profit making businesses in this country. That
would create undue concentration of resources which is prohibited under
Section 4(c) (8)." "
With respect to so-called "voluntary" tie-ins, the Conference Report stated:
"Section 106 of the bill, which has come to be known as the anti-tie-in

section, will largely prevent coercive tie-ins and reciprocity. But the dangers
of 'voluntary' tie-ins and reciprocity are basically structural and must be
dealt with by the Board in determining the competitive effects of bank holding
company expansion into fields closely related to banking when considering
applications under Section 4(c) (8). These will be difficult questions, for
assurances of good faith and the intention not to engage in tie-ins and
reciprocity by the applicant bank holding companies will largely be irrele-
vant to the just as serious dangers of 'voluntary' tie-ins and reciprocity. The
Board must, in any case, consider these problems in carrying out its responsi-
bilities under the Act." 45
"I regret very much the incident concerning "Mr. X". I based my decision

regarding this matter on what I thought to be the best interest of "Mr. X"
and the bank. As I indicated to "Mr. X", our bank could not accept the loan
unless we were allowed to write the credit life insurance. As I discussed
by phone, the primary reason for this request to write the insurance, was
because this action increased the return of income on the loan by a good
margin. Had our bank been denied this additional income, we could not
have approved the loan. Because of the extremely tight credit situation, I
feel "Mr. X" would not have obtained the loan elsewhere; Therefore, I
believed our bank to be doing "Mr. X" a service by granting this type of
loan under these circumstances, with credit as tight as it is at present.
"I can still appreciate and understand your reasoning and regret that "Mr.

X" saw fit to cancel his policy with your company. I am hopeful this situ-
ation will not occur again in the future."
A fair summary of the legislative history as partially abstracted above

Indicates that the Congress clearly had credit-related insurance agency sales
in mind as an enterprise closely related to banking, subject however to surviv-
ing the gamut of a net public benefits test, that a suggestion of Chairman
Burns that the "closely related" standard be construed in the broad sense of
authorizing entrance by bank-related insurance agency subsidiaries into
markets other than those penetrated by the banking affiliates rather than
being tied geographically to the banks' areas was endorsed by both Houses,
that a preference was expressed in favor of de novo entry rather than entry
by acquisition of an existing concern, and that the application of the legislative
standards in a flexible manner should be entrusted to the Board whose
expertise in evaluating financial evidence developed through an adversary
public hearing can best determine whether the public benefits reasonably

38 H.R. Report No. 91-1747, pp. 17-18, December 15, 1970.
14 cong. Rec. H 41961, December 16, 1970.
is H.R. Report No. 91-1747, p. 18, December 15, 1970.
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expected to be obtained through granting an application under Section 4(c)
(8) outweigh the possible adverse effects.
To impletnent the insurance agency aspects of the 1970 Amendments, the

Board inter alia promulgated Sec. 225.4(a) (9) of Regulation Y therein

describing the following insurance activities as "so closely related to banking

or managing or controlling banks as to be a proper incident thereto :"
"(9) acting as insurance agent or broker in offices at which the holding

company or its subsidiaries are otherwise engaged in business (or in an

office adjacent thereto) with respect to the following types of Insurance:
(i) Any insurance for the holding company and its subsidiaries;
(ii) Any insurance that (a) is directly related to an extension of credit

by a bank or a bank-related firm of the kind described in this regulation, or

(b) is directly related to the provision of other financial services by a bank

or such a bank-related firm, or (c) is otherwise sold as a matter of convenience

to the purchaser, so long as the premium income from sales within this

subdivision (ii) (c) does not constitute a significant portion of the aggregate

insurance premium income of the holding company from insurance sold

pursuant to this subdivision (ii) ;
(iii) Any insurance sold in a community that (a) has a population not

exceeding 5,000, or (b) the holding company demonstrates has inadequate in-

surance agency facilities."

IV. FINDINGS AND PRELIMINARY CONCLUSIONS

1. The business of selling credit-related insurance is so closely related to

banking or managing or controlling banks as to be a proper incident thereto

NAIA argues that the business of selling insurance covering the borrower's

interest as distinguished from the bank's interest in protecting the security

for its loan is not directly related to banking or so closely related as to be a

proper incident thereto. The argument lacks merit for the bank is primarily

interested in the personal and financial security of the borrower and only

secondarily interested in the integrity of the loan collateral. In other words,

normally banks are primarily interested in repayment of their loan. Sale of

collateral such as a car, a house, or commercial asset is clearly less desirable.

Moreover, the final debates in both Houses of Congress on the Amendments
to the Bank Holding Company Act of 1970 included references to sales of

credit-related insurance as examples of activities closely related to banking.

Express reliance was placed on communications from Board Chairmen Martin

and Burns to the same effect. Since no distinction was drawn between in-

surance covering the collateral for a loan and that protecting the financial

security of the borrower in the final Congressional discussions of the
"closely related" test, it is concluded that the full range of credit-related in-

surance sales was intended to be included within the "closely related" umbrella
subject, however, to findings that the probable public benefits to be derived
from approval of a specific application in terms of greater convenience, in-

ereased competition and gains in efficiency, outweigh the possible adverse ef-

fects of undue concentration of resources, decreased or unfair competition,
conflicts of interests or unsound banking practices.
In Section 4(a) (9) of Regulation Y, supra, the Board broadly construed the

"closely-related" umbrella to include insurance sales directly related to ex-
tensions of credit or other financial services by a bank or bank-related firm
and also to a limited volume of other insurance sold as a matter of con-
venience to customers of the holding company and its affiliates.
This interpretation of the statute has been challenged by intervenors. How-

ever, such challenge is properly directed to the Board and/or reviewing
courts. The Administrative Law Judge is not in a position to pass upon the
soundness or legal validity of the Board's interpretation and no opinion on
those subjects is expressed herein.

2. The proposed bank affiliated insurance activities can reasonably be ex-
pected to result in only minimum increased convenience to the Public

The argument that the public will be greatly convenienced by one-stop shop-
ping for financial and insurance purposes at any of the Bank's offices in

Atlanta is largely outweighed by the fact that the insurance activities will be
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concentrated at the Agency office on 615 Peachtree Street. This means that a
borrower desiring to obtain insurance through Bank would be obliged to use,
or have the bank branch loan officer utilize, the proposed direct telephone
line to arrange the coverage. If he desires personal contact with an insurance
agent he would have to visit the agency office. In complicated commercial in-
surance transactions it is likely that some• personal consultation would be
necessary.
The same customer could use his own business telephone or a public pay

telephone for the same purpose or visit a nearby independent insurance
agent. There are 105 such agents in the two-mile radius, center-city area of
downtown Atlanta.
Agency would be staffed with one insurance agent and five assistants. Con-

sidering the expectable volume of business which could be generated by ag-
grssive bank loan officers and applicant's other non-banking subsidiaries, the
insurance operation, as proposed, does not portend to be a major convenience
to Bank borrowers or customers of Holding Company's non-banking affiliates.
3. Since Agency will not use the direct billing method, it is doubtful that
any gains in efficiency will be experienced which are not already being ex-
perienced by independent agencies
Despite extensive prodding, Applicant is opposed to using the direct billing

technique which large insurance underwriters have devised so as to bill
customers directly and pass on to them the benefits of resulting lower agency
commissions. Instead Applicant will utilize an outside data processing source.
The direct billing procedure is most prevalent in automobile and home-

owners' insurance, particularly on renewal policies. Substantial savings have
been experienced in agency expenses refiectd in reduced customer premiums.
In summary, while Holding Company may experience some operating

efficiency by adding insurance services to its banking and non-banking func-
tions, there is no proof that the customer will benefit in terms of lower cost
of insurance coverage. On the contrary Applicant's policy appears to deliberate-
ly avoid the most promising technique for insurance customer savings.
4. Approval of the application would probably result in additional units of
insurance agency competition but there is no proof that such would result in
savings to customers in the form of lower premiums
There is no reliable or probative evidence in this proceeding establishing

that approval of the application will result in savings to the insurance
customers. There was testimony that pressure would be brought on under-
writers to establish favorable rates but no hard evidence was presented of any
prospective low premium schedule.
There would be substantial additional competition in the Atlanta insurance

agency industry through the 41 bank branch outlets. However, with respect to
the banking industry, it is noteworthy that state banks in Georgia do not
possess authority to enter the insurance business. Therefore the grant by the
Federal Government of this authority would give Applicant an undue ad-
vantage over Georgia state banking institutions.
NAIA has argued that Applicant must show a public "need" for its insurance

services in order to obtain approval. Public convenience and necessity require-
ments have been carefully phrased by Congress in the Federal Aviation Act,
the Motor Carrier Act, the Federal Communications Act inter alia. No such
language surfaced in the Banking Act, as amended, despite some discussion in
a House debate approximately one year before the crucial conference on the
disagreeing votes of the two Houses (115 Cong. Rec. 33139—Nov. 5, 1969).
Consequently, no firm Congressional intent to require a public need test can
be found.

5. Entry by the applicant into the insurance agency business would result in
an undue concentration of banking-insurance resources to the possible detri-
ment of independent insurance agents in Atlanta
Applicant controls 24.3% of the total deposits in the Atlanta SMSA. In

addition, Citizens and Southern controls 28.5% of the same deposits. Together
Applicant and C&S control over $2 billion of deposits in Atlanta. Assuming a
loan ratio of 90%, it is apparent that their combined economic power would
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represent a formidable threat to the independent agencies by reason of the

banks' advantage in terms of a very large built-in clientele of borrowers.

The C&S experienced penetration ratios of 11.1% and 6.8%, respectively,

of borrower-automobile and homeowner insurance sales appears modest. There

was testimony by an independent agent serving sub-standard risk auto in-

surance customers that C&S was turning away high risk business. Neverthe-

less, aggressive salesmanship by both institutions could substantially impact

the independent insurance agency business in Atlanta. Applicant alone fore-

cast an agency earning $4,812,500 in anual premiums. If the application were

granted and, as a result, the state of Georgia granted similar authority to

its banks, the adverse impact upon the Atlanta insurance agents would pos-

sibly be substantial.
On the other hand, with respect to Augusta (Richmond County), Carroll

County, Clarke County (Athens), Cobb County (Marietta, Smyrna), Muscogee

County (Columbus), Decatur County, Macon SMSA, and Savannah SMSA

where Applicant's non-banking subsidiaries operate, there is no evidence of

any domination in those markets by Applicant's affiliates.

6. The record contains evidence of the possibility of tying insurance prenzi-

urns into negotiations over interest charges in commercial loan transactions

A witness for Applicant testified that in discussions with regard to the

financing of a shopping center, the insurance income that would be involved if

the application were granted could affect the lowering of interest rates or

other charges and fees under the "package concept." In other words, First

South would be "more receptive" to a borrower's last offer if insurance premi-

ums were part of the total package. "
It is probable that consideration of the "package concept" would also car-

ry over into the ordinary consumer personal loan transaction in the sense that

in a period of tight money, Bank woud be more willing to grant a loan to a

depositor who would voluntarily also offer insurance coverage. Such a practice

would not be substantially unlike the common requirement of maintaining

compensating non-interest bearing balances in the borrower's account as a

condition for obtaining or renewing a personal or commercial loan.

In order to be effective the practice of tying lending with insurance coverage

need not be coercive. Voluntary tying by customers in time of tight money or

individual financial distress is possible. 17
7. There is no evidence of potential conflicts of interest or unsound banking

practices resulting from approval of the application.'
In summary, the application does not offer a reasonable expectation of sub-

stantial public benefits except possibly the addition of a well financed multi-

office competitor in the Georgia insurance agency industry. As far as the

insurance customer is concerned, he already has access to bank affiliated in-

surance services through Citizens and Southern Bank. First National Bank

of Atlanta and C&S together would control more than 50% of all deposits in

Atlanta. Assuming a 90% loan ratio, the clientele that could possibly be subtly

influenced to divert from Atlanta independent agents is so large that many of

the latter could be driven out of business or forced to merge into larger units
resulting in decreased competition.
The large direct writers would probably be able to withstand the double-

barrelled financial conglomerate competition in Atlanta because of their low

cost—low premium operations. But the independent commission agents would
have difficulty surviving.

Since these are frequently small enterprises which can be entered with
minimum capital and training, the public interest favors their protection and
encouragement as reservoirs of economic opportunity for families, youths,
veterans and women who aspire to become proprietors or partners rather than
mere clerks in large organizations.

16 Tr. 2331.
17 In Section 4(c) (8) of the Act, Congress did not require proof that adverse effects

such as "tying" be established as "probable" consequences of bank affiliated insurance
agency entry. The phrase "possible" adverse effects was employed denoting a lower
standard of proof than "probable."

18 The application does not expressly propose surety bonding which would result in a

conflict of interest.



87

For the foregoing reasons, it is concluded that the reasonable expectation of
public benefits to be derived from approval of this application is outweighed
by the possibility of adverse effects upon the existing independent insurance.
agency community in the Atlanta area.
However, in those areas of Georgia where Applicant does not operate a

banking subsidiary and where there is no evidence that its non-banking
subsidiaries have attained a major position, there would appear to be no
objection to its commencing credit-related insurance agency operations. Simi-
larly with respect to Applicant's proprietary and employee insurance needs and
credit life, health and accident, and mortgage redemption insurance to which
there is no substantial opposition, the application should be granted.
Although an anti-coercion statement that prospective debtors sign at the

time loans are negotiated may more likely protect a bank against prosecution
for coercive practices than protect the borrower against subtle influences,
nevertheless there is a public benefit to be served in at least reminding a
customer that he can go elsewhere to procure insurance having no relation to
the credit process. Therefore, it will be recommended that appropriate state-
ments be included in all insurance application forms furnished by affiliates of
the Applicant in bold type above the borrower's signature to the effect that
the customer understands that the placement of such insurance is not offered
as a condition to the grant of credit, nor as an inducement therefor; and, in
addition, that similar insurance not necessarily naming the lending institution
as beneficiary may be obtained from independent agents or in lieu thereof
existing insurance owned by the debtor may be assigned to the bank.

Recommended Decision
(1) That the application be granted with respect to proprietary and em-

ployee insurance for First National Holding Company and its subsidiaries and
for credit life, health and accident, and mortgage redemption insurance for
their customers, but denied as to all other forms of insurance in the Atlanta,
Ga. area.
(2) That the application be granted as to insurance agency sales by First

South Insurance Agency division of Tharpe and Brooks, Inc. at its offices
located outside of the Atlanta, Ga. area to customers of non-banking affiliates
of First National Holding Company also located outside of the Atlanta, Ga.
area subject to the restrictions as set forth in Regulation Y, Sec. 225.4(a)
(9).
(3) That in those respects in which the application is granted, the authori-

zation be subject to appropriate anti-coercion statements to be furnished for
execution by customers as part of their insurance applications.

PAUL N. PFEIFFER,
Administrative Law Judge.

The CHAIRMAN. Mr. Bobo.

STATEMENT OF JACK E. BOBO, NATIONAL ASSOCIATION OF LIFE
UNDERWRITERS

Mr. BOBO. Mr. Chairman, my name is Jack Bobo, and I'm a full-
time life insurance agent working in Phoenix, Ariz., but also the
current secretary of the National Association of Life Underwriters,
better known as NALU. I'm accompanied here this morning by
Mr. William B. Scher, NALU counsel based here in Washington.
It would be a great temptation to simply say "amen" to the

chairman's opening remarks because you have certainly stated
very succinctly our own position. However, I would, in a few
minutes, like to simply capsulize the statement that we have filed
with the committee and ask permission that the full statement be
made a part of the record.
The CHAIRMAN. Yes, sir, without objection, that will be done.
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Mr. NPOBO. Mr. Chairman, I believe it would be helpful to the
committee if I were to just take a moment to relate who the people
are that I represent in order that you might have a better idea of
the perspective with which we view these issues and the context out
of which I testify.
The National Association of Life Underwriters is a federation

of over 1,000 local and State associations scattered throughout the
United States. We have over 135,000 members who are general agents,
agents, and general managers engaged in the marketing of all
forms of life and health insurance products and they work and •

live in virtually every community in the United States, from the
very smallest hamlet to the largest city, and we very much appre-
ciate this opportunity to come here this morning and speak in
support of Senate bill 2721. We are appreciative of the chance
because the issues that this bill address are ones that have been of
long and very substantial concern to our members and the associa-
tion, and we are very much heartened by the chairman's sensitivity
to these problems and the action that he has taken in proposing
this legislation.
We would acknowledge the need to reestablish a greater spirit of

competition within the banking community. However, our primary
concern is the matter of the erosion of the line of demarcation
between banking and commerce, particularly as it would relate to
life and health insurance. We have expressed concern about this
issue on previous occasions and certainly recent publicized events
regarding problems of banks and commerce have served to heighten
our concern and to confirm many of the fears that we have
previously expressed.
We are also troubled by public statements by officials charged

with responsibility of regulating the various segments of the bank-
ing industry wherein they seem to advocate the further movement
of banks into commerce to increase profitability of banks and if,
indeed, this be the attitude of the regulators, then we see little
hope of curing the problem from that sector.
So if a solution is to be reached, we would certainly agree that

Congress will have to act.
With respect to Senate bill 2721, we strongly support the pro-

visions restricting nonbanking activities and the statement which
we have filed with the committee makes reference to the presence
of unfair competition in the marketplace, resulting in tie-in sales,
various forms of coercion, both direct and voluntary, and we would
offer these as justification for imposing such restrictions.
However, we would also like to urge that the bill be strengthened

by additions or amendments to state those specific activities that
should either be permitted or prohibited activities by banks or bank
holding companies, particularly with respect to insurance which
seems to be unusually vulnerable to this kind of phenomena. We
believe that such action would avoid the questionable interpreta-
tions that have come from the regulatory authorities in the past
and we acknowledge the difficulty, of course, in these interpretations
with construing terms such as "closely related" or "closely and
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.directly related," or words like "convenience," which can be readily
stretched to extremes to accomplish a particular objective.
We also realize that various terms mean different things to

different people. For example, in our own business, the term "credit,
life insurance" means something different to people within the in-
surance industry than it does to those persons without. When life
insurance people refer to credit life insurance, they are talking
about a specific product, whereas credit life insurance to people
outside of our industry very often has a much broader connotation
and might refer to insurance issued in connection with any kind of
a credit transaction. To life insurance people credit life insurance
is a specific product and is a group life insurance product which
is ordinarily issued to the debtors of a creditor on a nonmedical
without evidence of insurability basis. It is normally defined and
limited by State statute and typically would have a limitation of
about $10,000. It was specifically designed to cover such things as
small loans, so-called big ticket items like automobiles, boats, and
major appliances, that people might buy and finance. This is the
particular product that we refer to as credit life insurance and yet,
inany times it is spoken of by others in a much broader sense in
terms of any kind of credit transaction far beyond those limitations.
We feel it is important to make this point because the insurance

people sometimes concede that it is arguable that credit life insur-
ance might be a related banking activity. But when they do so,
they are referring to a specific product and not the whole general
area of the extension of credit. This is a particular problem because
,credit life insurance has been, one of those areas that has been par-
ticularly sticky with respect to the performance of lenders in the
marketplace and we would certainly share the concern the chair-
man of this committee has expressed on occasion with regards to
the abuses and the marketing of credit life insurance by lenders.
In our perspective this issue has two parts: What has happened

to date and what could happen in the future? With regards to
what has happened, it is a matter of general knowledge that the
public has been substantially overcharged for this product and this
has been brought about largely by the phenomena of reverse com-
petition wherein many times the bank or the lender might be
attracted to the company offering the highest statutory rate coupled
with the largest profit margin for the lending institution as opposed
to the product that might be more reasonable for the consumer.
Many States have attacked this problem by State insurance laws.
These States have been very frustrated because they have seen
their law circumvented by the use of captive reinsurance companies
to maximize profits, many of which have been located out of State.
The proliferation of limited capital companies in my own home
State of Arizona, which were formed expressly for this purpose, cer-
tainly attest to this continued practice. We also believe that it is
significant that the only life insurance product of all of the life
insurance products currently being marketed that the States have
seen fit to regulate the rate on has been credit life insurance and this
has occurred because of these abuses.
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With regard to what could happen, we have great fear that these
abuses can be extended into other areas of so-called credit trans-
actions and this track record would indicate that this could occur
because there are greater opportunities beyond this limited definition
of credit life insurance in terms of larger sales. We have no reason
to believe that it cannot happen.
We believe that there's an additional need for precise legislation

with regard to insurance prohibitions stemming from the need to
assist the States in their legislation. Some States have been con-
cerned about this problem and have acted to curb the expansion of
banks into insurance and while the laws have not been uniform,
they have in one way or another usually approached the problem
with their licensing powers. Other States have been interested in
the problem but have been stymied because there are States where
the banking community is controlled by a few very powerful bank-
ing systems and passing such legislation is very difficult. Other
States have been uncertain as to exactly what to do as to exactly
what activities should be permitted and which should be prohibited.
We believe that it would be helpful to the States in providing

guidance if they were to know what areas Congress felt would be
appropriate or inappropriate areas to be licensed. We are particu-
larly pleased with sections 601 and 701 of S. 2721, which would
establish better procedural requirements for the actions of regu-
latory authorities. This has been a past irritant because meaningful
appeal has been virtually impossible. We also applaud the ongoing
supervision provision of the bill which we believe will assure the
continuing public benefit in overseeing bank holding company
activities.
In closing, Mr. Chairman, I would simply reiterate our plea that

specific provisions be provided in the law with regard to specific
activities that either are prohibited or permitted and, again, we
thank you for this opportunity to appear before you today in sup-
port of this bill, which we feel is a great step forward in solving
what we regard as a very serious problem. We wish the committee
success in developing this legislation.
The CHAIRMAN. Thank you very much, Mr. Bobo.
[Complete statement of Mr. Bobo follows:]

STATEMENT OF THE NATIONAL ASSOCIATION OF LIFE UNDERWRITERS

By Jack E. Bobo, CLU •

Mr. Chairman and Members of the Committee, I am Jack E. Bobo, Secre-
tary of the National Association of Life Underwriters (NALU) and Chairman
of its' Federal Law and Legislation Committee. NALU is a federation of
over 1,000 state and local associations representing approximately 135,000
life and health insurance agents, general agents and managers. I would like
to take this opportunity to thank the Committee for permitting me to testify
today on behalf of NALU in support of S. 2721.
NALU has long been vitally interested in legislation which seeks to protect

the consumer from the results of undue concentration of resources and econo-
mic power in any segment of the ceonomy, from decreased or unfair competi-
tion, conflicts of interest, unlawful tying arrangements and coercion. We
believe that you, Mr. Chairman, have demonstrated your concern about these
dangers to the consumer and the economy by introducing this legislation,
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designed to reestablish competition within the banking industry while at the
same time insuring that a healthy line of demarcation is maintained between
banking and commerce.
Although NALU is concerned with the increasing concentration of power

within the banking industry itself, the members of our association have been
primarily concerned with and affected by the expanding diversification of bank
holding companies into areas which have been traditionally regarded as non-
banking activities. In our viewpoint, this extension of the banking institutions
of our nation into a variety of other business endeavors has resulted in un-
fair competition between banks and affected business as well as harm to the
American consumer.
The events of recent times in the banking industry have demonstrated the

economic consequences of banking institution involvement in non-banking
activities. The collapse of major banking institutions and the serious drain on
managerial and financial resources which have recently been the subject of
numerous articles in newspapers around the country stemming from banking
entry into other fields have, hopefully, put to rest the notion that the American
publics' deposits in major financial institutions can always be safely channeled
into ventures which have no relationship to traditional banking activities.
NALU agrees with the competitive concerns expressed in a report of a

survey conducted by the House Committee on Banking and Currency released
in 1969 which listed three major adverse consequences resulting from the
mixing of banking and non-banking activities within the same corporate
structure. These adverse consequences were stated thus:
"(1) There is inevitably a strong temptation to have the banking subsidiary

of a bolding company extend large amounts of credit, perhaps unwisely, to
other holding company subsidiaries, thus creating unsound financial condi-
tions for the bank to the detriment of the bank's depositors, stockholders and
the public at large. This is the kind of activity in which some of the larger
banks in the country were engaged in the 1920's.
(2) "Since banks are the principal suppliers of substantial credit to

almost every industrial, commercial and other kind of business in the United
States, banks should not be in a position to discriminate unfairly against
these users of bank credit by establishing competing subsidiaries and then
denying credit to the competitors of the bank's non-banking subsidiaries. This
is a particularly serious problem in the many cities and towns all over the
United States where there are only one or two major banking institutions to
which business can turn for substantial amounts of credit.
(3) "Because many large and small businesses, as well as individuals, de-

pend on bank credit for their economic existence, bank subsidiaries of one-
bank holding companies are in a position to insist or 'strongly suggest' that if
the borrower wants continued access to bank credit, it should also use the
services of the holding company's other subsidiaries. These services might in-
clude insurance, equipment leasing, property management, accounting, comput-
ing, investment and travel services or any other business the holding
company might decide to undertake. This would create unfair competition for
non-bank related competitors of these subsidiaries and could in the long run
substantially reduce or eliminate competition in many businesses to the
detriment of the public interest." [ Staff of House Committee on Banking and
Currency, 91st Cong., 1st Sess., Report on the growth of unregistered bank
holding companies. (Comm. Print 1969) ]
Regarding the possibility of coercion noted in (3) above, I would only add

that such practices have been well documented in past hearings before this
Committee with respect to insurance activities carried on by banking institu-
tions. There is also the distinct possibilty of what has become known as
"voluntary tying" which may arise when banking institutions are permitted to
enter fields not directly related to banking. A good description of the dangers
of voluntary tie-ins was provided this Committee by Assistant Attorney
General Richard McLaren during the 1970 Hearings on the Bank Holding
Company Act amendments. In his testimony, Mr. McLaren referred to a
situation,
" (W ) here a potential borrower may independently decide that, just be-

cause he might possibly be under watch, it is in his best interest to patronize
bank-affiliated enterprises in the hope of improving his chances of obtaining
credit from the bank on favorable terms, or indeed at all.
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"This can be illustrated by an example. A potential loan applicant might
voluntarily place his casualty insurance business with a bank-affiliated in-
.suror in hopes of improving his chances for a mortgage loan on the insured
property on favorable terms. This would have the same effect as a coercive
tie-in. Competition in the tied product, insurance, would be lessened to the
extent that customers no longer purchased it entirely on its own economic
merit. One such merger might well trigger others and, as a pattern of such
bank-insurance affiliations developed, market forclosure in the tied field would
become more and more serious.
"Such voluntary tying or tying effect, as we called it in a recent case, is the

product of market structure-not misconduct.
"This structural problem is intensified because present antitrust remedies

appear inadequate to deal directly with it. There simply is no illegal practice
or conduct for a court to enjoin. Hence, we must concentrate on avoiding a
structure which gives rise to such effects." [Hearings on Bank Holding Com-
pany Act amendments before the Senate Committee on Banking and Currency,
91st Cong., 1st Sess. (1969)1

Section 301 of S. 2721 provides for important restrictions on the permissible
non-banking activities which may be carried on by bank holding companies and
the proposed amendments to Section 4(c) (8) of the 1956 Bank Holding
Company Act as amended are a commendable and necessary addition to the
current law.
While NALU fully supports these provisions, we also feel it desirable that

the bill be strengthened to state those activities which are specifically pro-
hibited to bank holding companies. We feel such a statement is important due
to the fact that there are certain non-banking activities which have been
deemed permissible for bank holding companies in the past despite the
apparent Congressional intent behind the 1970 amendments to the Bank Hold-
ing Company Act of 1956.
For some time, NALU has become increasingly alarmed by the growing en-

croachment of banking institutions into the insurance agency business gener-
ally, and more particularly the sale of life and health insurance by bank affili-
ated agencies. While sales of life insurance and health insurance have not
been deemed permissible activities for bank holding companies per se, such
products have been permitted to be marketed by general insurance agencies
affiliated with bank holding companies because of a Federal Reserve Board
Regulation promulgated subsequent to the passage of the 1970 Bank Holding
Company Act amendments. This Regulation permits a bank holding company or
its non-banking subsidiary to market any insurance in communities of 5,000
or less. The Regulation also permits any insurance to be sold when such
insurance is "otherwise sold as a matter of convenience to the purchaser"
so long as the premium income from such sales does not constitute a significant
portion of the aggregate insurance premium income of the holding company
from insurance sold by the holding company or its non-banking subsidiaries.
Bank holding company non-banking subsidiaries have also been permitted to
market certain mortgage redemption insurance policies in the form of in-
surance on the life of the mortgagor to the extent of the outstanding balance
of the credit extension, provided that the mortgagee is a beneficiary under such
types of insurance policies. Thus, banking institutions have made inroads
into insurance agency activities which are not "closely related" to banking
in many instances. Such activities have been permitted by the regulatory
agency through what would appear to be an excess of its authority.
There are several additional reasons why NALU feels that certain insurance

agency activities, including the marketing of life and health insurance, ought
to be specifically prohibited to bank holding companies and I would like to
take this opportunity to briefly mention two of them.

First of all, I would like to note that while it is apparent that the sale of
life and health insurance is not "closely related" under the current law or
"closely and directly related" under the proposed S. 2721 standard, such is not
the case, unfortunately, with sales of certain credit life and health insurance
products. For instance, it is arguable that the sale of credit life and health in-
surance, when issued in connection with a specific loan or other credit trans-
action may be "closely related" to banking under the current law and an
argument would inevitably be mounted that this sale of credit life and health
insurance would be "directly related" under the language of S. 2721.
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Therefore, with respect to credit life and health insurance agency activities,
where confusion may arise on the issue of precisely what non-banking insurance
agency activities are permissible, it would seem appropriate to designate those
insurance agency activities which are not "closely and directly related" or,
conversely, provide a listing of the only insurance agency activities, if any,
which would be permissible under S. 2721. Such action would be helpful in
providing clarification to the regulatory agency regarding Congressional in-
tent on arguably directly related credit insurance activities. Parenthetically, I
would note that even though credit life and health insurance may be considered
directly related to banking, NALU is opposed to the undertaking by banking
institutions of any type of insurance agency activity, including the sale of
credit life and health insurance. We applaud the Congressional finding in
this bill that "bank holding companies have extended their services into
product markets beyond those directly related to banking . . . (c) in offering
insurance agency and underwriting services". Bearing importantly on NALU's
feeling that prohibited insurance agency activities should be specifically listed
in the bill is the deplorable track record of banking institutions in the field of
marketing credit life and health insurance.
Here again, Mr. Chairman, you have been at the forefront of the fight to

alert the American public about the abuses which have occured in the
credit life insurance industry involving banks and other lending institutions,
as well as certain credit life insurance companies. As you noted in a Press Re-
lease from your office dated November 12, 1974,
"The sale of credit life, health and accident insurance is rapidly becoming

a national scandel. The insurance is ostensibly written for the benefit of a
consumer who borrows money or buys on the installment plan. In reality the
insurance primarily benefits the creditor by paying off the loan if the con-
sumer dies or becomes disabled. Nonetheless, the consumer is required to pay
the entire premium which is often double or triple what it should be. To add
insult to injury, the creditor gets to select the insurance company.
"Given these methods of doing business, most creditors select the insurance

company which offers the largest kickback. Naturally, the consumer winds up
paying for these kickbacks in the form of higher insurance premiums. These
kickbacks inflate the cost of the insurance and permit creditors to earn a
higher rate of interest."
NALU respectfully submits that if banking institutions have shown a

proclivity for making money at the expense of the American consumer
through their marketing methods of credit life and health insurance, and the
record of that is well documented, then banking institutions ought to be
affirmatively prohibited from becoming involved in insurance agency activities
where they have little or no experience and expertise and certainly no
justifiable direct banking interest.

Secondly, NALU feels it advantageous to specifically list those insurance
agency activities which are not permissible for bank holding companies in
order to help avoid any conflicts which might arise due to contemplated
state legislation. Currently, as many of you are no doubt aware, the business
of insurance is almost exclusively state regulated. Several state legislatures,
concerned by banking intrusion into the insurance agency business, have
recently enacted restrictive state insurance licensing laws prohibiting the state
insurance regulatory authorities from issuing licenses to sell most insurance
products (except for certain credit- insurance) to agents and agencies who
are affiliated with lending institutions.
Inasmuch as many other similar state bills have been introduced recently,

a list of those insurance agency activities prohibited to bank holding com-
panies and their subsidiaries would probably provide helpful federal direction
to those state legislatures who wish to shape their bills to coincide with
federal laws.
NALU also supports the provisions of Section 401 of S. 2721 entitled "Uni-

form Application of Standards Governing Entry into Bank Related Fields". We
feel it very important that there be a consistency in decisions emanating from
the two primary Federal regulators of bank holding company subsidiaries—
the Federal Reserve Board (charged with the responsibility of regulating
bank holding companies and their non-bank subsidiaries) and the Comptroller

69-452-76
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of the Currency (charged with the responsibility for regulating national bank

subsidiaries of bank holding companies) as far as the appropriate out& limits

for expansion by bank holding companies into directly related areas is con-

cerned.
Other provisions of the bill which appear particularly beneficial in protect-

ing the public interest appear in Sections 601 and 701. Section 601 provides

that Federal Reserve Board determinations of permissible 4(c) (8) activities

(under the Bank Holding Company Act as amended) will be made on the

record and, additionally, this section proposes helpful discovery rules and

insures that relevant information pertaining to Board proceedings under 4(c)

(8) will be available to interested parties to the proceeding. The general ap-

plication of the Administrative Procedure Act to Federal Reserve Board rule-

making procedings is another desirable feature of this section of the bill.

The necessity for these changes was, in part, underscored by a staff report

of the Subcommittee on Domestic Finance of the House Banking Committee

issued in the latter part of 1973. This report noted the failure of the Federal

Reserve Board to provide a useful record on which it based its decisions in

several important cases involving interpretation of the Bank Holding Com-

pany Act as amended. This report stated the consequences of such failure as

being that,
"(T)he due process of law is thwarted because those who seek to appeal

deciSions of the Board are unable to present the details of the Board's findings

or its reasoning for purposes of rebuttal". (Staff Report of the Subcommittee

on Domestic Finance of the Committee on Banking and Currency of the House

of Representatives on Financial Institutions: Reform and the Public Interest,

93d Cong., 1st Sess., August 1973.)
Section 701 of the bill, providing for ongoing supervision of bank holding

company 4(c) (8) activities by the Board, would seem particularly necessary

due to the fact that the net public benefits to the public offered by bank hold-

ing companies are all too frequently short lived.
Invariably, as one compares this bill to the existing law, every provision on

a section-by-section basis imposes public interest requirements on Federal

Reserve Board proceedings conducted to determine what activities should

be permissible for bank holding companies and their subsidiaries.

NALU feels strongly that this is a bill designed to protect the American

consumer of banking services as well as the small businesses of America

from the excesses perpetrated upon them by increasingly more powerful bank-

ing institutions and their expansionary and harmful entry into non-banking

areas.
We urge that every member of the Committee give this bill top priority,

and once more respectfully request the consideration of additional language

further clarifying those insurance agency activities which would be prohibited

under this proposed legislation.
In closing, I would like to present to you an excerpt from a recent decision

of an Administrative Law Judge assigned to a Federal Reserve Board ad-

ministrative proceeding in which insurance agents were challenging bank

holding company entry into a wide variety of insurance agency activities.

While this finding is of particular relevance to the membership of NALU,

it would be equally applicable to many other small businesses eugaged in

non-banking activities.
The Judge reached the following conclusion as part of his decision,

"The proposition reduced to its simplest terms comes down to this: if a

bank large in its community, using predominantly depositors' funds as capital,

is authorized to compete against mostly small insurance enterprises by solicit-

ing its debtor clientele, it is possible, even probable that the Mom and Pop

agency will be driven into merger or out of the business entirely; and to this

extent, the American dream of a land of opportunity where every man and

woman, with some skill and good luck, can become a proprietor or a partner,

rather than merely a clerical employee or an insignificant stockholder, will fade

further . . ." (Recommended decision of Paul N. Pfeiffer, Administrative Law

Judge, FRB Docket N. IA-10(1974) ).
Mr. Chairman and Members of the Committee, I thank you once again for

permitting me to express NALU's support of this fine legislation.



95

The CHAIRMAN. I have received a written statement from Mr.
Albert E. Abrahams, director, government affairs department, Na-
tional Association of Realtors concerning S. 2721. I ask unanimous
consent that the statement be printed at this point in the hearings.
[The statement follows:]

STATEMENT OF ALBERT E. ABRAHAMS, DIRECTOR, GOVERNMENT AFFAIRS DEPART-
MENT ON BEHALF OF THE NATIONAL ASSOCIATION OF REALTORS

The National Association of Realtors is comprised of more than 1,630 local
boards of Realtors located in every state of the Union, the District of Columbia,
and Puerto Rico. Combined membership of these boards is approximately
500,000 persons actively engaged in sales, brokerage, management, counseling,
and appraisal of residential, commercial, industrial, recreational and farm
real estate. The activities of the Association's membership involve all aspects
of the real estate industry, such as mortgage banking, home building, and com-
mercial and residential real estate development, including development, con-
struction and sales of condominiums. The Association has the largest member-
ship of any association in the U.S. concerned with all facets of the real estate
industry. Principal officers are: Philip C. Smaby, President, Minneapolis,
Minnesota; Harry G. Elmstrom, First Vice President, Ballston Spa, New
York; and H. Jackson Pontius, Executive Vice President. Headquarters of the
Association are at 155 East Superior Street, Chicago, Illinois. The Washington
Office is located at 925-15th Street, N.W., Washington, D.C. 20005. Telephone:
202 628-5300.

"COMPETITION IN BANKING ACT OF 1975" (s. 2721)

The membership of the National Association of Realtors has long been
concerned about the growth of bank holding companies, and their involvement
in ever increasing kinds of activities only remotely related to banking. This
Association wishes to commend Senator Proxmire for his sponsorship of S.
2721 which, in our opinion, will aid in a more balanced allocation of future
bank holding company activities.
The 1970 Amendments to the Bank Holding Company Act extended its

coverage to one bank holding companies, and authorized the Federal Reserve
Board to exempt from the general prohibition against engaging in non-banking
activities such "activities . . . which the Board after due notice and opportunityfor hearing has determined to be so closely related to banking or managing or
controlling banks as to be a proper incident thereto."
The 1970 Act also directed the Board to permit only banking-related activi-ties which could reasonably be expected to produce benefits to the public—greater convenience, increased competition, or gains in efficiency—that mightoutweigh possible adverse effects such as undue concentration or unfair com-petition.
As a result, Realtors and other groups have become increasingly concernedthat the continued expansion of bank holding company powers will make itimpossible for the small, independent company in many aspects of the realestate business to compete with the holding company giants.
In the past year, this growing opposition, combined with the unstablecondition of the economy, has made the Federal Reserve Board somewhatmore restrained in its approval of new activities. This conservatism, however,has been clearly and explicitly directed at protecting the economic strength andsolvency of the holding companies themselves, rather than in any acknowledge-ment that their activities should be curtailed because of adverse effects on theindustries into which they were making inroads. It seems clear, therefore, thatan economic recovery will bring a renewed surge of expansionary activity,unless Congressional action leads to statutory limitations.
Realtors believe that housing is one industry where competition is still aworking reality. The industry is composed of lenders, attorneys, title com-panies, insurance companies, Realtors, and many others both small andlarge. We believe that this diversity and the scale of these market componentscreates true competition which serves the consumer by lowering costs, improv-ing service, and offering a meaningful freedom of choice.
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This system, however, is made up of small and diverse componen
ts and is

thus uniquely vulnerable to absorption by an industry with large 
resources

such as the bank holding company system. There is a growing fe
ar that our

general economy will eventually be controlled by a few giant bankin
g institu-

tions. This view is supported by the concentration of banking resource
s, which

has already reached an alarming level. According to a Senate Banking
 Com-

mittee report, the last six years has seen the percentage of bank
 deposits

controlled by bank holding companies increase from 38% to 71%.
 Concentra-

tion into fewer and fewer hands has increased, from 144 large banks
 in 1950

controlling 50% of all bank deposits, to only 81 banks
 in 1974 controlling

50% of all bank deposits.
The commercial banks of this country have resources unparallele

d by any

other sector of the economy and this vast economic force has b
een showing a

clear and growing pattern of interest in housing activities suc
h as mortgage

guarantee insurance, real estate brokerage, appraisal, prope
rty management,

savings and loan operation and others.
At present, holding companies are permitted to engage in 

activities of

finance companies, mortgage companies, leasing of real and p
ersonal property,

management consulting for banks, and advisory services for 
real estate in-

vestment trusts. Applications have been made for permission
 to engage in

mortgage guarantee insurance and savings and loan associations. While

acquisition of these activities by bank hoding companies was d
isapproved by

the Federal Reserve Board for technical reasons, the Board h
as stated that

they deem these activities to be closely related to banking. It 
is clear, there

fore, that this issue will be raised again.

We believe that such activities are not intended by Congress to 
be construed

as "closely related" to banking when it enacted the Bank Ho
lding Company Act

Amendments in 1970. The legislative history of the 1970 Ac
t reveals that

Congress did not define the precise boundaries of "closely" r
elated, and, as a

result, a myriad of interpretations have arisen. This Associ
ation supports

S. 2721 in its goal of narrowing permissive 4 (c) (8) activit
ies from "closely

related" to "directly related," and would impose more stri
ngent "public in-

terest" tests requiring that the activities be likely to benefi
t the public and

increase competition.
In addition, the National Association of Realtors supports the 

extension of

bank holding company regulation to national banks. The al
legation has been

advanced that the Comptroller of the Currency, who in a sense
 is in competi-

tion with the Federal Reserve Board for approving Section 4 (c
) (8) applica-

tions, has been most permissive regarding the acquisition o
f non-banking

subsidiaries by national banks. While the Fed has pursued a li
beral policy

in approving Section 4 (c) (8) activities, the Comptroller has p
ermitted an

even wider range of activities for national banks. We 
strongly urge that

regulations covering bank holding companies be extended to 
cover national

banks.
Protection of the traditional roles in financial transaction dictat

es that a

clear and unmistakable line be drawn between the lender o
f money and the

user of money.
Therefore, we strongly endorse a list of specifically prohibited 

activities

similar to the one contained in the House passed version of th
e amendments

to the Bank Holding Company Act of 1970.

While the Association supports amending the Bank Holding Compa
ny Act

to change the emphasis of permitted bank holding company acti
vities from

"closely" to "directly" related to banking, it also strongly fee
ls that the

inclusion of a list of specifically prohibited activities to be in 
order. The

Federal Reserve Board has consistently supported bank holding
 company acti-

vities into areas only peripherally related to banking, eroding the l
ine between

banking and commerce in the Nation. Therefore, this Association strongl
y sug-

gests the inclusion of such a list of prohibited activities specifical
ly directing

the Board as to which activities are clearly not related to bank
ing in view of

the Congress.
In our opinion, the following activities, of which the first is now per

mitted

and the others are now prohibited by the Federal Reserve Boa
rd, should be

specifically prohibited by statute.
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Leasing of real or personal property (A BHC may act as agent, broker, or
advisor in leasing such property under existing law).
Real estate brokerage.
Management consulting (other than for banks).
Property management—except for properties owned or held by BHC's.
Land development.
Real estate syndication.
Operation of savings and loan associations.
Underwriting of real estate mortgage guaranty insurance.
Real estate appraisal.
These specifically prohibited activities would clearly indicate the sense of

the Congress that expansion of bank holding companies into independent
real estate fields constitutes a long range threat to competition.
This Association strongly supports the provision to make all Board proceed-

ings under Section 4 (c) (8) subject to the Administrative Procedures Act,
and on the record. The current practice of permitting the Board to decide on
the level of formality during such hearings severely mitigates against parties
opposing proposed Board actions, as opportunities for discovery, cross exam-
ination, and similar safeguards are not present. Critics of this proposal will
argue against it on the grounds that it is time consuming and unnecessary.
However, the very formality and preciseness of a hearing of record makes this
provision necessary. Relationships between regulator and regulated will be
much harder to conceal.
Surely, an industry as powerful and as important as banking requires the

utmost safeguards in protecting the public interest. Full public hearings of
record will go a long way in providing this protection.
In conclusion, while this Association recognizes and sincerely appreciates

the financing support for housing and real estate that comes from commercial
banks, and other bank holding company subsidiaries, we strongly feel that
permissible bank holding company activities should be specifically confined to
financial matters directly relating to banking. We also feel that non-banking
activities by bank holding companies should not be permitted in a field such
s real estate, a field characterized by an almost textbook description of

competition by a large number of buyers and sellers.

STATEMENT OF EDWARD I. SCHMUCK, ON BEHALF OF CONNECTICUT
MUTUAL LIFE INSURANCE CO., THE EQUITABLE LIFE ASSURANCE
SOCIETY OF THE UNITED STATES, MASSACHUSETTS MUTUAL
LIFE INSURANCE CO., THE MUTUAL; LIFE INSURANCE CO. OF
NEW YORK, NEW ENGLAND MUTUAL LIFE INSURANCE CO, THE
NORTHWESTERN MUTUAL LIFE INSURANCE CO.

Mr. SCHMUCK. Good morning, Senator Proxmire. My name is
Edward J. Schmuck. I'm a member of the law firm of Sutherland,
Asbill & Brennan, and I appear here today on behalf of six clients of
our firm which we have listed in our statement. Each of those com-
panies I may say is a nationally known mutual life insurance
company.
Mr. Chairman, I woulcl ask that for the record the statement which

we have submitted be included in its entirety with two modifications
of typographical error.
The CHAIRMAN. We'll be happy to do that. We will have it printed

in the record in full with the modifications you suggest.
Mr. SCHMUCK. These were simply change of one word and the

elimination of another.
First, I think I ought to set the context within which we are

appearing here today by invitation from this committee which we
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appreciate, and to make clear that our appearance is in support of
those portions of S. 2721 which are designed in the first instance to
limit the nonbanking commercial activities of bank holding com-
panies and their subsidiaries and affiliated corporations; and second,
to strengthen the administrative procedures of the authorities
charged by Congress with the regulation of such activities and the
court review of the administrative actions of these regulators.
It was an interesting development that beginning in 1974 first one

company and then successively the other five which we have listed,
came to us with the request that we independently check on corn-
plaints that they were receiving in increasing numbers and strength
from members of their field forces about what appeared to be a
strongly anticompetitive development resulting from the increase in
the marketing of life and disability insurance by bank holding
companies and their related organizations.
The complaints generally fell into two categories: that by virtue

of the exercise of economic clout, either explicitly or implicitly,
banks were causing customers who required normal banking services
either to drop or to curtail by putting on a paid-up nonpremium
status existing insurance, or that they were forcing in such a manner
the purchase of new insurance perhaps not otherwise needed in
connection with a pending banking transaction.
We considered these to be quite serious complaints and we pro-

ceeded to exercise the authority given to us, an unrestricted author-
ity, to make an independent investigation. We quickly verified
what our clients had suggested strongly to us, that there is no
basis, of course, for any blanket condemnation of the activities of
bank holding companies, banks or any other affiliated corporation
who are engaged in some limited way in the sale, marketing if you
will, of insurance. A number of banks, as far as we can determine,
still maintain the position of not sponsoring any insurance to meet
any requirements that may be imposed in connection with banking
transactions. A bank of that kind requires its customers to go to a
normal source, a normal insurance source, to make the selection of
both the agency and the company from which it will acquire the
necessary insurance.
Another group of banks are adhering to the traditional role of

providing through the kind of group contract Mr. Bobo mentioned,
credit life or disability insurance directly related both in amount
and in duration to a loan or other banking transactions.
We became convinced, however, that there is a growing number

of banks and bank holding companies which have seized upon the
1970 amendments to the Bank Holding Company Act and the
subsequent expansive Federal Reserve Board interpretations to
market insurance under conditions which point strongly to unfair
and improper use of the economic powers of the banks in conduct-
ing those controlled and affiliated insurance operations. We advised
with our clients in respect of our findings and it is on the basis of
the acceptance of those findings by our clients that we appear here
because our clients are convinced that if this seeming trend con-
tinues it will become, as it now is to some extent, extremely inimical

•
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to the orderly and competitive marketing of insurance by the nor-
mally well-trained professional agent.
The practices which we have referred to in our statement, in our

judgment, also are destructive of the public's right to a free choice
of an insurance agency and the right to secure the best insurance
at the most competitive price to meet the individual's insurance
needs. We see a need therefore for the kind of provisions that are
included in S. 2721 to restore to a substantial extent the traditional
wall separating banking from commerce. We think that the pro-
visions of S. 2721 as presently designed substantially accomplish
the needed legislation.
We have several minor suggestions for perhaps strengthening

some of these provisions and two of those are reflected in our state-
ment, one dealing with the possible limitation of the grandfathering
clause that we think might be carefully considered by this com-
mittee.
In our investigation we had the unusual experience early on of

getting perhaps the clearest, most direct, most honest and succinct
statement in writing of the type of anticompetitive activity that we
could possibly have dreamed of. It was a letter written by the
executive vice president of a bank to an insurance man. We have
quoted the letter with names deleted in its entirety in our statement.
I think this is of such importance however that I will impose upon
the committee to read the entire text.
The CHAIRMAN. What page is that on?
Mr. SCHMUCK. Pages 5 and 6, Senator. I will read it with "Mr.

X" instead of "Name deleted."
I regret very much the incident concerning "Mr. X". I based my decision

regarding this matter on what I thought to be the best interest of "Mr. X" and
the bank. As I indicated to -Mr. X", our bank could not accept the loan unless
we were allowed to write the credit life insurance. As I discussed by phone,
the primary reason for this request to write the insurance, was because this
action increased the return of income on the loan by a good margin. Had our
bank been denied this additional income, we could not have approved the loan.
Because of the extremely tight credit situation, I feel "Mr. X" would not have
obtained the loan elsewhere. Therefore, I believed our bank to be doing "Mr. X"
a service by granting this type of loan under these circumstances, with credit as
tight as it is at present.
I can still appreciate and understand your reasoning and regret that "Mr. X"

saw fit to cancel his policy with your company. I am hopeful this situation
will not occur again in the future.

As I have indicated in the footnote, we are prepared to make a
photocopy of that letter available to this committee. If confession
is good for the soul, I think this man should sleep easy at night.

Generally, the activities are carried on much more subtlely in
using what we think is the economic pressure improperly to en-
courage the purchase of insurance through a bank affiliated insur-
ance agency. Often it comes in the form of a suggestion, a suggestion
that the purchase of insurance will be a necessary part of the loan
package and that perhaps it should be purchased from the bank's
affiliated organization. That suggestion, we think we have estab-
lished quite definitely, is treated by its recipient as a requirement
and we have cited some statistics in here that we think reinforce
that conclusion.
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I was tempted seriously to stop with the reading of the letter and
say it speaks for itself and it demonstrates the entire problem that
has arisen as a result of expanding the activities of the banks in the
insurance area. However, at pages 8 and 9, we did think that it was
desirable to at least summarize some of the patterns which were
verified during the process of our independent investigation.
In Georgia, for example, a major bank had an established policy

that required its loan officers to introduce applicants for loans to
the bank's affiliated insurance agents while the loan application was
being processed. I'm not certain of this at this moment, but we have
had an indication that this bank has since terminated this particular
requirement or at least the imposition of the policy upon its loan
6fficers.
In Oklahoma, we determined that several banks, publicly and in

writing, offered lower interest rates on loans if insurance were
purchased through the banks.
We have cited two instances that we uncovered in North Carolina.

In one of them, a bank policy was apparently imposed to permit the
affiliated insurance agencies access to the bank records as a basis
for approaching individuals for the purchase of new insurance.
In Pennsylvania, we determined that there is at least one case in

which a given bank advised a customer that he must secure his life
insurance through a bank affiliate in order to secure a desired line
of credit.
In Minnesota, two businessmen who were attempting to renego-

tiate existing loans in real estate transactions were requested to
purchase each, $1 million of additional life insurance through the
bank's affiliated agency as a condition of refinancing along the lines
that these individuals had requested.

Clearly, it seems to us to require no argument that suggestions
of that kind, coupled particularly with pending loan applications
but often with the continuation of a line of credit, are going to be
taken by the individual, whether a businessman or just a consumer-
applicant for an automobile or a comparable small loan, as a neces-
sary requirement, and we are satisfied that this is going on and we
are equally satisfied that it is growing.
In part, we feel that this has resulted from a policy on the part

of the Federal Reserve Boad to encourage the diversification, if you
will, of the banks and the bank holding companies into activities
that are not directly related to the performance of their normal
banking functions. The changes in the regulations and the inter-
pretations dealing specifically with the area of insurance have con-
siderably expanded the powers that the banks and bank holding
companies had prior to the 1970 amendments.
The enforcement or, if you will, the administration of the new

regulations and the interpretations we have illustrated in our state-
ment by a report of examination of the record of 488 applications
made over a 2-year period by bank holding companies or affiliates
to enter into the insurance agency business. Of those 488 applications,
437 were approved. Only 3 were denied. The remainder were either
withdrawn or were pending at the time the study was made. There
were comparable statistics available for other periods of time.
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The grossest extension we think of the power of the banks and
bank holding company affiliates to compete unfairly with the in-
surance agent, the small businessman who is in the insurance busi-
ness, is the so-called convenience provision of the regulations under
the 1970 amendments. This permits any bank authorized to embark
upon the marketing of insurance to sell insurance for the con-
venience of its customers without regard to any bank-related activity
that might be going on at that time. And by interpretation, the
Board has promulgated that if the premiums on such convenience
totally unrelated—that is in a banking sense—totally unrelated sales
of insurance do not exceed 5 percent of the total premium volume of
the insurance affiliate of the bank, that will normally be acceptable.
I have some difficulty with carrying any portion of either the regula-
tion or the interpretation as to these convenience sales through
into the closely related test that Congress imposed in the statute.

Finally, we are convinced that it is only by virtue of legislation
such as has been proposed in S. 2721 that the true competitive market
situation is going to be restored to a normal balance and that unless
action is taken along the lines proposed in S. 2721 there will be an
increasing use of what I term economic clout which will inevitably
increase the anticompetitive aspects of the incursion of banks into
the insurance marketing area and will be increasingly destructive of
the right of free choice of bank customers to acquire any necessary
insurance.
Thank you, Mr. Chairman.
[Prepared statement of Mr. Schmuck follows:]

STATEMENT OF EDWARD J. SCHMUCK
My name is Edward J. Schmuck. I am a member of the law firm of

Sutherland, Asbill & Brennan, with offices in Washington, D. C. and Atlanta,
Georgia. I appreciate the opportunity to appear before this Committee to
testify in support of those provisions of S. 2721 which are designed, first,
to limit the nonbanking commercial activities of bank holding companies and
their subsidiaries and affiliated corporations, and second, to strengthen the
administrative procedures of the authorities charged by Congress with the
regulation of such activities and the court review of the administrative
actions of those regulators.
I make this appearance on behalf jointly of the following clients of our

firm:
Connecticut Mutual Life Insurance Company, Hartford, Conn.
The Equitable Life Assurance Society of the United States, New York, New

York.
Massachusetts Mutual Life Insurance Company, Springfield, Mass.
The Mutual Life Insurance Company of New York, New York, N.Y.
New England Mutual Life Insurance Company, Boston, Mass.
Northwestern Mutual Life Insurance Company, Milwaukee, Wisc.
By way of brief background, we were employed first in 1974 by one

company and then successively by the five other companies. Each had become
concerned by complaints from responsible members of their respective agency
forces that existing life and accident and health insurance of established
policyholders was being replaced or curtailed by the explicit or implicit demand
of bank holding companies and their banks that such insurance be purchased
through bank affiliated insurance agencies. Opportunities to compete for the
sale of new insurance were also being stifled. The complaining agents pro-
tested the elimination of normal competitive opportunities by the exercise of
economic pressures by bank officers and employees, sometimes exerted on
mutual customeis of the banks and the insurance agents in connection with a
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new loan or other banking transaction and sometimes unrelated to any new
banking transaction.
We were authorized to investigate independently the factual basis for

complaints of this nature and to advise our clients whether we perceived a
current or potentially serious threat to the traditional highly competitive
marketing operations in the insurance industry through the entry of bank
holding companies and their affiliates into the business of selling insurance.
We knew that to businessmen and consumers generally in need of normal
banking services, even the suggestion of placing insurance through a bank
affiliate can be the full equivalent of economic coercion of the worst kind.
Our investigation verified, as our clients had strongly suspected, that a

blanket condemnation of bank holding companies and their banks and other
subsidiaries clearly would be unwarranted. Some bankers continue the policy
of not offering bank sponsored insurance, leaving to the individual bank
customer the selection of his own agent and insurance company to provide
any insurance required in support of a banking transaction. Other banks
adhere to the traditional role of providing (normally through a group
insurance contract or contracts) credit insurance coverage in amounts and
for durations directly related to the loan or other banking transaction. We
became satisfied, however, that a growing number of banks and bank holding
companies are seizing upon the 1970 amendments to the Bank Holding Com-
pany Act and expansive Federal Reserve Board interpretations to market in-
surance under circumstances which point strongly to unfair and improper use
of the economic power of the banks in conducting those controlled and affili-
ated insurance operations.
Our clients are in accord that such activities, particularly if they continue

to increase unchecked, are inimical to the orderly, normally competitive
marketing of insurance by highly trained professional agents. They are de-
structive of the public's right to free choice of an insurance agency and the
right to secure the best insurance at the most competitive price to meet the
individual's insurance needs. In our opinion, these practices can only be effec-
tively dealt with by restoring the traditional wall separating banking from
commerce.

S. 2721 would help to return banks to the business of banking. Under its
provisions, bank holding companies would be properly limited to activities that
are both directly related and necessary to banking. Specific additional criteria
for a separate "public benefits" test would have to be satisfied before such
activities could be engaged in thereby insuring that the proposed commercial
activity was at least needed in the community.1
In order to curtail "rubber stamp" approval of nonbanking activities by

the Federal Reserve Board, S. 2721 would also require that rule-making and
adjudicatory proceedings under the Bank Holding Company Act be conducted
pursuant to the Administrative Procedure Act. Moreover, it would signifi-
cantly increase the present limited scope of judicial review of Board actions.
These provisions would act as a safeguard to assure that Congressional in- se
tention under the Act is carried out.
We have been requested, therefore, to reflect the support of our client com-

panies for the nonbank affiliated insurance agents who seek to have the in-
surance activities of the banks and their holding companies at least rolled
back, as S. 2721 proposes, to the minimum which may be deemed directly
related and necessary to the business of banking.

It is against that background that I appear here today.

UNFAIR AND COERCIVE BANS ACTIVITIES

The power of a bank to grant credit, which is the life blood of many small
businessmen and consumers, allows a banking institution to "offer" insurance
to customers on coercive terms they dare not refuse to accept. Although most
bp nkers are discreet in exercising such coercive power, some have openly ad-
mitted that they require loan applicants to purchase insurance from the bank's

See the Appendix hereto detailing the legislative background of Section 4(c) (8) of
the Bank Holding Company Act, which would be amended by S. 2721, and the Board's
highly questionable interpretation of Congressional intent as it related to Section
4(c) (8).



103

Insurance department or affiliated agency as a condition for securing a loan
or better loan terms. As a Vice President of a Virginia bank wrote in late
1974:
"Dear [Name Deleted] :
"I regret very much the incident concerning [Name Deleted]. I based my

decision regarding this matter on what I thought to be the best interest of
[Name Deleted] and the bank. As I indicated to [Name Deleted], our bank
could not accept the loan unless we were allowed to write the credit life
insurance. As I discussed by phone, the primary reason for this request to
write the insurance, was because this action increased the return of income
on the loan by a good margin. Had our bank been denied this additional in-
come, we could not have approved the loan. Because of the extremely tight
credit situation, I feel [Name Deleted] would not have obtained the loan
elsewhere. Therefore, I believed our bank to be doing [Name Deleted] a
service by granting this type of loan under these circumstances, with credit
as tight as it is at present.
I can still appreciate and understand your reasoning and regret that [Name

Deleted] saw fit to cancel his policy with your company. I am hopeful this
situation will not occur again in the future." 2
More subtle bapk pressure can be equally invidious. A bank loan officer may

merely "suggest" or "recommend" that the loan applicant consider purchasing
life or accident and health insurance through the bank's agency or affiliate.
This, it is "suggested," would be the most "convenient" way to reinforce a
loan application to assure its early and favorable consideration. Quite natural-
ly, the loan applicant considers this "suggestion" as a requirement which
must be met to obtain the loan. Thus, customers perceive the implicit threat
of the deprivation of a needed banking service and submit, usually without
public protest, to the "recommended" purchase of insurance.
Such coercion, direct or subtle, obviously eliminates meaningful competition

by nonbank affiliated insurance agents. These agents already engage in one
of the most competitive of all businesses. They are usually small independent
businessmen operating their agencies in communities throughout the country.
Neither such agents, nor their insurance clients, can successfully oppose the
overwhelming economic power of banking institutions which themselves seek
to sell insurance.
Many Senate and House members recognized during the hearings and floor

debates leading to the 1970 Amendments to the Bank Holding Company Act
the undesirable effects that could easily occur if bank holding companies were
allowed to engage in nonbank activities not directly related to banking. An
excellent summary of these problems was made by Senator Brooke of Massa-
chusetts in a Senate floor speech on May 11, 1970:
"The combination of banking and nonbanking operations under a single

management raises serious public policy implications. It is argued that if
banks become too closely involved in other business activities, either directly
or through holding companies, the managers of the bank might be induced to
make unsound loans in order to further their other business interests. . . .
"It has also been argued that commercial banks inevitably tend to lessen

competition when they compete in areas outside the business of banking. Thus,
banks can discriminate against their nonbanking business rivals by denying
them favorable access to bank credit and by granting this to their nonbanking
affiliates. This is a particularly serious problem in many cities and towns
where there are only one or two major banking institutions to which businesses
can turn for substantial amounts of credit.
"Banks also discriminate against their nonbanking rivals by unfairly luring

customers away. This is accomplished by offering customers of their affiliates
favorable access to bank credit or by suggesting to bank customers that if
they want continued access to bank credit, they should also use the services
of the holding company's other subsidiaries. Indeed, there is evidence that
such tie-in arrangements are deeply rooted in traditional banking practices.
"Banks can very effectively use their economic leverage to decrease compe-

tition in highly competitive, nonbanking industries characterized by a rela-
tively large number of smaller firms * * * ."

2 A photocopy of this letter is available for the Committee's reference.
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The prophetic statements of Senator Brooke and others have regrettably
come true. The record now shows that banking interests in many parts of
this country have used unfair, and perhaps illegal, pressure to enhance the
competitive position of their nonbanking divisions or affiliated companies. This
pattern has been particularly prevalent when insurance is involved.

With regard to the sale of insurance, a few examples will demonstrate the
typical pattern of abuse that has emerged around the nation:

In Georgia, a major bank had an established policy requiring its loan offi-
cers to "introduce" loan applicants to the bank's affiliated insurance agents
while the loan application was being processed.
In Oklahoma, during the period of tight money last year, several banks

offered lower interest rates on loans if insurance was purchased through
the banks.
In North Carolina, agents of a major bank's affiliated insurance agency fre-

quently visited the bank's branch managers and advised them that manage-
ment had suggested that the branch managers could assist them in locating
insurance clients. Obligingly, the managers referred the agents to bank custom-
ers.

Also in North Carolina, a bank affiliated agency contacted a businessman
who had applied to the bank for a large line of credit. The agency strongly
"recommended" that the businessman purchase a sizeable policy of convertible
term life insurance to cover this desired line of credit.
In Pennsylvania, a similar case arose wherein a bank advised a customer

that he must secure additional life insurance through a bank affiliate to se-
cure his line of credit.
In Minnesota, two businessmen seeking refinancing of a large real estate

project were each "requested" to purchase $1 million life insurance policies
through the bank if the refinancing were to be approved.
In most cases, of course, bank customers who have been subjected to bank

pressures dare not publicly complain because they are justifiably afraid of
jeopardizing their opportunities for securing credit in the future or endanger-
ing their existing loan situation. Nonetheless, the evidence demonstrates that
cases such as those cited above are not isolated problems, but that, to the
contrary, bank holding companies increasingly are making widespread use of
such unfair and coercive practices to sell insurance.
Thus, a survey taken in late 1973 by the Carolinas' Association of Mutual

Insurance Agents found that 84 percent of the agency members responding
stated that their customers who had switched to a bank affiliated agency
either felt obligated to buy insurance from the bank or felt that the purchase
of such insurance from the bank agency would have a favorable effect on other
noninsurance transactions with the bank. Similar abusive practices in other
parts of the country have already prompted a number of states to enact spe-
cific legislation restricting banks activities in the insurance business.'

FAILURE OF FEDERAL BANKING REGULATION

In spite of the clear need for federal supervision to contain these practices,
the Federal Reserve Board has failed effectively to deal with the problem
and has in fact pursued a policy of encouraging bank expansion into non-
banking activities. In the insurance area in particular, Board actions on bank
holding companies' applications may be characterized by one word—approval.
In the past two years alone, of the 488 applications which have been made to
enter the insurance agency business, 437 have been approved, while only 3
have been denied.'
Despite the present requirement of Section 4(c) (8) of the Bank Holding

Company Act that nonbanking activities must be "closely related" to banking,
Regulation Y, promulgated by the Board in 1971, permits bank holding com-
panies to sell any kind of insurance as a "convenience" to the purchaser, pro-

As of last summer the following states had passed legislation restricting bank hold-
ing companies engaging in the sale of insurance: Connecticut, Florida, Georgia, Maine,
Mississippi, Nevada, New Jersey, New York, Pennsylvania, and Vermont.

The other applications have either been withdrawn cr have not yet been subject to
final Board action.
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vided only that the amount of such "convenience" insurance does not exceed a
"significant portion" of that company's insurance activities.5

While the Board has been quite willing to allow bank holding companies to
engage in insurance activities that clearly are not closely related to banking,
its recent decision forbidding bank holding companies to engage in another
nonbanking activity, the travel agency business, shows that the Board lacks
consistency in applying its own standards.° In its decision the Board empha-
sized that travel agency business is not a traditional activity for banks,
noting that fewer than 150 banks now provide travel agency services.
Yet if the Board's travel agency case standards had been applied to bank

holding companies' applications to operate insurance agencies, it would have
been impossible to justify the Board's approval of the sale of noncredit insur-
ance. Traditionally, banks have not acted as agents in the sale of noncredit
insurance. Thus, between 1956 and 1971, the Board received fewer than 25
applications by registered bank holding companies to engage in insurance
activities and virtually all of those applications involved only credit-related
insurance or agencies located only in rural areas. Since the operation of an
insurance agency, like the operation of a travel agency, cannot be considered
to be integrally or functionally related to banking, it is indeed peculiar that
the Board correctly disregards the "convenience" factor in determining whether
a travel service is closely related to banking, but nonetheless unjustifiably
equates convenience with "closely related" in the insurance area.

LEGISLATIVE RELIEF NECESSARY

While the Board, facing severe political pressures and criticisms, has re-
cently adopted a temporary "go slow" posture for bank holding company ex-
pansion, its past actions demonstrate that Congressional guidance through
the form of clear and mandatory statutory guidelines is needed. The Board's
"go slow" policy today can become a wild "go go" policy tomorrow. The new
statutory provisions must prevent the Board, or any successor Federal Bank
Commission, from allowing bank holding companies to engage in nonbanking
activities, such as the sale of noncredit life insurance, which are not directly
and necessarily related to banking. Only Congress can provide the needed
guidance since the court system has only a limited scope of judicial review
and pays great deference to the decisions of regulatory bodies such as the
Federal Reserve.
Therefore we strongly urge that the Bank Holding Company Act be amended

to halt the continuing expansion of banking interests into the insurance field.
As a bare minimum, bank holding companies and their affiliates should be
restricted, as they were under the original 1956 Act, to selling only credit life
and credit disability insurance, the only forms of insurance that banks can
possibly claim to be related to their business.
To our endorsement of the provisions of S. 2721 pertinent to the proposed

Increased control of bank holding company operations in unrelated commercial
areas, we add the suggestion that the Banking Committee strengthen the
proposed restrictions in a few respects. We recommend that the Bill's "grand-
father" clause be deleted or substantially modified. At the very least bank
holding companies owning banks with more than a specified amount of assets
should be required, over a defined maximum period such as five or ten years,
to divest themselves of any nonbanking subsidiary which is not essential to
the operation of its bank (s). Such a phased divestiture would allow those
companies ample opportunity to divest an insurance subsidiary without burden-
some financial loss. If divesture is not required, large banking institutions will
be able to continue the unfair and perhaps illegal practices that serve as thevery basis for the pertinent provisions of this Bill.
We also recommend that the Committee specify, either in the Bill itself or

in the accompanying Committee Report, 'those activities, such as the sale or
underwriting of noncredit insurance, which are unquestionably not directly
and necessarily related to banking. Given the Board's continuing failure to

5 The current regulation does not define the meaning of a "significant portion." An"Interpretation" of the Board provides that 5% of the holding company's aggregateinsurance premium will generally be acceptable.
Decision dated January 26, 1976.
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regulate effectively the banking industry's participation in nonbanking activi-

ties, such a clear Congressional mandate unfortunately becomes necessary to

insure that Congress's intent is faithfully fulfilled.
Finally, we urge Congress to act without delay to adopt S. 2721 or similar

legislation prohibiting banking institutions from engaging in the sale and

underwriting of noncredit types of insurance. Immediate action on this legis-

lation is urgently needed to protect consumers, insurance agents, and small

businesses from economic abuse and to protect the public interest by preserving

the strength and integrity of banking.

Appendix

LEGISLATIVE BACKGROUND

The current Federal Reserve Board permissiveness in allowing banking

institutions to engage in insurance and other commercial activities contrasts

sharply with the intent of Congress expressed at the time the first compre-

hensive legislation to regulate bank holding companies was passed twenty

years ago. In enacting the Bank Holding Company Act of 1956, which remains

the legislative basis for regulating all bank holding companies, Congress dem-

onstrated a strong desire to prevent bank holding companies from controlling

both banks and nonbanking enterprises. To this end, the Act provided that

multi-bank holding companies (controlling more than one bank) would be

strictly prohibited from engaging in nonbanking activities.

There were, of course, certain limited exceptions to the general rule, the

most important of which was contained in Section 4(c) (8) of the Act. It

permitted holding companies to engage in certain nonbank activities provided

the Federal Reserve, which had responsibility for implementing the Act, de-

termined such activities to be "so closely related to the business of banking

as to be a proper incident thereto."
Banking interests found the 1956 Act blocked their profit-oriented goal of

engaging in nonbanking businesses such as data processing services, travel

services, equipment leasing, operation of commingled trust funds, underwriting

and dealing in revenue bonds and securities, and the selling of all types of

insurance.
To circumvent the Act's restraints on such nonbanking activities by multi-

bank holding companies, banks rapidly began utilizing one-bank holding com-

panies, which were not then subject to the federal regulation. Thus, a bank

wishing to engage in a prohibited activity would simply form a one-bank

holding company and engage in the prohibited activity through a subsidiary

of the holding company. This loophole would have allowed banks to enter any

line of commerce, including retailing, manufacturing, mining, or farming,

thereby rendering obsolete the Act's legal restraints on nonbanking operations.

In response to the great surge of new one-bank holding companies, Congress

began hearings in 1969 on legislation to make the Act's provisions specifically

applicable to one-bank holding companies. Recognizing that the one-bank loop-

hole soon would be closed, the banking industry mounted a massive lobbying

effort to create a new loophole by modifying Section 4(c) (8) of the Act to

broaden the exceptions to the general rule which prohibited bank holding

companies from engaging in nonbanking activities.

The 1970 Amendments to the Bank Holding Company Act, enacted after

lengthy hearings before both the Senate and House Banking Committee, did

extend the Act's provisions to one-bank holding companies. However, while

there was some minor modification of the language of Section 4(c) (8), the

Amendments appeared to retain the standard of the 1956 Act which limited

bank holding companies to nonbanking activities that were "closely related"

to the banking business. Thus the amended language required that the activity

be "so closely related to banking or managing or controlling banks as to be a

proper incident thereto."
The view that the 1970 Amendment in essence retained the prior restrictive

test in Section 4(c) (8) of the Act was widely held in the House of Repre-

sentatives. Thus, Congressman Reuss, now Chairman of the House Banking

Committee, explained during floor debate on the meaning of the Conference

Report that:
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"[T]he conferees clearly rejected the pleas of all those who were asking for
the Federal Reserve to be given greater flexibility in interpreting Section
4(c) (8)."
As House members saw it, bank holding companies would continue to be

prohibited from engaging in general insurance activities and would only be
allowed to sell credit disability and credit life insurance, forms of insurance
which the Federal Reserve had treated as "closely related" to banking under
the 1956 Act:
"Congressman BROCK." The thrust, then, of the legislative intent of the con-

ferees would be perhaps to allow a continuation of practices such as activi-
ties in the credit life insurance field, which are directly related to the banking
function, and not in the field of general insurance whatsoever.
Congressman REUSS. Certainly not in the field of general insurance; and

with respect to credit insurance, I would say the general lines picked out by
the Federal Reserve in its adjudications over the years will probably be con-
tinued. After all, they are dealing with the same language, 'closely related to
banking.' I would presume that would carry over to interpreting that test."
(italics added.)
By contrast, some Senators, and of course, the banking interests who were

seeking a new loophole, argued that the 1970 amendments to Section 4(c) (8)
gave the Federal Reserve greater flexibility to allow bank holding companies
to engage in nonbank-related activities than had existed under prior law.
In implementing the 1970 Amendments, the Federal Reserve adopted the

Position of the banking lobby and, contrary to Congressional views such as
those expressed by Representative Reuss, treated the current Bank Holding
Company Act as giving it greatly expanded power to authorize the entry of
the banking industry into nonbanking activities.
The Board's permissive interpretation of the 1970 Amendments to Section

4(c) (8) has resulted in bank holding companies aggressively and systemati-
cally expanding into numerous forms of nonbanking activities. At the same
time, banks have continued their concentration of the nation's economic power.
The CHAIRMAN. Thanks all of you gentlemen for most helpful

statements.
Mr. Schmuck, your position was very helpfully delineated in that

letter and I'm glad you read that and read it so carefully and
emphasized it as strongly as you did. The key sentence seems to be
in explaining what the banker did when he said, "As I indicated to
Mr. X, our bank could not accept the loan unless we were allowed
to write the credit life insurance." So the customer was not given
credit unless he bought credit life insurance from the bank.
Much of your testimony has been based on the thesis that this

present situation which the legislation would try to correct—the
present situation is inimical to effective competition, what you call
freedom of choice.
MT. SCHMUCK. Yes, sir.
The CHAIRMAN. I think that this is a powerful argument and I

think that Mr. Kremer, too, made the argument with respect to
credit life insurance.
Can you tell us specifically what other fields of insurance you

found that would be particularly subject to unfair competition in
addition to credit life? Is that the principal area?
Mr. SCHMUCK. Well, of course, our employment and our target

was to determine the effect of the conduct of insurance marketing by
banks upon the marketing activities of the agents of insurance com-
panies specifically in the life and disability insurance areas.
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Now it became evident to us in the process of this investigation
that the same situation as we have defined here with respect to life
and disability insurance applies in the general insurance area as well,
and Mr. Kremer I'm sure is much more qualified to speak in depth to
that point; but we did ascertain that this is an across-the-board prob-
lem throughout the entire insurance industry and is not limited to
the life and disability insurance industries.
There is one aspect of insurance, however, that at this moment ap-

pears not to be touched by the activities of the banks. For some reason,
recently the Federal Reserve Board decided that the sale by banks
and affiliated corporations of mortgage guaranty insurance was not
an appropriate related activity. Again, I'm somewhat puzzled by the
reasoning, but that is one exception that has been carved out.
The CHAIRMAN. Let me ask you why the antitrust laws that are

now on the books aren't sufficient to provide you with protection ?
Have you tried to use the antitrust laws?
Mr. SCHMUCK. We have not so far, Senator; no.
The CHAIRMAN-. Have your lawyers told you that they would not

be effective?
Mr. SCHMUCK. I'm not an antitrust expert, Senator, and I actually

have not consulted my partners who practice in the antitrust field. I
do know this, however; antitrust proceedings are exceedingly expen-
sive and they are long and drawn out. I'm unable at this moment to
give you an opinion as to whether the type of practices that we have
illustrated in our statement could become an effective foundation for
an antitrust suit, but I would be very happy to submit a judgment for
the record.
The CHAIRMAN. We would appreciate that very much.
Now Mr. Kremer, you indicated that one of the problems is you

don't
Now, 

a completely objective and fair referee. The Federal
Reserve Board, after all, is oriented toward the banks. Their con-
stituents are banks. They deal with the banks. They understand the
banks. Some of the Governors are former bankers and they are very,
very good people, of the highest integrity, but nevertheless, their
background would give them the sympathy toward the banks.
You also, I think, indicated the Fed encourages diversification..

That is it encourages the banks or the bank holding companies to get
into areas not of the kind of strictly banking nature that would seem
to be best. Can you document that for us?
Mr. KREMER. Senator, I think—and our lawyers are here—but I

believe that you will find documentation of that in the very large
summation in the appendices that we have given you and I'm sure if
it's not in there we can supplement and give you all the information
you need in that regard. Again, as you say, sir, we certainly are not
implying anything wrong at all in the way the Federal Reserve Board
operates. It's just that they are in constant contact, they are in meet-
ings, they meet with these people and consult with them on a daily
basis. We nonbanking people just are not in a position to compete at
that level.
The CHAIRMAN. That was my point. I didn't mean to challenge the-

integrity of the Fed. I have great respect for them. But I think there
is that understandable tendency for them to think in terms of the
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well-being of the banks and they should, but they go a little far in
this case.
Mr. Bobo, one of my concerns is the effect on competition of bank

holding company expansion. Could you compare the size of units in
your industry with the size of units you would be required to compete
against in the banking industry?
Mr. BOBO. Well, the members of our association, which represents

the marketing arm of the mainstream of life insurance, are primarily
small businessmen such as myself, individuals who are at best two or
three people joined together with relatively small operations around
the country. We may 1;e affiliated with one or more very large com-
panies at the home office level, but in the marketplace we would b,;
characterized I'm sure as very small businessmen in comparison with
the banks in our communities.
The CHAIRMAN. Now we already have the very helpful and specific

evidence that Mr. Schmuck gave us with respect to credit life. Is there
evidence that the banks are engaging in tying credit allocation to the,
purchase of other services marketed by the bank holding company?
Mr. BOBO. Yes, sir, I think there's evidence to support that. It's an

extremely difficult thing to uncover for the reasons that have already
been attested to, and I think that is the great fear of our association,
that it is a practice that is growing and one of the reasons that I
wanted to make the distinction between credit life insurance, and
other forms of insurance of debt. Again, when insurance people talk
about credit life insurance they are talking basically about small loans
and relatively small amounts of money. Insurance to cover large lines
of credit are normally known by other nomenclature and we do see
evidence that there are some banks that are beginning to cast a ratherstrong eye in that direction.
I would also agree with the testimony of Mr. Schmuck that thereare a great many reputable banks that have stayed out of that par-ticular market, so I would not want to imply that all banks are doingthis. But we see a movement that could be accelerated and that isprobably our great fear, unless the practice is curbed.
The CHAIRMAN. Now, is the tie-in overt, direct, that is, in a sensethat was provided in this letter where there was obviously no questionabout it, in which case it seems to me that perhaps legislation simply

prohibiting that kind of tie-in might be satisfactory; or is there alsoa very powerful psychological attitude developed on the part of
customers who anticipate that if they're going to get credit in any
kind of a tight credit market they'd better patronize whatever else the
bank has to sell?
Mr. BOBO. I think there's no question that both of these factors

exist.
The CHAIRMAN. Even though we might prohibit making this a tie-

in condition on the part of the bank, you still would suffer from the
fact that the customers would know that if they wanted to get credit
that one way they could do it would be to buy the other services which
the bank offered in competition with you?
Mr. BOBO. Yes, sir, that is correct, and I think there's some evidence

to support that because the National Association of Insurance Com-
missioners have attempted to deal with this with anticoercive laws at

69-452-76-------8
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the State level and they have been virtually ineffective in the sense
that seldom do they get a complaint under these laws because the per-
son voluntarily taking this position does not necessarily feel that he's
aggrieved. He's just doing what he thinks is necessary to improve
his chances of extending his line of credit.
The CHAIRMAN. Senator Garn.
Senator GARN. Mr. Chairman, I have no questions at this time, but

with your great interest in disclosure legislation and conflict of in-
terest lately, I think I ought to make a full and open disclosure to
you at this time that I was a member of the National Association of
Life Underwriters for 8 years.
The CHAIRMAN. Well, I suppose we have people on the committee

who have also been bankers. I worked for a bank but not for that long.
Senator GARN. You can take that into consideration when we get

to a markup.
The Cii_tnimAx. OK, Senator Stevenson.
Senator STEVENSON. No questions and no disclosures, Mr. Chairman.
The CHAIRMAN. I do have a couple of more questions on the pro-

cedural provisions of the bill. How important is it to require the
Federal Reserve to 'adopt regulations and issue orders only after an
on-the-record hearing, after opportunity for cross-examination and
prohibit ex parte communication by the banks by the Federal Reserve,
Mr. Kremer?
Mr. KREMER. I'd like to defer that question if I could to our coun-

sel, Mr. Chairman.
Mr. NEVILLE. Mr. Chairman, my name is John Neville. I'm the

general counsel of what used to be the National Association of Insur-
ance Agents.

It's been our experience over a long tedious course of litigation that
these matters need to be put on the record so that they can be han-
dled in an expeditious way. The Federal Reserve Board is very tech-
nical, as I suppose they have to be, but it makes it a very difficult,
costly process to challenge the Board in a formal way. Any procedure
that will make the procedure more easily handled by those question-
ing the Board will be a vast improvement.
The CHAIRMAN. Do they make decisions now based on information

not in the record? Is there a feeling that they may be talking to the
banks and not to the other competitiors?
Mr. WILSON. My name is Tom Wilson. I'm assisting Mr. Neville in

this. I'm with Wilkinson, Cragun and Barker and we are Washington
counsel for what used to be called the National Association of Insur-
ance Agents.
The IIAA, as it is now known, has a vast amount of experience of

what the Board is inclined to do and the fact of the matter is that
while we believe that all those people at the Federal Reserve Board
and the bankers are honorable men, they go down—after all, the Fed-
eral Reserve Board is a bank and they are made up of bankers and
they talk to bankers and they go to bankers' conventions and that's
necessary. It's part of their job in regulating the banking industry to
know the bankers who they are dealing with and to know the opera-
tions in which they are engaged. However, that also permits—when
an outside party comes in it's very difficult for third parties who are
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bankers already have the ear of the Federal Reserve Board just as a
function of the symbiotic relationship of the regulatory process.
That's not true with outside third parties and for that reason, again,
while we're not suggesting that anything untoward has gone on, it's
just the atmosphere that's created and it's just part of the process
that is a function of the regulatory process.
The CHAIRMAN. That's very helpful. I take it then you feel

on the basis of what Mr. Kremer referred to as a sympathetic regu-
lator, that it would be very helpful to have as a corrective for this, on
the record hearings and opportunity to cross-examine and decisions
made, on the basis of the information that has been adduced in an on-
the-record hearing?
Mr. WILSON. That's true, Senator. and if I could add just one

thing more. The experience that the IIAA has had in the litigation
that they have been involved in for years is that, while in a written
statement of some sort using such words as "convenience" and "closely
related" and "directly related" may indicate one thing, when you get
the details of how insurance is written, what kind of coverages we're
talking about, under what sort of circumstances, involving certain
kinds of loan transactions, or one set of loan transactions as opposed
to another set of loan transactions, something different may be indi-
cated. What is really crucial is the cross-examination because when
you got beyond the glibness of the words "convenience" and so forth
into the details of how it works in the process it's immensely im-
portant to examine that through a cross-examination procedure in
order •that •a real perspective be established as to how the thing is
going to operate when the banks are actually engaged in the non-
banking activity through an affiliate.
The CHAIRMAN. Fine.
Mr. SCHMUCK. I thought perhaps I might add something to this

part of the discussion. It's my understanding that prior to the 1970
amendments there was the requirement that each individual applica-
tion by a bank to embark upon the marketing of insurance, for ex-
ample, required affirmative findings based upon evidence produced
before the Board. By virtue of the interpretations that the Federal
Reserve Board has placed upon the 1970 amendments, it is my under-
standing that an application is granted at the local Reserve Board
level if the application falls within the published regulations and
rulings on its face and if there is no specific request that a hearing be
held to allow for opposition to an individual application. So that as
I see it, the pendulum of the regulation has swung from the one ex-
treme in which hearings were required on all applications and during
that period the statistics show there were relatively few applications,
to the opposite extreme where a hearing must be demanded in order
that opposition may be stated.
I would like to add two other things if I might at this point,

Senator. Bearing on your question of the attitude of the banker, we
included in our statement at pages 9 and 10, a summary of a survey
which was made by the Carolinas Association of Mutual Insurance
Agents. Those are representatives of mutual nonlife insurance com-
panies. They took a survey in 1973. Of the responses that were re-
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ceived from their members. 84 percent stated that the customers of
their members who had switched to a bank affiliated agency either
felt obligated to buy insurance from the bank or felt that the pur-
chase of such insurance from the bank agency would have a favorable
effect on other noninsurance transactions with the bank.
And finally, Senator. I perhaps did not make entirely clear that

the illustrative patterns of activity which we summarized at pages
8 and 9 of our statement dealt with the sale of other than what is con-
sidered to be conventional group credit life insurance. In other words,
each of these summaries dealt with situations in which customers
were being urged or required to buy individual life or disability in-
surance coverage of the ordinary policy type.
The CHAIRMAN. That's very helpful.
Mr. KREMER. Senator, if I may, I think perhaps I can shed some

light, too. I have a letter not quite as explicit as Mr. Schmuck's letter,
but this one is of particular interest because it happened in my own
insurance agency and this letter is written to a salesman who works
for our agency by a customer, and I will see that you are furnished
with a copy of this letter, also.
I think he was sincere. This is the structural tie-in, Senator. This is

the, feeling that the consumer had without any pressure or coercion
whatsoever. I don't think he had his arm twisted. Honestly.
[Copy of the letter follows:]

JANUARY 7, 1976.
Mr. WI:m.1Am N. HASTINGS, Jr.,
HANNA AND KREMER INSURANCE, INC.

Salisbury, Md.
DEAR TILL: The purpose of this letter is to clear up any misunderstanding

that may have arisen as a result of the recent changes in our insurance pro-
gram. We instructed you to discontinue the Automobile Dealer's Physical
Damage coverage in the package policy that you have so that we could obtain
this coverage through   Bank. As you know,  Bank
does the floor plan financing of our new car inventory.
This in no way indicates dissatisfaction with your service or that of the

company, Aetna. As I explained to you, we feel that we have to place this
coverage with the bank because we so frequently request special favors of
them. Even if their premiums were to prove a little higher, we would still feel
obligated in this way.
Please also be assured that this in no way implies that the bank has forced

us to make this change in our insurance program. Best wishes.
Very truly yours,

The CHAIRMAN. That was very helpful. That responds very well to
the question I asked previously on whether or not it would be satis-
factory simply to prohibit a mandatory tie-in on the part of the bank.
We still have the very large recognition on the part of the customer
that if he wants credit he'd better be a good customer of the bank's
other services.
Mr. KREMER. We feel this is more insidious than a direct coercion,

obviously.
Mr. BOBO. Could I just add a response very briefly to two questions

you addressed to Mr. Schniuck earlier? You raised the question of the
antitrust remedies available, and on pages 5 and 6 of our statement
submitted for the record we do address this question and we quote
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testimony from the 1970 hearings from an Assistant Attorney Gener-
al of the United States where he defines this as a structural problem
and not one of any misconduct. Because of that, there are no anti-
trust remedies that would be effective in dealing with this.
Then the other question—are there other forms of insurance other

than those connected with credit transactions? I think a good example
would be the solicitation by a number of banks through their Master
Charge or credit card systems. When a bank sends out a notice that
they are offering a, low-cost program for their credit card customers,
there is an anticompetitive element involved there because in the
public's mind a bank is not an insurance company and the public
associates banks as being objective noncommercial institutions. Conse-
quently, the public feels if banks say the insurance is low cost then it
must be true.
The fact of the matter is, in most instances, it's not low cost and

there are many products available that would be far more competitive
and we. feel that the banks have used their good offices in endorsing
products that may not necessarily measure up to the advertising.
The CHAIRMAN. That's very, very helpful.
Mr. Kremer, there's a provision in this bill prohibiting the Comp-

troller of the Currency from approving an activity of a national
bank which the Federal Reserve has denied for a bank holding com-
pany. That gets into the problem of "competition in laxity" which you
may have heard about between the various regulators.
How important is this provision and would you support S. 2298

which establishes a single bank regulatory agency and abolishes the
Comptroller's office?
Mr. KREMER. Sir, I think it is extremely important and the record

that you have will show why we feel that way, because we go back to
1962 as far as litigation is concerned. I believe that the record will
show that we have indicated support for S. 2298 and if my memory is
correct, our trade association has as its policy on record a resolution
in favor of your bill, S. 2298.
[The following letter was received for the record:]

SUTHERLAND, ASBILL & BRENNAN
Washington, D.C., April 12, 1976.

Hon. WILLIAM W. PROXMIRE,
Subcommittee on Financial Institutiov, Supervision. Regulation and Insurance,

Committee on Banking, Currency and Housing, Washington, D.C.
DEAR SENATOR PROXMIRE : When I testified on S. 2721 on March 4, 1976, you

authorized me, as a response to one of your questions, to submit to the Committee
this written opinion as to whether certain practices of bank holding companies
and their banking subsidiaries described in my testimony could be made the
subject of an antitrust suit.
My testimony described a variety of actions by which banks and bank holding

companies have employed their economic power over the granting of credit to
enhance the competitive position of their non-banking divisions or affiliated
companies in the sale of various forms of insurance. Although such practices
are, in my view, clearly unfair and improper, and although many such practices
clearly violate the spirit of the antitrust laws, I am advised that the antitrust
laws are not an effective mechanism for policing them.
In many cases, a loan applicant is encouraged by a bank to deal with its

non-banking affiliate through subtle and indirect forms of coercion which simply
do not amount to a violation of the antitrust laws as presently intepreted by the
courts. The Sherman and Clayton Antitrust Acts, 15 U.S.C. §§1, 14, prohibit,
"tie-in" arrangements but only where the availability of one product or service
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is conditioned upon the taking of a second product or service. See ABA Antitrust
Law Developments 38 n. 239 (1975). Where the bank merely recommends or
suggests that a loan customer get in touch with its affiliate, or where the bank
simply introduces its customer to the insurance affiliate, it would be most diffi-
cult, and perhaps impossible, to demonstrate, through legally compelling evidence,
that degree of coercion which would be adjudged to be an illegal tie-in.
Even in those cases where the bank explicitly conditions the granting of credit

on the purchase of insurance from an affiliated company, an illegal tie-in may
not be adjudged unless it is found that the bank had sufficient economic power
in the credit market to raise prices or to impose other burdensome terms with
respect to an appreciable number of buyers within the market. Fortner Enter-
prises, Inc. v. United States Steel Corp., 394 U.S. 495, 504 (1969). Parenthetically,
there may be a question whether some of the methods by which bank holding
companies induce people to purchase insurance from or through non-banking
affiliates may be exempted from federal antitrust suits by the McCarran-Fergu-
son Act, 15 U.S.C. § 1012(b). And finally, although certain of these practices
might come within the scope of Section 5 of the Federal Trade Commission Act,
banks are in fact exempt from this Act. 15 U.S.C. § 45( a ) (6).
Thus, although it is possible that antitrust actions may be successfully prose-

cuted in some individual cases, it is apparent that such prosecutions alone can-
not remedy the pattern of abuses described in my testimony. Antitrust enforce-
ment, therefore, is not in my opinion an adequate substitute for legislative reform.
I shall appreciate inclusion of this letter in the record, and you are assured

of my cooperation in responding to any other inquiry concerning the subject
matter of my testimony.

Respectfully submitted,
EDWARD J. SCHMUCK.

The CtrAnntAx. Thank you very much.
Well, thank you, gentlemen, very, very much. We appreciate your

statements. They are most helpful.
Our next panel consists of Mr. Thomas Owen, president of the Per-

petual Savings & Loan Association; Mr. Arthur F. F. Snyder, former
president of the Bank of the Commonwealth: and a good friend and
constituent of mine., one of my bosses, Bruce Thomas, Mortgage Insur-
ance Companies of America. Apparently. Mr. Owen is unable to be
here, so we will start off with Mr. Snyder and then Mr. Thomas.

STATEMENT OF ARTHUR F. F. SNYDER, FORMER PRESIDENT,
BANK OF THE COMMONWEALTH

Mr. SNYDER. Thank you, Mr. Chairman.
I have spent the last 20 years in banking. at the National Bank of

Boston of which I was executive vice president. and the past 3 years
as president of the Bank of the Commonwealth in Detroit.
The CHAIRMAN. So you have a solid banking background ?
Mr. SNYDER. Well, I have a banking background. It's nice of you

to call it solid.
I am deeply concerned with the soundness and structure of the

banking community and anything that anyone does to strengthen that
community I am for. For that reason, I am honored to be here today.
I would like to say a few things very briefly that may be funda-

mental but I hope they are not intended to do anything more than to
refresh our memories.
A bank and a, commercial business are exactly opposite. in their

accounting structure. If a group of investors get together to form a
commercial business and say collect $10 million, with that $10 million
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they buy assets and leverage those assets maybe two or three times to
one, so that the total structure of the enterprise may be $30 million
based on $10 million of capital. They leverage those assets by means
of debt and other forms of borrowing. That debt follows those assets,
something particular to remember.

If, on the other hand, we form a bank with $10 million, that capital
supports a rented facility usually in the beginning and people who
conduct themselves in such a manner that they attract deposits
through their integrity because deposits are entrusted with them.
With those deposits, which are liabilities, they invest in loans and
other short-term investments. They can leverage that capital not 2 or
3 times to 1, but 10 and 12 times to 1. It's a much greater leverage.
But fundamentally, the difference between a bank and a commer-

cial business is that in a bank the assets follow the liabilities, whereas
in the commercial business the liabilities follow the assets. This may
not be de jure, but it's de facto at least. It's a fundamental proposition
which I state from my point of view.
In the last 10 years ,several banks have gotten themselves into

trouble. Most of the troubled banks occur because of controlled owner-
ship or particular ownership by several people. In the commercial
banking system, if you create a holding company on top of the bank
to compete in ordinary business, the bank suddenly acquires one
shareholder instead of many, its holding company. The holding com-
pany tends to need profits from that big capital assets, that highly
leveraged capital asset, which they use to support either directly or
indirectly the other things that they are doing in the commercial
sense.
I'm against the banks going over into the commercial area because

of several things. First, the banker tends to be traditionally set apart
from commerce, to be an observer of the scene, to make judgments on
the scene, to lend credit to the scene. He should not be a part of the
scene. He should be a professional, a total professional. He is en-
trusted with the liquid assets of the families and businesses of his
community and anything he does to dilute that trust is wrong for the
community.
Furthermore, us bankers are lucky if we know enough to run our

own banks well, much less run other people's businesses well.
I agree with what has been said before with respect to competition.

I do not think that the bank should be in competition. He's using
great amounts of leverage. The leverage arises through the deposits
of the community. They are not his deposits. He doesn't own them.
He's entrusted with. them.
In the olden days, the king used to be ascribed a great deal of

power and intelligence because of that power. The banker sometimes
is ascribed intelligence because he has power. It doesn't necessarily
follow. I guarantee it. But he should not be allowed and permitted to
move over into the commercial area of the community.
Furthermore, as the inflation increases the need for capital in the

bank, the capital is not built at the same, level. Therefore, there's a
capital shortage. He should not be using that capital shortage over in
the commercial area. He should reserve it to protect his own
depositors.
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Mr. Chairman, I'm grateful to be asked to be here. I have spoken
to items which I consider to be fundamental to the banking system. I
speak in behalf of the banking system, not against it. I speak in sup-
port of the Federal Reserve. I have put my feelings in. an article
which was printed in the Wall Street Journal 2 years ago. I believe
that. the Federal Reserve agrees with my concepts and I support the
Comptroller of the Currency, the Federal Reserve, and the State
banking commissioners in a vefy difficult job.
Thank you, Senator.
The CHAnnrAlc. Thank you, Mr. Snyder.
[Complete statement follows:]

STATEMENT OF ARTHUR F. F. SNYDER, FORMER PRESIDENT, BANK OF THE
COMMONWEALTH

The necessity to restrict bank holding companies to activities directly re-
lated to banking arises from two reasons. First, the banking system has a
limited amount of capital to support the deposits of the bank in the holding
companies. Second, there is only so much management expertise in any orga-
nization and banking has enough to do to follow and manage the proper lend-
ing activities in the bank.

Just as management makes a decision where it is to invest its money, there
is also an equal decision as to where a bank invests its management. Tradi-
tionally, the middle management of banks has not been highly paid; therefore,
bank management is limited to the level of ability for which it is being paid.
By expanding activities beyond those directly related to banking, the manage-
ment of the banks is diffused into areas with which it is not familiar.
In my opinion, the expansion of holding companies into activities, other

than those directly related to bank, is fundamentally wrong—because a bank
is not in the business of making its shareholders rich. It is in the business of
being a trustee for its depositors. When a bank expands its activities into
ordinary commerce, it is making an investment decision, rather than a loan
.decision. Investment risks imply the risk of the marketplace and the loss of
the capital committed. Lending risks, on the other hand, imply that certain
ratios have been measured before a loan was made and that there are margins
to the collateral involved which give reasonable assurance that the loans will
be repaid. Gaining the repayment of bad loans is a far different matter than
regaining the capital in a bad investment. Therefore. I am opposed to bank
holding companies becoming involved in activities other than those directly
related to the banking industry.
Banking used to be an industry unto itself. Increasingly, it is becoming only

a part of some other vaguely-defined industry. The growth of this form of
organization matches anything any other industry has to offer. In 1962 just
442 of the nation's 13,426 commercial banks were part of multiple-bank hold-
ing company groups, or less than 4%. The data available for 1972 showed that
deposits held at holding company banks had climbed to 61.5% of the nation's
total, with most of the recent growth occurring in the multiple-bank classifi-
cation. Bank holding companies accounted for 73% of all acquisitions of
banks at the end of 1973. Analysis of deposits held by large banking institu-
tions during the past 25 years showed that the largest ten had almost 30%
of the deposits by 1975.
An entirely new consideration has entered the picture, especially as it con-

cerns the phenomenal growth of the one-bank holding company arrangement.
Holding companies can enter new product lines and new geographic markets
that would otherwise have been impractical or impossible for their bank sub-
sidiaries to enter.
Perhaps it was only a coincidence that the desire to seek new markets grew

at the height of the conglomeratization craze of the late 960s. Or perhaps it
was felt that some new lines would be helpful in gaining admittance to the
go-go clubs that were very popular on Wall Street at the time. In any event.
the one-bank holding company was a truck big enough to drive through the
loophole in the Bank Holding Company Act and pick up loads of new markets.
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Between 1950 and 1959 only 290 non-bank subsidiaries were acquired or formed
by the one-bank holding companies then extant. In the 1965-70 six-year period
the number of non-bank acquisitions and formations zoomed to 2,571.
The 1970 amendments brought one-bank companies under the control of the

Federal Reserve, which promptly set narrow limits on the non-bank activities
in which they could engage. The "grandfather" clauses incorporated into the
legislation afforded little protection to any organization the Federal Reserve
governors seriously wanted out of unacceptable non-bank activities.
Even with the more stringent regulatory environment, there has been little

reason to believe that it will much affect the changing thinking of bank holding
company management. Like the businessmen they have become, they are talk-
ing about "performance". Many have moved over to the Big Board. They now
wateh their P—E ratios as closely as any electronics manufacturer used to.
Themselves "institutions", they have taken to familiarizing analysts with
their growth potential in the hope of becoming the "darlings" of still other
institutions. In short, bankers are becoming like everyone else in business and
that is where the danger lies.

4
Bankers are not like everyone else in business. And, for the most part,

that's how they have viewed themselves historically. They are affected with
the public's interest. They are the guardians of the liquid assets of millions
of families and businesses. They supply credit, the lifeblood of the nation's
economy.
Banks are recognized in both state and federal laws as quasi-public utilities.

They operate under state or federal charters. A charter is a vastly different
instrument than a license to do business which is available to all for the
asking. As a matter of public policy, the banker is expected to be different
from the ordinary businessman. The essence of being a banker is to stand
apart from the excitement and to serve business and the community without
joining in business activity. The banker, like the attorney and the accountant,
acts as an observer and a Servant, but not as an active participant.
When the banker's only concern becomes his own profitability, there is a

risk that he might lose his objectivity and, thereby, diminish his ability to
serve. This is what happened in the 1920s when even men of intelligence and
character followed the trends of the times and engaged in practices which
unquestionably deepened the Great Depression that followed. How else can
one account for practices such as unrestricted loans to almost anyone for
carrying securities which fueled the fires of the stock market boom that ended
so abruptly in 1929? Or for non-reducing mortgage loans that meant the home
owner neither reduced his liability nor increased his equity? Or for the evil
practice of "investing" depositors' money as investment bankers invest their
own capital? Bankers who were concerned only with their own profits lost the
virtue of self-restraint, the very quality they so admired in their customers.
When the holding company needs a shot in the arm for its next earnings

statement and leans on the bank subsidiary or subsidiaries to provide it, how
well will the public's trust be remembered? How loyal will, or can, the bank's
management be to sound banking practices? In a situation where the holding
company officials are not bankers—or have forgotten what it is to be a banker
—isn't there a danger that prudence might give way to expediency? Bankers
establish reserves for loan losses because they know that a small percentage
of their customers will have taken too great a risk and the loans will not be
repaid. On the other hand, where are the reserves for investment losses to
protect the depositors if the banker takes too great an investment risk and
loses? Default risk is one thing; the businessman's investment risk is quite
another.
The problem lies in the fact that the biggest asset in the holding company,

that great profit flywheel—the lead bank—has only one shareholder. And hold-
ing company management votes its holdings as one share. The assets of banks
are not created by the stockholders investing money as they are in a regular
corporation. That corporate capital is turned into assets and additional assets
are acquired by leveraging, earnings and more capital.
On the other hand, the major assets of a bank are created when depositors

entrust their money to the bank. These deposits are then turned into assets
with the bank's capital becoming leveraged as much as ten to one. Therefore,
the assets of the bank do not truly belong to the stockholders. Rather, they
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belong primarily to the depositors. Neither those assets nor what they earn
should be used capriciously to benefit the shareholder at the risk of the de-
positor.
Another way of saying the accounting of a bank is directly reverse from

the accounting of a corporation is that in a corporation the liabilities follow
the assets; but in a bank, the assets follow the liabilities. Since it is the de-
positors' money which is being leveraged, not the shareholders, it is easy to
forget that our responsibilities in the banking industry are forever to the
depositor. If we make money for the shareholder, we are benefitting the de-
positor by increasing his protection against leverage.
There can be no banking reason to own a bank. There can be prestige

reason or an investment reason, but no banking reason. With 14,000 banks in
the country, if an owner cannot get his banking from one of those, he has no
right to get it from his own bank. We see this in many of the problem banks
of the past decade. Closely owned banks tend to put more pressure on manage-
ment for higher earnings. Weak management takes greater risks and, in the
long run, provides poorer, if not disasterous, results. The result of controlled
ownership of banks can be easily seen in the U.S. National, the Franklin
National and several others. What may not be recognized is that in the holding
companies, particularly the one-bank holding companies, the flagship bank is
a big asset whose earnings must provide the income for the holding company.
Since that flagship bank has only one shareholder, its parent, it is all too easy
to vote for higher risks to gain greater yield. The depositor, the reason a bank
exists, has no interest in that goal.

STATEMENT OF BRUCE THOMAS, MORTGAGE INSURANCE
COMPANIES OF AMERICA

Mr. THOMAS. Mr. Chairman, I am Bruce Thomas, vice president
of the Mortgage Insurance Companies of America and chairman of
the Continental Mortgage Investment Corp., the second largest
private mortgage insurance company. I'm a resident, as you know, of
Madison, Wisc., where I am also a director of the First Wisconsin
National Bank and have been for the past 5 years. It's the fifth
largest bank in Wisconsin.
I appear here in support of the amendments to section 4(C) of the

Bank Holding Company Act set forth in S. 2721 and I appear as
vice president of the Mortgage Insurance Companies of America, a
trade association made up of 12 of the 13 private mortgage insurance
companies. We refer to ourselves as MICA. Our statement has been
filed by Mr. Karl, who is president of MICA. He was unable to be
here this maiming. Mr. Karl is chairman of the Mortgage Guarantee
Insurance Co.
There are, as I say, 12 members of our trade association, three in

North Carolina, two in California, two in Wisconsin, one in Michigan,
one in Georgia, one in Virginia, one in Illinois, and one in Ohio.
MICA is grateful for this opportunity to express its concerns as

we are operating in the face of a Federal Reserve Board determina-
tion that mortgage insurance is in fact closely related. They have not
dropped the other shoe and authorized the bank holding companies
to enter into our business. A petition that was initiated early in 1973
was denied in September of 1974.
Let Inc state first of all that MICA is not antibanking. Banks are

customers of ours in the mortgage insurance business. They serve as
our transfer agents and as our registrars. They manage our pension
funds. They are custodians of our securities for safekeeping. They



give us lines of credit, borrowings, and they make construction loans
when we build buildings. Those are all historic banking functions
and we are grateful for our business relationship with them as bank-
ers and as customers.
MICA's concern with the bank holding companies was activated on

May 23, 1973, when the Federal Reserve Board issued a proposed
rulemaking notice that they were thinking of authorizing the under-
writing of mortgage insurance as a permissible activity of bank
holding companies. After briefs and a considerable struggle, we were
able to get the Federal Reserve Board to agree to a hearing. Senator,
responsive to the question you asked as to do we favor the procedural
aspects of this bill, our answer is, yes, very much so. The due process
rights of every opponent of a bank holding company proposing to
enter into the commercial area calls for an appealable record. The
Federal Reserve Governors should decide on the facts as they have
been presented in an open forum with the opportunity for examina-
tion and cross-examination.
You asked does somebody that's not a banker feel comfortable go-

ing before a bank regulatory 'authority. Relative to our own feelings,
when we were before the Federal Reserve Board, we felt like carpet-
baggers in the Holy Land. Members of the Federal Reserve Board
staff went to lunch with the bank proponents to get the questions to
ask of us while we were appearing as witnesses. I hardly think that's
a role of an independent body representing all aspects of the public
interest.
I urge the committee to review the testimony in that proceeding on

January 24 and 25, 1974, particularly the testimony of independent
parties who were not giving self-serving declarations, which I could
be accused of giving when I'm a witness in opposition to a bank
holding company trying to come into the area. But look at the state-
ments of Professor Rapkin of Columbia University and Professor
Graaskamp of the University of Wisconsin. Look at the statement of
Jim Barnes, chairman of the Commonwealth Bank in Detroit and
chairman of Barnes Mortgage Banking Co. Their statements will
give a true and correct picture of the difference between banking and
mortgage insurance.
You asked about the relationship of the size of the proponents for

bank holding company expansion and MICA. The 30 banks who filed
statements in support of the bank holding companies coming into
private mortgage insurance had combined assets of $144 billion. That
represented 18 percent of the bank assets in this country. Our com-
panies had total combined assets at the time of $350 million in op-
position. On the other side, as leading proponents, were the three
largest banks in the United States, bank holding companies—the
Bank of America, Citicorp and Chase Manhattan.
At the hearing, the Bank of America and Indiana National Bank

of Indivnapolis were the two active proponents.
The CHAIRMAN. We get lost in those figures so easily. You're saving

that the size was about 500 times greater on the other side than yours;
is that about right?
Mr. THOMAS. That's correct, sir.
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The CHAIRMAN. 500 times greater. From that standpoint, I think
you very vividly show us the inequality of the competition just from
the standpoint of sheer size.
Mr. THOMAS. Also, appreciate that we were playing the game on a

court where the referee was a "homer." You understand that'?
The CHAIRMAN. Yes.
Mr. THOMAS. Let me say why we were so upset with the proposal

that bank holding companies enter our business and describe the
grounds on which we opposed the proposal.

First of all, we opposed entry on the ground of conflict of interest;
second, on the basis of unfair competition; third, on the grounds that
it was contrary to the public's best interest in preserving the historic
separation between banking and commerce and; fourth, because it
would fragmentize the private mortgage. insurance industry into a
lot of little regional companies when the essence of insurance is
spreading the risk across a wide spectrum of the United States; and
fifth on the grounds that bank entry would lead to -unsound business
practices, some of which have been alluded to by witnesses who ap-
peared before and which have been very neatly outlined in the testi-
mony of Mr. Karl in the form of his written statement which was
prepared for this proceeding by Mr. Russell Van Hoosier. an MGIC
officer who is the former commissioner of insurance for the State of
Michigan, a Harvard business school graduate and a Harvard lawyer,
a man that has tremendous understanding of the promlems of un-
sound practice in the insurance business.
I refer to page 3 of Mr. Karl's statement where he cites the Alger

report. Back in the 1930's, the private mortgage insurance industry
existed and got into great difficulties in the collapse of real estate
values in the depression. Governor Herbert Lehman, the Governor of
New York, appointed a special committee on private mortgage insur-
ance and the relation of other institutions to it. Alger was a young
assistant attorney general and in his report back to Governor Lehman
he had this to say:
The business of guaranteeing mortgages is not an ordinary banking function

and the public would have been better off If none of the companies had owned
or been affiliated with banking institutions, or in turn had not been owned by
them.

I point out another factor that I think this august body, the Senate
Banking Committee, should be aware of because they have been
acutely sensitive to the capital needs of banks during the credit crunch
that we have been going through since 1973 and 1974. The mortgage
insurance business is a capital consuming business and the last three
companies that were started in our business started with initial
capital of between $10 and $22 million. One. of the bank proponents
that appeared before the Federal Reserve Board in January 1974
initially proposed that they would enter this business with $3 million.
Then when they found out it would take $5 million to be qualified to
sell loans to FNMA or Federal Home Loan Mortgage Corporation,
they increased what they thought they would need to $5 million. Then
when they began to hear the testimony, they thought they would
really need $15 million. So they went from 3 to 5 to 15 in the space of
one day's testimony.

4
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The. bank holding companies should be prepared to meet bank
needs when economic pressures develop of the kind that developed in
1974 when in the fourth quarter we had 14 percent inflation, 9 per-
cent unemployment and a 12 percent prime rate, and they shouldn't
be trying to 'allocate capital that's been put in their bank by little
people in the form of deposits and taking the risks that are involved
in a high-risk business such as the business we're in, the private mort-
gage insurance business.
I can remember with some amount of amusement that one of the

proponents—and I won't cite which one it was—told the Federal
Reserve Board that one of the things they were going to do for the
public before they ever spent one day in the business was cut rates.
They were going to cut rates on the basis of a loss experience that
they were witnessing in the historical past, during 1972 when the rate
of unemployment was 4 percent and the rate of inflation was 4 per-
cent and the prime rate was 4.5 percent and our loss ratios ranged
between 7 and 10 percent. Those loss ratios, Senator, in the fourth
quarter of last year got up to 50 and 60 percent very quickly. We had
very high unemployment at the end of the spectrum where high-ratio
borrowers have to obtain private mortgage insurance to get a loan
the unemployment rate was probably 15 percent. So if that bank had
been permitted by the Federal Reserve Board to go into the private
mortgage insurance business and cut rates before they even had a
portfolio of insurance they would have been in desperate trouble by
the end of 1975.
Another thing that I'd like to point out, Senator, is the ripple

effect of mortgage finance. The banks are and have historically been
very heavily involved in the construction lending business and do a
good job. It's short-term lending of the kind that banks are normally
committed to where they can stay with the money market and the
rises and falls that are part of that money market. But what's been
happening with the Bank Holding Company Act is a developer will
come in to get the construction loan and pretty soon he's being asked
or suggested subtlely or otherwise to get his casualty insurance cov-
erage with the bank and maybe that would help in getting the con-
struction loan, to get life insurance coverage, and then when he
finishes his project and the permanent investor comes in, the perma-
nent investor may need mortgage insurance in order to get a perma-
nent loan.
Now he's going to get mortgage insurance from the bank. If he's a

mortgage banker he's going to be concerned 'about the lines of credit
which he must have to survive. All of these 'things have a ripple effect
or a tie-in effect. Then if he's successful with the whole project the
bank will lease him a car and let a travel agency make the arrange-
ments for him to take a vacation to celebrate his victory. So they've
got the project covered from A to Z, as the rent-all agency states.
Banking and commerce should be separated. They will both be

better off. The public is better off if the deposit dollars that are re-
ceived in trust are allocated for historical conservative banking risks
and not directed into the high risk area of the business world, as was
so credibly stated by the witness preceding me.
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The pressure for growth, once the bank wets involved as a bank
holding company, to develop a track record, to develop the additional
capital to keep this treadmill cooing, encourages bank holding com-
panies in getting into higher and higher risk businesses. That's what
propelled them into the REIT business. They got into this high yield-
ing form of mortgage finance and many of them got into trouble be-
cause of it. I can remember with some amount of humor how I was
scolded by one of the members of the Federal Reserve Board Gov-
ernors when I was testifying about the dangers that I could see coin-
ing for the bank holding companies that owned REIT's. This was in
January 1974 just before the tip of the iceberg broke to the surface.
This particular Governor said to me, "Mr. Thomas, you're a lawyer.
You understand the difference between a bank holding company and
the bank. The banks are nothing but managers of thos:REITs."
The CHAIRMAN. What Governor was that?
Mr. Tllomns. That was Governor Sheehan, who was incidentally

from Edgerton, Wis.
The CHAIRMAN. I knew there was something good about him.
Mr. THOMAS. But he said to me, "You understand the legal differ-

ence." I said, "Yes, and it's a legal fiction." In the minds of the
investors in the REIT's they think they are investing in the bank and
that one bank that I was talking about took $14 million of their bank's
capital and put it over to cover the crash of their REIT within
months of my testimony, and the legal fiction just disappeared. And
that same thing would happen in our business if we had a collapse in
real estate values. The banks that were in the mortgage insurance
business would suddenly find their mortgage insurance companies
needing additional capital to cover losses.
So in closing, Senator. I would urge and reiterate in the strongest

terms possible that the Federal Reserve Board has concluded that the
mortgage insurance business is closely related to banking and pre-
sumably a permissible activity of bank holding companies. I pointed
out the disadvantages to the public of such an entry and the amend-
ments set forth in section 301 of the Senate Bill 2721 should bar entry.
MICA strongly recommends its approval by the committee and the
Congress to avert any final ruling by the Board that would generate
conflicts of interest and have an adverse impact on the home buying
public and the banking community.
Thank you.
[Complete statement of the Mortgage Insurance Companies of

America, follows:]

STATEMENT OF MAX H. KARL, PRESIDENT, MORTGAGE INSURANCE
COMPANIES OF AMERICA

Mr. Chairman and Members of the Committee: On behalf of the Mortgage
Insurance Companies of America', I am pleased to present this statement in

1 The Mortgage Insurance Companies of America is a trade association consisting of
twelve private mortgage insurance companies whose insurance in force at the beginning
of 1976 was in excess of $40 billion. The national officers of the Association are Max
H. Karl. (Chairman, Mortgage Guaranty Insurance Corporation, Milwaukee) President;
Bruce Thomas (Chairman, Continental Mortgage Investment Corporation, Madison),
Vice-President; John E. Horne (Chairman, Investors Mortgage Insurance Company,
Boston), Treasurer; William Hemphill (President, United Guaranty Corporation, Greens-
boro, N.C.), Secretary; and John C. Williamson, Washington, D.C., Executive Vice
President.
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support of proposed amendments to section 4(c) of the Bank Holding Company
Act, as set forth in Section 301 of 8.2721, which would provide stronger and
more restrictive tests in determining whether a bank holding company may
engage in certain non-banking activities.
The mortgage insurance industry is directly involved in the issues pre-

sented by the legislation. On May 23, 1973 the Federal Reserve Board issued
a notice of proposed rulemaking the underwriting of real estate mortgage
guaranty insurance was a permissible non-banking activity of bank holding
companies. Subsequently, in January 1974 public hearings were held on the
applications of three bank holding companies for de novo entry in the mortgage
guaranty insurance business. On September 11, 1974 the Board denied the
applications "at the present time" although concluding that underwriting
mortgage guaranty insurance "is closely related to banking" and therefore in
principle a logical and legal activity for bank holding companies.
It is our considered opinion that the Federal Reserve Board having ruled

that mortgage guaranty insurance is "closely related to banking or manag-
ing or controlling banks as to be a proper incident thereto" that this is suffi-
cient and eloquent testimony that the test, quoted above, requires the amend-
ments proposed by section 301 of S.2721, that the activity sought be "closely
and directly" related to banking, and that the activity be "a proper and neces-
sary incident thereto."
If the 'closely related" test makes mortgage insurance a permissible activity,

then the test must be revised to require that the activity be "closely and
directly related to banking" as provided in 8.2721.
Our arguments as herein set forth will point out the reasons why bank

holding companies should not be permitted to engage in mortgage insurance.
This will underscore our argument why Section 301 of S.2721 should be ap-
proved so as to avert such a ruling by the Federal Reserve Board.
The underwriting of mortgage guaranty insurance may be "related" to bank-

ing in the sense that banks originate mortgages on real estate. At that point
the interest of the bank as lender, and that of the mortgage insurer, move
off at divergent angles.

First a little history. The private mortgage insurance industry which flour-
ished in the early decades of this century went broke in the early 1930s. A
New York State Commission investigated the debacle and concluded:
"The business of guaranteeing mortgages is not an ordinary banking func-

tion and the public would have been better off if none of the companies had
owned or been affiliated with banking institutions, or in turn had not been
owned by them." (Alger Report, P. 86)
If the present tests for acquisition or de novo entry by bank holding com-

panies in mortgage guaranty insurance were to result in approval by the
Board, the following conflicts of interest with inevitable detriment to the
public interest would result:

I. ELIMINATION OF RECIPROCAL POLICING

The relationship between mortgage insurers and lenders today is subject to
the discipline imposed by the competing interests of independent businesses
with differing viewpoints. Where the mortgage lender and mortgage insurer

4 are unrelated, there is a salutary of incentive for reciprocal policing of both
lending and insuring practices. The mortgage lender will seek an insurer whose
rates and services are competitive and who possesses sufficient financial
strength and risk dispersion to assure its ability to satisfy its insurance obli-
gations. At the same time, the insurer will seek to avoid underwriting lenders
whose practices expose it to high risks of loss. Affiliation of the lender and
insured would relax or eliminate entirely the incentive for such mutual polic-
ing. This result seems obvious in cases of providing coverage for the credit
risks of lending affiliates.
Conflicts may also exist whenever an insurance subsidiary underwrites

mortgage loans originated or held by a mortgage lender with significant busi-
ness contacts elsewhere in the holding company system. Thus, a mortgage
banker or a commercial bank which borrows from or has significant deposits
in a banking subsidiary within the holding company may be in a position to
command special treatment from the holding company's insurance subsidiary,
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The opposite could, of course, also be the case—that is, such a customer might
feel constrained to purchase the holding company's mortgage insurance be-
cause of favorable credit relationships. It is the malign influence such relation-
ships may have on underwriting practices and standards which are cause for
greatest concern.

2. ADVERSE RISK SELECTION

A favorite banking customer of the holding company system may be granted
insurance on mortgage loans which, but for the banking relationship, would
have been rejected by the mortgage insurer. The ubiquitous hazard of adverse
risk selection always prevalent in the mortgage insurance business, and indeed
any insurance business, will be greately exacerbated by the presence of
extraneous incentives for an insurer to accept (or fail to investigate ade-
quately) risks proposed by a preferred customer of its banking affiliate.

3. APPRAISAL PRACTICES

Faulty appraisal practices pose an even graver potential problem than ad-
verse credit risk selection. Mortgage guaranty insurers generally rely upon the
property appraisals submitted by their lenders (spot checking by means of
independent appraisals). Inflated appraisals expose the mortgage insurer not
only to normal fluctuations in property values but also to an initial inade-
quacy of security which virtually assures loss in the event of default.

4. HIDDEN REBATES

To persons unfamiliar with the insurance industry, it may not be self-evident
how damaging hidden rebates can be. State insurance regulations generally
prohibit rebating of premiums; and the Federal Home Loan Mortgage Cor-
poration's eligibility requirements for mortgage insurers expressly prohibit
paying commissions or other compensation to insured lenders or persons re-
lated to them (FHLMC, Eligibility Requirements 5.150). The principal objec-
tive of these regulatory prohibitions is to prevent unfair discrimination be-
tween insureds and provide assurance that premiums are sufficient to cover
the insured risks. Allowing affiliation of banks and insurer will greatly facili-
tate circumvention of these salutary state and federal regulations.

5. FINANCIAL RELATIONSHIPS

The existence of other financial relationships within the same holding com-
pany would create an excellent vehicle for covert premium rebates. A bank
holding company might indirectly compensate a customer of its mortgage in-
surance subsidiary by having its banking affiliate make deposits in or reduce
correspondent service charges to such customer. Even more obvious oppor-
tunities for premium rebating exist whenever the insurance customer is also
a borrower from the banking system, e.g., interest rate reductions or more
favorable loan terms. There are times that the mere availability of credit
when it would not otherwise be available could be considered a rebate.
The intricate web of reciprocal relationships which exist in the correspondent

banking area would make rebates almost impossible to discover or police.
The crucial point is that there is no conceivable way to prevent, much less

police, such rebating if significant financial relationships with non-insurance
subsidiaries of the holding company are allowed to exist. It would not be
feasible to determine that excessive deposits are being made by a holding
company bank with correspondent banks which are also customers of its
mortgage insurance affiliate or that the interest rates on loans to a mortgage
banker have been slightly reduced to compensate the mortgage banker for
using the holding company's mortgage insurance.

6. REINSURANCE

Another danger is the possibility that the mortgage insurance affiliate of
a bank holding company will reinsure its risks with a thinly capitalized re-
insurance affiliate of a banking customer of a holding company. Reinsurance
can easily be used to disguise premium rebating.
If the lender who controls the flow of insurance business also owns a rein-

surer, the lender can require the primary insurer to reinsure with the lender's
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affiliated reinsurer. Since reinsurance premium rates are not regulated, thereinsurer can charge any price it wants. If the primary insurer wants to keepthat lender's business, it will have to pay the price. This type of rebatingthrough the reinsurance mechanism has existed in the credit life and creditaccident and health field for several years. It has proved to be almost im-possible to regulate or control this type of rebating activity. Such rebatinghas potentially disastrous consequences because the primary insurer hasfewer funds because of the high reinsurance premium and, since the reinsureris usually distributing its profits, it may not have the funds available to meetits obligations.

7. INADEQUATE GEOGRAPHIC DISPERSION OF RISKS
Another danger inherent in allowing mortgage insurers affiliated with bankholding companies to insure customers of the holding company banks is theadverse impact on geographic dispersion of mortgage insurance risks. Becauseeven the largest bank holding company banks are essentially regional in theiroperations, it will be natural for bank holding companies to place greatestemphasis on marketing mortgage insurance in the regions where their bankshave established markets—that is, where their reciprocal leverage to sellmortgage insurance derived from the banking relationships will be the great-est. Confining risk dispersion to a limited geographic area is extremely un-desirable from an insurance standpoint, because it makes the insurer peculiarlyvulnerable to economic reversals affecting only that region.

8. UNNECESSARY INSURANCE

The decision to purchase or require mortgage insurance (like credit life andcredit health and accident insurance) is made by the lender, not the borrowerwho in one form or another pays for it. In a normal arm's length situation,competitive interplay among lenders may prevent their requiring borrowersto maintain mortgage insurance except where it is clearly needed from acredit standpoint. The existence of other relationships, such as correspondentbanking or a mortgage lender's own borrowings from the banking affiliate ofa mortgage insurer, may, however, cause the mortgage lender to insist onmortgage insurance for reasons which have no connection with the mortgageloan transaction. Particularly in the case of commercial banks (which tend totreat residential mortgage lending as an "off-again, on-again" proposition), itis likely that there will be a strong tendency to require mortgage insurancewheneyer it would be of advantage to the bank for other reasons.
9. REVERSE COMPETITION

The premiums charged for credit life and credit accident and health insur-ance are not subject to normal competitive disciplines. Indeed a reverse com-petition prevails with credit insurance: The stronger the competition for suchinsurance, the higher the premiums become because larger "experience" re-bates, dividends, commissions or other means are offered as a means of com-pensating lenders who dictate the purchase of such insurance but do not payfor it. In the case of credit life and credit accident and health insurance, how-ever, a lender may not explicitly require a consumer borrower to purchasesuch insurance from an affiliated company, even though this is often whathappens as a practical matter. Even this minimal safeguard against unneces-sary and unduly expensive insurance may not exist in the case of mortgageinsurance.
10. THE "INCREASED COMPETITION" ARGUMENT

It has been alleged that the share of the mortgage guaranty insurancemarket of Mortgage Guaranty Insurance Corporation (MGIC) is indicative ofthe fact that there is a lack of competition. As was noted above, the mortgageguaranty insurance industry as it exists today is a relatively new phenomenon.After its formation in 1957, MGIC had 100 per cent of the market written byprivate compan,ies until competitors were formed. However, even at that pointin time, MGIC was competing with the FHA and VA programs. As competitorshave entered the market, MGIC's share dropped to 82 per cent in 1963, to 57per cent in 1973 and below 50% in 1975. These figures are indicative of thefact that competition does exist and is growing.
69-452-76-9
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11. THE "ADDITIONAL CAPITAL" ARGUMENT

It has been alleged by the bank holding companies that their entry into the
mortgage guaranty insurance field would bring increased capital into a business

that is very capital intensive. Since the existence of the mortgage guaranty
insurance business, it has succeeded in raising capital of several hundred mil-

lion dollars. The figure as of December 1975 was approximately $450 million.
Thus, while mortgage guaranty insurance is a capital intensive industry, the
companies that are in the field have been able to raise funds in the money
market when that was necessary.

12. THE CURRENT FUNCTION ANALOGY

Another allegation of the bank holding companies is that mortgage guaranty

insurance is so analogous to the credit function of lending money, that it is

well within their existing scope of expertise to engage in this activity. This

assertion misses the point entirely that the expertise needed for insuring is

substantially different from the expertise needed to write insurance even

though there are some similar criteria involved.
A lending institution does not make loans on the theory that those loans are

going to go into default. Credit is extended only to those individuals or cor-

porations that they believe will pay off the debt. Contrariwise, mortgage guar-

anty insurance is written on the assumption that there will be losses and that

the mortgage guaranty insurance company will have to be able to pay off

loans which have defaulted. Therefore, it is important in the insuring function

to have an actuarially sound reserving system and a geographically spread

book of business. While most lending institutions concentrate in one particular

area of geographic expertise, an insurance company must spread its risks geo-

graphically so that it cannot be decimated by the economic conditions in one

particular area. Consequently, the function of extending credit is a very differ-

ent one from the function of insuring against default of credit.
To summarize, there is no need for entry of bank holding companies into

the private mortgage insurance field to assure competition or to contribute

capital for expansion. Nor do bank holding companies possess any special ex-

pertise or other assets peculiarly adapted or adaptable to mortgage insurance

underwriting. Hence, no gain in efficiency or convenience to the public could

be expected to ensue. Indeed, as pointed out above, the relationship would give

rise to a strong incentive to foist unnecessary mortgage insurance upon the

borrowing public and would invite insoluble conflict of interest situations to

the detriment of the mortgage insurance industry. The mistakes of the past

indicate that it is important to retain the checks and balances which exist

today and which preserve the integrity of the industry.
Furthermore, it clearly would be a mistake to superimpose a capital de-

manding activity such as mortgage insurance in a banking system which

already has demonstrated extreme trauma from capital shortages.

I want to reiterate in the strongest terms that under existing law, the

Federal Reserve Board has concluded that mortgage guaranty insurance is

closely related to banking and presumably a permissible activity of bank hold-

ing companies. In this statement I have pointed out the disadvantages to the

public of such an entry. The amendments set forth in section 301 of S. 2721

would bar such entry. We therefore strongly recommend its approval by the

Committee and the Congress to avert any final ruling by the Board which

would generate conflicts of interests and have such an adverse impact on the

homebuying public and the banking industry.

T110 CHAIRMAN. Well, thank you both very much for two powerful
and effective, statements here.
Mr. Thomas, you speak for MICA?
Mr. THOMAS. Yes.
The CHAIRMAN. I particularly appreciated your reference to the

referee being a "homer." It's almost as if the referee was the mayor
of the hometown, the city in which the hometown high school was

Now, he tried his very best, but he's got to remember his
constituents.
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Mr. Thomas this bill contains a provision requiring bank holdingcompanies and all of their subsidiaries to be adequately capitalized.In your experience are your bank holding subsidiaries competitorsmore highly leveraged than you are? I realize they are not actuallycompetitors now. I should say potential competitors or people whomight get into this area.
Mr. THOMAS. Well, I really can't address that. We are a highlyleveraged business. Under the insurance rules that govern us, we arepermitted to have a risk ratio of capital and surplus to risk outstand-ing of 25 to 1. We try and stay well within that particular ratio. Ourparticular company maintains a ratio of capital and surplus of 18 to1. That's a pretty heavy ratio.
The CHAIRMAN. Well, that ratio is less than the big banks have.The big banks, we noticed the other day, their capital ratio is around—well, let me put it this way—their capital is less than 5 percent,averages around 4 percent, of their assets. So their leverage is verystrong. In your case, as you say, you're an unusually highly leveragedoperation.
I take it, Mr. Snyder, that you now represent—I'm a little confusedbecause you have been president of a bank.Mr. SNYDER. I resigned as president of the Bank of the Common-wealth on February Pof this year.
The CHAIRMAN. Are you affiliated now with Mr. SNYDER. I'm chairman of the board and chief executive ofMI313 Corp., Keene, N.H.
The CHAIRMAN. What does that corporation do?Mr. SNYDER. It makes precision ball bearings and other manufac-turing items.
In support of Mr. Thomas, the way this thing gets wrapped around,the ripple effect, I believe you're still part of CMI, are you not?Mr. THOMAS. I hope so.
The CHAIRMAN. He's the chief executive officer.Mr. THOMAS. That's not the one of Boston, however.Mr. SNYDER. OK I was confused in what your representation was.Mr. THOMAS. CMI of Madison, Wis. not Boston, Mass.The CHAIRMAN. We are proud and happy to hear you say that.Mr. SNYDER. Because doesn't CMI of Boston have a mortgage com-pany that they're trying to sell?
Mr. THOMAS. They do not, but the principal owners of CMI ofBoston, the Wallaces, are also heavy stockholders of CIC Corp. ofBoston that does own Investors Mortgage Insurance that is nowreally in effective control of 16 banks that include some bank holdingcompanies.
Mr. SNYDER. That's why I was a little confused, but it's pertinentbecause I have been trying to sell that insurance company becausethey owe us money and it's not been effectively repaid and that'swhere you get into the circle—begins to meet. There's $65 millionowed to several banks, of which the Bank of the Commonwealth has$4.2 million, and we meet ourselves coming and going.Mr. THOMAS. That's right.
Mr. CHAIRMAN. Could I ask you, Mr. Snyder, what's been the effectin your judgment on bank management of expanding into nonbank-ing activities?
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Mr. SNYDER. Well, my judgment would have to be very subjective,

Mr. Chairman. I would think that he had dissipated our talents and

our abilities into other things rather than the basic banking business.

Had we paid strict attention to our responsibilities, maybe we would

not have been invested so heavily in the REIT's. Maybe we would

not be in some tanker loans and some things of that sort. I think the

management of a big conglomerate or congeneric. as they would want

to call it in the banking system, is another talent from the banking

business.
The CHAIRMAN. Well. you conclude that bank managements have

been spread too thin because of this process?
Mr. SNYDER. Yes, sir, I think that one of the problems with bank

management was that all through the 1930's and 1940's very few

people entered the banking business and therefore we had few people

in the 60-year-old bracket who had the wisdom and the experience to

look at what's gone on. We have a problem in the banking community

today which I think comes from lack of experience and often from

youth controlling banks. Youth is still too young by definition. I hope

that doesn't offend people. but in the banking business maturity and

having been there before are important values.
The CHAIRMAN. Could I pursue with you. Mr. Thomas, a little bit

the reference you made to REIT's? I thought that was very interest-

ing because I think all of us recognize the difficulty that our banks

have gotten into because of the real estate investment trusts and the

holding companies. Did the regulators, in your judgment, allow too

much leveraging to take place and should the Federal Reserve have

permitted bank holding companies to get into the REITs business in

the first place?
Mr. THOMAS. I think. Senator. you put your finger on one of the

very difficult problems. Banking in itself is a technical business and

a complicated business and people auditing banks have to understan
d

a great deal about many things as they evaluate delinquent loans to

determine whether they should be on a list of delinquent loans that

make them a very bad loan that will force whoever the auditor is to

make a determination that the banks should have more capital or that

the banks should do certain things relative to the leverage of its 
loan

outstanding, capital and so on. And now if you add to the task of

people making an audit of the bank to determine its soundness a whole

scatter of things that include REIT operation, private mortgage in
-

surance company, a lease car company, a travel agency, a mortgage

banking operation, you're putting an unholy burden on those auditors

to make assessments and determinations relative to the soundness of

the basic business of the holding company which is banking.

Now that carries right on up the ladder all the way to the Federal

Reserve Board. The staff of the Federal Reserve Board has histori-

cally come out of banking business and that's as it should be. They

should understand the business they're regulating. And suddenly if

they are thrown into evaluating a whole lot of unrelated commercial

businesses, high-risk businesses that they haven't got any depth of

experience in evaluating, they are being asked to make judgments as
regulators that are very, very precious judgments. They are suscep-

tible to being influenced by the self-serving declaration of the pro-

4
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ponent who obviously wants to go in that business or he wouldn't be
before the Federal Reserve Board asking that it be added to the
laundry list of things that bank holding companies should do.
The CHAIRMAN. Then should bank holding companies be proscribed

from getting into REIT's?
Mr. THOMAS. Well, with the benefit of hindsight, I would certainly

have to say yes.
The CHAIRMAN. What effect—in your view—what economic effects

would that have? Of course, we all recognize the great benefit that
would have to a number of our biggest banks, if they hadn't gotten
involved, but would that have had an adverse effect in the future on
the availability of capital for real estate development?
Mr. THOMAS. No, sir, because there were a lot of REIT's that had

nothing to do with banks that were formed, but people paid their
money and took their chances based on a commercial enterprise. For
example, the one that he referred to was founded in 1962. Continental
Mortgage Investors was initially a very highly successful REIT and
its stockholders have been, I'm sure, disappointed with the results
during the collapse of real estate values of the last 2 or 3 years. But,
they, along with other REIT's, have nothing to do with banking.
People paid their money and took their chance. They were not de-
positors, little people taking their money to banks and putting it
there in trust thinking they were going to earn their interest or have
their money when they retired and thinking that that very handsome
solid structure that they see every day when they take the bus down-
town was going to be there tomorrow and tomorrow and tomorrow,
operating successfully and conservatively and not that their money
was to be transported 2.000 miles away and put into condominiums
or shopping centers or factories.
The CHAIRMAN. Well, the principal victims of this REIT have

been the stockholders of the banks. The depositors haven't lost money.
If they have, it's been very, very rare and in none of the big banks
have the depositors lost money.
Mr. THOMAS. Except put yourself in the position of a stockholder

of a bank that's had its capital depleted by the bank having to go
over and cover the losses of a REIT that sold its stock to people, an
independent group of people that paid their money and took their
chances, and a lot of those bank stockholders are upset and angry.
Their book value per share has been reduced substantially by that
transfer of their assets to a REIT that the bank was affiliated with.
Mr. SNYDER. Or a mortgage broker company or other companies.The problem with the bank in the commercial business, the bank isexpected to live by its word and if it runs a commercial business

people dealing with that business consider that the bank's word isgood. I'm not talking de jure. I'm talking de facto. That implicationcauses the bank to transfer that capital to support its word.
Mr. THOMAS. The label of a, bank on a business gives the Good

Housekeeping stamp of approval to it because the bank had a long
historic period of time building a reputation and surviving goodtimes and bad times and always being there when people neededmoney for unexpected illnesses or their children to go to college andso on. And in the minds of the people of a community that bank is
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.ssolid and it has an image and to threaten that image by getting banks
into commercial businesses is what's so dangerous.
The CHAIRMAN. You see, on the other side, they argue that the de-

positors are protected by insurance and by the ability of the Federal
Reserve to come to the rescue of the big depositors whose deposits
may be too big to be covered by insurance and that the bank investor,
the bank stockholders become sophisticated enough to recognize that
after all he is a stockholder and particularly in recent years, par-
ticularly in the last year or so when there have been a number of
failures and a number of bank stockholders have had a very sharp
drop in the value of their stock, they have become aware of the fact
that they are taking a risk and that's the nature of the free enterprise
system.

Well, let me ask each of you gentlemen, there's a provision in the
bill prohibiting—I asked Mr. Kremer this and maybe you can help
me with this, too. Mr. Thomas, there's a provision in the bill pro-
hibiting the Comptroller of the Currency from approving an activity
-for a national bank which the Federal Reserve has denied for a bank
holding company. That's because we have had some problems with
the regulation by the Comptroller.
How important is this provision and would you support S. 2298

-which establishes a single bank regulatory agency and abolishes the
Comptroller's office?
Mr. THOMAS. I would certainly think it's in the public interest to

eliminate the dual regulation there at the Federal level. I think that
one or the other could do the job adequately and certainly with the
staff reputation of the Federal Reserve Board and its banking system
it would probably be the more logical place for that regulation to exist.
The duplication is at times, I'm sure, confusing to bankers as well as to
the public at large.

Incidentally, Senator, before I forget, I certainly want to say that
our written statement we want to be included in the record of this
proceeding.
The CHAIRMAN. Yes; by all means, that will be done.
Mr. SNYDER. It's a difficult thing for me to answer, having worked

for two major national banks and one major State bank, the State
• banks being regulated by the Federal Reserve and the State banking
commissioner. I see regulation in two forms. First, is the regulation
controlling and looking at the assets of the bank and how we have
managed them, and the second is controlling what businesses we go

• into. The Comptroller of the Currency certainly does a very fine job
in policing the assets of the banks under his control. I believe that
there is good competition between a national system and a State
system, two banking systems, but I believe that three agencies regu-
lating—the Comptroller of the Currency, the Federal Deposit Insur-
ance Corporation and the Federal Reserve Board—perhaps is a
little much.

• The CHAIRMAN. Very good.
I'd like to ask you finally, Mr. Thomas, the bill would amend the

Bank Holding Company Act by restricting the so-called nonbanking
activities of bank holding companies to those which are directly
related to banking and for which specific public benefits are shown.
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Now a problem there—I think that may be the best we can get
through the Congress—through this committee and the Congress, but
the problem is you still have the hometown referee deciding what's
directly related. It's not a laundry list and I wondered if you would
like to address yourself to the adequacy of that provision and
whether it can be strengthened.
Mr. THOMAS. It will be difficult, Senator, and it will change as the

Board of Governors change for the Federal Reserve Board, but it's
a step closer to having a better handle on selecting what kinds of
activities the banks should legitimately be involved in.

Obviously, I would prefer a laundry list from the Congress. I agree
that the politics of that are probably difficult, if not impossible and
that this language is probably the closest that we can move in the
direction of a laundry list.
The CHAIRMAN. Gentlemen, thank you very, very much, for your

most helpful testimony.
The committee will stand in recess until tomorrow morning at 10

o'clock.
Whereupon, at 11 :55 a.m., the hearing was recessed until the

following day, March 5.]
[The following statement from the New York Stock Exchange was

received for the record:]

STATEMENT SUBMITTED BY THE NEW YORK STOCK EXCHANGE

S. 2721 would amend the Bank Holding Company Act and the Bank Merger
Act to restrict the activities in which registered bank holding companies and
their affiliates may engage and to control the acquisition of banks by bank
holding companies and other banks.
The New York Stock Exchange supports the adoption of sections 301(a)

and 401 of S. 2721 to provide more restrictive and specific standards to be
applied in determining whether bank holding companies and their subsidiaries
may engage in non-banking activities, as a desirable step to curb further con-
centration of economic power and conflicts of interest in banks and bank hold-
ing companies and thereby encourage more effective competition. The stand-
ards proposed in S. 2721 appear to make it clear that bank holding companies
and their affiliates would not be permitted to operate automatic stock invest-
ment plans or engage in the general stock brokerage business. To minimize any
controversy over interpretation of the standards it might be desirable to further
amend the Bank Holding Company Act to specifically prohibit bank holding
companies and their affiliates from operating automatic stock investment plans
or engaging in the general stock brokerage business.
The securities industry is in a somewhat different position from other in-

dustries in that the Glass-Steagall Act already prohibits banks from engaging
in certain specified types of securities activities but authorizes them to engage
In certain limited securities activities.1 The Federal Reserve Board generally has
followed those provisions of the Glass-Steagall Act in determining what are per-
missible activities for bank holding companies and their affiliates. However, the
Comptroller of the Currency has generally taken a permissive position in allow-
ing banks to intrude into non-banking activities. As a result, banks are cur-
rently engaging in non-banking securities activities, contrary to the intent of
the Glass-Steagall Act.
There are a number of important reasons why bank holding companies and

their affiliates should be prohibited from engaging in securities activities. These
include undesirable concentration of economic power and conflicts of interest.

Permissible securities activities include underwriting and dealing in municipal gen-
eral obligation bonds and purchasing and selling securities without recourse, solely upon
the order, and for the account of customers.
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(1) THE CONCENTRATION OF ECONOMIC POWER IN BANKS AND
BANK HOLDING COMPANIES

The concentration of bank deposits, assets and (through their trust depart-
ments) ownership of common stock in a relatively small number of banks and
bank holding companies is viewed with increasing alarm. At the end of 1973
total bank deposits exceeded $698 billion, with bank holding companies controll-
ing 71% of that amount ($492 billion)• and the 10 largest banking institutions
holding 29% of that amount.a Trust departments holds approximately $350 bil-
lion of assets in various fiduciary capacities for the benefit of individuals.'
Seven large New York banks in 1972 collectively held: 4
17% of the common stock of Mobil Oil.'
11% of the common stock of Ford Motor Co.'
12.9% of the common stock of Union Carbide.'
20% of the common stock of United Aircraft.'
19.8% of the common stock of Xerox Corporation.°
30% of the common stock of American Airlines."
17% of the common stock of Safeway Stores.'
In addition to the basic problems inherent in the concentration of economic

power in banks and bank holding companies is the opportunity it provides for
tying arrangements whereby banks require a customer utilizing one of its
services also to use one or more of its other services. For example, an article
in The Antitrust Bulletin states: 12
"The use of tying arrangements to evade such price regulations is not new

in banking. 'Compensating balace requirements' were used as early as the
1920's if not before. A 'compensatory balance' is a deposit or minimum balance
which a borrower is required to maintain at the bank from which he borrows.
Its effects are often to raise the effective charge on loans by requiring bor-
rowers to purchase its certificates of deposit at lower interest rates—either
lower than could be obtained at another bank or, more probable, lower than
could be obtained on another money market instrument."
A much broader range of tying is suggested in "The Banking Systems A

Preface to Public Interest Analysis": 13
"The abuses that arise out of tying relationships in ordinary banking activ-

ities may be unfortunate but, once holding companies become involved, poten-
tial abuses multiply markedly. A bank subsidiary of a diversified holding com-
pany has many more opportunities and motivations for encouraging tying
relationships than does a typical independent bank. The situation involving
holding companies was succinctly described by the House Committee on Bank-
ing and Currency:
'Because many large and small businesses, as well as individuals, depend on

bank credit for their economic existence, bank subsidiaries of one bank holding
companies are in a position to insist or "strongly suggest" that if the borrower
wants continued access to bank credit, (he) . . . should also use the services
of the holding company's other subsidiaries. These services might include in-

2 Remarks by Senator Proxmire when he introduced S. 2721 on December 1, 1975,
Congressional Record of December 1, 1975, p. S. 20790.

3 Testimony by Ray F. Myers, President of Trust Division American Bankers Asso-
ciation, before Securities Subcommittee on Senate Committee on Banking, Housing and
Urban Affairs, December 10, 1975.
*Disclosure of Corporate Ownership. December 27, 1973. Prepared by Subcommittee

on Intergovernmental Relations and Budgeting, Management and Expenditures of the
State Committee of Government Operations. Data are based on responses to an inquiry
from Senator Lee Metcalf. Holdings by trust departments of banks and other financial
institutions indicate aggregate holdings without any indication as to the voting power
Inherent in such holdings.

5 Id. at p. 30.
6 Id. at p. 35.
7 Id. at p. 39.
Id. at p. 44.

0 Id. at p. 45.
" Id. at p. 56.
11 Id. at p. 106.
"Franklin Edwards, "Tie-in Sales in Banking and One-Bank Holding Companies,"

The Antitrust Bulletin, Fall, 1969, p. 587.
13 "The Banking System: A Preface to Public Interest Analysis," prepared by the Pub-

lic Interest Economics Center, Washington, D.C. February 1975, p. 208.
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surance, equipment leasing, property management, accounting, computing, in-
vestment and travel services, or any other business the holding company
might decide to undertake. This would create unfair competition for non-bank
related competitors of these subsidiaries and could in the long run substantially
reduce or eliminate competition in many businesses to the detriment of the
public interest.' (Brackets added.)" ( Staff Report, "The Growth of Un-
registered Bank Holding Companies—Problems and Prospects", for the House
Committee on Banking and Currency, February 11, 1960.)
The concentration of investments by a relatively small number of institu-

tions, principally banks and affiliates of bank holding companies, is in a rela-
tively small number of favored companies. This concentration of investment in
the favored few companies is a natural development, as banks are not much
different than most other investors in that their capacity to follow investment
developments is ordinarily limited to a small number of the total universe of
available investment type stocks. Nonetheless, the combination of the enor-
mous concentration of investment funds with the investment being made in
a small number of favored stocks, has apparent adverse impacts on the un-
favored majority.
Thus, as Chris Welles observed in an article, "Are the Big Banks GettingToo Big": 14
"Most of the very large bank trust departments almost inevitably tend tohave relatively similar investment criteria, such as a predilection for largegrowth issues and an aversion to cyclical and small concerns. If their philos-ophies, which are already widely followed by other managers, become theprincipal determinant of stock values, as now seems a distinct possibility,there could be serious economic dislocations, especially a flow of capital awayfrom small, high-risk concerns—which foster entrepreneurism, innovation andcompetition—to entrenched industrial structures."
More pointedly, Mr. C. V. Woods (President of McCulloch Oil Company),Chairman of the Committee of Publicly Owned Companies, stated before theSenate Finance Committee that the critical problem facing the nation (in1973) is "concentration of control in our securities markets" and continued:
"With all respect to the genius of the people who run our great banks andinstitutions and the young, longhair analysts who advise them, one of thesedays the pool they're running in a few religion stocks will start to leak—andthe fantastic, overvalues that they've created will be washed away in a flood.Unfortunately, we'll all be the sufferers.

"The fact of the matter is that because most of the investable funds in thiscountry are controlled by a few banks and other institutions which also doabout 70 percent of the dollar volume of trading on the New York Stock Ex-
change, the stocks of the companies that we present are undervalued to thedanger point. We can't go to the equity market to raise money for replacementof expansion of our facilities. When we can't avoid raising money we have todo it through debt.
Debt service has become and is increasingly a severe burden on our com-panies, threatening the financial soundness of many of them. Tanking theStandard and Poor's list of 425 industrial companies, long-term debt hastrebled from 1962 to the end of 1971. Debt-equity ratio has risen 26 percent toa dangerous 41 percent, and it is probably higher now.
Further, corporate underwritings of equity issues has dwindled to a trickle.In the first quarter of 1973, underwritings are down 40 percent compared withthe sa_me period in 1972; and dollar value of corporate private placements isdown 30 percent."

"Our companies are inviting targets for takeovers by foreign as well asdomestic capital. Some of us, faced with the practical impossibility of raisingnew money, are looking around for mergers, with other companies. Some ofus have been the target of tender offers made at a premium above the de-pressed market values—and we are great bargains at those prices." 15

1, December, 1973 issue of the Institutional Investor, pp. 74-75.
15 Hearings on Financial Markets by Subcommittee on Financial Markets of the SenateFinance Committee (First Session, 93rd Congress) July 26, 1973, pp. 156-157.
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The combination of these factors—that is the concentration of an enormous
amount of investment funds invested in a relatively small number of issues—
spell out the problem of the concentration of economic power. If bank activities
in the securities industry continue unchecked this situation is compounded to
an unhealthy degree.

( 2 ) THE CONFLICTS OF INTEREST IN BANK AUTOMATIC STOCK
INVESTMENT SERVICE

Banks in recent years have engaged in, or attempted to engage in, a
variety of securities activities, including sponsorship of open-end investment
companies, sponsorship of closed-end investment companies, automatic stock
investment service, dividend reinvestment plans and sponsorship of REITs.
The Supreme Court of the United States held that bank sponsorship of open-
end investment companies (pooled funds for managing agency accounts) vio-
lates the Glass-Steagall Act '6 and suits are pending challenging bank sponsor-
ship on closed-end investment companies 11 and bank operation of autoniatic
stock investment services 18 as violations of the Glass-Steagall Act. Bank auto-
matic stock investment services illustrate both a clear intrusion into the
securities business and basic conflicts of interest for banks.
Under bank automatic stock investment services (AIS) a purchaser selects

one or more stocks, usually from a list of 25 (the 25 corporations having the
largest capitalization on the Standard and Poor's 425 Industrial Index), and
authorizes the bank to make regular monthly deductions from his checking ac-
count for the purchase of the stock or stocks designated.
Because the plans operate by deductions from checking accounts, each pur-

chaser must be a checking account customer of the bank when the plan goes
into effect. Advertising for the plans, however, has been aimed at the general
public, rather than being limited to those who are already customers of the
bank. Thus, ads have been carried in newspapers and magazines of general
readership.
The monthly deductions of purchasers who have selected a particular stock

are pooled. At least once a month the bank establishes a cutoff date and
thereafter purchases whatever amount of stock the pooled funds will buy.
The period of time between the cutoff date and completion of purchase by
the bank is called the "Acquisition Interval" and is limited to thirty days.
For services provided by the plan, each purchaser pays his proportionate

share of brokerage charges and, in addition, pays the bank a service charge.
The price per share to each purchaser may not be the price at which any
particular transaction is made. The plan provides that the price will be the
"average price (including brokerage costs) paid by the Bank for all shares
of that stock purchased by it under the Service during that Acquisition In-
terval." All shares acquired under the plan will be held in the name of the
bank or its nominee, but the bank will deliver certificates for whole shares to
any purchaser on request.
The New York Stock Exchange and the Investment Company Institute on

September 24, 1974, filed suit against the Comptroller of the Currency in the
U. S. District Court for the District of Columbia to secure a declaratory judg-
ment, injunctive and other relief, primarily a declaration that bank operation
of automatic investment services is unlawful under sections 16 and 21 of the
Glass-Steagall Act. The Court on December 5, 1975, concluded that the Comp-
troller's interpretation of the Glass-Stegall Act (permitting banks to operate
automatic investment services) was correct as a matter of law and granted a
summary judgment for the defendant. The Exchange and the ICI have ap-
pealed that decision.
A bank's interest will always lie in utilizing funds of AIS participants for

as long as possible. These funds are free money. The AIS purchasers' inter-

"Investment Company Institute, et al v. Camp, 401 U.S. 617.
17 Investment Company Institute v. Board of Governors of the Federal Reserve System,

et al. Civil action in the Federal District Court for the District of Columbia, dismissed
on procedural grounds, 398 F. Supp. 725 (1975) ; appeal pending.

18 New York Stock Exchange and Investment Company Institute v. Smith, Comptroller
of the Currency. Civil action 74-1405 in the Federal District Court for the District
of Columbia, defendants' motion for summary judgment granted December 5 1975;
appeal pending.
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ests, on the other hand, may well lie in effecting the stock purchase as rapidly •
as possible, particularly if the price of their stock is rising.
A simple example may illustrate. If a bank has $1 million of AIS pur-

chasers' funds for investment, those funds might well earn $10,000 a month
in the commercial department. The AIS plan provides that a bank may pur-
chase anytime during an acquisition interval of 30 days, and in this case it
clearly would be in the bank's interest to use all of that time. By purchasing
immediately, rather than 30 days later, the bank would forego $10,000 in earn-
ings—on the purchaser's money. They purchasers, on the other hand, might be
buying a stock that is rising in price through the entire month.
If a bank is selling from its trust accounts the same stock that it is buying

for AIS purchasers, how does it time the sell and buy orders? If both the
AIS customers and the trust department are buying, how are orders timed?
Substantial purchases for the trust department may raise the price for a
subsequent purchase of the same stock for AIS participants.
The bulk of the orders from such programs would be concentrated in the

same small group of issues which are favorites for large institutional investors,
thus further concentrating investment in a few issues.
Further, the pooling of smaller orders into larger orders, tends to increase

the dominance of the market by institutional investors.
Grandfathering Provisions

Section 301(b) (1) of S. 2721 would provide that any bank holding company
may continue to engage in those activities in which it directly or through a
subsidiary was lawfully engaged on November 1, 1975, except that this shall
not permit the scope or size (in terms of volume of business) of those activ-
ities to expand to any significant degree. However, Section 301(b) (2) would
provide that the Federal Reserve Board, after opportunity for hearing, may
terminate the authority to continue any activity if the Board deems that such
action is necessary to prevent any other consequences described as "adverse
effects" under the amended Section 4(c) (8).
If an activity is prohibited, we see no logic in permitting a bank holding

company or its affiliate which is already engaged in that activity to continue
such prohibited activity. We suggest that prohibited activity be terminated
within 5 years from the effective date of the amendments.
Uniform Application of Standards Governing Entry Into Bank Related Fields

Section 401 of S. 2721 would provide that no national bank shall directly
or through a subsidiary engage in any activity which is found after the effec-
tive date of the Act to be an improper activity for bank holding companies
under Section 4(c) (8) or an improper activity for the bank holding company
of which such national bank is a subsidiary, except that this section shall not
be interpreted as authorizing a national bank to engage in any activity pro-
hibited to it under any other provision of law.
The Exchange believes that this provision is highly desirable to provide

uniform application of the standards governing bank entry into non-bank areas,
particularly to avoid banks seeking to escape the restrictions of the Bank
Holding Company Act by obtaining authorization from a more permissive bank
regulatory authority.

Conclusion
The New York Stock Exchange supports the adoption of sections 301 (a)

and 401 of S. 2721 to provide more restrictive and specific standards to be
applied in determining whether bank holding companies and their sub-
sidiaries may engage in non-banking activities, as a desirable step to curb
further concentration of economic power and conflicts of interest in banks
and bank holding companies and thereby to encourage effective competition.
To minimize controversy in interpretation of the standards, it might be desir-
able to further amend the Bank Holding Company Act to specifically prohibit
bank holding companies and their affiliates from operating an automatic stock
purchase service or engaging in the general securities brokerage business.
The Exchange suggests that the grandfathering provision of section 301(b)

be amended to require termination of any prohibited activity within 5 years
from the effective date.
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'COMPETITION IN BANKING ACT OF 1976

FRIDAY, MARCH 5, 1976

U.S. SENATE,COMMI'rrEE ON BANKING, HOUSING AND URBAN AFFAIRS,
TV ash,ington, D.C.

The committee met at 10 a.m., pursuant to call, in room 5302, Dirk-sen Senate Office Building, Senator William Proxmire, chairman ofthe committee, presiding.
Present: Senators Proxmire, Sparkman, McIntyre, and Garn.The CHAIRMAN. The committee will come to order.
This is our second hearing this morning. Today we begin our secondday of hearings on S. 2721, the Competition in Banking Act of 19Th.Yesterday we heard a number of witnesses in various segments of theinsurance industry discuss how bank holding companies unfairlycompete against them. Banking institutions market a valuable com-modity in our society. They allocate credit to borrowers. This is abasic public interest function. At various times, if not all times, thatcommodity may be scarce. When banks venture outside their primaryrole which is to make loans to creditworthy borrowers and into themarketing of ordinary commercial services, a major distortion occurs.Purchasers of such commercial services tend to attempt to ingratiatethemselves with the bank by buying the commercial services fromthem in the hope that their credit needs will be fulfilled. Banking in-stitutions reinforce this psychological attitude and in some cases bysuggesting and in other cases requiring the purchase of commercialservices in order for the customer to obtain credit.
The result is a massive distortion of the competitive market. Serv-ices are no longer purchased on the basis of need and quality and thisis bad business.
Today we will hear from a number of other industries in the matterof banks overstepping the proper bounds between finance and com-merce. We will hear from spokesmen for the securities industry whoI hope will shed light on the serious conflicts of interest which resultswhen banks engage in commercial business. We will also hear fromthe automobile dealers, the travel agents, and the other industries.The mere recitation of this laundry list of activities into whichbanks have penetrated is disturbing. One may ask the question, Whatin the world does the marketing of those kinds of services have to dowith the accepting of the deposits or the making of loans? Thestraight answer is not much. Bank expansion in the recent past hasbeen the result of go-go expansionist syndrome acquired by com-petitive laxity among the regulators who are established to protectthe public interest, but now find the services of their constituencybanks come first.
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The result of the era we are passing through is distressing as we
all continue to witness. Today we will hear more specific testimony on
how bank expansion has or may affect competition in several com-
mercial fields outside insurance. Our first witnesses will be Mr.
Robert Augenblick on behalf of the Investment Company Institute,
and Mr. Edward O'Brien of the Securities Industry Association.
I take it that Mr. O'Brien and Mr. Augenblick have statements and

that you will introduce the other gentlemen who are with you this
morning for the record.

STATEMENT OF EDWARD I. O'BRIEN, PRESIDENT, SECURITIES
INDUSTRY ASSOCIATION; ACCOMPANIED BY JAMES W. WALKER,
JR., EXECUTIVE VICE PRESIDENT; AND JOHN M. LIFTIN, COUNSEL

Mr. O'BRIEN. Good morning, Senator.
Mr. Chairman, my name is Edward I. O'Brien and I'm president

of the Securities Industry Association, a national trade association
representing approximately 650 organizations responsible for ever 90
percent of the securities brokerage and investment banking business
of the nation. With me today are James W. Walker, Jr., executive
vice president in charge of our -Washington office, and our counsel,
John M. Liftin of the law firm of Rogers & Wells.
Our membership is a cross section of the many different facets of

the securities business and encompasses members of national securi-
ties exchanges and firms which are not members of such exchanges.
The business of our members includes retail and institutional brok-
erage, over-the-counter market making, underwriting and other in-
vestment banking activities, and various exchange floor functions.
Many of our members perform these services in municipal and gov-
ernment, as. well as corporate, securities. Geographically, the firms
which comprise our membership are located all across the Nation and
provide services to investors of every size and type.
I am submitting a longer written statement, Mr. Chairman, and

will then proceed with the oral statement.
The CHAIRMAN. Your longer statement is the 20-page statement?
Mr. O'BRIEN. Yes.
The CHAIRMAN. That will be printed in full in the record.

, [Complete statement follows:]

STATEMENT OF SECURITIES INDUSTRIES ASSOCIATION

Mr. Chairman, my name is Edward I. O'Brien, and I am President of the
Securities Industry Association, a national trade association representing
approximately 650 organizations responsible for over 90% of the securities
brokerage and investment banking business of the nation. With me today are
James W. Walker, Jr., Executive Vice President in charge of our Washington

office, and our counsel, John M. Liftin of the law firm of Rogers & Wells. Our
membership is a cross section of the many different facets of the securities
business and encompasses members of national securities exchanges and firms
which are not members of such exchanges. The business of our members in-

• cludes retail and institutional brokerage, over-the-counter market making,
underwriting and other investment banking activities and various exchange
floor functions. Many of our members perform these services in municipal and
government, as well as corporate, securities. Geographically, the firms which•
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A

comprise our membership are located all across the nation and provide services
to investors of every size and type.
We appreciate the opportunity to appear before you today to offer our com-

ments on a piece of legislation that we believe is essential to the continued
stability of the banking system and to the vitality of our economy, "The Com-
petition in Banking Act of 1975." The provisions of this bill are responsive
to many of our concerns about the increasing domination by commercial banks
of the nation's financial resources.
For example, the bill would limit the further concentration of banking re-

sources among the major commercial banks. Such a limitation is essential
because those banks and their holding companies already wield an overwhelm-
ing degree of control, not only over bank resources, but also over other finan-
cial resources, such as trust assets. Their encroachment into the securities in-
dustry further exacerbates this concentration.
The bill also would limit the incursions of banks and their holding com-

panies into "commerce"—i.e., into non-banking activities. This tendency to
expand into other businesses not only increases the concentration of economic
power in the major commercial banks, but also tends to produce other prob-
lems, such as misallocation of credit, unfair competition and conflicts of inter-
est. Such problems have been particularly acute in the case of bank-sponsored
securities activities.

Moreover, as the major banks have attempted to utilize their ready access
to deposits in offering an ever-widening range of services, their capital struc-
ture in many cases has become seriously impaired. In recognition of this prob-
lem, the bill would require the Federal Reserve Board to supervise carefully
the capital structure of bank holding companies and their subsidiaries. We
believe such supervision is especially necessary to guard against liquidity
problems associated with the long-term bank loans which are extended to
many corporations as a substitute for equity capital.
In sum, we strongly endorse the underlying principles and basic approach

of this bill; however, we would like to suggest several minor amendments.
First, to avoid the "competition in laxity" at which section 401 of the bill is
aimed, we suggest that the Board be given power to limit the non-bank activ-
ities not only of national banks, which the present language would give it,
but also of all member banks of the Federal Reserve System or, even more
desirable, of all federally insured banks. Secondly, to assure that banks and
bank holding companies are prohibited from engaging in those activities
enumerated in section 2(c) as prime examples of areas which are not directly
related to banking, we believe that section 01 should be amended expressly
to proscribe such activities to banks. Also, although it may be unambiguous, we
suggest that the bill's legislative history make clear that the "concentration
of financial resources" standard set forth in section 301, as one of the factors
to be considered in determining permissible non-banking activities, includes
those resources owned or controlled by mutual funds, insurance companies,
securities underwriters and other financial intermediaries as well as by banks.
Finally, we believe that the mandate to the Fed in section 501 to supervise
the adequacy of bank holding company capitalization should be amended to
require that that supervision take account of the illiquidity associated with
excessive long-term loans and to extend such supervision to all members banks
(or all insured banks), again to avoid competition in laxity. The need for
these relatively minor amendments to a bill which clearly is a long overdue
step toward restoring better balance and more efficiency to our financial
markets is discussed more fully below.

SECURITIES ACTIVITIES OF THE MAJOR COMMERCIAL BANKS

We believe bank expansion into the securities business provides an excellent
example of the abuses toward which this legislation is directed. As the trade
association for the securities industry, we, through our members, are partic-
ularly aware of the many securities in which banks are engaged. The secur-
ities activities of banks may be divided into three general areas: (1) invest-
ment advisory services, (2) brokerage related services, and (3) investment
banking services.
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A. Investment Advisory Services
Apart from their own assets, banks are responsible for the management of

more funds than any other type of financial institution.' In their fiduciary
capacity, banks manage the assets of pension and other employee benefits plans
and of trusts and estates of individuals. In their agency capacity, they man-
age the portfolios of a variety of individual and corporate customers. In
addition, banks serve as investment advisers to both open-end and closed-end
investment companies and also act as investment advisers to REITs, which
they sponsor in many cases.

B. Brokerage Related Services
In recent years, many banks have begun to offer several brokerage related

services to their customers. One of the more common of these is the automatic
investment service (AIS). Through AIS plans, banks offer customers the
opportunity to have a specified amount deducted automatically each month
from their checking accounts and invested by the banks in the common stock
of one or more issuers included on a list supplied by the bank. The list typi-
cally includes the twenty-five largest corporations in the Standard and Poor's
425 Industrial Index, based on the market value of the corporations' out-
standing common stock. The bank pools the monthly deductions from the
account of each participating customer and orders a broker to execute trans-
actions for the pooled accounts. Each AIS customer receives a monthly state-
ment indicating, among 'other things, the number of shares purchased and
their price.
Banks also offer dividend reinvestment plans under which investors may have

the dividends they receive from a participating corporation automatically re-
invested in the securities of that corporation. Through these plans, share-
holders of a participating corporation may request that their dividends be
paid directly to a bank, which pools the dividends received and purchases
additional shares of the corporation's stock in the open market.
Besides pooling funds and acting as a conduit between brokers and cus-

tomers, some banks perform a more traditional type of brokerage by executing
agency transactions for their trust and other managed accounts, either through
a registered broker, in the case of listed securities, or directly in the over-the-
counter market.

C. Investment Banking Services
The investment banking activities of the major commercial banks generally

take two forms: the rendering of financial advice to corporations and the
finding or furnishing (or both) of funds for the long-term capital needs of
corporations. Financial counseling may be provided for a fee either on a long-
term basis or for specific projects (e.g., the financing of a new plant) and
generally comprehends the customer's total need for financing, ranging from
short-term borrowings to permanent capital. Banks also furnish financial ad-
vice in connection with corporate reorganizations, including mergers and ac-
quisitions, and sometimes perform appraisal services in connection with such
transactions.
Banks also serve directly as a source of long-term funds, either through

their own lending facilities or by arranging private placements of securities.
with other lenders. Frequently, loans are made through syndicates of banks,
which contain from a handful to a substantial number of domestic, and some-
times foreign, banks.
In addition to providing long-term funds themselves, banks have become

quite active in arranging, for a fee, private placements of securities of all
types, from long-term bonds to equities, with a variety of institutional lenders.
In some instances, banks participate in private placements they have arranged
by purchasing for portfolios under their management a portion of the secur-
ities to be sold, and on occasion a bank will assemble for a customer a financ-
ing pacakage consisting of a medium-term loan from the bank itself, together
with a private placement to provide the ultimate long-term financing.

1 The Treasury Department has estimated that commercial banks manage approxi--
mately $400 billion in trust assets alone. Public Policy Aspects of Bank Securities Ac—
tivities, An Issues Paper, Department of the Treasury, November, 1975, p. 7.
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RELATIONSHIP OF BANK SECURITIES ACTIVITIES TO CONCERNS REFLECTED
IN PROPOSED LEGISLATION

The provision of securities services by the major commercial banks raises
concerns among our members similar to those to which the bill is addressed
and, as discussed below, suggests the need for minor amendments to assure
that the bill will achieve its stated objectives.
A. "Adverse Effects" of Bank Securities Activities
The proposed amendment to section 4(c) (8) of the Bank Holding Company

Act of 1956 contained in section 301(a) of the bill would require the Fed to
consider certain specified "adverse effects" in determining whether an activity
it finds to be closely and directly related to banking is to be a permissible
activity for bank holding companies. Bank participation in the securities busi-
ness can result in a number of such adverse effects, including unfair competi-
tion, conflicts of interest and undue concentration of financial resources, as
well as the misallocation of credit.
1. Unfair Competition.—Under existing law, banks enjoy numerous ad-vantages not available to commercial entities such as the members of secur-

ities industry. These advantages give banks an almost insurmountable, andwholly unfair, edge in competing with our members.
The principal such advantage possessed by banks is their unique ability to

accept deposits. This enables them to obtain funds at comparatively low cost—
in some cases at no cost—without the expensive and time-consuming disclosureprocess which commercial entities must follow. Banks also have primary and
direct access to a reliable and extensive source of funds through their ability
to borrow from the Federal Reserve System at low interest rates, even when
they are suffering from financial difficulties which would prevent a non-bankentity from obtaining credit. Moreover, banks possess substantial tax ad-vantages, such as their ability to deduct the interest cost of carrying or pur-
chasing tax-exempt securities and their ability to set up reserves for losses.
Banks also have unfair advantages over members of the securities industry

in the operation and promotion of their securities services. For example, bankborrowers and depositors provide a convenient and favorable market for thepromotion of any additional services a bank may choose to offer. In addition,
the sheer size of the major commercial banks and the diversity of their finan-cial and managerial resources enable them to utilize economies of scale un-available to other competitors in performing securities services.
Furthermore, banks are in a position to use the economic leverage inherentin their ability to extend short-term credit to establish explicit or impliedtying arrangements—i.e., according preferential lending treatment to users oftheir securities services.2 Even if a bank has no explicit policy of so usingthis economic power, the probable expectation of customers or prospective cus-tomers that such a connection exists suggests that fair competition may notbe possible when a bank offers services in competition with non-bank entities.
These competitive advantages make it relatively apparent that banks woulddominate the securities industry were they to compete directly in offeringsecurities services.
2. Conflicts of Interest.—A bank's performance of various securities serv-ices may result in conflicts of interest adverse to: (1) its trust customers andother managed accounts, (2) its commercial customers, and (3) users of itssecurities services.
One of the more egregious conflicts between a bank's interest in a securitiesservice it is providing and its duties to the accounts it is responsible formanaging exists in any case where a bank trust department causes one ofsuch accounts to purchase securities that are being placed privately by thebank for a corporate client or distributed by the bank as underwriter, in the

2 The Conference Committee that reported the Rani( Holding Company Act Amend-ments of 1970 specifically noted the possibility of this occurring: "Such tie-ins mayresult from actual coercion by a seller or from a customer's realization that he standsa better chance of securing a scarce and important commodity (such as credit) by'volunteering' to accept other products or services rather than seeking them in thecompetitive market place. In either case, competition is adversely affected, as customersno longer purchase a product of service on its own economic merit." H.R. Rep. No. 1747,91st Cong., 2nd Sess. 18 (1970).

69-452-76-10
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case of municipal bonds. Even where restrictions in private trust agreements
or legal proscriptions prevent this conflict from occurring directly, two or
more banks may have a tacit understanding that the trust department of
each will participate in the private placements or underwritings of the other.
Further, if a private placement proves a disappointment, the bank's trust de-
partment may be tempted to cause accounts that it manages to make invest-
ments in, or to lend money to, a corporation for which the bank has affected
the placement in an attempt to assuage the dissatisfaction of the placement
participants.
The charges reported in the recent Microdot-Irving Trust episode is one

of the more dramatic examples of potential conflict between a bank's securities
services and its commercial customers. In that case, it was alleged that Irving
Trust used its confidential knowledge of the financial condition of its credit
customer, Microdot, in the course of providing advisory services to General
Cable—also a credit customer—in its bid to capture control of Microdot
through a tender offer. Although the facts must await adjudication of that
dispute, it is obvious that, in the course of providing financial advisory serv-
ices, there are many opportunities for a bank to make improper use of con-
fidential financial information obtained from its credit customers.
In providing an AIS plan or dividend reinvestment plan to customers, a bank

is in a position to delay placing orders for its pooled accounts in order to
enjoy the use of the funds without interest, and on some occasions such a
delay may result in a less favorable execution for such accounts. Similarly,
the bank trust department is in a position to take advantage of its knowledge
of when an order for an AIS or dividend reinvestment plan will be executed
in placing orders for accounts that it manages.
A bank also may have a conflict between the interests of its financial ad-

visory customers in objective advice and its own business interests in extend-
ing loans. For example, when a corporation consults a bank for financial ad-
vice, the bank may be tempted to advise the corporation to meet at least
some of its capital needs through bank borrowings, even where the terms of
such borrowings may not be as favorable as those obtainable in the public
market.

3. Concentration of Financial Resource8.—As the Chairman suggested in his
remarks introducing this bill, its main purpose is to prevent the concentration
of economic power in the major commercial banks and their holding com-
panies. By way of example, those remarks cite the concentration of bank
assets in the major commercial banks. The Association believes that even
more serious than this concentration of bank resources is the concentration of
financial resources in general that may result from the continued offering of
securities services by such banks.
There are six principal kinds of institutions in the American economy that

act as financial intermediaries, channelling idle funds and savings to those
with commercial and investment needs for such funds: (1) insurance com-
panies; (2) thrift institutions; (3) commercial banks; (4) trust companies
(or trust departments of commercial banks) ; (5) mutual funds; and (6)
brokerage dealers. Commercial banks already dominate the two largest and
fastest growing of these, categories (3) and (4).
The trust departments of commercial banks manage over $400 billion in

assets of personal trusts, estates and employee benefit and pension plans.'
Besides these enormous trust assets, commercial banks have available for
lending or other investment approximately $900 billion of their own assets.
Thus, commercial banks control over $1,300 billion of assets. This concentra-
tion of control over financial assets is in itself shocking, but what is far more
worrisome, in our opinion, is the fact that control of over 70 percent of the
trust assets is held by less than 2 percent of the commercial banks and, as
the Chairman mentioned in his remarks introducing the bill, that almost 40
percent of the assets of commercial banks is held by less than 2 percent of
those banks. These figures suggest an overwhelming concentration of economic
power in the hands of the very few largest banks.

3 The next largest category of asset management institution, insurance companies,
manage only an estimated $300 billion in assets.
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If the Financial Institutions Act of 1975 (S. 1267)—repealing both interest
rate ceilings on time deposits and restrictions on paying interest on demand
deposits—becomes law, commercial banks eventually will absorb most of the
deposits held by thrift institutions and dominate their functions as well.
The same large money-center banks also happen 0 be those most active in

offering securities services in competition with broker-dealers. Their sheer
size, in relation to the securities industry, is illustrated by the fact that the
shareholders' equity of Citicorp, Inc., the parent holding company a First
National City Bank, was $2.074 bon at the end of 1974, almost as large as
the $2.346 billion which was the aggregate shareholders' equity and pro-
prietors' capital at that time of all members a the New York Stock Exchange.
Because of their disproportionate size, as well as the other decided competitive
aS vantages mentioned above, it seems probable that banks also will come to
dominate the securities industry, giving them control of four of the above six
categoriSs. If banks succeed in dominating the securities industry, virtually
every source of investment capital—save insurance companies and mutual
funds—would be controlled by these few giant banks, a situation which pres-
ently prevails in Europe.

4. Bank Expansion Into Commeree.—In his remarks introducing this bill,
the Chainnan discussed the misallocation of credit resources that results from
incursions by banks into non-banking fields. Whenever a bank has a financial
interest in a commercial enterprise, it is possible that credit determinations
with res•. e hat enterprise will not be made solely on the basis of dis-
interested banking judgment. The experiences of the members of the Asso-
ciation would suggest that banking judgment is equally subject to distortion
when banks participate in the securities industry.
Such bank involvement raises many conflicts between a bank's interest in

its various securities services and its duty to make prudent and disinterested
loans solely on the basis a banking and credit judgments. For example, a
bank may extend credit to a corporation as an inducement for that corpora-
tion to patronize financial advisory services of the bank. Also, a bank may be
temIs to make loans to a corporation in which some of the bank's AIS
customers have invested in order to prevent that corporation's financial diffi-
culties from reflecting adversely on the bank or to extend credit to a corpora-
tion for which it effected a private placement of securities 0 maintain its
"credibility" with those who participated in the private placement. Recent
history provides a vivid example of the potentially serious consequences of
the conflict between a bank's interest in furnishing investment advisory serv-
ices and sound banking practices : the substantial loans which many commer-
cial banks have extended 0 (or purchased from) the REITs sponsored and
managed by them or one a their subsidiaries appear in many cases to have
been effected in less than a prudent and disinterested manner.
Apart from producing a distorted allocation of credit, the conflicts between

a bank's interest in its securities actives and its duty to observe sound
banking principles may also seriously jeopardize the staby of the banking
system. For example, many of the banks which recently have been revealed
as "problem banks" possess loan portfolios laden with loans to their REITs.

5. 'Suggested Amendments.—Because the many potential abuses which may
be associated with the securities activities of banks are reflected in the list of
"adverse impacts" in section 301 (a) a the bill, we strongly endorse the scope
of that list. However, the Association would suggest several amendments to
strengthen and clarify that section.
To prevent the major commercial banks from gaining further control over

sources of investment capital, we suggest that the reference in section 301(a)
to "concentration of . . . financial resources" be clarified. Thus, either through
language in the bill or in its legislative history, it should be made clear that
no bank may engage in non-banking activities—even if directly related to
banking—if such involvement would cause any further concentration of re-
sources among any type of financial intermediary, such as securities under-
writers, insurance companies and mutual funds. The Association believes
that such a clarification is necessary to assure that the major commercial
banks do not further their control over our nation's capital resources.
Furthermore, to preclude most a the potential abuses discussed above, we

strS ngly support the approach taken by section 301 (a) 5 the bill in placing
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greater limitations on non-banking activities. However, we suggest a minor-
amendment to that section. We believe banks should be expressly prohibited,
in a new clause of section 301 (a) (which amends section 4(c) (8) of the
Bank Holding Company Act of 1956), from engaging in those activities enumer-
ated in section 2(c). The new clause, to be inserted in subparagraph (B),
would read as follows:
" ( ) the term 'closely and directly related to banking or managing or con-

trolling banks' does not include (1) offering insurance agency and underwrit-
ing services, (2) offering leasing, accounting, travel or courier services, (3
offering management and data processing services, or (4) soliciting purchases
or sales of securities (except investment securities to the extent permitted to -
national banking associations by the provisions of section 24 of this title),"'
B. Competition in Laxity
Both past and recent history bear out the proposition that when banks are

able to choose among several regulators a "competition in laxity" may occur,
and banks may switch charters in order to avoid restrictive regulatory
policies of a particular agency. The result often can be the frustration of
critical national policy objectives. In the second and third decades of the
twentieth century, so many state chartered banks had securities affiliates that
the Comptroller at first ignored his duty to prevent national banks from en-
gaging in such activities and, then, successfully lobbied Congress to permit
them to engage in those activities.
The end of that competition among regulators was prompted by the failure.

of many banks in 1933 due to the losses incurred by their securities affiliates.
More recent history has seen banks converting to one-bank holding companies
during the 1960's in an attempt to employ their competitive advantages in
areas outside of banking. Also, as the Chairman mentioned in his remarks,
bank holding companies which have been denied permission to engage in cer-
tain activities by the Federal Reserve Board have succeeded in obtaining•
approval by the Comptroller of the Currency for the very same activities.

Since most of the securities activities of banks are provided by banks them-
selves, rather than by subsidiaries of bank holding companies, those activities
are subject to thes more permissive regulation of the Comptroller of the Cur-
rency and of various state banking authorities, rather than the stringent con-
trols imposed by the Fed. For that reason, the Association strongly endorses
the intent, expressed in section 401, of having the Federal Reserve Board
determine permissible non-banking activities of national banks. However, we•
would urge that a uniform and coherent national policy respecting competition
in the banking industry—which this bill seeks to enact into law—requires that
competing state and national banks be treated equally in this critical regard.
In the absence of such uniformity, attainment of national policy objectives.
may be frustrated. Thus, we believe section 401 should be extended to apply
to all members banks, if not to all insured banks.
D. Undereapitalization of Banks
Expansion of banks into non-banking areas may seriously compound the

problem of inadequate bank capital.. To the extent banks devote their capital
resources to investment in other activities, they are deprived of the use of
those funds to support their lending activities. In addition, the tendency over
the past decade has been for banks steadily to increase the maturity of the
loans they extend. Such loans may be said to have equity attributes in that
the terms of the accompanying loan agreements may give the lender virtual
control over the corporate borrower and in that the repayment of the loans .
may depend more on the long run success of the borrowing enterprise than on
normal considerations of solvency.
Such long term loans may affect bank liquidity adversely in two respects.

The probability of such loans being repaid at maturity generally is somewhat
lower than with short-term borrowings. Moreover, because of the extended
maturity of these loans, banks may lose some of their flexibility to adjust to
unanticipated declines in their deposits, many of which are subject to with-
drawal on demand or short notice.

4 We assume that the phrase "marketing of securities" in section 2(c) (iv) is intendedto refer to the solicitation of purchases or sales of securities.
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To preclude such risks to bank liquidity, we suggest two minor amendments
'to section 501. First, that section should be revised specifically to require bank
regulators to consider, in determining the adequacy of a bank's capitalization,
the relationship between long term loans and other illiquid assets on the one
hand and long term sources of funds, such as time deposits and shareholders'
equity, on the other. Secondly, to avoid the problem of competition in laxity
discussed above, we suggest that the provisions of section 501 be made applic-
able to all member banks or all insured banks.

CONCLUSION

We strongly endorse the trust of this proposed legislation and sympathize
the many concerns to which the bill is addressed. Indeed, the concentration
.of economic power in the major commercial banks poses a serious threat which
,calls for legislative action. Their control over financial resources, if not our
'entire economy, suggests the need for strict limitations on both their size and
their activities. We believe that this legislation, modified in accordance with
our suggestions, will go a long way toward solving the problem as we perceive
it.
The Association is working on a comprehensive study of the securities activ-

ities of banks. At the conclusion of that study we intend to transmit our find-
ings to the Committee and respectfully request that they be included in the
record. We appreciate this opportunity to offer our comments and suggestions
on this important piece of legislation and will be happy to try to respond to
any questions.

Mr. O'BRIEN. We very much appreciate the opportunity to appear
before you today to offer our comments on a piece of legislation that
we believe is essential to the continued stability of the banking system
and to the vitality of our economy, "The Competition in Banking
Act of 1975." Although we hardly claim to be experts on the subject
of bank reform the provisions of this bill are responsive to many of
our concerns ail;out the increasing domination by commercial banks of
the Nation's financial resources.
At the outset, may I say it's the basic policy of the .SIA to support

steps which will preserve a strong banking system and to build and
to hold public confidence along with a strong securities industry, as
well 'as fair competition between the two. I would also like briefly to
take this opportunity to compliment the chairman and the members
of the committee and the staff for the thoroughness with which they
have 'approached this problem in terms of the legislation.
As we see it, this bill would limit the further concentration of bank-

ing resource's among the major 'commercial banks. Such a limitation
is essential because those banks and their holding companies already
wield an overwhelming degree of control, not only over bank re-
sources, but also over other financial resources, such as trust assets.
Their 'encroachment into the securities industry further exacerbates
this concentration.
The bill also would limit the incursions of banks 'and their holding

companies into commerce—that is, into nonbanking activities. This
tendency to expand into other 'businesses not only increases the con-
centration of economic power in the major commercial banks, but also
tends to produce other problems, such as the misallocation of credit,
conflicts of interest. and unfair competition. Such problems have been
particularly acute in the case of bank-sponsored securities activities.
Moreover, as the major banks have 'attempted to utilize their ready

access to deposits in offering an ever-widening range of services, their
capital structure in many cases has become seriously impaired. In
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recognition of this problem, the bill would require the Federal Re-
serve Board to supervise carefully the capital structure of bank
holding companies and their subsidiaries. We believe such supervision
is especially necessary to guard 'against liquidity problems associated
with the long-term bank loans which are extended to many corpora-
tions as a substitute for equity capital.
In sum, we strongly endorse the underlying principles and basic

approach of this bill; however, because of the many securities services
in which banks are engaged, which are described in the somewhat
more detailed written statement we have submitted for the record,.
we believe several minor amendments to the bill are desirable.

First, we would suggest modifications in section 301 (a) of the bill.
The proposed amendment to section 4(c) (8) of the Bank Holding
Company Act of 1956 contained in that section would require the
Fed to consider certain specified adverse effects in determining-
whether an activity it finds to be closely and directly related to bank-
ing is to be a permissible activity for bank holding companies. Bank
participation in the securities business can result in a number of such
adverse effects, including undue concentration of financial resources,
unfair competition and conflicts of interest, as well as the misalloca-
tion of credit.
We are particularly concerned about the undue concentration of

financial resources generally, a problem that would appear to be even
more serious than the concentration of bank resources, the prevention
of which is a major purpose of this bill. Financial resources are pro-
vided by six principal kinds of institutions in the American economy
that act as financial intermediaries, channeling idle funds and savings
to those with commercial and investment needs for such funds: (1)
insurance companies; (2) thrift institutions; (3) commercial banks;
(4) trust companies or trust departments of commercial banks; (5)
mutual funds; and (6) broker-dealers. Commercial banks already
dominate the two largest and fastest growing of these categories. 
commercialbanks and trust companies. Between their own funds and
trust assets managed by them, commercial banks control over $1,300
billion of assets. This concentration of control over financial assets
is in itself shocking, but far more worrisome is the fact that those
assets are concentrated in the hands of the very few largest banks.
If The Financial Institutions Act of 1975—repealing both interest

rate ceilings on time deposits and restrictions on paying interest on
demand deposits—becomes law, commercial banks eventually may
absorb most of the deposits held by thrift institutions and dominate
their functions as well. Furthermore, the same large-money-center
banks also happen to be those most active in offering securities serv-
ices in competition with broker-dealers. Because of the disproportion-
ate size of banks, as well as their other decided competitive ad-
vantages, it seems probable that banks also will come to dominate the
securities industry, thereby giving a few giant banks control of vir-
tually every source of investment capital—save insurance companies
and mutual funds—a situation similar to that which prevails in
Europe which I have had experience with.
To prevent this from occurring, we suggest that the reference in

section 301(a) to "concentration of . . . financial resources" be clari-
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fled, either through language in the bill or in its legislative history,
to make clear that no bank may engage in nonbanking activities—
even those directly related to banking—if such involvement would
cause any further concentration of resources among any type of finan-
cial. intermediary, such as securities underwriters, insurance com-
panies, and mutual funds.
Aside from the problem of concentration, the provision of securi-

ties services by banks raises concerns about conflicts of interest, un-
fair competition and the misallocation of credit. Our concerns in
these areas are more thoroughly discussed in our written statement.
We believe that they are typical of the problems that arise when
banks become involved in any area of commerce.
To prevent these problems, we strongly support the approach taken

• by section 301(a) of the bill in placing greater limitations on non-
banking 'activities. However, we suggest a second amendment to
section 301(a). In u new clause to that section, banks should be ex-
pressly prohibited from engaging in those activities enumerated in
section 2(c). Furthermore, the reference in section 2(c) (iv) to the
marketing of securities should be spelled out in the new clause so as
clearly to include the solicitation of the purchase or sale of securities.
The specific language we propose is set forth in our written
statement.
We would also suggest an amendment to section 401 of the bill.

Both past and recent history bear out the 'proposition that when
banks are able to choose among several regulators a competition in
laxity may result, and banks may switch charters or otherwise shop
regulators in order to gain more flexibility to expand their activities.
For example, banks converted to one-bank holding companies during
the 1960's in an attempt to employ their competitive advantages in
areas outside of banking.
The association strongly endorses the bill's attempt to deal with

this problem, in section 401, by authorizing the Federal Reserve
Board to determine permissible nonbanking 'activities of national
banks. We would urge, however, that a uniform and coherent national
policy respecting competition in the banking industry—which this
bill seeks to enact into law—requires that competing State and na-
tional banks be treated equally in this critical regard. In the absence
of such uniformity, attainment of national policy objectives may be
frustrated. Thus, we believe section 401 should be extended to apply
to all member banks, if not to all federally insured banks.
Because expansion of banks into nonbanking areas may seriously

compound the problem of inadequate bank capital, we also would
suggest certain modifications in section 501 of the bill. The tendency
over the past decade has been for banks steadily to increase the
maturity of the loans they extend. Such long-term loans may affect,
bank liquidity 'adversely in two respects. The probability of such
loans being repaid at maturity generally is sorne,what lower than
with short-term borrowings. Moreover, because of the extended inn-
tnrity of these loans, banks may lose some of their flexibility to adjust
to unanticipated declines in their deposits, many of which are subject
to withdrawal on demand or short notice.
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To preclude such risks to bank liquidity, we suggest two minor
amendments to section 501. First, that section should be revised spe-
cifically to require bank regulators to consider, in determining the
adequacy of a bank's capitalization, the relationship between long-
term loans and other illiquid 'assets on the one hand and long-term
sources of funds, such as time deposits and shareholders' equity, on
the other. Second, to avoid the problem of competition in laxity dis-
cussed above, we suggest that the provisions of section 501 be made
applicable to all member banks, or to all insured banks.
To summarize, Mr. Chairman, we strongly endorse the thrust of

thus proposed legislation and sympathize with the many concerns to
which the bill is 'addressed. Indeed, the concentration of economic
power in the major commercial banks poses a serious threat which
calls for legislative action. Their control over financial resources, if
not our entire economy, suggests the need for strict limitations on
both their size and their activities. We 'believe that this legislation,
modified in accordance with our suggestions, will go a long way
toward solving the problem as we perceive it.
The association is working on a comprehensive study of the securi-

ties activities of banks. At the conclusion of that study we intend to
transmit our findings to the committee and respectfully request that
they be included in the record. We 'appreciate this opportunity to
offer our comments and suggestions on this important piece of legis-
lation and will be happy to try to respond to any questions.
The CHAIRMAN. Thank you, Mr. O'Brien.

STATEMENT OF ROBERT L. AUGENBLICK, PRESIDENT, •INVEST-
MENT COMPANY INSTITUTE; ACCOMPANIED BY RAMSAY POTTS,
COUNSEL

MT. AUGENBLICK. My name is Robert L. Augenblick. I am presi-
dent of the Investment Company Institute and 'appear today on its
behalf. With me is Ramsay Potts, outside counsel for the institute.
I propose this morning to summarize briefly the major points in

our longer written statement and I do ask that the longer written
statement be made a part of the record.
The CHAIRMAN. Yes; without objection, that will be done.
Mr. AUGENBLICK. The membership of the institute consists of 381

mutual funds, their investment 'advisers and principal underwriters.
'Our mutual fund members have over 8 million shareholders and
assets of about $46 billion, representing about 93 percent of the assets
of all U.S. mutual funds.
Our testimony this morning is directed primarily to the desirability

of section 301(a) of S. 2721 which tightens up both the existing
closely related and public 'benefits tests with respect to nonbanking
activities made permissible to a bank holding company component by
section 4(c) (8) of the Bank Holding Company Act, and also to the
desirability of section 401 of the bill which provides that an activity
found by the Federal Reserve Board to be improper for a bank hold-
ing company is improper for a national bank and further explicitly

•
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4

denies a national bank the, right to engage in any activity prohibited
to it under any other provision of law.
We support section 301 (a) and section 401 of the bill. The focus of

our testimony is on the increasing activities of banks in the securities
business.
At the outset we wish to refer to what should be obvious. Banking

interests should not be permitted to do indirectly what they are for-
bidden to do directly. The Bank Holding Company Act was never
intended and cannot be used as an excuse to permit banking interests
to avoid prohibitions elsewhere contained in the law—such as the
provisions of the Glass-Steagall Act of 1933 which divorced the
banking busines,s from most aspects of the securities business.
The expanded activity by banks in the securities industry raises

two fundamental questions:
First: Are the reasons that gave rise to the Glass-Steagall Act still

valid today, or should the Glass-Steagall Act be amended so as to
make it clear that banks may or may not engage in some or all of
these securities activities?
Second: Is it in the public interest to sanction the increased concen-

tration of economic power in banks by permitting them to enter the
securities business and would this create unfair competition?
Among the securities activities which the banks are engaging in,

have tried to engage in, or would like to engage in, are the following:
(1) Bank sponsorship and operation of open-end investment com-

panies—mutual funds.
This involves the creation and merchandising by banks of pooled

funds for managing agency accounts—found by the courts to be the
functional equivalent of mutual funds. In a suit instituted by the
Investment Company Institute against the Comptroller of the Cur-
rency, this activity was held by the Supreme Court of the United
States in 1971 to violate the Glass-Steagall Act—Investment Com-
pany Institute, et al. v. Camp, 401 U.S. 617. Nevertheless, the
American Bankers Association has announced its intention to seek
legislation to overturn the Camp case and the Comptroller of the Cur-
rency has announced his support for permitting banks to enter the
mutual fund business.
(2) Bank sponsorship of closed-end investment companies.
In the last few years, banks have created and sponsored closed-end

investment companies having hundreds of millions of dollars. This
activity is presently being challenged in a suit brought in the Feder-
al District Court for the District of Columbia by the Investment
Company Institute against the Board of Governors of the Federal
Reserve System—Investment Company Institute v. Board of Gov-
ernors of the Federal Reserve System, et al., Civil Action No. 74-697,
July 30, 1975. The suit, which seeks a judicial declaration that the
regulation of the Federal Reserve Board permitting such Fponsorship
violates the Glass-Steagall Act and the Bank Holding Company Act,
has been dismissed on procedural grounds and an appeal is pending.
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(3) Bank automatic stock investment plans.
Banks are aggressively marketing these plans under which a de-

positor directs the bank to withdraw monthly an amount—usually a
minimum of $20 and a maximum of $500 per company—from his
checking account to purchase shares of one or more of the 25 com-
panies with the largest capitalization appearing in the Standard cgz
Poor's 425 Industrial Index. The bank receives a fee for its service.
The New York Stock Exchange and the Investment Company Insti-
tute have jointly brought an action in the Federal District Court for
the District of Columbia against the Comptroller of the Currency •
seeking a judicial declaration that the Comptroller's regulation per-
mitting such activity violates the Glass-Steagall Act. Summary judg-
ment was awarded to the Comptroller and an appeal is pending.
(4) Dividend reinvestment plans. A
Banks are aggressively merchandising these plans under which the

banks for a fee will reinvest dividends of a particular corporation in
the stock of the corporation and often will permit the stockholder to
add up to an additional $1,000 monthly for reinvestment by the banks
in such stock.
(5) Sponsors of reits.
Banks have recently sustained huge losses in connection with real

estate investment trusts because of the banks' involvement as sponsors
and leaders.
A word about the Glass-Steagall Act. After the congressional study

as to reasons for the stock market debacle of 1929 and ensuing de-
pression years, Congress in 1933 passed the Glass-Steagall Act which
was in large part designed to divorce the banking business from the
general securities business.
In considering the issue of Glass-Steagall, we take as a focal point

the hazards to the public which the Supreme Court of the United
States to exist in 1971, only 5 years ago, if a bank were per-
mitted to sponsor and merchandise its own mutual fund—hazards
which permeate the other bank securities activities in varying degrees
of intensity.
The potential dangers to the public which result from these activi-

ties are highlighted in the Supreme Court's decision in the Camp case
referred to above. In finding that "the potential hazards and abuses
that flow from a bank's entry into the mutual fund business are the
same basic hazards and abuses that Congress intended to eliminate
almost forty years ago," the court pointed to specific hazards as
follows:
The bank's stake in the investment fund might distort its credit decisions

or lead to unsound loans to the companies in which the fund had invested.
The bank might exploit its confidential relationship with its commercial credi-
tors for the benefit of the fund. The bank might make loans to facilitate the
purchase of interests in the fund. If the fund investment should turn out badly
there would be a danger that the bank would lose the good will of those cus-
tomers who had invested in the fund.
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To these might be added the temptation to invest the fund's assets
in and possibly to shore up companies having outstanding loans with
the bank.
Let me turn now to undue concentration of economic power in

banks and the issue of unfair competition. Commercial banks. have
acquired huge assets which carry with them a powerful capacity to
dominate our Nation's business and to influence our securities mar-
kets. It is a truism that banks are far and away the largest of private
financial institutions.
One of the arguments that banks make in favor of being permitted

to compete in the securities business is that they can do it better and
•cheaper. Even if this were true—which is doubtful—the justification
for permitting banks to enter the securities business must also be
measured in terms of the fairness or unfairness of the competition
which would be represented by bank entry into the business. More-
over, there is no lack of competition in the securities industry today.
For example, there are over 600 mutual funds being offered today to
the public.

It seems clear that, apart from other impacts on the U.S. economy,
if banks are permitted to compete in the securities business their
.concentration of economic power will produce unfair competition
favoring the banks as against their competitors.
Some of the reasons for this conclusion are as follows: First: Banks

would have a tremendous competitive advantage because of their
built-in customers and their leverage over financial decisions made by
these customers. Every day thousands of customers stream across the
threshold of banks for the purpose of making deposits, making loans,
paying off loans, and taking advantage of many other banking serv-
ices. The financial health, even the financial existence of many of
these customers depends upon a, satisfactory relationship with the
bank. Under these circumstances, pressure from a bank does not have
to be very direct to enable it to capture all of a customer's financial
business.
Two: Not only are the customers physically present in the bank,

but banks are permitted to, and do, advertise their services in a much
more aggressive and liberal fashion than is permitted to financial
institutions such as mutual funds that are subject to regulation by
the Securities and Exchange Commission and State securities
administrators.
The merchandising of securities services by institutions other than

banks is closely regulated under Federal and State law. Banks, how-
ever, are generally exempt from the provisions of the Federal securi-
ties laws and probably from most State securities laws.
Three: The trust department of a bank has access to inside infor-

mation not available to competitors in the investment business. Al-
though the banks like to talk of a "Chinese Wall" between the trust
department and the commercial department, there is far too much
danger that the wall will be perforated—that the trust department, in
choosing to make or change investments for its customers, will have
the advantage of inside knowledge possessed by the commercial de-
partment concerning companies that are customers of the commercial
department.
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Four: Many banks hold themselves out as investment advisers and
thousands of people go to them for impartial investment advice. If a
bank is permitted to operate and make a profit out of its own mutual
fund, is it likely that the bank will recommend a competitive mutual
fund to a customer seeking impartial investment advice?
In conclusion, we emphasize that it is essential to preserve the

integrity, and not to permit the dilution, of the Glass-Steagall Act.
Moreover, the strengthening of the public benefits test, as proposed in
the bill, is a distinct improvement on the standards presently ap-
plicable to the legitimacy of nonbanking activities within a bank
holding company structure.
We also suggest that it might be well for Congress to give some

guidance to the Federal Reserve Board to assist it in detarminino-
what is or is not so "closely and directly" related to banking as to be
44a proper and necessary" incident thereto. There has been too much
costly litigation already with respect to the nonlegitimacy of many
banking activities. We think Congress should make it plain that,
among other activities, the sponsorship, management, and promotion
by banks of their own mutual funds and of automatic stock invest-
ment plans do not meet the bill's criteria for legitimate activity by a
component in a bank holding company complex.
For the foregoing reasons, we support sections 301(a) and section

401 of S. 2721, and we do appreciate this opportunity to testify on
this matter.
[Complete statement of Mr. Augenblick follows:]

STATEMENT OF ROBERT L. ATJGENBLICK, ON BEHALF OF THE
INVESTMENT COMPANY INSTITUTE

My name is Robert L. Augenblick. I am President of the Investment Com-
pany Institute, 1775 K Street, N. W., Washington, D. C., and appear today on
its behalf. With me is David Silver, the Institute's Senior Vice President and
General Counsel.
The membership of the Institute consists of 381 mutual funds, their invest-

ment advisers and principal underwriters. Our mutual fund members have
over 8 million shareholders and assets of approximately $46 billion, represent-
ing about 93% of the assets of all U.S. mutual funds.
Our testimony this morning is primarily directed to the desirability of Sec-

tion 301(a) of S.2721 which tightens up both the existing "closely related"
and "public benefits" tests with respect to non-banking activities made permis-
sible to a bank holding company component by Section 4(c) (8) of the Bank
Holding Company Act (the "Act"), and also to the desirability of Section 401
of the bill which provides that an activity found by the Federal Reserve Board
to be improper for a bank holding company is improper for a national bank
and further explicitly denies a national bank the right to engage in any
activity prohibited to it under any other provision of law.
We support Section 301 (a) and Section 401 of the bill.
Present Section 4(c) (8) of the Act enables a bank holding company to ac-

quire a company the activities of which are determined by the Federal Re-
serve Board to be "so closely" related to banking or managing or controlling
banks as to be a "proper" incident thereto. We endorse the provisions of Sec-
tion 301(a) of the bill which would require that the non-banking activities be
not only "closely" but also "directly" related to banking so as to be not only
a "proper" but also a "necessary" incident. The additional public benefits test
is also tightened by the bill in a number of ways that, we believe, place desir-
able restrictions on non-banking activities.
In recent years banks, largely through the device of bank holding company

complexes, have expanded or tried to expand their activities into new fields
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not traditionally related to banking. Banks lease equipment; they sell insur-
ance; they render accounting and tax services; and they issue credit cards.
They also want to expand into furnishing armored car services and travel
agency services.
Bank expansion into such commercial fields has raised serious questions

with respect to the permissible scope of bank activities under existing law.
These activities have been or are being contested in the courts by competitors
who would be directly harmed by such activities.1
The focus of our testimony is on the increasing activities of banks in the

securities business. This relates to the finding in Section 2 of the bill that,
among other activities, "in marketing securities" bank holding companies
"have extended their services into product markets beyond those directly re-
lated to banking, thereby eroding the line between banking and commerce in
the Nation."
At the outset we wish to refer to what should be obvious. Banking interests

should not be permitted to do indirectly what they are forbidden to do
directly. The Bank Holding Company Act was never intended and cannot be
used as an excuse to permit banking interests to avoid prohibitions elsewhere
contained in the law—such as the provisions of the Glass-Steagall Act of 1933
which divorced the banking business from most aspects of the securities busi-
ness.'
The expanded activity by banks in the securities industry raises two funda-

mental questions:
First, are the reasons that gave rise to the Glass-Steagall Act still valid

today, or should the Glass-Steagall Act be amended so as to make it clear
that banks may or may not engage in some or all of these securities activities?

Second, is it in the public interest to sanction the increased concentration
of economic power in banks by permitting them to enter the securities busi-ness and would this create unfair competition?
Among the securities activities which the banks are engaging in, has tried

to engage in, or would like to engage in, are the following:

1 It should be noted that the Supreme Court and other federal courts have in recentyears struck down a number of attempts by the Office of the Comptroller of the Cur-rency to permit banks to engage in activities not normally associated with the bankingbusiness. For example, the Comptroller's rulings were overturned in the following cases:Saxon v. Georgia Association of Independent Insurance Agents, Inc., 399 F. 2d 1010(5th Cir. 1968) (selling life insurance) ; First National Bank v. Dickinson, 396 U.S.122 (1969) (setting up armored car service and deposit receptacles) ; Arnold Tours, Inc.v. Camp and South Shore National Bank, 472 F. 2d 427 (1st Cir. 1972), aff'g. 338 F.Supp. 721 (D.C. Mass. 1972) (acting as travel agent) ; and involving interpretation ofGlass-Steagall, Investment Company Institute v. Camp, 401 U.S. 617 (1971) (sponsor-ing and operating a mutual fund) ; Baker, Watts & Co. v. Saxon, 261 F. Supp. 247(D.C.D.C. 1966), aff'd. 392 F. 2d 497 (D.C. Cir. 1968) (sale of municipal revenue bonds) ;National Retailers Corporation of America v. Valley National Bank, et al., U.S. Dist.Ct. Ariz., Feb. 2 1976 (offering data processing services).
2 Any possible thought that the 1970 amendments to the Bank Holding Company Actmight be interpreted to dilute the application of the Glass-Steagall Act to a componentof a bank holding company was dispelled by the following colloquy between SenatorsWilliams and Sparkman on the Senate floor in connection with the passage of suchamendments:
"Mr. WILLIAMS. of New Jersey. I have one question I should like to ask the chairmanof the committee.
Both the Senate and House bills contained, in section 4(c) (8), substantially similarlanguage reiterating the existng law embodied in the Glass-Steagall Act which provides,essentially, for separation of commercial banking and the securities business. This lan-guage does not appear in the bil agreed to by the conferees. I wonder whether therewas any intention to imply that the very securities-related activities forbidden to banksdirectly may nevertheless be engaged in by bank-holding companies or their nonbank-ing affiliates.
Mr. SPARKMAN. The answer to the Senator's question is that there clearly was not.

As it now stands, the Glass-Steagall Act broadly prohibits both banks and their affiliates
from engaging in what we commonly understand to be the securities business. Thereare some specific exceptions, of course, but I can assure you that we did not mean toenlarge or contract them here. We regarded that general prphibition as being so clearly
applicable to the subjects of this bill as to make a restatement of it unnecessary. . . .
If Congress is to change that longstanding, fundamental statement of public policy.
we will have to do so in other legislation. I hope there is no longer any misconception
on that point.
Mn.WILLIAMS of New Jersey: It is reassuring, indeed, to know that the Glasq-Steagall

Act has not been disturbed in any way and that there is no intention at all here to
do so." [116 Cong. Rec. 42430 (1970)]
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(1) Bank sponsorship and operation of open-end investment companies
(mutual funds).—This involves the creation and merchandising by banks of
pooled funds for managing agency accounts—found by the courts to be the
functional equivalent of mutual funds. In a suit instituted by the Investment
Company Institute against the Comptroller of the Currency, this activity was
held by the Supreme Court of the United States in 1971 to violate the Glass-
Steagall Act (Investment Company Institute, et al V. Camp, 401 U.S. 617).
Nevertheless, the American Bankers Association has announced its intention to
seek legislation to overturn the Camp case and the Comptroller of the Cur-
rency has announced his support for permitting banks to enter the mutual
fund business.3
(2) Bank sponsorship of closed-end investment companies.—In the last few

years, banks have created and sponsored closed-end investment companies
having hundreds of millions of dollars. This activity is presently being chal-
lenged in a suit brought in the federal district court for the District of
Columbia by the Investment Company Institute against the Board of Gover-
nors of the Federal Reserve System (Investment Company Institute v. Board of
Governors of the Federal Reserve System, et al, Civil Action No. 74-697 (July
30, 1975) ). The suit, which seeks a judicial declaration that the Regulation
of the Federal Reserve Board permitting such sponsorship violates the Glass-
Steagall Act and the Bank Holding Company Act, has been dismissed on pro-
cedural grounds and an appeal is pending.
(3) Bank automatic stock investment plans.—Banks are aggressively market-

ing these plans under which a depositor directs the bank to withdraw monthly
an amount (usually a minimum of $20 and a maximum of $500 per company)
from his checking account to purchase shares of one or more of the 25 com-
panies with the largest capitalization appearing in the Standard & Poor's 425
Industrial Index. The bank receives a fee for its service. The New York Stock
Exchange and the Investment Company Institute have jointly brought an
action in the federal district court for the District of Columbia against the
Comptroller of the Currency seeking a judicial declaration that the Comp-
troller's regulation permitting such activity violates the Glass-Steagall Act.
Summary judgment5 was awarded to the Comptroller and an appeal is pend-
ing.
(4) Dividend reinvestment plans.—Banks are aggressively merchandising

these plans under which the banks for a fee will reinvest dividends of a
particular corporation in the stock of the corporation and often will permit
the stockholder to add up to an additional $1,000 monthly for reinvestment by
the banks in such stock.
(5) Sponsorship of REITs.—Banks have recently sustained huge losses in

connection with real estate investment trusts because of the bank's involvement
as sponsors and lenders.
(6) Underwriting municipal revenue bonds.—Banks are attempting to have

the Glass-Steagall Act amended to permit this activity, in view of a court
decision' holding such activity illegal under Glass-Steagall.

It may be expected that such activities by banks in the securities business
are only the beginning, if they are permitted to go on unchecked. It may not
be unreasonable to anticipate that U.S. banks will ultimately seek the right
to conduct a regular broker-dealer securities business and thus dominate such
business as in the case of many European countries.

1. THE GLASS-STEAGALL ACT

After the Congressional study as to reasons for the stock market debacle
of 1929 and ensuing depression years, Congress in 1933 passed the Glass-

Transcript of Hearing on Securities Activities of Commercial Banks before Subcom-
mittee on Securities of Senate Committee on Banking, Housing and Urban Affairs, De-
cember 9-10, 1975. Vol. 1 pages 70-71 Vol. 2, pages 124-125.

398 F. Supp. 725 (D.D.C. 1975).
Ne4n York Stock Exchange Inc. et al V. Smith, CCH Fed. Banking Law Rep. §96„

706 (D.D.C. Dec. 5, 1975).
6 See Baker, Watts tc Co. v. Saxon, 261 F. Supp. 247 (D.C.D.C. 1966), Aff'd sub. nom.,.

Port of New York Authority v. Baker, Watts (1 Co., 392 F. 2d 497 (D.C. Cir. 1968).
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Steagall Act which was In large part designed to divorce the banking business
from the general securities business."'

While the securities activities of banks described above will present dangers
to the public and involve conflicts of interest which are likely to differ in
degree depending on the type of activity involved, a crucial fact is that these
dangers and conflicts exist because banks have a "salesman's stake" in these
activities.
In considering the Issue of Glass-Steagall, we take as a focal point the

hazards to the public which the Supreme Court of the United States found
to exist in 1971 if a bank were permitted to sponsor and merchandise its own
mutual fund—hazards which permeate the other bank securities activities in
varying degrees of intensity.
The potential dangers to the public which result from these activities are

highlighted in the Supreme Court's decision in the Camp case referred to
above. In finding that "the potential hazards and abuses that flow from a
bank's entry into the mutual fund business are the same basic hazards and
abuses that Congress intended to eliminate almost forty years ago," the court
pointed to specific hazards as follows:
"And there are other potential hazards of the kind Congress sought to

eliminate with the passage of the Glass-Steagall Act. The bank's stake in
the investment fund might distort its credit decisions or lead to unsound loans
to the companies in which the fund had invested. The bank might exploit its
confidential relationship with its commercial and industrial creditors for the
benefit of the fund. The bank might undertake, directly or indirectly, to make
its credit facilities available to the fund or to render other aid to the fund
inconsistent with the best interests of the bank's depositors. The bank
might make loans to facilitate the purchase of interests in the fund. The bank
might divert talent and resources from its commercial banking operation to
the promotion of the fund. Moreover, because the bank would have a stake
in a customer's making a particular investment decision—the decision to in-
vest in the bank's investment fund—the customer might doubt the motivation
behind the bank's recommendation that he make such an investment. If the
fund investment should turn out badly there would be a danger that the bank
would lose the good will of those customers who had invested in the fund.
It might be unlikely that disenchantment would go so far as to threaten the
solvency of the bank. But because banks are dependent on the confidence of
their customers, the risk would not be unreal."
Many of the same or substantially the same conflicts of interest that led to

the decision in the Camp case involving bank-sponsored mutual funds are in-
volved in bank automatic stock investment plans. For example, there is the
temptation to lend moneys to bolster the 25 companies on the investment list
or to withhold credit from competing companies; to have the bank's trust or
other departments invest in such stocks to stabilize or improve their prices;
and to merchandise the plan to anyone and everyone without regard to suit-
ability to the investor, all in order to make a profit out of the service. There
is the further temptation to profit from a "float" by utilizing the full 30-day
"acquisition interval" permitted for buying securities after the cut-off date
established by the bank.
There is also a serious question of disclosure involved in the potential con-

flict between the activities of a bank in purchasing securities under its widely
advertised automatic investment plan and the activities of the bank's trust
department in dealing in the same securities. For example, if bank customers
are in the process of giving the bank millions of dollars to buy certain secur-
ities under the automatic investment plan, and at the same time the bank,
having decided the outlook for those issues is not good, is in the process of
selling off millions of dollars of the same securities from its trust funds and

7To explain in more detail the intent of the Glass-Steagall Act in this respect, we
offer to submit for the record a copy of ithe plaintiff's Memorandum in opposition to the
defendant's motion to dismiss or for Summary Judgment, in the pending case which the
New York Stock Exchange and the Investment Company Institute have brought against
the Comptroller of the Currency with regard to bank automatic stock investment plans.
In particular, we call the Committee's attention to pages 23 to 32 of the memorondunb
on the question of the intent of Glass-Steagall, as interpreted by banking authorities,.
with respect to banks offering brokerage services.
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other investments, does not the bank have a fiduciary duty to advise its auto-
matic investment customers that it is buying for them securities which the
bank's trust department believes are not a good investment? The banks appar-
ently deny that such a fiduciary duty exists.
We have read the press reports which indicate that some banks do not hesi-

tate to plunge into conflicts of interest situations when they sponsor or rescue
their real estate investment trusts. We do not know how valid the criticism
may or may not be. However, the relationship of banks to their REITs appears
to have striking similarities to the relationship before 1933 between banks and
their securities affiliates, which was instrumental in bringing about the Glass-
Steagall separaton of banking and securities functions. If so, this is another
reason for maintaining the prophylactic provisions of Glass-Steagall.

2. UNDUE CONCENTRATION OF ECONOMIC POWER IN BANKS
AND -UNFAIR COMPETITION

Commercial banks have acquired huge assets which carry with them a
powerful capacity to dominate our nation's business and to influence our
securities markets.'

It is a truism that banks are far and away the largest of private financial
institutions. At the end of 1973, commercial banks had non-trust assets of
$755 billion and trust assets of $378 billion. These combined commercial bank
assets of $1,133 billion exceeded the aggregate assets of all other major
financial institutions, including, among others, mutual savings banks, savings
and loan associations, insurance companies and mutual funds. Of these bank
assets of $1,133 billion, $237 billion were accounted for by ownership of com-
mon stocks.
Moreover there is concentration within concentration. Fifteen commercial

banks at the end of 1973 controlled 41.8% of the assets of all commercial
banks.
As for potential capacity to dominate U.S. industry, it is interesting to note,

for example, that at the end of 1973 New York banks alone held the following
percentages of total voting stock of the following companies, to mention just
a few examples: 17% of Mobil Oil, 11% of Ford Motor, 19% of Xerox, 30%
of American Airlines, 30% of the Burlington & Northern Railroad, 17% of
Western Union and 18% of Safeway Stores. And superimposed on such domi-
nant stock ownership is a pervasive system of interlocking directorates be-
tween industrial corporations and banks.
This vast concentration of economic wealth and influence increases the

probability that bank equity investments will flow to large corporations, creat-
ing artificial pressures for higher stock prices of the favored large corpora-
tions. The smaller firms are not big enough to satisfy the huge appetite of
bank needs to invest.
One of the arguments that banks make in favor of being permitted to com-

pete in the securities business is that they can do it better and cheaper. Even
if this were true—which is doubtful—the justification for permitting banks to
enter the securities business must also be measured in terms of the fairness
or unfairness of the competition which would be represented by bank entry
into the business. Moreover, there is no lack of competition in the securities
industry today. For example, there are over 600 mutual funds being offered
today to the public.
It seems clear that, apart from other impacts on the U.S. economy, if banks

are permitted to compete in the securities business their concentration of
economic power will produce unfair competition favoring the banks as against
their competitors.
Some of the reasons for this conclusion are as follows:

8 See, for example, Staff Report on Financial Institution Reform. House Committee
on Banking and Currency, attached to memorandum dated August 15, 1973 from Chair-
man Patman to all Committee members; The Role of Institutional Investors in the
Stock Market—staff briefing material. dated July 24 1973, prepared for use of Sub-
committee on Financial Markets of Senate Committee on Finance; Disclosure of Cor-
porate Ownership, prepared by the Subcommittees on Intergovernmental Relations. and
Budgeting, Management and Expenditures of the Senate Committee on Government
Operations, December 27, 1973.
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(1) Banks would have a tremendous competitive advantage because of
their built-in customers and their leverage over financial decisions made by
these customers. National banks have approximately 14,000 branches and
over 18,000 offices throughout the country and there are many additional
branches and offices maintained by state banks. Every day thousands of cus-
tomers stream across the threshold of banks for the purpose of making de-
posits, making loans, paying off loans and taking advantage of many other
banking services. The financial health, even the financial existence of many
of these customers depends upon a satisfactory relationship with the bank.
Under these circumstances, pressure from a bank does not have to be very
direct to enable it to capture all of a customer's financial business.
(2) Not only are the customers physically present in the bank, but banks

are permitted to, and do, advertise their services in a much more aggressive
and liberal fashion than is permitted to financial institutions such as mutual
funds that are subject to regulation by the Securities and Exchange Com-
mission and state securities administrators. For example, when the Chase
Manhattan Bank in New York began in 1973 to merchandise its automatic
stock investment plan, its multi-colored promotional brochure referred to the
plan as a "fantastic new way" to establish a stock investment program . . .
"Just fill out the attached form . . . and you're on your way to Wall Street."
Moreover, the regular monthly statements sent by Chase Manhattan to its
checking account depositors were used to promote the plan by being accom-
panied by the same brochure and having a legend on the statement itself
"Chase's Automatic Stock Investment Plan each month allows you to invest
in a Selection of Stocks. Enroll Now."
The merchandising of securities services by institutions other than banks

is closely regulated under federal and state law. Banks, however, are generally
exempt from the provisions of the federal securities laws and probably from
most state securities laws.
National banks usually argue that regulation by the Comptroller of the

Currency is equivalent to regulation by the Securities and Exchange Commis-
sion. But the fact is that banking regulation is designed to protect the solvency
of banks and not to protect the public investor who accepts investment advice
from banks. To be sure, the activities of bank trust departments are subject
to inspection by the banking authorities, but the thrust of such trust depart-
ment inspection is not to protect the investor but rather to see to it that trust
department activities are not mismanaged in a way that will cause the bank
to be surcharged so as adversely to affect its solvency and therefore its de-
positors.
(3) The trust department of a bank has access to inside information not

available to competitors in the investment business. Although the banks like
to talk of a "Chinese Wall" between the trust department and the commercial
department, there is far too much danger that the wall will be perforated—
that the trust department, in choosing to make or change investments for
Its customers, will have the advantage of inside knowledge possessed by the
commercial department concerning companies that are customers of the com-
mercial department.
When pressure is applied the wall can obligingly disappear. For example,

following the institution of fully competitive stock exchange commission rates
on May 1, 1975, the extreme price cutting of commission rates raised questions
as to the financial stability of brokers with wham the banks deal. According
to the June 9, 1975 issue of the Wall Street Letter, the trust departments of
large commercial banks were "discreetly" asking their commercial department
to notify them about the checking and lending accounts of brokers. No such
inside information is available to other financial institutions who also rely
heavily on the solvency of the broker-dealers they employ.
(4) Many banks hold themselves out as investment advisers and thousands

of people go to them for impartial investment advice. The inherent conflict of
interest which is present when a profit-oriented bank has a salesman's stake
in merchandising its own investment services will not only jeopardize the
bank's ability to give impartial advice but will also produce an unfair competi-
tive advantage. If a bank is permitted to operate and make a profit out of its
own mutual fund, is it likely that the bank will recommend a competitive
mutual fund to a customer seeking impartial investment advice?
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Looking beyond the question of competitive advantage, there is a serious
question as to what will happen to public confidence in banks if they are per-
mitted to enter the securities business on a broad scale. For example, as the
Supreme Court of the United States pointed out in the Camp case, if the bank
Is permitted to operate its own mutual fund and recommends such an invest-
ment, will customer losses in the bank's mutual fund tend to affect the cus-
tomers' confidence in his bank and thus its solvency? Or what effect on a
customer's confidence in his bank will there be if the customer were to dis-
cover that at the same time he is investing his money in one of the stocks
offered under the bank's automatic investment plan, the bank is in the process
of unloading the stock of the same corporation from its trust funds and other
investments?
In conclusion, we emphasize that it is essential to preserve the integrity,

and not to permit the dilution, of the Glass-Steagall Act. Moreover, the strength-
ening of the public benefits test, as proposed in the bill, is a distinct improvement
on the standards presently applicable to the legitimacy of non-banking activities
within a bank holding company structure.
We also suggest that it might be well for Congress to give some guidance to

the Federal Reserve Board to assist it in determining what is or is not so
"closely and directly" related to banking as to be "a proper and necessary" in-
cident thereto. There has been too much costly litigation already with respect
to the non-legitimacy of many banking activities. We think Congress should
make it plain that, among other activities, the sponsorship, management and
promotion by banks of their own mutual funds and of automatic stock invest-
ment plans do not meet the bill's criteria for legitimate activity by a component
in a bank holding company complex.
For the foregoing reasons, we support Sections 301(a) and Section 401 of

S.2721.

The CHAIRMAN. Thank you, Mr. Augenblick. Thank both you gen-
tlemen for very well reasoned and persuasive statements.
Mr. O'Brien, yesterday we were given an example of a bank which

made loans to a customer because of the profit on an insurance sale,
credit life insurance sale. In fact, a letter was read to the committee
written by a banker who said that he admitted that the loan was made
simply because of the profit the bank was able to make in selling
credit life insurance.
What is your judgment as to whether banks may be tempted to

make unsound loans to customers which buy commercial securities
services from the bank?
Mr. O'BRIEN. I think that the temptation is there. As to whether

it actually takes place, I suppose the banks would be possessed of the
best information as to whether it does take place, but one would have
to admit that the relationship between the commercial side of the
bank and the securities purchasing selling side of the bank might give
rise to such a temptation.
The CHAIRMAN. Is there any way you can gage the importance of

the passage of S. 2721? The reason I ask this question is because of
the scenario that you set forth this morning. It's on page 14 of your
statement concerning the possibility of a few giant U.S. banks domi-
nating virtually every source of investment capital in the country.
Mr. O'BRIEN. It's for that reason when you cut through everything

that I do favor the legislation. One can't prove this, but if you con-
sider the concentration of assets within the banking community today,
if you consider the normal expansion which has taken place even
since the 1970 and the 1956—but particularly since the 1970 law, you
would have to conclude that we are in a clear trend toward further
and further concentration. If that concentration of resources and
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assets is also expanded to include activities which are now not direct-
ly related to the banking business, common sense tells me that that
means you will have further concentration and you will have lessen-
ing of competition, higher prices conceivably, and something which
is not overall in the interest of the country and the economy.
So for these reasons, that's why we have concluded that the legis-

lation is on the right track.
The CHAIRMAN. Well, you say that may result in higher prices. Is

that the principal effect on the consumer? Would there be perhaps a
diminution in the availability of alternative services as time goes on?
Mr. O'BRIEN. It seems to me if you have a concentration of power

in the particular area of anything for that matter, whether it's the
banks or—I have to have a bias against bigness, let's put it that way.*. Now if you have a concentration in the area of capital, in the area of
services, it therefore results in an increase in power which, in turn,
can lend itself to less competition in pricing for the services and also
the availability of services. It's conceivable that capital will therefore
be allocated by a bank to a favored group of clients, corporations, for
example, where they have loans or what have you.
But the fact is, in my judgment, it would have a tendency toward

higher prices for securities services and conceivably higher prices for
overall banking services as well.
The CHAIRMAN. You discuss the issue of competition in laxity and

the provision in this bill to prohibit the Comptroller from approving
an activity which is not directly related to banking. Do you support
S. 2298, the Federal Bank Commission Act, which would create a
single bank regulatory agency?
Mr. O'BRIEN. Yes. I think we would support that. It seems to me

that as I look back on some of the things which have taken place over
the last couple years—and I'm not talking about the securities indus-
try here, although it's my yrimary consideration—when I see a
Comptroller of the Currency, a, FDIC, a Federal Reserve, each group
developing different standards for different purposes at a different
time, it would seem to me that there is a time which we have now
reached where some efficiencies would result from bringing those
entities together and providing a little uniformity. I firmly believe
there is competition and the wrong type of competition in this area.
I therefore would favor bringing that under better control.
The CHAIRMAN. Mr. Augenblick, in your statement, you refer to

4. differences in regulation between the SEC on the one hand and
the bank regulatory agencies on the other. Are the differences such
as would confer a competitive advantage on banks and the securities
business?
Mr. AUGENBLICK. I think they would very much so. As you know,

Mr. Chairman, taking my own industry as an example the mutual
fund industry is very closely regulated by the SEC under all of the
Federal securities laws and more particularly under the Investment
Company Act of 1940. Now, to be sure, the Comptroller regulates the
trust activities of banks and it's probably in this area that securities
activities if conducted by a bank—it's in this area they would fall.
The Comptroller does regulate securities activities and he regulates
the giving of investment advice to some extent, but as I understand

69-452 0 - 76 - 11
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it and as I have heard it said, when the examiners for the Comp-
troller go around to examine the bank and what its trust activities
are, they are not examining the bank's trust department with a view
to protecting the investor who invested at the suggestion of the trust
department, but they are trying to make sure that the trust depart-
ment has done nothing illegal which would subject the bank to sur-
charge and thereby to some extent jeopardize the solvency of the
bank.
In other words. I'm saying the regulation is directed not to the

protection of the investor, but to the protection of the depositor.
The CHAIRMAN. Now, Mr. Augenblick, some may argue—and this

seems to be at least superficially an attractive argument—that bank
entry into the securities business would bring more competitors into
the market. After all, we have many, many banks in this country and
that would mean an addition of competition.
How competitive is the securities industry now and what is the size

of firms in the market as compared to banks which would enter the
market? What I'm getting at, would a bank's ability to offer loans
bring an unfair competitive element into the market?
Mr. AUGENBLICK. I don't think that I can speak with expertise on

the issue of the banks making loans. I think I can say that with re-
gard to activities such as the mutual fund business, the assets of the
bank, of course, dwarf the assets of mutual funds,a nd ours is an
industry in which there is tremendous competition, not only within
the industry but also with other financial institutions, for the savings
dollar, and our industry is by no means monolithic. Management
charges are different from fund to fund. Sales charges are different
from fund to fund, and there is competition, great competition in the
industry.
The CHAIRMAN. Now I have one other question for you.
Mr. O'BRIEN. Mr. Chairman, may I add something to this question

of competition in the securities industry as well?
The CHAIRMAN. Yes.
Mr. O'BRIEN. As you well know, the Securities Act amendments of

1975 became law last year, bringing about an entirely new environ-
ment in the industry calling for restructuring and for the elimination
of fixed rates. The competition in the industry is intense. Having been
in the industry myself for over 20 years, I can assure you there is no
lack of competition and it is intensified now as a result of these amend-
ments and it is likely to still further intensify. Even in terms of the
capital of the industry, the capital of the industry is equal to about—
of the entire industry is equal to only several banks in New York. That
gives you an example of the comparison of size and the competition
which we face.
The CHAIRMAN. Mr. Augenblick, you set forth a persuasive argu-

ment that securities activities of banks puts them in a basic conflict of
interest situation. Isn't it true that recent experience with REIT's
makes that point rather well? The bank holding companies with
REIT's got into trouble. The banking subsidiaries of the holding
companies bought the poor assets of the REIT's in order to prevent
insolvency and to protect the bank's names. Isn't that correct?
Mr. AUGENBLICK. That's what I read in the papers and this is ex-

actly the kind of situation that existed back just prior to the Glass-
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Steagall Act. It's the same type of situation which involved a very
close relationship between banks and their then existing securities
subsidiaries where they supported these subsidiaries. They had in-
vestment trusts. They persuaded people to purchase shares in the
investment trusts and it seems to me that from what I have read
there's quite a parallel between the two.
The CHAIRMAN. SOMA,Or Gam.
Senator GARN. I have no questions, Mr. Chairman.
The CHAIRMAN. Gentlemen, I want to thank you very, very much

for a most helpful presentation, very impressive presentation.
Our next panel consists of Mr. Robert McMullen, Mr. Robert Mal-

lon, Mr. John Delany and Mr. Bernard Goldstein. As I understand
it, Mr. McMullen represents the American Society of Travel Agents
Mr. Mallon, the National Auto Dealers Association; Mr. Delany on
behalf of the Courier and Armored Car Industries; and Mr. Gold-
stein, the Association of Data Processing Organizations.
I notice there are more than four gentlemen at the table and that's

fine. If you would like to introduce the people that are with you for
the record perhaps they would like to get into discussion with the
committee. Go right ahead.

STATEMENT OF ROBERT L. McMULLEN, PRESIDENT, AMERICAN
SOCIETY OF TRAVEL AGENTS (ASTA) ; ACCOMPANIED BY PAUL S.
QUINN

Mr. MCMULLEN. Thank you, Mr. Chairman. I am accompanied by
Paul S. Quinn, legal counsel, general counsel for ASTA, the Ameri-
can Society of Travel Agents, from the firm of Wilkinson, Cragun &
Barker.
The CHAIRMAN. Very good.
Mr. McMuLLEN. 25 years ago, Mr. Chairman, I opened my travel

agency in Grove City, Pa. Today I still own and operate my travel
agency and I am also president of the American Society of Travel
Agents, which is the world's largest travel trade association with
more than 7,500 members throughout the United States and Canada.
It is indeed a pleasure to be here before the committee this morning

to testify with respect to a critical problem which has plagued travel
agencies for more than a decade—that is, the encroachment of power-
ful financial institutions into our industry.
In 1963, without any hearing or notice, the Comptroller of the

Currency promulgated and incorporated into his Manual for Nation-
al Banks, an interpretive ruling which purported to authorize the
operation of travel agencies by national banks. Following the pro-
mulgation of that ruling, which was adamantly opposed by inde-
pendent travel agents throughout the Nation, large numbers of
national banks entered the travel agency business, most often through
the acquisition of existing travel agencies.
On May 8, 1967, 42 independent travel agencies filed suit in the

U.S. District Court for the District of Massachusetts, seeking an
injunction against the operation of a travel agency by the South
Shore Bank and a declaratory judgment to the effect that section
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7.7475 of the Comptroller's Manual for National Banks was invalid
under the National Bank Act.
After 5 years of litigation on the threshold issue of legal standing,

the case was remanded to the District Court, which ruled on February
22, 1972, that the operation of travel agencies by national banks was
clearly illegal and that the Comptroller's ruling was clearly invalid.
That decision was affirmed by the Court of Appeals on December
13, 1972.
Mr. Carl L. Helgren, my predecessor as president of ASTA, ap-

peared nine months later before the House Committee on Banking,
Currency, and Housing which was at the time considering bank
regulatory reform legislation. After recounting the protracted history
of the Arnold Tours litigation, Mr. Halgren expressed the following
concern:

Still, at this late date, the Comptroller has not complied with the clear man-
date of the federal courts. No action has been taken to require national banks

to divest themselves of all travel agency operations.

That statement, Mr. Chairman, was made on September 19, 1973.
Today, 21/2 years later, the Comptroller has still failed to comply
with the clear mandate of the Federal courts.
On December 21, 1973, the Comptroller issued an "invitation for

comments" on the matter of banks in travel.
Another year and a half passed without any action whatsoever on

the part of the Comptroller's Office. Repeated inquiries on the part of
ASTA and individual travel agents as to when some such action
might be expected were ignored by the Comptroller's Office. National
banks across the country continued undeterred in their operation of
travel agencies. Finally, having exhausted every conceivable admin-
istrative and judicial avenue short of initiating more than 120 indi-
vidual lawsuits throughout the National ASTA filed suit in the U.S.
District Court for the District of Columbia on March 18, 1975. In
that suit, ASTA sought the issuance of a writ in the nature of man-
damus to compel the Comptroller to bring his manual into compli-
ance with the National Bank Act as construed by the courts.
On March 28, 1975, 10 days after the institution of that lawsuit,

the Comptroller's Office issued a "proposed revised interpretive rul-
ing." On May 18, 1975, the Comptroller filed a motion with the U.S.
District Court here in Washington, asking the court to dismiss
ASTA's complaint.
On October 2, 1975, counsel for the Comptroller indicated that the

Comptroller had still done nothing with respect to the matter of
national bank involvement in the travel agency business. The court
characterized the defendant's delay in this matter as "unbelievable,"
and instructed counsel for the Comptroller to tell his client to resolve
the matter "in 2 weeks." A further status hearing was scheduled for
October 17, 1975.
On that day, counsel for the Comptroller was obliged once again

to inform the court that his client had failed to take any action what-
soever with respect to the matter in controversy. He indicated, how-
ever, that he had been authorized to represent to the court that final
action would be taken by the Comptroller on or before November
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28, 1975. The court thereupon issued the following order: "That the
defendant Comptroller of the Currency shall either issue a revised
interpretive ruling on travel services or repeal the existing ruling,
on or before November 28, 1975 . . ."
On November 28, 1975, the Comptroller issued a "notice" in which

he announced that "The Comptroller intends to issue a revised inter-
pretive ruling on this subject. Pending the issuance of such a ruling,
national banks should consult with their own legal counsel as to the
range of permissible travel services under applicable statutes."
I think that you will agree, Mr. Chairman, that at this late date

and after 9 years of expensive litigation, the continued delay on the
part of the Comptroller with respect to this matter is absolutely
shocking.
In ASTA's view, the arrogance of the Comptroller of the Currency

on this issue and his blatant disregard for OUT Federal courts does
much to explain the public's loss of confidence in our bank regulators
and to emphasize the urgent need to abolish the Office of the Comp-
troller and impose upon our financial institutions a new system of
regulation which will be responsive to the Congress the courts, and
the needs of the public. It is for that reason that ASTA fully sup-
ports S. 2298.
At this time, Mr. Chairman, I would like to turn my attention from

national banks to bank 'holding companies. As I have indicated,
national bank involvement in the travel 'business was first declared to
be illegal in February of 1972. That decision by the U.S. District
Court for the District of Masachusetts was one in a long line of court
decisions striking down the expansionist rulings which flowed from
the Comptroller's Office in 1963.
It was largely as a, result of those uniformly succmful legal chal-

lenges by adversely affected competitors that national banks began
to look to the one-bank holding company as a device by which' to
avoid judicial scrutiny of their involvement in a variety of nonbank
activities. Indeed, then-Comptroller of the Currency Camp empha-
sized this point in testimony before the Banking Committees of both
the Senate and the House of Representatives at 'hearings held in
connection with the 1970 amendments to the Bank Holding Company
Act.
In testifying before the Senate Committee on Banking and Cur-

rency, Mr. Camp stated:
Commercial banks, tiring of the continual harassment from litigation, brought

by a variety of non-bank competitors, attempted to devise an organization form
which might be immune from such suits. The device of creating a parent hold-
ing company, under whose corporate umbrella a number of bank operations
could be spun off as holding company subsidiaries, seemed to provide a possible
answer.

I am pleased to report, Mr. Chairman, that the Board of Governors
of the Federal Reserve System has recently completed a rulemaking
proceeding in which it considered the question of whether bank hold-
ing companies may engage in the travel agency business. The Board
of Governors concluded that the operation of a travel agency is not
closely related to banking or managing or controlling banks and
therefore not a permissible activity for bank holding companies.
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In light of that decision, Mr. Chairman, it seems clear that the
possibility of entry of new bank holding companies into the travel
business has been foreclosed and that all bank holding companies cur-
rently engaged in the business will be required to terminate such
activities by 1980 unless they hold grandfather rights under the 1970
amendments. I sincerely hope, Mr. Chairman, that, insofar as the
travel agency industry is concerned, the question of bank holding
company activities under section 4(c) (8) of the Bank Holding Com-
pany Act has been resolved.
However, I would like to express ASTA's full support for S. 2721

and for the Financial Institutions Act of 1975, as well as S. 2298. As
a small businessman in an industry which has faced and continues to
face competition from large financial institutions, I am deeply sympa-
thetic to the plight of the independent insurance agent, the mutual f

life insurance underwriter, the mortgage guarantee insurance under-
writer, the automobile lessor, the courier service operator, the data
processor, the custom broker, and the other small businessmen en-
gaged in industries into which the Federal Reserve Board has author-
ized bank 'holding company expansion. My colleagues in those service
industries are, it seems to me, engaged in prolonged and expensive
struggles not dissimilar from ASTA's ongoing struggle with the
Comptroller of the Currency. In light of the Federal Reserve Board's
expansive interpretations of section 4(c) (8), it is my view that addi-
tional legislation is necessary to protect those small businessmen.

Referring once again to the legislative history of the 1970 amend-
ments to the Bank Holding Company Act, I would point out that the
statement of the house managers expressed the opinion that the closely
related language of section 4(c) (8)—
* * * should be interpreted to mean that there must be a direct and significant

connection between the activities of the company proposed to be acquired and
banking as generally carried on or between the activities of the company pro-
posed to be acquired and managing or controlling banks as generally carried
on.

Unfortunately, the Federal Reserve Board has refused to accept
and implement that interpretation. In light of the expansionist atti-
tude of the Federal Reserve Board in areas other than the travel
industry, we believe that this committee should recommend enact-
ment of an amendment to the Bank Holding Company Act which
would expressly require a finding that any given activity be directly
related to banking and managing or controlling banks. It appears to
me that only the implementation of such an additional requirement
will serve effectively to restrain the expansion of those powerful
financial institutions into commercial nonbanking activities.
There is absolutely no way that an independent travel agency can

effectively compete with such an operation. The impact upon area
travel agents of that bank's entry into the travel business was direct
and substantial. And again, while I am no banking expert, I find it
difficult indeed to believe that an operation such as that can be con-
sidered to be consistent with sound banking practices.
In the Bank of America situation, the Nation's largest commercial

bank undertook to create a so-called travel club in conjunction with a
local travel agency, whereby a wide variety of travel services and
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products were to be made available to members. The bank invested
approximately $1 million in the travel club before it ever began op-
eration, and had undertaken a substantial, ongoing financial commit-
ment 'beyond that. It also assumed a very significant degree of control
over the travel services and products to be offered through the club.
The vast advertising resources of the bank were also to be made
available for the promotion of travel club programs. Clearly, the
Bank of America travel club presented an extremely severe competi-
tive threat to independent area travel agents.
ASTA and a numbr of individual travel agents in California chal-

lenged the legality of the proposed program in the U.S. District
Court for the Northern District of California. In ruling that the
Bank of America program did in fact violate the National Bank Act.
Another example of the aggressive travel promotion campaigns of

large and powerful banks are the brochures which I have here with
me today. The Indiana National Bank has recently sent copies of
these fancy and expensive promotional materials to thousands of its
customers, promoting a series of Caribbean and Mediterranean
cruises and airline charter flights. I would like to submit these ma-
terials for the record.
The CHAIRMAN. Without objection, those will be accepted for the

record [see p. 175].
Mr. McMuLLEN. Thank you, Mr. Chairman.
Mr. Chairman, I would like to address myself very briefly to the

need to bring about uniformity 'between the standards governing the
entry of national banks into bank-related fields and those governing
such entry by bank holding companies. I believe that the travel
agency industry dramatically illustrates the need for such a reform.
The irresponsible attitude of the Comptroller of the Currency is
directly responsible for the continued engagement of a number of
national banks in our industry. This engagement continues despite
rulings by three courts to the effect that the activity is illegal. It is, I
believe, especially ironic that, on the one hand, the Comptroller con-
tinues to refuse to 'bring about the elimination of this illegal activity
on the part of national banks while, on the other hand, the Federal

4 Reserve Board—interpreting what I understand is a 'broader and
more permissive statute—has specifically ruled that the very same
activity is not a permissible activity for bank holding companies.

Finally, Mr. Chairman, I would like to endorse and express
• ASTA's support for the procedural aspects of S. 2721. We believe,

as you suggested in your February 24 letter, that Federal Reserve
Board rulemaking proceedings under section 4(c) (8) should be con-
ducted on the record after opportunity for hearing and full cross-
examination. In fact, when ASTA became involved in the recently
concluded travel agency proceeding at the Federal Reserve Board, it
specifically requested that the proceeding be so conducted. Our re-
quest was denied. Fortunately, in our case, we were not adversely
affected in the final analysis. However, it is my understanding that
other groups of small nonbanking businessmen have made similar
requests, the denial of which may well have contributed to the ulti-
mately adverse rulings by the Board. If the facts surrounding such a
proceeding are to be fully explored and considered, I believe that a
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hearing such as would be required by S. 2721 is necessary. ASTA also
believes that such proceedings should be specifically made subject to
the protections afforded by the Administrative Procedure Act, and
therefore endorses section 601 of S. 2721.
In concluding, Mr. Chairman, I would like to thank you and the

members of this committee for the opportunity to appear before the
committee today on behalf of ASTA, the travel agency industry, and
small businessmen throughout the Nation. Vigorous and ongoing
efforts to create and maintain a healthy and vital economic environ-
ment are essential to the welfare of our small business community.
Your recognition of the unfortunate situation which has developed in
the area of bank regulation is especially important at this time not
only within my own industry but in many other industries which
have appeared and which will be appearing before this committee.
We do not fear competition—we welcome it. But competition must.

be fair and evenhanded. For this reason, the Congress must act now
to reassert its leadership, thus assuring that the tradition of separat-
ing banking from commerce—a tradition as old as this country itself
—is maintained. This, in turn, will assure the public benefits which
flow from a sound banking system and a free and competitive en-
vironment for our business community.
I hope that my comments will be helpful to you in the performance

of your most difficult and important task, and I request that the full
written statement be made a part of your record.
The CHAIRMAN. Thank you very much, Mr. McMullen.
[Complete statement and additional material from Mr. McMullen

follow:]

STATEMENT OF ROBERT L. MCMTJLLEN, PRESIDENT AND CHAIRMAN OF THE BOARD
OF THE AMERICAN SOCIETY OF TRAVEL AGENTS, INC.

Mr. Chairman, Members of the Committee: My name is Robert L. McMullen.

I am a travel agent from Grove City, Pennsylvania, and along with my wife,

own and operate travel agencies in Grove City, Franklin and Butler, Pennsyl-

vania. I am also President of the American Society of Travel Agents, Inc.

(ASTA), the world's largest trade association in the field of travel and

tourism, with more than 7,500 travel agents members throughout the united
States and Canada. I am accompanied this morning by Paul S. Quinn, a

partner in the Washington law firm of Wilkinson, Cragun & Barker, general

counsel to ASTA.
It is a pleasure, Mr. Chairman, to appear before your Committee this morn-

ing to testify with respect to a critical problem which has plagued the travel

agency industry for more than a decade—that is, the encroachment of power-

ful financial institutions into many non-banking industries, including my own.

Before addressing myself to the specific issues which you outlined in your

letter of invitation to these hearings, I believe that it would be appropriate

and useful for me to relate to the Committee the history of bank and bank

holding company involvement in my own industry. That history, I believe, will

graphically illustrate the need for prompt reform in the regulation of this

nation's financial institutions.
In 1963, without any hearing whatsoever, the Comptroller of the Currency

promulgated and incorporated into his Manual for National Banks in interpre-

tive ruling which purported to authorize the operation of travel agencies by

national banks. Following the promulgation of that ruling, which was adam-

antly opposed by independent travel agents throughout the nation, large num-

bers of national banks entered the travel agency business, most often through

the acquisition of existing travel agencies.
In November of 1966, the South Shore National Bank of Quincy, Massachu-

setts, acquired by purchase the Wellesley Travel Service of Wellesley, Massa-
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chusetts. Bank travel offices were thereupon established at three locations in
the Boston vicinity, each located adjacent to or actually within an office of
the South Shore bank. Almost immediately, independent travel agencies in
the area began to lose customers and business to the bank-funded South Shore
travel agency operation. On May 8, 1967, forty-two independent travel agen-
cies filed suit in the United States District Court for the District of Massachu-
setts, seeking an injunction against the operation of a travel agency by the
South Shore bank and a declaratory judgment to the effect that Section 7.7475
of the Comptroller's Manual for National Banks was invalid under the Na-
tional Bank Act.
The plaintiffs in that suit (Arnold Tours, Inc. v. Camp) were provided with

legal and financial assistance by ASTA, and, at all stages of that long and
expensive litigation, ASTA actively assisted the plaintiffs and participated in
all discussions involving strategy and the conduct of the litigation. ASTA did
not itself join as a plaintiff because of the uncertainty which existed at the
time concerning the standing of a trade association of competitors to chal-
lenge the legality of the non-banking activities of national banks.
The District Court dismissed the slut in 1968 on the ground that the plain-

tiff travel agencies lacked legal standing to bring the suit. The Court of Appeals
for the First Circuit affirmed that ruling in 1969. In 1970, the Supreme Court
vacated •the judgment of the Court of Appeals and remanded the case for
further consideration of the standing issue. The Court of Appeals reaffirmed
the dismissal of the suit, again holding that plaintiffs lacked standing ti sue.
The case again went to the Supreme Court, which held that plaintiffs did
indeed have standing to challenge the bank's activity and the Comptroller's
ruling. The Supreme Court's decision has become a landmark decision on the
issue of legal standing and has been relied upon by other small businessmen
challenging illegal government action.
The case was remanded to the District Court, which ruled on February 22,

1972, that the operation of travel agencies by national banks was clearly
illegal and that the Comptroller's ruling was clearly invalid. That decision
was affirmed by the Court of Appeals on December 13, 1972.
Nine months later, Mr. Carl L. Helgren, my predecessor as president of

ASTA, appeared before the House of Representatives Committee on Banking
and Currency, which was at the time considering bank regulatory reform
legislation. After recounting the history and course of the protracted Arnold
Tours litigation, Mr. Helgren expressed the following concern:
"Yet, Mr. Chairman, despite all the time, money and effort devoted by ASTA

to this crusade to assure a healthy, competitive atmosphere in the travel
agency industry, the battle is still not over. . . . Still, at this late date, the
Comptroller has not complied with the clear mandate of the federal courts.
No action has been taken to require national banks to divest themselves of
all travel agency operations."

4

"Needless to say, ASTA has been greatly disappointed by the insensitive
and oftentimes careless approach taken by previous Comptrollers of the Cur-
rency with respect to regulation of nonbank activities by national banks. The
appointment and confirmation of a new Comptroller gave rise to hopes thatA
conditions would approve. We do believe, however, that Comptroller Smith
has now had more than ample opportunity to act affirmatively and decisively
and to show his good faith by complying with the mandate of the Court of
Appeals. Yet, he has failed to act. . . ."
That statement, Mr. Chairman, was made on September 19, 1973. Today,

two and one-half years later, the Comptroller has still failed to comply with
the clear mandate of the federal courts.
On December 21, 1973, the Comptroller issued on "invitation for comments"

on the matter of banks in travel. In that rather curious publication, the
Comptroller stated that his delay in acting to'implement the decisions of the
Arnold Tours courts was due to "an unforeseen difficulty in defining the term
'full-scale travel agency.'"
In comments filed with the Comptroller an January 31, 1974, ASTA noted:
"The significance which the Comptroller of the Currency has placed upon

the term 'full-scale travel agency' in his invitation for comments cannot be
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justified in light of the opinions of the United States District Court for the

District of Massachusetts and the United States Court of Appeals for the

First Circuit in the Arnold Tours case. That term has no legal or economic

significance in and of itself, and the courts which decided the Arnold Tours

case clearly did not intend to invest the term with any such significance. The

activities of the South Shore National Bank, which were held in the Arnold

Tours decisions to be in violation of the National Bank Act, were struck down

not because they cumulatively amounted to the operation of a lull-scale travel

agency", but rather because they were not "such incidental powers as shall be

necessary to carry on the business of banking.. . .' This distinction is crucial
.

and must be borne in mind by the Comptroller as he complies with the

judicial mandate to revise 12 C.F.R. § 7.7475, that section of the Comptroller'
s

Manual which is the basis for national banks' acting as travel agents."

Another year and a half passed without any action whatsoever on the part

of the Comptroller's office. Repeated inquiries on the part of ASTA and
 indi-

vidual travel agents as to when some such action might be expected
 were

ignored by the Comptroller's office. National banks across the country con-

tinued undeterred in their operation of travel agencies. Finally,
 having ex-

hausted every conceivable administrative and judicial avenue short of init
iat-

ing more than 120 individual lawsuits throughout the nation, ASTA 
filed suit

in the United States District Court for the District of Columbia o
n March 18,

1975. In that suit, ASTA sought the issuance of a writ in the nature 
of man-

damus to compel the Comptroller to bring his Manual into complia
nce with

the National Bank Act as construed by the courts.

On March 28, 1975, ten days after the institution of that lawsuit, t
he Comp-

troller's office issued a "proposed revised Interpretive Ruling." The exp
lanatory

note to that notice and the press release which accompanied its
 issuance indi-

cated that, under the proposed rule, national banks would cont
inue to be

permitted to sell transportation tickets. The actual proposed rule did not

contain such a reference, but rather, would permit national b
anks to "tact]

as collection agent for a steamship, railroad, airline or other co
mpany."

The April 7, 1975 issue of The Travel Agent, a trade publication
, reported

that:
"David Oppenheimer, an attorney with the Comptroller's office, said the

language in the proposed rulemaking means national banks coul
d 'belong to

a carrier conference, fill out tickets and get commissions for se
lling them,'. . . ."

Mr Oppenheimer expressed the same opinion in a telephone 
conversation

with ASTA's general counsel that same week, and furthe
r indicated that the

ruling was intended to permit the banks to "continue operati
ng their agencies

. . . and compete with the independent agent."

On April 8, 1975, Mr. Quinn wrote to Mr. Robert Blo
om, who was at the

time chief counsel to the Comptroller, asking for a clarificatio
n of what the

Comptroller's office intended to authorize by the proposed rul
e. Specifically,

he asked Mr. Bloom either to acknowledge or disclaim the int
erpretation which

Mr. Oppenheimer had expressed. By letter of April 24, 1
975, Mr. Bloom de-

clined to provide any clarification of the "proposed revised 
Interpretive Rul-

ing", indicating that his office did "not think it would b
e advisable to issue

written interpretations of the proposal prior to its adoption 
in final form."

On May 1, 1975, ASTA filed comments with respect to 
the "proposed re-

vised Interpretive Ruling."
On May 18, 1975, the Comptroller filed a motion with 

the U.S. District

Court here in Washington, asking the court to dismiss ASTA's
 complaint or,

in the alternative, for summary judgment. ASTA opposed t
hat motion on

June 18, 1975, and the Court thereupon scheduled a status hea
ring for June

25, 1975. At that hearing, counsel for the Comptroller indicate
d that he had

been told by representatives of the Comptroller's office that it w
ould probably

take appropriate final action with respect to the matter of nat
ional banks in

the travel business "sometime iii July." The Court then sc
heduled a second

status hearing for August 18, 1975. That hearing was later ca
ncelled by the

Court, and subsequently rescheduled for October 2, 1975.

On October 2, 1975, counsel for the Comptroller indicated t
hat the Comp-

troller had still done nothing with respect to the matter of nat
ional bank in-

volvement in •the travel agency business. The Court characte
rized the de-

fendant's delay in this matter as "unbelievable", and instruct
ed counsel for
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the Comptroller to tell his client to resolve the matter "in two weeks". A
further status hearing was scheduled for October 17, 1975.
On October 17, 1975, counsel for the Comptroller was obliged once again to

inform the Court that his client had failed to take any action whatsoever with
respect to the matter in controversy. He indicated, however, that he had been
authorized to represent to the Court that final action would be taken by the
Comptroller on or before November 28, 1975. The Court thereupon issued the
following order:
Upon the representation made this day in open court by counsel for the

defendant Comptroller, it is hereby Ordered
That the defendant Comptroller of the Currency shall either issue a revised

interpretive ruling on travel services or repeal the existing ruling, on or be-
fore November 28, 1975.
On November 28, 1975, the Comptroller issued a "notice" in which he an-

nounced that:
". . . the existing language of I.R. 7.7475, 12 C.F.R. 7.7475, is this day

rescinded.
"The Comptroller intends to issue a revised interpretive ruling on this sub-

ject. Pending the issuance of such a ruling, national banks should consult with
their own legal counsel as to the range of permissible travel services under
applicable statutes." (Emphasis added.)
Upon the issuance of that announcement, it was reported in the December

8, 1975 issue of Travel Weekly (another prominent trade publication) that:
A spokesman for the comptroller said, "The banks are now on their own.

They can do whatever they feel is legal."
Although Smith said he intends to issue a revised regulation in the future,

the spokesman said the matter "isn't on the hottest burner on the stove." He
said the ruling probably won't be out before the end of next year.
I think that you will agree, Mr. Chairman, that at this late date and after

nine years of expensive litigation, such statements by a spokesman for the
Comptroller are absolutely shocking.
By letter of December 5, 1975, ASTA's general counsel indicated to the

Court and to counsel for the Comptroller that they believed the "notice" to
be entirely unsatisfactory, •and requested that a further status hearing be
scheduled for the purpose of establishing an appropriate schedule for the
completion of discovery in the case. The Court scheduled such a status hearing
for December 18, 1975.
The Comptroller renewed his motion to dismiss on December 15, 1975. At

the December 18 status hearing, the Court stayed all of ASTA's requests for
discovery in the case pending its disposition of the Comptroller's renewed
motion, and instructed ASTA's counsel to submit a response to that renewed
motion on or before January 12, 1976. ASTA's counsel did so, and the matter
is presently pending before the Court.
Mr. Chairman, it would indeed be' an understatement to say that I and the

• more than 7,500 travel agents whom I represent this morning feel extremely
frustrated at the continued involvement of national banks in our industry.
We have litigated this matter—at tremendous expense—for nine years. We
have won every legal battle. Yet the Comptroller continues even today to en-
gage in a defiant and unreasonable war of attrition.41- In ASTA's view, the arrogance of the Comptroller of the Currency on this
issue and his blatant disregard for our federal courts does much to explain
the public's loss of confidence in our bank regulators and to emphasize the
urgent need to abolish the office of the Comptroller and impose upon our
financial institutions a new system of regulation which will be responsive to
the Congress, the courts, and the need of the public.
At this time, Mr. Chairman, I would like to turn my attention from national

banks to bank holding companies. As I have indicated, national bank involve-
ment in the travel business was first declared to be illegal in February of
1972. That decision by the United States District Court for the District of
Massachusetts was one in a long line of court decisions striking down the
expansionist rulings which flowed from the Comptroller's office in 1963. In
affirming the decision of the District Court, the United States Court of Ap-
peals for the First Circuit noted that:

69-452 0 - 76 - 12
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"Every one of these other 1963 rulings which have been challenged on their
merits have subsequently been struck down by the courts. Saxon's 1963 ruling
that national banks could enter the insurance business was overturned in
Georgia Ass'n of Independent Ins. Agents, Inc. v. Saxon, 268 F. Supp. 236
(N.D. Ga. 1967), aff'd, 399 F.2d 1010 (5th Cir. 1968). Saxon's 1963 ruling that
national banks could underwrite government securities was invalidated in
Baker, Watts & Co. v. Saxon, 261 F. Supp. 247 (D.D.C. 1966), aff'd, 129 U.S.
App. D.C. 173, 392 F.2d 497 (1968). His 1963 ruling that national banks could
operate a mutual investment fund was set aside in Investment Company Insti-
tute v. Camp, 401 U.S. 617 . . . (1971). His 1963 ruling that national banks
could set up an armored car service and deposit receptacles at various locations
despite state branch banking laws was overturned in First National Bank v.
Dickinson, 396 U.S. 122 . . . (1969)."

Arnold Tours, Inc. v. Camp, 472 F.2d 427, 436, n.12 (1st Cir. 1972).
It was largely as a result of those uniformly successful legal challenges by

adversely affected competitors that national banks began to look to the one-
bank holding company as a device by which to avoid judicial scrutiny of
their involvement in a variety of non-bank activities. Indeed, then-Comptroller
of the Currency Camp emphasized this point in testimony before the banking
committees of both the Senate and the House of Representatives at hearings
held in connection with the 1970 amendments to the Bank Holding Company
Act.
Mr. Camp was questioned by the current Chairman of the House Banking

and Currency Committee about a speech he made on September 30, 1968, to
the American Bankers Association at its annual convention. During that
speech, which is reproduced at pages 1236-1238 of the transcript of the House
hearings, he stated:

"One of the most notable phenomena of recent years has been the lateral
expansion of banking into allied fields of finance. To carry out this expansion,
an increasing number of banks have found it more suitable and more efficient
to form one-bank holding companies. Rivals who have found little success in
attacking the substantive basis of these expanded activities have now in some
instances deployed their forces against the organizational measures employed
in their performance. But there should be no mistake about their real objec-
tive.
"These developments in banking have coincided with a greatly expanded use

of the conglomerate form of organization in other forms of enterprise. But it
Is an interesting fact that the acquisition of banks by nonfinancial organiza-
tions has not yet aroused the same opposition as comparable actions on the
part of banks. Most serious in its implications is the suggestion that a one-
bank holding company should come under the controls of the Holding Com-
pany Act."
In testifying before the Senate Committee on Banking and Currency, Mr.

Camp was even more explicit in stating his view that the one-bank holding
company loophole was a good device for banks to use to avoid comnlying
with judicial mandates which otherwise would restrict their activities to
those necessary and incidental to banking. Specifically, after discussing some
of the litigation which his rulings had generated, he stated:
"What has all this to do with the immediate issue before the Committee?

Commercial banks, tiring of the continual harassment from litigation, brought
by a variety of non-bank competitors, attempted to devise an organization
form which might be immune from such suite. The device of creating a parent
holding company, under whose corporate umbrella a number of bank oper-
ations could be spun off as holding company subsidiaries, seemed to provide
a possible answer."
If the Comptroller's testimony contained a note of trepidation about the

effect of judicial challenges upon his rulings 'authorizing non-bank activities
for national banks, it was with good cause. In every single instance where
a ruling of the Comptroller authorizing non-banking activities by banks had
been challenged in court, the Comptroller was struck down.
I am pleased to report, Mr. Chairman, that the Board of Governors of the

Federal Reserve System has recently completed a rulemaking proceeding in
which it considered the question of whether bank holding companis may engage
in the travel agency business. The Board of Governors concluded:
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"It is the Board's view, in light of the above and other facts of record, that
there exists an insufficient historical relationship between [the operation of a
travel agency] and the general nature of banking activities to meet the closly
related test of § 4(c) (8). Neither does the Board conclude that the proposed
activity is functionally or integrally related to other banking activities wbich
have previously been found to be permissible within the tests set forth in the
Courier decision. Accordingly, the Board finds that the operation of a travel
agency is not closely related to banking or managing or controlling banks."
In light of that decision, Mr. Chairman, it seems clear that the possibility of

entry of new bank holding companies into the travel business has been fore-
closed and that all bank holding companies currently engaged in the business
will be required to terminate such activities by 1980 unless they hold total
grandfather rights under the 1970 amendments. I sincerely hope, Mr. Chairman,
that, insofar as the travel agency industry is concerned, the question of bank
holding company activities under Section 4(c) (8) of the Bank Holding Company
Act has been resolved.
However, I would like to express ASTA's full support for S. 2721 and for

the Financial Institutions Act of 1975, S. 1267. As a small business man in an
industry which has faced and continues to face competition from large financial
institutions, I am deeply sympathetic to the plight of the independent insurance
agent, the mutual life insurance underwriter, the mortgage guarantee insurance
underwriter, the automobile lessor, the courier service operator, the data proces-
sor, the custom broker, and the other small businesqmen engaged in industries
into which the Federal Reserve Board has authorized bank holding company
expansion. My colleagues in those service industries are, it seems to me, engaged
in prolonged and expensive struggles not entirely dissimilar from ASTA's on-
going struggle with the Comptroller of the Currency. In light of the Federal
Reserve Board's expansive interpretations of Section 4(c) (8), it is my view
that additional legislation is necessary to protect those small businessmen.
Banks and bank holding companies should, we believe, be restricted to activ-

ities "directly" related to banking. ASTA has always believed—and the courts
and the Federal Reserve Board have agreed—that the travel agency business is
entirely unrelated to banking or to managing and controlling banks. Other
industries, such as those to which I have referred, involve businesses which
(while the question may not be as clear-cut as in our industry)1 would cer-
tainly appear to be beyond the proper domain of banks and bank holding com-
panies. Referring once again to the legislative history of the 1970 amendments
to the Bank Holding Company Act, I would point out that the Statement of the
House Managers expressed the opinion that the "closely related" language of
Section 4(c) (8) ". . . should be interpreted to mean that there must be a
direct and significant connection between the activities of the company proposed
to be acquired and banking as generally carried on or between the activities of
the company proposed to be acquired and managing or controlling banks as
generally carried on." H.R. Rep. No. 91-1747, 91st Cong. 2nd Sess. 21 (Emphasis
added). Unfortunately, the Federal Reserve Board has refused to accept and
implement that interpretation. In light of the expansionist attitude of the
Federal Reserve Board in areas other than the travel industry, we 'believe that
this Committee should recommend enactment of an amendment to the Bank
Holding Company Act which would expressly require a finding that any given
activity be "directly" related to banking and managing or controlling banks. It
appears to me that only the implementation of such an additionnl reouirc,ment
will serve effectively to restrain the expansion of those powerful financial insti-
tutions into commercial non-banking activities.
From the perspective of small businessman, Mr. Chairman, I would say, in

answer to the third issue raised in your letter of February 24, that it is ab-
solutely necessary for this Committee and the Congress to consider unfair com-
petition, undue concentration of resources and conflicts of interests in connection
with the possible reform of our banking laws. The two banks-in-travel situations
with which I am most familiar—the South Shore National Bank acquisition

1 During the course of hearings held by the House Committee on Banking and Cur-
rency, in connection with the 1910 Bank Holding Company Act amendments the Hon-
orable Wright Patman, Chairman of the Committee remarked: "Now, the travel agencies
are just as far removed from actual banking, the way I see it, as most any business
that you could give us as an example."



which I referred to earlier and the more recent attempt by the Bank of America
to establish a "travel club" (also challenged successfully by ASTA in the
courts) illustrate this necessity.
As I have indicated, the South Shore National Bank acquired a large and

successful travel agency in Massachusetts and opened three travel locations
in the Boston area. It immediately instituted an extensive and intensive adver-
tising campaign, and independent travel agencies in the area began to lose
customers and business to the bank operation almost immediately.
In the calendar year 1967, the South Shore travel department sustained direct

losses of at least $110,000; in 1968 it lost $40,000; in 1969 it lost $10,000; and
in 1970 it lost $30,000. Moreover, the travel department incurred substantial ex-
penses which are not reflected in these loss figures, since they were written off
by the bank to different accounts. Some of the travel department's advertising
expenses, for example, were so handled. Certainly, an independent travel agency
could not operate with such losses. And, as a member of the board of directors
of a small bank in my community. I know that such losses could not help but
undermine the bank's financial stability and public image.
The bank expended very large sums of money during the 1967-1970 period for

advertising its travel operation. The advertising campaign used virtually every
major advertising medium, including billboards, radio, newspapers, signs, but-
tons, brochures, inserts in bank statements and inserts in savings club state-
ments.
The bank actively solicited business from its own customers, from prospective

bank customers, and from mailing lists furnished to it from various sources.
Travel solicitations were made of persons whose names appeared on confidential
records of its trust department.
The South Shore bank actively solicited travel accounts away from inde-

pendent travel agencies, and in many instances was successful in its efforts.
Despite the fact that it was losing money, the bank travel department increased
the number of its employees from 13 to 28 betweein 1967 and 1970.
There is absolutely no way that an independent travel agency can effectively

compete with such an operation. The impact upon area travel agents of that
bank's entry into the travel business was direct and substantial. And again,
while I am no banking expert, I find it difficult indeed to believe that an oper-
ation such as that can be considered to be consistent with sound banking prac-
tices.
In the Bank of America situation, the nation's largest commercial bank under-

took to create a so-called "travel club" in conjunction with a local travel agency,
whereby a wide variety of travel services and products were to be made avail-
able to members. Membership in the club was available for the payment of a
nominal fee to the bank, and entitled a customer to free traveler's checks, auto-
mobile rental discounts, the issuance of a bank-affiliated BankAmericard and
an in-house periodical, as well as access to the travel services and products
which were arranged and packaged through the contracting travel agency. The
bank invested approximately $1,000,000.00 in the "travel club" before it ever 
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began operation, and had undertaken a substantial, ongoing financial com-
mittment beyond that. It also assumed a very significant degree of control
over the travel services and products to be offered through the "club". The
vast advertising resources of the bank were also to be made available for the
promotion of "travel club" programs. Clearly, the Bank of America "travel
club" presented an extremely severe competitive threat to independent area
travel agents.
ASTA and a number of individual travel agents in California challenged the

legality of the proposed program in the United States District Court for the
Northern District of California. In ruling that the Bank of America program

did in fact violate the National Bank Act, the Court noted:
Through the National Bank Act Congress sought to shelter banking institu-

tions from at least some of the forces of the market which might undermine
public confidence in the banks and ultimately threaten their existence. History

has taught us the disastrous consequences which follow when banks are weak-

ened and public confidence in them undermined. National banks are denied the
opportunity to earn •a profit through investing in ventures unrelated to the
business of banking not simply because they might unfairly compete in other

industries, but because the pursuit of profit in fields unrelated to banking could
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tempt bankers to make unwise or improvident decisions and thus could threaten

the strength and stability Congress sought to instill in the banking industry. . . .

Because the Bank of America is committed under the contract to cover Path-

ways' expenses (subject to repayment from earnings) and to indemnify Path-

ways and its officers and directors from whatever losses they might incur be-

cause of their involvement with the travel club, the Bank of America has a sub-

stantial interest in the financial success and competent management of Path-

ways. Pressures exist, therefore, for the Bank of America to risk large advances

of funds to Pathways if the venture begins to falter and to lower standards for

granting consumer credit for travel expenses to "prime the pump" of the travel

industry. ...

Whether or not the Bank of America plays a profit-making role in its relation-

ship with Pathways, if the bank assumes the financial risks of the venture and

if it otherwise associates with it the bank's name and reputation, then the Bank

of America is engaged in the travel bureau business within the meaning of the

National Bank Act. The test must not be whether the bank is making a profit

from the enterprise, but whether the bank has so closely associated itself with

the venture as to create the dangers Congress sought to foreclose with the

National Bank Act. . . .
American Society of Travel Agents, Inc. v. Bank of America National Trust

and Savings Ass's, 385 F. Supp. 1084, 1089-91 (N.D. Cal. 1974).
Another example of the aggressive travel promotion campaigns of large and

powerful banks are the brochures which I have here with me today. The Indiana

National Bank has recently sent copies of these fancy and expensive promotional

materials to its thousands of customers, promoting a series of Caribbean and

Mediterranean cruises and airline charter flights. I would like to submit these

materials for the record.
Mr. Chairman, I would like to address myself very briefly to the need to

bring about uniformity between the standards governing the entry of national

banks into bank-related fields and those governing such entry by bank holding

companies. I believe that the travel agency industry dramatically illustrates the

need for such a reform. The irresponsible attitude of the Comptroller of the

Currency is directly responsible for the continued engagement of a large number

of national hanks in our industry. This engagement continues despite rulings by

three courts to the effect that the activity is illegal. It is, I believe, especially

ironic that, on the one hand, the Comptroller continues to refuse to bring about

the elimination of this illegal activity on the part of national banks while, on

the other hand, the Federal Reserve Board—interpreting what I have been told

is a broader and more permissive statute—has specifically ruled that the very

same activity is not a permissible activity for bank holding companies.
Finally, Mr. Chairman, I would like to endorse and express ASTA's support

for the procedural aspects of S. 2721. We believe, as you suggested in your
February 24 letter, that Federal Reserve Board rulemaking proceedings under

Section 4(c) (8) should "be conducted on the record after opportunity for hear-

ing and full-cross examination." In fact, when ASTA became involved in the
recently concluded travel agency proceeding at the Federal Reserve Board, it

specifically requested that the proceeding be so &inducted. Our request was

denied. Fortunately, in our case, we were not adversely affected in the final

analysis. However, it is my understanding that other groups of small non-
banking businessmen have made similar requests, the denial of which may well

have contributed to the ultimately adverse rulings by the Board. If the facts
surrounding such a proceeding are to be fully explored and considered, I believe

that a hearing such as would be required by S. 2721 is necessary. ASTA also
believes that such proceedings should be specifically made subject to the protec-

tions afforded by the Administrative Procedure Act, and therefore endorses
Section 601 of S. 2721.
In concluding, Mr. Chairman, I would like to thank you and the Members of

this Committee for the opportunity to appear before the Committee today on be-
half of ASTA, the travel agency industry, and small businessmen throughout
the nation. Vigorous and ongoing efforts to create and maintain a healthy and
vital economic environment are essential to the welfare of our small business
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community. Your recognition of the unfortunate situation which has developed
in the area of bank regulation is especially important at this time—not only
within my own industry but in many other industries which have appeared and
which will be appearing before this Committee.
We do not fear competition—we welcome it. But competition must be fair

and evenhanded. For this reason, the Congress must act now to reassert its
leadership, thus assuring that the tradition of separating banking from com-
merce—a tradition as old as this country itself—is maintained. This, in turn,
will assure the public benefits which flow from a sound banking system and a
free and competitive environment for our business community.
I hope that my comments will be helpful to you in the performance of your

most difficult and important task.
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THE CHARTER PROGRAMS YOU SELL WITH CONFIDENCE

2 Easy-to-Sell I.T.C. Programs
WITH DIRECT CHARTERS FROM MIDWEST CITIES,

FANTASTIC TWO-WEEK
MEDITERRANEAN CRUISE

aboard the
ms STELLA OCEAN IS

DIRECT FROM INDIANAPOLIS & CHICAGO
MARCH 29 - APRIL 12, 1976

• "s Palmas • Casablanca • Palma de Majorca
Nice • Rome • Katakolon • Crete • Athens

from $i ono PER PERSON
duuble uccupancy

cpsu T,AE.0140LICV,

Callr
AMERICAN AIRLINES DIRECT CHARTER

CRUISE ABOARD THE Ms ISTRA
Yugoslav.an

COMFORTABLE • FUN • INFORMAL

Seven Days — Seven Ports

ITINERARY A:
From Guadeloupe-Barbados-Trinidad-Grenada

LaGuaira-Curacao-Kingston

February 15 Chicago
February 29 Minneapolis
March 14 Chicago

ITINERARY B:
From Kingston-Haiti-Santo Domingo-San Juan

St. Thomas-Martinique-Guadeloupe

February El St. Louis
February 22 Chicago

March 7 Indianapolis

SUPER

COMMISSIONS 

\\
ilof COMMISSION

1-15 bookings

girl COMMISSION
u"'" from 16 on

FROM

'549
PER PERSON

CALL COLLECT FOR RESERVATIONS - 317-266-5527

INDIANA NATIONAL BANK TRAVEL DIVISION
ONE INDIANA SQUARE • INDIANAPOLIS, INDIANA 46266



ANOTHER INDIANA NATIONAL BANK TOUR-



TWO-WEEK

Mediterranean
Cruise Adventure

INDIANAPOLIS/CHICAGO DEPARTURE
FROM

MARCH 29 - APRIL 12, 1976
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The CHAIRMAN. Gentlemen, I see you all have long statements. I
would appreciate it very much if you could abbreviate these as much
as possible. Our next witness is Mr. Mallon. Mr. Mallon, you have a
formidable statement. I presume a lot of this is appendices.

STATEMENT OF ROBERT P. MALLON, NATIONAL AUTO DEALERS

ASSOCIATION, INC. ACCOMPANIED BY PIERRE J. LA FORCE,

SPECIAL LEGAL COUNSEL

Mr. MALLON. Thank you, Mr. Chairman.
Mr. CHAIRMAN, members of the committee, my name is Robert P.

Mallon. I am appearing today as spokesman for the National Auto-
mobile Dealers Association. We have filed our written statement with
the committee and I would like, at this point, to briefly summarize the
principle points made therein.

First, by way of personal background, I would like to note that I
am from Tacoma, Wash. where my family and I operate an automo-
bile dealership and automobile leasing business. I pretend to no ex-
pertise on the more legalistic aspects of this legislation or of our com-
ments therein. On that point, I will defer to Pierre J. LaForce, our
special counsel who has been assisting us the last few years on the
bank leasing controversy. I believe, however, that I am well qualified
to testify about the day-to-day operation of the automobile retailing
business and about the economic realities of that business.
NADA's interest in this legislation, and its purpose in being here

today, is to acquaint the committee with the very serious problems
resulting from the involvement of financial institutions, particularly
bank holding companies, in the automobile leasing business. This is
not a new issue for us. We have been on record since the mid-1960's in
opposition to automobile leasing by financial institutions. First, it was
with the Comptroller of the Currency with respect to national banks;
now it is with the Federal Reserve Board, with respect to bank hold-
ing companies. Our most recent bout was with the Federal Reserve
Board which, in March 1974, authorized bank holding companies to
engage in automobile leasing 'activities. We had participated in the
rulemaking hearings preceding that determination in opposition to
such an authorization and we pursued the matter in the United States
Court of Appeals for the District of Columbia Circuit. The result of
that appeal was that, 2 weeks after oral argument and before the
court had an opportunity to act on the appeal, the Board sought and
obtained a remand of the case to the Board for further rulemaking
proceedings. A hearing on these reopened proceedings has been sched-
uled for March 23 before the Board.
Automobile dealers have a very definite interest in passage of this

legislation. We would add that the public interest would also be served
by passage of this legislation. There is a very definite need for a clear
restatement of the basic economic principle that the lines of banking
and commerce should be divided. It is our position that the bank regu-
latory agencies have not followed the congressional intent in that re-
spect and it appears to us to be necessary for the Congress to reinforce
the guiding principle by substantive amendment of the Bank Holding
Company Act.
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The latitude intended by Congress in its passage of the Bank Hold-
ing Company Act of 1956 was a limited one. For the first 14 years,
the Federal Reserve Board, for the most part, interpreted that statute
in accordance with the congressional directive. Since 1971, however,
the Board has discarded the necessary "strict construction" approach
and has allowed bank holding companies to cross the line between
banking and commerce. S. 2721 would curb that expansionistic ten-
dency.
Our own experience before the Board on the issue of automobile

leasing will serve as a graphic example of the need for this legislation.
Again, it should be made clear that automobile leasing is a form of
automobile merchandising, not a banking activity. An automobile
lease is an alternative to an outright new car sale. The key element
in an automobile leasing transaction, and to the leasing business in
general, is the ability to project the resale value of the vehicle at the
end of the lease and the ability to dispose of the vehicle at that price
or more. These are not skills to be gained in the everyday operations
of a bank; this expertise is obtained only in the more hurly-burly
world of automobile merchandising. We made that point to the Fed-
eral Reserve Board in the rulemaking proceeding. We also introduced
evidence at the Board on the manner in which bank holding com-
panies were actually operating their automobile leasing businesses.
We showed, for example, that bank holding companies were offering
their lease customers discounts on tires, replacement parts and servic-
ing; that bank holding companies were touting themselves as being
expert in both the new and used car markets; that they were repre-
senting to the general public that they would take over the entire re-
sponsibility of "haggling" in the purchase of the leased vehicle and
its later disposal. Each of these activities is a necessary incident to
automobile merchandising and, concomitantly, each of these activities
has absolutely nothing to do with banking.
Notwithstanding this showing, the Federal Reserve Board deter-

mined that bank holding companies could engage in automobile leas-
ing if they conducted their operation in accordance with an elaborate
regulatory formula which was deliberately fashioned to permit them
to enter the automobile-leasing field. The Board held that leasing
activities conducted under this formula constituted "the functional
equivalent of an extension of credit" and was therefore, a financial,
closely related activity.
That conclusion was contrary to the economic facts of life of the

automobile leasing business. The Board ignored the essential mer-
cantile nature of that business, evidenced most clearly by the im-
portance of the resale value estimate and the ability to market at that
estimate, and the other automobile merchandising incidents of that
business which I have just mentioned. Frankly, we were, and are at
a loss to understand how anyone could view a business activity in-
volving the offering of tires, parts and automobile services at a dis-
count, being intimately involved in the new and used car markets and
professing to be experts therein, could be viewed as a banking-related
activity.
It is not enough, in our view, to view an 'activity as banking related

simply because there may be some element of credit involved. If that
is to be the test, then there can be no dividing line between banking

•
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and commerce, given the credit-oriented nature of today's society. It
is only when an activity is basically and essentially a financial one
that it should be permitted to bank holding companies. The bill under
consideration today, with its requirement that the activity be directly
related and that it be a necessary incident to banking, will redress
some of the imbalance caused by recent interpretations and policies
of bank regulatory agencies.
We are gratified to note that the legislation will require the Board

to consider the long-term impact on competition of proposed bank
holding companies expansion. This is a matter which we feel has re-
ceived little, if any, attention by the Board. In the automobile leasing
business, it is inevitable that bank holding company entry will result
in a substantial loss of independent automobile lessors. This isn't just
our economic forecast; it is a prediction which has been made by the
banks themselves.
The most essential matter to true competition in the leasing field is

an assurance of the availability of bank credit to automobile lessors.
Bank credit is the essential commodity to independent automobile
lessors; without bank credit, at a competitive rate, automobile lessors
simply cannot do business. To the extent that bank holding companies
and other financial institutions enter directly into the automobile leas-
ing business, there is a corresponding decrease in the number of credit
sources open and available to independent lessors. The inevitable re-
sult would be that the market will become dominated by a few bank-
ing institutions which will offer their own standardized lease pro-
grams. There will be fewer leasing alternatives available to the con-
suming public, to its detriment. As I mentioned earlier, true competi-
tion in this business can be assured only by the continued existence of
an industry characterized by multiple, unrelated independent lessors,
offering a variety of lease programs. Speaking for myself and NADA,
we do not want to become part of a bank leasing programs, or to serve
as agents of such a program. We want the opportunity to operate our
own leasing businesses, to stand on our own feet, and to base our sur-
vival on the competitive viability of our leasing services.
To repeat, what is essential to a viable, competitive automobile leas-

ing business is the ready availability of bank financing of lease oper-
ations. With wholesale bank holding company entry, there will be a
drastic erosion of that credit source. This is an extremely credit-
sensitive business, very susceptible to excesses and abuses and the
eventual domination of the business by the credit source. If for no
other reason than this, bank holding companies should be interdicted
from entering into this business.
While I am on the issue of competition, I would like to put to rest

once and for all the contention that banks and bank holding com-
panies must get into the automobile leasing business to preserve their
share of the automobile financing market. There will always be a
ready, available market for bank credit in automobile retailing. Inde-
pendent retailers such as myself will continue to rely extensively on
bank credit, whether our merchandising takes the form of outright
sales or of. leasing. The banking institutions need have little fear that
we are going to go away.
.We noted in our written statement our full support of that pro-
vision of the bill which would bring some measure of uniformity in
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bank regulation. I will restrict myself to saying here that it is both

much and long overdue. Clearly, national banks should never, never

have been permitted, as they have been by the Comptroller, to do

what goes beyond the powers of bank holding companies. National

banks are by definition and by specific statutory provision intended

to be creatures of limited power. In fact, we would submit that a

proper interpretation of the National Bank Act would preclude na-

tional banks from areas which would be permitted to bank holding

companies under the more liberal provisions of the Bank Holding

Company Act.
As a beneficial side effect of the uniformity provision of the legisla-

tion, we would hope to see an end to the kind of "ping-pong" deci-

sional rationale of which we have been victims in our sparring with

the Federal banking agencies. As pointed out more fully in our state-

ment, when we objected at the Board level to bank holding company

involvement in automobile leasing, we faced the argument that the

Comptroller had already authorized it for national banks. When we

argued in court against national bank involvement in this activity,

the argument was made that the Board had recently authorized it for

bank holding companies. Then, we argued in the Court of Appeals

that the Board had erred in allowing bank holding companies to en-

gage in automobile leasing, the Board argued that the Federal Dis-

trict Court in Seattle had recently approved this activity for national

banks. The issues being decided by the Board under the Bank Hold-

ing Company Act are too important to receive such facile, short-shrift

treatment.
NADA has just been through a judicial review proceeding of the

Board's 1974 rulemaking decisions authorizing bank holding com-

panies to engage in automobile leasing and, as I have noted earlier,

we are now back before the Board on further rulemaking. We can

attest from first-hand knowledge about the absolute need foi the pro-

cedural reforms contained in S. 2721, which would assure basic due

process protection in the Board's rulemaking proceedings. We have

detailed the several procedural deficiencies in the Board's present

system in our statement. I will not repeat them here but I would like

to stress the point that the decisions being made by the Board in this

area are too important, affect too many interests and are too pervasive

to be made in secret proceedings, without a full ventilation

of the issues. The only way we know to assure that adequate consider-

ation be given is through adoption of the procedural reforms set forth

in S. 2721.
I would like to conclude by informing the committee that the situ-

ation in the automobile leasing field is very serious now and that it
is becoming more so. We fear, with a considerable amount of justifi-

cation, that a large number of banking institutions, principally bank

holding companies, are waiting to descend en masse on the automobile
leasing business once they feel the air is clear. If that should happen,

automobile retailers, at least the independent ones, are in for some
very hard times.
We thank the committee for the opportunity to make this presenta-

tion and we will attempt to answer whatever questions the committee
may have. Thank you.
[Complete statement of Mr. Mallon follows:]

4.

ta•
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HEARINGS

before the

COMMITTEE ON BANKING, CURRENCY AND
URBAN AFFAIRS

UNITED STATES SENATE

On

S. 2721

STATEMENT

of

ROBERT P. MALLON

on behalf of

NATIONAL AUTOMOBILE DEALERS ASSOCIATION

Mr. Chairman and Members of the Committee:

My name is Robert P. Mallon. I am a small

businessman from Tacoma, Washington, where members of

my family and I own and operate an automobile dealership,

Mallon Motors, Inc., and an automobile leasing business,

M & M Leasing Corp. I am presently serving as a member
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of the Board of Directors of the National Automobile

Dealers Association and as Washington State Director

of that Association and I appear today as that Association's

spokesman. Accompanying me is Mr. Pierre J. LaForce,

who has been representing NADA on matters relating to

the entry of financial institutions into the automobile

retailing business.

The National Automobile Dealers Association

("NADA"), as the Committee knows, is a national trade

association, representing almost 20,000 franchised

new car and truck dealers engaged in selling and

servicing new and used cars and trucks of all makes,

domestic and imported, in the fifty states.

NADA is appearing today at the invitation of

the Committee, to testify on matters respecting S. 2721,

the Competition in Banking Act of 1975. The letter of

the Chairman inviting us here requested that we focus

OUT testimony on certain designated issues raised by

S. 2721 and we have attempted to so structure our statement.

We believe that our less-than-happy experiences

.of the last few years with regard to the entry of finan-

cial institutions into our business will be both relevant

and helpful to the Committee's consideration of this bill.

Specifically, I believe that we are particularly well

qualified to testify on the need for the procedural

4
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reforms contained in S. 2721.

Before proceeding to a discussion of the issues

liste in Chairman Proxmire's letter, we would like to make

a few introductory comments concerning (1) our specific

interest in passage of this legislation and (2) the

overall public interest considerations which clearly

support the bill.

NADA Involvement

In the last decade or so, the automobile

merchandising business has experienced a pronounced and

increasing interest in automobile leasing, as opposed to

automobile purchasing. The merchandising nature of the

automobile retail business has not changed, but a growing

number of car users prefer to lease their automobiles

rather than purchase them. As automobile dealers, our

function remains the same. We are still engaged in the

merchandising of automobiles; only the form of the trans-

action has changed somewhat.

Estimates vary widely as to what the ultimate

share of the automobile merchandising market leasing will

eventually assume, but it is safe to predict that automobile

leasing will constitute a very substantial part of the

total automobile merchandising market. Automobile dealers

have recognized that automobile leasing is an integral

69-452 0 - 76 - 13
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part of their business and a great many of them, including

myself, have established leasing businesses to accomodate

this new development in automobile merchandising.

As this Committee is well aware, in the mid

1960's, the Comptroller of the Currency determined to

chart a radically new course of permissible business

activities for national banks. In a series of unprece-

dented and unsupported "interpretive rulings" ( most of

which have since been invalidated by the courts ), the

Comptroller purported to authorize national banks to

engage in a host of non-banking activities. One of the

activities so authorized was the leasing of personal

property, including automobiles. While some national

banks quickly seized on this opportunity to branch into

non-banking areas, the number of financial institutions

engaged in automobile leasing remained relatively small

until 1970. Since then, financial institutions, particu-

larly bank holding companies, have entered the automobile

leasing business in large numbers.

As a national trade association, NADA has been

concerned over this issue since the Comptroller first

announced that national banks would be permitted to engage

in automobile leasing. NADA has expressed its concern,

and the factual, legal and policy bases therefor, to the

Comptroller and the Federal Reserve Board on several

occasions, all to no avail. NADA's most recent experience

4'

A
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with the bank regulatory agencies came in September 1
973

when it participated in a Federal Reserve Board ru
lemaking

proceeding on the permissibility of leasing activitie
s

by bank holding companies. NADA was unsuccessful before

the Board. NADA sought judicial review of the Board's

action and, shortly after oral argument in that ap
peal,

the Board, on its own motion, sought and obtained rem
and

of the case to the Board for further rulemaking proceed
ings.

As a result of this action, a hearing on the issue
 of

automobile leasing by bank holding companies is sched
uled

1/

to be held by the Board on March 23.

NADA has also supported the efforts of certain

Washington State automobile dealers, including myself
,

seeking to invalidate the ruling of the Comptroller tha
t

national banks can engage in automobile leasing. As the

Committee may be aware, that effort was unsuccessf
ul on

the federal district court level, but we have appe
aled the

decision to the United States Court of Appeals for
 the

Ninth Circuit where we hope to secure a reversal.

1/ Attached as Appendix A is a copy of NADA's initial

comments in the pending Board proceeding. These

comments set forth, in part, NADA's position on the

"bank leasing" issue.
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Public Interest Considerations 

It is a basic and salutary precept of American

economic regulation that there should exist a clear,

distinct demarcation between banking and commerce. The

purpose of such a demarcation is obvious. It is to the

ultimate public good that the suppliers of the nation's

credit be interdicted from competing with the users of

that credit. If it were otherwise, an inevitable concen-

tration of economic resources in the hands of financial

institutions would result.

Regrettably, and to the real detriment of the

public good, the demarcation between banking and commerce

has become increasingly blurred in recent years. Beginning

with the radical interpretive techniques of the Comptroller

of the Currency in the mid-1960's, the federal bank regu-

latory agencies have appeared to be willing participants

in the efforts of certain banking interests to convert

financial institutions into veritable department stores

of non-financial services and activities. While Chairman

Burns has characterized this lamentable development as

a "competition in laxity", we would comment that the recent

attittudes and pronouncements of the bank regulatory

agencies reflect a much more serious maladjustment,

namely, a value or policy determination that the line

between banking and commerce should be eradicated.

We feel that the Congressional policy of main-

taining the demarcation between banking and commerce has

always been clear, but it is our opinion that the federal

4
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bank regulatory agencies have not implemented that policy.

Some regulators, most notably Chairman Burns, have

recently expressed serious misgivings at this policy of

administrative largesse. While we view this as an

improvement in the regulatory climate, it seems clear

that the dismal experience of the last few years of

"go-go" bank mania, with its attendant speculations and

involvements in non-banking activities, clearly supports

a restatement by the Congress that banks and bank holding

companies must be restricted to the banking field. S. 2721

represents such a declaration and we support it.

With this introductory statement I shall now

proceed to a discussion of the issues listed in Chairman

Proxmire's letter to us.

Necessity To Restrict Bank Holding Companies To Activities
"Directly" Related To Banking

Section 301 of S. 2721 would amend Section 4(c)

(8) of the Bank Holding Company Act, setting forth the

standard for permissible non-banking activities of bank

holding companies, by requiring that the activity in

question be "directly" as well as "closely" related to

banking and by further requiring that the activity be

a "necessary", as well as "proper", incident to the
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banking business. The effect of these additional

requirements will be, in our view, to carry forward the

long-established Congressional policy of restricting

banking institutions, including bank holding companies

to banking activities. For those 'businesses which have

been the target of bank expansionism, such as the

automobile retailing industry, amendment of the Bank

Holding Company Act in this fashion cannot come too

soon.

In the early days of the Board's administration

of the Bank Holding Company Act, the Board properly took

a very restricted view of what non-banking activities

should be allowed for bank holding companies. However,

the Board viewed the 1970 Amendments to the Act as carte

blanche authority to permit wholesale entry of bank

holding companies into clearly non-financial fields,

including automobile leasing. Ruling after ruling of

the Board reflected its regulatory view that a nominal,

or even theoretical, relationship between the activities

under consideration and banking was sufficient ground to

,permit bank holding companies to engage in the activity.

We saw a graphic example of this in the Board's

handling of the automobile leasing issue. In that

instance, the Board fabricated an elaborate regulatory

formula under which bank holding companies could engage

in automobile leasing. The Board theorized that leasing



under this formula constituted, in one of the Board's

favorite phrases, "the functional equivalent of an

extension of. credit", and a proper activity for bank

holding companies.

The principal difficulty with the Board's approach

was that its theory simply did not comport with the economic

4
fact of life in the automobile leasing/retailing business.

Automobile leasing is essentially a mercantile, retailing

activity and the manner in which that business is conducted

reflects its commercial nature. The mast important part

of the automobile leasing business is the ability to project

the resale value of the vehicle at the end of the lease

term and the know-how and facilities with which to dispose

of the vehicle at that projected price or more. That is

the essence of the automobile lease transaction, not some

theoretical notion of an extension of credit.

We pointed this fact out to the Board and

documented it with a showing of how bank holding companies

and other financial institutions were actually conducting

their automobile leasing operations. We showed, for

instance, that bank lessors were agreeing to provide

for discount prices on tires, parts and services to their

lease customers; that bank lessors were representing that,

because of their size or because they had obtained a

national fleet license, they could obtain automobiles at
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a better price than could independent lessors and

automobile dealers; that bank lessors represented that

they were better automobile "shoppers" and that they

would assume the entire responsibility for the.purchas-

ing and trading of vehicles for the lease customer. In

short, with the possible exceptions of maintaining a

service bay or display floor, bank holding companies in

the automobile leasing business are involved in almost

every facet of automobile merchandising.

A disinterested observer would surely have

concluded that providing tires, replacement parts and

repair services at a discount, dealing in new and used

automobiles could hardly be characterized as a banking

or banking-related activity. Certainly no such charac-

terization can be made based on the presence of some

"credit" element in the transaction. If the presence or

absence of "credit" in a transaction is to be the

determining point with respect to permitting bank holding

companies to engage in an activity, we might just as well

dispense with any test at all since, in this credit-oriented

society, there is nary a business transaction which does

not have some form of "credit" element involved.

We submit that the bank regulatory agencies,

including the Federal Reserve Board, have improperly

deviated from the course so clearly charted by Congress.

There is a need to redress the imbalance created by this
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unwarranted regulatory policy and we believe that S. 2721

represents a much-needed step in that direction.

II

Adverse Effects of Bank Holding Company Entry

Under the Bank Holding Company Act, in

determining whether an activity is a permissible one

for bank holding companies, the Board must find that

the probable public benefits of bank holding company

entry will outweigh the possible adverse effects. This

statutory language was added by the 1970 Amendments to

the Act and it is clear from the language itself (and

clearer yet from the legislative history) that the probable

public benefits must affirmatively outweigh the possible

adverse effects in order to warrant a favorable determi-

nation by the Board. Yet, we found, in our recent appeal

of the Board's personal property leasing rulemaking, that

the Board, or at least the Board staff, has construed

this "public benefits" test to require only a negative -

'finding that adverse effects will not "likely result"

from bank holding company entry. This is exactly the

reverse of what Congress said and intended in the 1970

Amendments.

The amendment to Section 4(c)(8) of the Act

by Section 301 of S. 2721 would correct this bit of
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administrative legerdemain and, addition
ally, would

require a much more definite showing of 
predominant

public benefits to be derived from bank 
holding company

entry than is the present case. This must be regarded

as a definite plus for the public good sin
ce it is only

fit and proper that the burden for demonst
rating "clearly 

and significantly" that net public benefit
s will result

from bank holding company entry should r
est with the

proponents of that entry.

Section 301 of S. 2721 would further ame
nd the

"public benefits" section of the Bank Ho
lding Company Act

by requiring that the Board consider the
 impact of bank

holding company entry on competition o
ver the long term,

and not simply the immediate competitive
 effect of such

entry. While the present law clearly suggests t
hat both

long-range and short-range effects of ba
nk holding company

enfry are to be considered, it has been ou
r observation

that the Board has restricted its analysis
 to the short-

term effect on competition. In fact, we would further

observe that the Board, at least in the ca
se of automobile

leasing, has paid little heed to the anti-c
ompetitive

impact of bank holding company entry. For example, we

showed at the rulemaking hearing held by
 the Board in

1973 that bank representatives themselve
s were forecasting

that wholesale entry of financial inst
itutions in the

automobile leasing business would produc
e a significant

fatality rate among smaller automobile 
lessors. Recent

•

•
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statements by banking representatives on file with the

Board also reflect that view.

Ascertainment of the ultimate effect on compe-

tition is clearly necessary to a reasoned determination

of whether a particular activity iS one which should be

authorized by the Board. Where, as in the case of auto-

mobile leasing, any increase in competition is transitory

only, if at all, and the long-range effect will be a

decrease in competition, bank holding company entry should

most definitely not be allowed.

If bank holding companies continue to be

permitted to engage in automobile leasing, it is inevitable

that these institutions will soon assume the great share

of the market, to the exclusion of independent lessors

and automobile dealers. Clearly, the public interest will

not be served if the automobile leasing market place is

dominated by a few bank holding companies, with their own

very standardized and limited lease programs. Instead,

true competition in the automobile leasing business can

be assured only through the continuing business existence

of many, unrelated automobile lessors, offering a variety

of lease programs to the public.

In a related vein, one issue which has received

scant regulatory consideration from the Board is the

degree to which a particular business activity is "credit-

sensitive" and the impact this consideration should have

on the regulatory determination of whether bank holding

Alt
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companies should be permitted to engage in
 that activity.

It would appear self-evident that the mo
re credit-sensitive

the industry, i.e., the more credit-relian
t the businesses

in that industry, the more susceptible tha
t inOustry is

to the possible anti-competitive effects
 of bank holding

company entry.

We have an extremely credit-sensitive situation

in the automobile leasing business. Automobile dealers-

lessors such as myself are very much reliant 
on bank

credit, and the availability thereof at a rea
sonable

cost. Accordingly, it is of considerable concern to
 us

that those institutions having a monopoly 
power and

control over the essential commodity of credi
t now propose

to engage in direct competition with us. We would submit

that it is this very type of situation to whi
ch the long-

established policy of restricting banks to
 banking acti-

vities is directed. The sources of credit supply should

not be permitted to compete unfairly with the
 users of

credit in the automobile leasing/retailing bu
siness, or

any other credit-sensitive business for that 
matter.

As a final word on the issue of competition,

we would like to address ourselves to the 
contention

that bank holding companies should be permitt
ed to engage

in automobile leasing activities in order 
to preserve

their automobile financing business. The short answer

to this contention is that the automobile 
leasing pheno-

menon poses no threat whatsoever to the autom
obile
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financing activities of financial institutions.

Automobile dealers - lessors will continue to rely

extensively on bank financing in their merchandising of

automobiles, regardless of the form that this merchan-

dising takes. If, as predicted by some, automobile

leasing assumes a major part in new car sales, the

financial needs of automobile lessors will likewise

increase and there will be a very available, sometimes,

avid, market for bank financing.

III

Uniformity of Regulation of Financial Institutions

Section 401 of the bill would provide a much-

needed uniformity in bank regulation. That section would

prohibit a national bank from engaging in (and, presumably,

the. Comptroller of the Currency from authorizing) an

activity which the Federal Reserve Board had found to

be an improper activity for bank holding companies. It

is anomalous indeed that such a statutory prohibition

should be necessary, but it clearly is, in view of the

regulatory aberrations of the office of the Comptroller

of the Currency.

It is incontrovertible that the Bank Holding

Company Act provides a broader grant of powers to bank

• holding companies than does the National Bank Act for

national banks. In fact, the principal raison d'etre 

for a bank holding company is to permit these institutions

• to engage in a broader scope of activities than would be
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permissible under their national bank or state bank

charters. Yet, in recent years, the Comptroller of the

Currency has persisted in authorizing national banks

to engage in activities which even the Board has viewed

as improper for bank holding companies, all to the

detriment and confusion of the banking industry, other

affected businesses and the public interest alike.

Another beneficial effect of the prohibition

contained in Section 401 of the bill would be the elimi-

nation of the "ping-pong" decisional rationale utilized

by federal bank regulatory agencies. We in the automobile

leasing business have been the victims of that technique.

In 1973, when we appeared before the Federal Reserve

Board and opposed the entry of bank holding companies

into the automobile leasing business, we were confronted

with the argument that this was a proper activity since

national banks were permitted by the Comptroller to

engage in that activity directly. Later, in our federal

district court litigation in Seattle against the Comptroller,

challenging the authority of national banks to engage in

.automobile leasing under the National Bank Act, the

argument was raised that this was a perfectly proper

activity for national banks since the Board had recently

authorized it for bank holding companies. Still later,

in our appeal of the Board's rulemaking determination to

allow automobile leasing by bank holding companies, we

faced the contention that the Court of Appeals should

affirm the Board because the federal district court in
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Seattle had ruled that the Comptroller's ruling that

national banks could engage in automobile leasing was

valid. This exercise in circuity of reasoning deprives

an affected party, such as the automobile dealers, of

a meaningful, rational decision, based on the facts.

Likewise, it constitutes at least a partial abdication

of the decision-making responsibility delegated to the

Board by the Congress.

IV

Need for Procedural Reforms in Section 4(c)(8) Rulemaking

Proceedings

One of the most important aspects of S. 2721 is

the proposed amendment of the Bank Holding Company Act

to require that all section 4(c)(8) proceedings of the

Board be conducted on the record, with rights of cross-

examination, and otherwise subject to the formal rulemaking

provisions of the Administrative Procedure Act. The need

for this procedural reform cannot be over-emphasized.

To begin, section 4(d)(8) rulemaking proceedings

are those in which the Federal Reserve Board determines

the substantive question of whether a particular business

activity is one in which bank holding companies should be

allowed to engage. These proceedings are of vital interest

to businesses engaged in the activity under consideration

and possible new entrants therein, to the financial

industry and, finally, to a reasoned implementation of

the public policy separating banking and commerce.
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The present procedure utilized by the Board

is wholly inadequate to this task. At present, it is

Board policy to handle these proceedings as informal

rulemaking, with precious little in the way of proce-

dural due process. The Board publishes a notice of

proposed rulemaking, solicits written comments and

generally schedules an oral hearing "before available

members of the Board" (never more than two or three in

number). There is no right of cross-examination, nor

any opportunity to test the veracity, reliability or

soundness of the materials submitted and, only when

ordered by the Board, is there an opportunity to submit

rebuttal statements. These proceedings are not conducted

on the record and there is extensive ex parte communication

between the Board staff, the Federal Reserve Banks and

perhaps others, with the Board, all without notice to

other interested parties or an opportunity to respond to

the ex parte communications.

Of even greater repugnance is the Board's

policy of refusing public disclosure of the nature and

.content of these ex parte communications. Finally, the

informal rulemaking actions of the Board are subject

only to a limited form of judicial review, a review

which is further circumscribed by the Board's refusal

to furnish the entire administrative record in judicial

review proceedings.

Given this state of affairs, it is hardly

surprising that there have occurred instances of abuse

and denial of procedural and substantive rights. NADA is
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in a particularly good position to comment on this matter,

since it recently participated in a judicial review

proceeding involving the Board's rulemaking action allowing

bank holding companies to engage in automobile leasing.

When we first examined the administrative

record which the Board certified to the Court of Appeals

as being those materials which it considered in reaching

its rulemaking decision, we were greatly surprised to

find that there were large quantities of materials which

had never been made part of the public file. We were

also shocked to find that, for the most part, all of

the substantive parts of these ex parte communications had

been deleted ("whited-out") in the copy of the administra-

tive record furnished by the Board to the Court of Appeals.

The Board sought to justify this approach on the ground

that this was not an "on the record" proceeding and that

it Was entitled to maintain the confidentiality of the

ex parte submissions made by its staff and the Federal

Reserve Banks. However, considerations of confidentiality

and consistency did not prevent the Board from furnishing

an ex parte communication which was generally supportive

of the action it took.

There is something inherently wrong and unfair

in a procedural system which permits an administrative

agency to designate certain materials as part of the

administrative record which it considered (and perhaps

69-452 0 - 76 - 14
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relied on) and yet refuse to disclose these materials

for purposes of judicial review. On the one hand, the

agency is arguing that the administrative record

designated by it supports its action and, on the other,

it refuses to supply these materials for weighing and

testing by a reviewing court and interested parties.

Under such circumstances, it is impossible for either

a reviewing court or an appealing party to know whether

the deleted portions of the record support the action

taken or are contrary thereto or inconsistent therewith.

The reviewing court and an appealing party must take the

case on the agency's word. Even more distressing is that

an aggrieved party, such as was NADA in its recent appeal,

finds itself in the unenviable position of having its

agency adversary dictating what parts of the administra-
2/

tive record the reviewing court shall be permitted to see.

2/ An example of the kind of abuse which results when

procedural niceties are not observed was unearthed

in our review of the Board's administrative record in the

recent NADA appeal. Somehow or other, the substance of

two staff recommendations to the Board escaped the censor's

scissors. Briefly, these staff recommendations were to the

effect that (a) certain recommended consumer protection

provisions not be adopted by the Board for fear that such

adoption would aid an appeal of the Board's action by NADA,

and (b) that the Board act immediately, notwithstanding the

controversy over automobile leasing, lest such delay "add

fuel to NADA's fires". Hopefully, these recommendations

were not representative of the other withheld portions of

the administrative record.
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Procedural looseness and irregularity of this

sort would not be countenanced in a zoning commission

hearing. Much less should it be permitted in the Federal

Reserve Board's consideration of the proper boundaries

for bank holding companies. The Public policy issues

involved and the impact of the Board's decisions in

section 4(c)(8) proceedings are too serious and far-reaching

to permit these decisions to be reached in anything other

than an open public forum in which all interested parties

have equal public access to the decision-maker, and where

the decision must be based on substantial evidence on the

record and subject to full judicial review. The great

public policy issues subsumed in section 4(c)(8) deter-

minations require no less. NADA fully anl wholeheartedly

supports the procedural reforms provided in S. 2721.

Conclusion

The principal substantive issue under consideration

in these hearings is the proper role bank holding companies

and other financial institutions should play in the

Nation's economy and, ultimately, in American social

life. Shall the Congress continue to insist that bank

holding companies and banks restrict their activities

to banking and banking-related businesses, or is there
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merit to the claims of the advocates of bank holding

company aggrandizement that the distinction between

banking and commerce is obsolete?' It seems to us

that the Congress can only answer this question by

ascertaining where the public interest lies. Is it

better served by an economic system requiring a clear

divider between the activities of the credit suppliers

and those of the credit users, or is a fusion of banking

and commercial entities desirable? The experience of

the last few years, culminating in a number of serious

bank failures and widespread reports of banks in diffi-

culty, provides a clear, irrefutable answer. The

principle of demarcation between banking and commerce

has continuing validity and results in the greater public

good. S. 2721 would further implement this principle and

we support its enactment.
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APPENDIX A

Before the

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

In the Matter of
Part 225, Regulation Y
Bank Holding Companies
Interest in Nonbanking Activities
Automobile Leasing

COMMENTS
OF

NATIONAL AUTOMOBILE DEALERS ASSOCIATION

The National Automobile Dealers Association

("NADA") herewith submits its comments on the question of

whether automobile leasing should be a permissible activity

for bank holding companies. These comments are being sub-

mitted pursuant to the Board's public notice of November II,

1975, inviting comments on this issue.

The instant rulemaking proceeding is the out-

growth of NADA's appeal of the Board's rulemaking action of

March, 1974, adopting the present personal property leasing

rule. Following oral argument in that appeal, and before the

Court of Appeals issued a decision thereon, the Board sum

sponte requested the Court to remand the case to the Board

for further rulemaking proceedings. Specifically, the Board

requested remand "for the purpose of receiving public comment

on the question whether automobile leasing should continue to

be considered to be a permissible activity for bank holding
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1/
companies."

"Residual Value" and "Guarantee" Factor.

While the principal emphasis in this proceeding

should be on the general question of whether auto
mobile

leasing should be a permissible activity, it would 
be

appropriate, at this point, to comment briefly on
 the

"residual value" and the "guarantee" factors of
 the Board's

personal property leasing rule inasmuch as these 
factors are

specifically alluded to in the Board's November
 11 public

notice. Under the personal property leasing rule adopted

by the Board in March, 1974, a "full pay-out" lea
se is

one in which the lessor's investment (acquisition
 cost and

financing cost) is totally recouped from certai
n designated

sources, namely: (1) rentals, (2) tax benefits, (3) resid-

ual value of the leased property at term end (whi
ch factor

is not to exceed twenty percent of acquisition 
cost), and

(4) with respect to short-term leases, such amo
unt not to

exceed sixty percent of acquisition cost, as ma
y be attributed

to an unconditional guarantee by a lessee, inde
pendent third

party or manufacturer.

1/
The Board made clear, in a subsequent filing

 with

the Court of Appeals, that the Board intended t
o review

the automobile leasing issue de novo, notwithst
anding the

Board's phrasing of the question presented.
•
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a "Residual Value" Factor. Literally reams of

comments were filed on this issue. in the rulemaking proceed-

ing preceding the Board's 1974 rulemaking action. Under

consideration in that proceeding was a proposed ten percent

limitation on the residual value factor. The Board's pur-

pose in proposing a limitation on the residual value factor

appears to have been to prevent bank holding companies from

speculating or gambling on residual value in order to meet
2/

the "full pay-out" requirement.

It is not at all clear what motivated the Board

to finally adopt a twenty percent limitation. A February

25, 1974 memorandum from the staff to the Board of Governors

recommended retention of the proposed ten percent limitation.

For some reason, nowhere articulated in the administrative

record of the prior rulemaking proceeding, the Board de-

termined to raise the residual value limitation to twenty

percent. Under these circumstances, NADA and other interested

parties are at a complete loss (and at a severe procedural

disadvantage) to comment on the final regulatory position

adopted by the Board since the basis and rationale for that

action are nowhere expressed.

2/
— This approach continues to be both commendable and

appropriate at a time when the Board and other bank regulatory
agencies are especially concerned with the capital adequacy of
banks. The Board is very familiar with bank failures and threats
of failure. The Board is also fully aware that the solvency
of a bank subsidiary of a holding company is affected by the
solvency of a nonbank subsidiary (e.g., leasing company), and
the decisions of their common management. Certainly, "gambling"
on residual values has no place in a banking organization.



The Board's adoption of the sixty percent "guarantee"

factor greatly minimized the relevance and importance of a

residual value limitation, at least with respect to motor

vehicle leasing. Notwithstanding this fact, NADA hereby

reiterates its support of the ten percent limitation originally

proposed by the Board. As reported to the Board in the staff

memorandum of February 25, 1974, a ten percent limitation on

residual value would not result in a conflict with the tax

law requirements for a "true" lease. Setting the limitation

at this level also is consonant with the regulatory purpose

to deter bank holding company "speculation" on residual value.

b. "Guarantee" Factor. On this issue, NADA is

even more in the dark as to the Board's rationale for inclu-

sion of this factor in the "full pay-out" formula. The

"guarantee" factor was not part of the proposed rule which

was the subject of the September, 1973 rulemaking hearing.

There is accordingly precious little in the administrative

record of the prior rulemaking proceeding to indicate the

basis and purpose for inclusion of this factor in the regula-

tory formula or the justification therefor.

Insofar as the incomplete administrative record cf

the prior rulemaking shows, it appears that the "guarantee"

factor was first proposed by the Board's staff in its

February 25, 1974 memorandum to the Board. In that memo-

randum, the staff recommended "that the Board adopt the

regulation as proposed with a modification permitting a bank

•
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holding company lessor to include in the full pay-out

recovery formula an amount unconditionally guaranteed by

a lessee, manufacturer or independent third party...."

It further appears from that memorandum that the staff

proposal was intended to "permit bank holding companies to

engage in open end vehicle leasing." Beyond this, the ad-

ministrative record becomes even murkier. The staff recom-

mended an unlimited "guarantee" factor for leases of five

years,' duration or less. The Board, without any record

explanation whatsoever, adopted a "guarantee" factor

limited to sixty percent of acquisition cost for leases of

seven years' duration or less.

There is nowhere to be found any explanation for

the Board's modification of the staff proposal, why it

selected the seven years limitation or how it finally de-

cided upon the limitation of sixty percent of acquisition

cost. Truly, in these circumstances, NADA is seriously dis-

advantaged, to its prejudice, to comment meaningfully on the

Board's action since there is absolutely no indication of the

rationale for the Board's action. The only thing than can

safely be concluded from the record is that the Board adopted

the "guarantee" factor for the purpose of permitting bank

holding companies to engage in automobile leasing. Beyond

that, NADA can only surmise what the Board's rationale was.

4
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The administrative logic for adoption of the

."guarantee" factor seems to lie in.the assumption that the

"guarantee" factor makes the automobile leasing transaction
3/

"the funcional equivalent of an extension of credit."— The

actualities of the automobile leasing business demonstrate,

however, that, in fact, a lessee guarantee of residual Value

does not have the effect of identifying an automobile lease

as a financial activity.

A lessee guarantee can only have substantive meaning

in the Board's determination on the automobile leasing issue

if, in fact, the guarantee has economic significance in that

the lessor is relying on this guarantee for a return of its

profit. The facts of the automobile business are to the con-

trary; it is quite clear that, in this business, the automobile

lessor is looking to the residual value (and its ability to

properly predict same), not any lessor guarantee, for a suc-

cessful transaction. As a matter of business practice, the

setting of a realistic residual value is essential to a suc-

cessful automobile leasing operation. Any automobile leasing

operation which, in practice, relies to any material extent on

the guarantee of the lessee will not long survive. The

optimum situation for an automobile lessor is one where it

never has need to look to the lessee's guarantee. The role

3/
This certainly seems to have been the position of the

Board staff. See Staff Memorandum of February 25, 1974, p.

8.
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of the lessee guarantee 'In a motor vehicle leasing trans-

action is thus an insubstantial one that cannot provide the

basis for characterization of these leasing transactions as
4/

financial activities.

The economic realities are that, even in an "open-

end" lease, residual value is the crucial factor, not the

creditworthiness of the lessee. Admittedly, the lessee

guarantee is of some economic substance but it plays a very

secondary role in the automobile leasing transaction, cer-

tainly not one of such substantiality as to warrant charac-

terization of automobile leasing as "the functional equiva-

lent of an extension of credit." Whatever merits the

"guarantee" factor may have with respect to other forms of

personal property leasing, it has no substantial applicability

to automobile leasing, given the predominant role of the

residual value projection in the automobile leasing

transaction.

Of relevance to the "guarantee" factor issue also

are the various state statutes limiting the amount of resid-

ual value liability that may be imposed on a lessee and the

pending federal legislation on this matter, namely, the

Consumer Leasing Act of 1975. The Board is aware that cer-

tain states have laws limiting the amount of residual value

4/
The fact that, in practice, an automobile lessor is

really looking to residual value, rather than any lessee
guarantee was implicitly recognized in the staff memorandum
of February 25, 1974. See p. 8 thereof.
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liability in "open-end" leases. Such legislation, of

.course, has direct relevance and iMpact on the Board's "full

pay-out" concept since, in those states, no lessee guarantee

can be "unconditional."

Additionally, there is presently pending before

the Congress the Consumer Leasing Act of 1975, legislation

which could directly affect the role the "guarantee" factor

plays in the Board's "full pay-out" formula. The House

version of that legislation sets a limitation on the residual

value liability of the consumer lessee of three times the

average monthly. lease payment. Should this version of the

bill be enacted into law, it will have the effect of prohibiting

an "unconditional" lessee guarantee in the field of consumer

leasing. Quite obviously, the aforementioned state laws and

the pending federal legislation require the Board to re-

evaluate the "guarantee" factor. It would seem clear that,

if the Board is to fully honor its "full pay-out" concept of

leasing, the "guarantee" factor must be deleted from the

regulatory formula, at least with respect to consumer leasing.

As demonstrated above, a lessee guarantee has no

substantive economic meaning or weight in automobile leasing.

The Board should not permit bank holding companies to rely

on this subterfuge as a basis for entry into the commercial

activity of automobile leasing.
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II

Automobile Leasing Is Not a "Closely Related" Activity.

The central issue before the Board in this pro-

ceeding is whether automobile leasing is a permissible

activity under Section 4(c)(8) of the Bank Holding Company

Act. It is NADA's position that automobile leasing meets

neither the "closely related" standard nor the "public
5/

benefits" test of Section 4(c)(8).—

NADA has consistently maintained, before both the

Board and the Court of Appeals, that automobile leasing is

a discrete business activity substantively different from

"big-ticket" leasing. It does not appear that the Board

focused fully on this issue in its prior regulatory action.

Instead, it seems that the Board devoted almost all its

attention to adoption of a "full pay-out" formula designed

to permit bank holding performance of this activity. Insofar

as the prior administrative record shows, there was no real,

in-depth examination of whether automobile leasing, as

actually conducted, could be classified as a financial

activity. Rather, it appears to have been the Board's

rationale that, if automobile leasing could be conducted

5/
Rather than repeat arguments already made, appended

hereto as Attachments 1-4 are (1) NADA's original comments
in the September, 1973 rulemaking; (2) its supplementary
comments therein; (3) its principal brief in the Court of
Appeals: and (4) its reply brief.



214

under the same "rules" as "big-ticket" leasing, it should

.be ',Omitted. In doing so, however, the Board did not

analyze the significance, or lack thereof, of its "full

pay-out" formula to automobile leasing, nor did it fully

consider or analyze the nature of automobile leasing as

contrasted with other forms of leasing.

NADA has already, demonstrated in the preceding

section that the lessee guarantee is of relatively minor

significance, as a matter of business reality, in the

automobile leasing business. In this section, NADA will

show that the other essential facets of the automobile leas
ing

business compel a classification of this activity as com-

mercial, rather than financial.

To begin, it is abundantly clear that an automobile

lessor is directly and substantially involved in the buyi
ng

and selling of automobiles. Because of the importance of

the residual value factor in the automobile leasing equat
ion,

an automobile lessor is also substantially involved in the

non-financial activity of predicting the resale value of

a motor vehicle at term end. No such involvement in mer-

chandising is to be found in the business leasing of jet

aircraft or tankers, for example.

The lessor of "big-ticket" items does not purport

to be, nor does it need to be, an expert in the buying and

selling of the leased equipment. An equipment lessor of
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that type does not represent that it is capable of ob-

taining the leased equipment at bargain prices, prices

which the lessee could not obtain. on his own, nor does

such a lessor represent that it has the facility and

expertise to dispose of the equipment at term end in a manner

more advantageous than the lessee. An equipment lessor is

not so involved because what it is providing is a financial

service in a financial transaction which is truly "the

functional equivalent of an extension of credit." In

this permissible area of financial leasing, it is the lessee

the airline, the shipping company, the computer user - which

possesses the greater expertise and knowledge concerning the

value of the leased property, where it may be most advantageously

purchased and where it may be most effectively disposed. The

role of the lessor in such a transaction is restricted to the

furnishing of the necessary capital.

The automobile leasing business, as actually con-

ducted, presents a wholly different factual format. In this

business, residual value plays an integral, indeed, pre-

dominant, part in the transaction. Realization of the pro-

jected residual value is essential to a successful automobile

leasing business. Essential as well is a knowledgeable,

effective system of merchandising automobiles at term end.

Also, competitive considerations require an automobile lessor

to at least represent that it is capable of obtaining auto-

mobiles at bargain prices. Given these economic facts of

•
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life, it can hardly be gainsaid that an automobile lessor

is directly and necessarily involved in the merchandising

of automobiles, on the new car and used car levels.

Perhaps the most cogent documentation of the

essentially commercial nature of automobile leasing, as

presently being conducted by financial institutions, can

be found in a review of exactly how these institutions are

conducting their leasing operations. Appended hereto as

Attachment 5 is a representative sample of advertising and

promotional materials now being used by financial institu-

tions in connection with their automobile leasing operations.

In addition to directing the Board's close attention and

review of this Attachment, set forth below are excerpts

from these promotional materials which, more eloquently

than anything else, demonstrate the non-financial nature
6/

of automobile leasing:

1. Maryland National Bank - (a) "As
Maryland's largest bank, we do busi-
ness with numerous car dealers and are
probably in a better position to get the
car of your choice than you are.";

(b) "As a quantity buyer, we can often
get your car for less than you could as
an individual buyer.";

6/
Even more blatantly commercial is the content of

mass media advertising, consisting of statements such as
"We're the state's Number 1 car dealer," "We're in the
automobile business now," and the like.
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(c) "You no longer have to get involved
in car buying and trading. With an MNB
lease, we take care of all that.";

(d) "When your car needs new tires, you
can benefit from our tire discount rates.";

(e) "Should any serious problems arise
with your car during the lease period, just
let us know. We can act as an intermediary
between you and the dealer.";

(f) "Our people are trained to advise
you on options on equipment that will most
benefit you at resale time.";

(g) "We will take care of registration and
the periodic handling of new license tags."

2. National Bank of Atlanta (Atlanta Leasing 
Center) - (a) "You can drive a top line
car for a reasonable price, or the car you
are driving now for probably less than you
are paying now. We buy at fleet prices.
You can't.";

(b) "You can customize your car - make,
model, color, options, extras - and not
have to shop for them. We will.";

(c) "Leasing. ..avoids the haggling of
trading and buying again....";

(d) "We're staffed with leasing profes-
sionals who know the business. It's their
only. business.";

(e) "Since we're a major leasor, we get
the best fleet prices. And charge in line
with those prices.";

(f) "Since we buy in bulk, we get good
service. (Being part of the First National
Bank of Atlanta doesn't hurt either.)"

3. Town & Country Bank - (a) "We spend all of
our time buying, selling and trading our units
advantageously.";

(b)- "We are recognized as a National Fleet
by the Vehicle Manufacturers. This entitles

69-452 0 - 76 - 15
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us to many. discounts which are passed on to
you. Our accounts are issued National Fleet
Cards which allow a 25% discount on repair
parts throughout the country."

4. National Newark & Essex Bank - (a) "We buy
in volume, so chances are we can get a better
price on the car you want than you can.";

(b) "All you do is tell us what car you want
and how you want it equipped. We'll let you
know the exact monthly payment, and we can give
you immediate delivery on most models.";

(c) "At the end of your lease, you can choose
to buy the car or sell it privately, or let us
handle all the details of selling it for you."

5. Fulton Bank - "You no longer have to get in-
volved in car buying and trading. With a
Fulton lease, we take care of all that. The
Latest Models With More Extras."

Another example of bank leasing advertising which

graphically illustrates the merchandising nature of that

activity was read into the trial record in M & M Leasing Corp.

v. Seattle First Nat'l Bank. That advertisement stated, in

part, as follows:

"Take a car, any car, be it from Detroit or
Dusselford, Ford or Ferrari, just tell us what
you want, what color, what options, we will
shop around, find it, buy it, and deliver it
to you personally. You will be spared all the
wheeling and dealing.that goes along with buy-
ing and trading, and since we are backed by the
resources of the First National Bank and have
the power of buying at fleet prices, we can get
better deals and a bigger variety of cars.

Right off the bat you are ahead of the game,
and when your lease is up, give the car up, and
we will take care of selling it and save you
from a tour of duty in the used car business.

No loan to tie you up. Right now money is one
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of the most expensive things you can buy,
and since there is no loan involved in
leasing, you don't have to get involved in
borrowing.... (Tr. 439-40.)

During the trial in the M & M Leasing Corp. case,

the Deputy Comptroller of the Currency, Robert A. Mullin,

when asked to comment on this advertising, testified as

follows:

Well, this ad would make it appear that the

bank was more of a marketer of automobiles than

simply a lender of funds. (Tr. 1091.) 7/

Mention of the M & M Leasing  Corp. case immediately

raises the issue of what impact that decision should have on

the issue before the Board. In that case, the federal dis-

trict court held that "open-end" automobile leasing was within

the "incidental and necessary" powers of national banks under

the National Bank Act. Indisputably, that decision is rele-
8/

vant. But it is neither dispositive nor is it good law.

First, it is absolutely essential that the Board

analyze this issue on its economic, factual, legal and

7/
This was fully consonant with the Deputy Comptroller's

earlier testimony that the primary business of banks was

financial:

The banks are in the business of lending money,
they are not in the business of selling real
estate, automobiles, equipment, etc. (Tr.
1072.)

8/
That decision is presently on appeal in the Court of

Appeals for the Ninth Circuit.
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policy merits, rather than by simple reference to some

district court precedent. There has been far too much of

this sort of "ping-pong" decisional rationale. For example,

when the automobile leasing issue first came before the Board,

the proponents of bank holding company expansionism relied

in major part on the interpretive ruling of the Comptroller

of the Currency authorizing national banks to engage in per-

sonal property leasing. When the Comptroller's ruling was

challenged in the M & M Leasing Corp. case, the defendant

banks and the Comptroller relied, as precedent, on the Board's
9/

rulemaking action of March, 1974. When the validity of the

Board's personal property leasing rule was litigated before

the Court of Appeals, it was urged that the M & M Leasing Corp.

case was dispositive of the matters before the Court of Appeals.

Surely, the time is well overdue for a fresh, hard look at

Second, it is clear that the court in the M & M Leas-

ing Corp. case did not focus on the operational characteristics

of the automobile leasing business, as actually conducted, or

the impact these characteristics had on a proper classification

of the automobile leasing business. No mention is made in

that opinion of the several merchandising facets of the

9/
— While it is difficult to determine what weight was

accorded to the Board's leasing rule as a precedent by the
district court, it is noteworthy that reference was made to
this rule in the court's opinion.
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automobile leasing business, factors which, on their face,

illustrate that automobile leasing is far different from

lending or even "big-ticket" leasing. Instead, the court

relied in that case, in substantial part, on opinion testimony

that "open-end" leasing constituted the functional equivalent

of an extension of credit. NADA submits that this approach

was far too circumscribed, particularly in the absence of

any meaningful analysis of how the automobile leasing busi-

ness is actually conducted and what functions the typical

automobile lessor performs.

It is not sufficient, for purposes of the "closely-

related" test of the Bank Holding Company Act (or the National

Bank Act, for that matter), to restrict the regulatory analysis

to a consideration of whether or not an element of "credit" is

present. The fact that a transaction may smack of an exten-

sion of credit is of little assistance in determining the ulti-

mate question of whether or not the activity in question is
10/

financial in nature. In today's credit-dominated society,

most businesses engage in transactions in which "credit" is

extended, but surely even the most zealous bank holding com-

pany proponents would not argue that this makes all such

10/
If all that needs be shown for Section 4(c)(8)

authorization is the presence of a "credit" element, the list
of permissible activities will be a long one indeed. For
example, why not a "credit" mail order house? The bank
holding companies would be acquiring property only on the
specific order of the customer and they would be extending
"credit" for purchase of the item.
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transactions "financial" and thus permissible for bank

holding companies. What is required is an in-depth

assessment of the operational characteristics of the

activity to determine whether, in fact and in operation,

that activity is financial or commercial in nature. When

that test is applied to the automobile leasing business,

it must be concluded, based on the facts and not on abstract

economic theory, automobile leasing does not meet the "closely-

related" test of Section 4(c)(8) of the Act.

One final matter should also be considered by the

Board on the "closely-related" issue. During the legisla-

tive hearings preceding enactment of the 1970 Amendments to

the Act, two Chairmen of the Board testified in favor of

permitting bank holding companies to engage in limited leas-

ing activities. Former Chairman Martin testified in favor of

permitting leasing activities "where the payment of rentals

reimburse the lessor for the full purchase price of

the equipment." Chairman Burns favored bank holding company

leasing "where the lease is really a form of security for
11/

financing.

Automobile leasing does not meet either of the

11/
It is significant also that both Chairman

Martin and Chairman Burns referred to the leasing of
business equipment. Similarly, the congressional testi-
mony of the ABA lobbyist also confirmed that it was busi-
ness leasing for which authority was sought.
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foregoing standards. As noted already, residual value plays

a predominant role in the automobile leasing transaction,

with that value ranging from 357o to 55% of cost.. This kind

of lease transaction can hardly be viewed as one where the

lessor's cost is to be reimbursed through rentals (former

Chairman Martin's test) or where the lease is merely a form

of security for financing (Chairman Burns' test). To the

contrary, the typical automobile lease represents a commer-

cial transaction where a major reimbursement factor is the

value of the leased item at term end. The automobile lease

is not a form of security for financing; it is instead the

transactional form by which an automobile merchandising

activity is conducted. The automobile lessor is not looking

to the lease as "security," nor does it anticipate to recoup

its investment from "the payment of rentals"; instead, the

automobile lessor is speculating that its estimate of resid-

ual value is a correct one and 'that resale of the leased

vehicle will make it whole and provide a profit. This form

of business activity is far removed from what the Board urged

the Congress was permissible leasing, and it is not an ap-

propriate or permissible activity for bank holding companies.

III

Automobile Leasing Does Not Meet the "Public Benefits"
Test of the Statute.

In order that an activity may be deemed permissible

for bank holding companies under Section 4(c)(8) of the Act,
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the activity must not only be "closely related," but it

must also be found by the Board that the probable public

benefits of bank holding company entry will affirmatively
12/

outweigh the possible adverse effects of such entry. The

Board has taken the position in judicial proceedings and else-

where that no final determination on the "public benefits"

test is reached by the Board in rulemaking proceedings and

that that test can only be finally applied with respect to

specific bank holding company applications. Nevertheless,

the Board has also indicated that it can and does apply the

"Public benefits" test, on a generic basis, in considering
13/

whether or not a particular activity should be permitted.

Given the unique role of banks as the principal

suppliers of credit to American business, it would appear

self-evident that the Board, in applying the "public bene-

fits." test, even generically, should be particularly sensitive

to those activities where capital and credit needs are in-

tensive. The more credit-sensitive the business activity,

the more exacting should be the Board's application of the

12/
The test is not, as articulated in the staff memo-

randum of February 25, 1974, whether performance of the

activity by the bank holding companies would "likely result"

in adverse consequences.

13/
In fact, the Board has held in rulemaking proceedings,

as in the case of mortgage guaranty insurance, that "public
benefits" considerations militated against a grant of authority.
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"Public benefits" test. Automobile leasing is an instance

requfring the most rigorous sort of "public benefits"

evaluation. Automobile merchandisers, be they sellers or

lessors, are heavily dependent upon bank credit and are,

accordingly, highly vulnerable to bank involvement in the

automobile merchandising activity.

It is an acknowledged economic fact that banks are

in the position to exert a squeeze on equipment lessors generally,

• and this is particularly true of automobile lessors. The con-

cerns of automobile lessors about bank holding company entry

are several, not the least of which is a very real apprehension

about being in direct competition with the sources of credit

supply. The always-present economic vulnerability of automo-

bile lessors makes them very prominent targets for predatory

activities.

NADA is also seriously concerned, as should be the

Board, about the projections of bank economic forecasters

that bank holding company entry into the automobile leasing

business will produce "a high mortality rate among smaller

independent leasing concerns." Wall Street Journal, July 5,

1973, p. 1. While it has been argued that bank holding corn-
14/

pany leasing by the "indirect leasing" method-- would permit

14/
"Indirect.leasing" is the method by which, pursuant

to a master agreement between the financial institution and
automobile dealers, automobile leases are generated. In this
operational mode, initial customer contact is made through the
automobile dealer.
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"smaller" dealers to engage in leasing, the fact is that the

decided trend is for bank holding companies and other finan-

cial institutions to engage in "direct leasing," where there

is no dealer involvement. In any event, this argument is

wholly specious. First, one would be hard put to identify a

business activity which is more fiercely competitive than

the automobile merchandising business. Second, it stretches

credulity to the breaking point to posit that bank holding

company entry will spur competition. It can be speculated 

that bank holding companies might "encourage" participation

of the so-called "smaller" automobile dealers in the automo-

bile leasing field. But, given the inequality of economic

strength between the two, it is likely and probable, if not

inevitable, that the participation of the "smaller" automo-

bile dealers in the leasing business will be at the sufferance

of the bank holding companies. This can hardly be viewed as

an increase in competition, particularly if bank holding

company entry will result in the elimination of truly

independent automobile lessors. What is pro-competitive

in this market is not a chain of bank holding company

economic vassals, but instead, the preservation of multiple

independent automobile lessors.

NADA has already demonstrated that residual value,

and an accurate projection of same, play the major part in

the success of an automobile leasing business. Notwithstand-

ing all the rhetoric about lessee guarantees and reliance on
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the creditworthiness of the lessee, the fact is that the

typical automobile lessor is relying, in major part, on its

ability to predict what the resale value of the, leased auto-

mobile will be at term end. To the extent that the lessor

is over-optimistic, it must bear the loss in "close-end"

leases. In those states which have adopted statutory limita-

tions on a lessee's residual value liability, the automobile

lessor is also susceptible to economic loss in "open-end"

leases. Should the Congress enact similar legislation, the

same susceptibility to economic loss would be applicable on a

nationwide basis.

Several of the Board's recent public pronouncements

have emphasized the need for capital adequacy and for protec-

tion of banking assets. There is no question that an authoriza-

tion of automobile leasing activities would have a negative

impact on this valid regulatory concern. In the Board staff

memorandum of February 25, 1974, the staff recognized that there

was risk to the bank holding company automobile lessor even

in open-end lease situations where there was an over-

optimistic projection of residual value. The staff stated,

however, that it did not believe "there is any accurate method

to predict or quantify the degree of risk involved in bank

holding company lessors' estimate of a vechicle's resale

value." That kind of non-conclusion or non-finding simply

will not do. The fact of the matter is that there is a real,

measurable risk of loss, even in "open-end" leases, a risk
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which will be substantially accentuated should national

legislation be enacted limiting a lessee's residual value

liability.

Finally, a review of all the facts relating to the

automobile leasing business prompts the query whether or not

this is an activity which bank holding companies should be

authorized to enter. Is a-business activity which is pre-

dominantly commercial and mercantile in nature, requiring

specialized, non-banking experience and expertise, fraught

with definite possible adverse effects on competition, the

consumer and the bank holding companies, one to which the

Board should affix its regulatory imprimatur. The answer

must be clearly "no," for "public benefits" reasons alone.

CONCLUSION 

NADA strenuously urges the Board to investigate

and analyze what is really involved in automobile leasing.

NADA submits that such an inquiry will convince the Board

of the correctness of NADA's position and lead it to conclude,

as is fully warranted by the facts, the law and applicable

policy considerations, that bank holding companies should not

be authorized to enter the automobile leasing business.

Respectfully submitted,

NATIONAL AUTOMOBILE DEALERS ASSOCIATION

By
F ank E. McCarthy
Executive Vice-President
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National Newark & Essex
introduces car leasing
(and we're the first bank in New Jersey to offer you this service).

Leasing a car from us can let you avoid
all the inconveniences of buying a car. And
it will most likely save you some money.

1. No Down Payment or Security Deposit. You
don't have to tie up capital when you
lease a car from us. That means you can
put that money in one of our savings
account plans, or use it for some other
investment.

2. Low Monthly Payments. Monthly payments
are often lower than borrowing to buy a
car. Why? Because the principal pay-
ments are based on the difference
between the purchase price and the
estimated resale value of the car, not on
the full purchase price.

3. Lowest Possible Purchase Price. We buy in
volume, so chances are we can get a
better price on the car you want than
you can.

4. Low Bank Rates. Financing—that's our
business. So you know you'll get low
bank rates. In addition, there's no
middleman. Our people are bankers, not
car salesmen. So there are no salesman's
commissions to add on costs.

5. Possible 'Pax Advantage. Professional and
business people who use a car in their
work get this extra benefit. Check with
your tax consultant to see what your tax
deduction could be.

6. No Inconvenience. All you do is tell us what
car you want—and how you want it
equipped. We'll let you know the exact
monthly payment, and we can give you
immediate delivery on most models.

7 Lease Any Car. Unlike other leasing plans,
you can lease the car you want. Our
people have no axe to grind. Pinto or
Porsche. Mercedes or Mercury. You name
it. There's no mileage limitation, either.

8.Three Leasing Plans. You can lease a car
from us for 12, 24, or 36 months. Which-
ever best suits your needs.

9. End of Lease Options. At the end of your
lease, you can choose to buy the car or
sell it privately, or let us handle all the
details of selling it for you. If the amount
you sell it for is more than our estimated
resale value, you pocket the difference.

10. Maintenance Protection. Your car comes
under all standard new car warranty and
guarantee programs.

We don't know of a nicer way for you to
get a new car when you want it. That's why
we've added car leasing to the many per-
sonal services we offer you. It's just one
more way we can show you that
we're your size bank.
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Yes,
vve
lease

cars.
• All makes and models

• Small trucks, too

• 24. or 36-month plans

• Excellent monthly terms

Just let us know the car you want. We handle

everything else for you!

Fulton Bank
Member F.D.I.C.

New Car Time?
Think About Leasing!

Many individuals, as well as companies, now
lease at, a substantial savings. And Fulton is
one of the few banks in the country offering
car leasing.

WHY LEASE WITH FULTON BANK:
Our economical lease arrangements will
surprise you. Dealing with Fulton Bank, all
questions will be answered clearly, expertly, and
honestly. After all, we're a bank! You tell us
exactly what you want. We buy the car and you
lease it from us for 24 or 36 months.

ADVANTAGES OF A FULTON
CAR LEASE:
LOW MONTHLY PAYMENTS.

NO DOWN PAYMENT—A Fulton lease leaves
your working capital free for placement in other
income producing investments and savings.

CONVENIENCE—You no longer have to get
involved in car buying and trading. With a
Fulton lease, we take care of all that. Latest
Models With More Extras.

TAX ADVANTAGES.

EXTRA MONEY.

IMPROVES YOUR CREDIT.

For detailed information on the car of your
choice, fill out and mail the attached postage
paid business reply card.

1
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mn

"artganrid bank
Member Federal Deposit Insurance Corporation

More than 110

Statewide Offices

mn Car
Leasing
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New Car Time?
Think About Leasing!
Many individuals, as well as companies, now
lease at a substantial savings. About 14% of all
new cars on the road today are leased, one-
fourth of them to individuals.

We're one of the few banks in the country offer-
ing Car Leasing. As Maryland's largest bank, we
do business with numerous car dealers and are
probably in a better position to get the car of
your choice than you are.

IT WORKS LIKE THIS:

You tell us exactly what you want. We buy the
car and you lease it from us for 24 or 36 months.
Your leased vehicle carries with it a new car
warranty and the dealer from whom we pur-
chased the car will provide you with courteous
service treatment. At the end of the lease period,
you return the car and we sell it. You can then
lease a new model. It works the same for a fleet
of cars.

ADVANTAGES OF AN MNB CAR LEASE:

Low Monthly Payments —Our lease payments
are usually lower than if you finance a new car.
They're based on the difference between the
purchase price and the estimated resale value,
plus the lessor's profit . . . not on the purchase
price alone. As a quantity buyer, we can often get
your car for less than you could as an individual
buyer.

No Down Payment —Leasing requires no in-
vestment. An MNB lease leaves your working
capital free for placement in other income pro-
ducing investments and savings.

Convenience—You no longer have to get in-
volved in car buying and trading. With an MNB
lease, we take care of all that. Most cars can be
picked up from the dealer within 24 hours after
your request is approved. If necessary, we can
arrange to have the car delivered to your address
at a very nominal fee.

Latest Models With More Extras —90% of all
leased cars are now equipped with power steer-
ing, air conditioning, automatic transmission and
V8 engines. These "extras" are to your advantage,
as they greatly enhance the resale value.

Tire Discounts —When your car needs new tires,
• you can benefit from our tire discount rates.
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MAIN LEASING DEPARTMENT

P.O. Box 535,
Baltimore, Maryland 21203 962-5300

REGIONAL LEASING OFFICES

1713 West Street,
Annapolis, Maryland 21401 268-7681

705 East Charles Street,
La Plata, Maryland 20646 934-2281

125 Bay Street,
Easton, Maryland 21601 822-3500

8400 Baltimore Boulevard,
College Park, Maryland 20740 345-6400

P.O. Box 2318,
Salisbury, Maryland 21701 749-1561

82 West Washington Street,
Hagerstown, Maryland 21740 739-7100

Fill out the application attached and bring or

mail it to the leasing office nearest you.

1,72-15 Adv

Tax Advantages — Businesses and individuals in
certain professions may sometimes enjoy a 100%
tax deduction for qualified lease expenses. Check
with a tax consultant to find out what these ad-
vantages are and whether you can benefit.

Extra Money —At the end of the lease period, if
you help sell the car and it brings more than
the amount estimated in the lease, the amount
over is money in your pocket.

Personal Contact —Should any serious problems
arise with your car during the lease period, just
let us know. We can act as an intermediary be-
tween you and the dealer.

Expert Assistance—Our people are trained to
advise you on options and equipment that will
most benefit you at resale time.

Improves Your Credit — An MNB car lease es-
tablishes a relationship between you and the
State's largest bank. This continuing, paid as
agreed arrangement improves your credit and
enables us to process any future financial needs
more quickly.

REQUIREMENTS FOR AN MNB CAR LEASE:

Insurance—You are probably already carrying
the required coverage for an MNB car lease. If
not, your insurance agent can bind you with it.
The required coverage is, personal liability.
$100,000 each accident, $300,000 each occur-
rence; collision-$100 deductible or less; property
damage-$25,000; and full comprehensive. Mary-
land National Bank is to be named as Loss Payee
and coinsured.

Taxes and Tags— A 4% State Titling Tax is ap-
plicable on the purchase price of the car, and you
are required to pay for the cost of new license
tags. (We will take care of registration and the
periodic handling of new license tags.) These
costs may be paid at the beginning of the lease,
or incorporated in the monthly payments.

Your Monthly payment will also include a 4%
monthly usage tax required by the State of Mary-
land.

Look through the examples inside and get an
idea of what the lease payments would be for the
car of your choice. Then, just fill out the short
application on the back and send it in to us.
Well get in touch with you quickly with more
specific information.
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FORD LINE

PINTO 2-DOOR SEDAN

Automatic transmission, manual front
disc brakes, 200 cc engine, accent
group, color key carpeting. '68"*

104 49*

GRAN TORINO
2-DOOR HARDTOP

Air conditioning, automatic trans-
mission, power steering, power
brakes, AM radio, V8 engine,
wheel covers, tinted glass, white-
wall tires.

LTD 4-DOOR HARDTOP

Air conditioning, automatic trans-
mission. power steering, power
brakes, AM radio, V8 engine,
vinyl roof, remote control mirror,
tinted glass, wheel covers, white-
wall tires. '119"*

* Monthly payment for 24 months
Does not include state or local taxes
Payment subject to change without notice.

LOWER PAYMENTS ARE AVAILABLE ON
36-MONTH LEASES
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MAVERICK 2-DOOR SEDAN

Automatic transmission, power steer-
ing, AM radio, accent group.

$79.50.

'86'*
PINTO SQUIRE WAGON

Automatic transmission, manual
front disc brakes, AM radio. 200
cc c engine, t; accent group, color

GRAN TORINO
SQUIRE WAGON

Air conditioning, automatic trans-
mission, power steering, power
brakes. AM radio, V8 engine,
luggage rack, power tailgate win-
dow, racing mirrors, tinted glass,
wheel covers, whitewall tires.

$116A-1*

'12421*

LTD COUNTRY SQUIRE
6-PASSENGER WAGON

Air conditioning, automatic trans-
mission, power steering, power
brakes, AM radio, V8 engine,
remote control mirror, luggage
rack, power tailgate window,
wheel covers, tinted glass, white-
wall tires.
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The CHAIRMAN. Before I call on Mr. Delany, I'm going to have to
leave shortly. Senator McIntyre or Senator Sparkman will be here to
chair the committee. But before I call on Mr. Delany, I do want to
say that I have had a chance to look at all your statements and I, of
course, listened with very great interest to the statements that have
been delivered and I think you have an absolutely devastating case.
It's just beyond me to think what the banks think they are doing get-
ting into the travel business or automobile business. It just isn't bank-
ing. There isn't any way you can argue that it is.
The automobile business—and I met with some automobile dealers

out in Milwaukee last year and I was very deeply impressed by their
case and I think, Mr. Mallon, the remarks that you make on page 14
of your statement couldn't be more right. After all, if you say they
can do these things that they are doing in the automobile leasing, it
means that they can do anything. This is a credit-oriented society.
Everything is on credit. There just isn't any limitation.
Furthermore, as I understand it, the automobile leasing is going to

become more and more important as time goes on and many people
feel that the majority of automobiles will be procured through leas-
ing rather than through purchase. It could mean that Banks really
move in and take over a very important part of the distribution of
automobiles. They would have a profound effect on our economy.
As I say, I'm going to have to leave, but I will stay here as long as

I can. Mr. Delany is the next witness.

STATEMENT OF JOHN DELANY, ON BEHALF OF THE COURIER AND
ARMED CAR INDUSTRIES; ACCOMPANIED BY CHARLES ALLEN,
PRESIDENT, ARMORED MOTOR SERVICE CORP. AND PRESIDENT
OF THE NATIONAL ARMORED CAR ASSOCIATION

Mr. DELANY. Mr. Chairman, my name is John M. Delany. I am
group senior vice president and general counsel of Purolator Services,
Inc., and appear here on behalf of the National Armored Car Asso-
ciation and the National Courier Association. I am accompanied by
Charles S. Allen, Jr., president of Armored Motor Service Corp. and
the president of the National Armored Car Association and a past
president of the National Courier Association. We thank you for this
opportunity to present the views of these two associations in support
of S. 2721.
Mr. Chairman, I would ask that my full written statement be in-

cluded in the record and, with your permission, I would like to just
summarize that statement rather than read it.
The CHAIRMAN. Fine. It will be printed in full in the record.
Mr. DELANY. The membership of the National Armored Car Asso-

ciation and the National Courier Association is made up of substantial
firms in American which furnish armored car and courier services
throughout the United States. Lists of the names and their locations
are attached to my full statement.
We consider that this legislation is important and is now overdue

in light of the experiences of our associations under the Bank Hold-
ing Company Act Amendments of 1970. We endorse both the sub-

•
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stance and procedural aspects of this bill and we think it will repre-

sent a step forward in effecting necessary controls upon the activities

of bank holding companies.
In regard to the substantive provisions, we consider that action

taken by the Federal Reserve Board in determining that bank affi-

liates may engage in certain courier services requires the amendment

of section 4(c) (8) of the Bank Company Act as this would be ac-

complished by section 301 of S. 2721. On November 15, 1973, the

Federal Reserve Board determined that bank holding companies

should be permitted to engage in certain tyeps of courier service. This

ruling was based upon the language of section 4(c) (8) as it now

reads, with the Board determining that certain courier services were

(a) closely related to banking and (b) that this relationship was such

as to make these courier services a proper incident to banking.
This ruling was based on the present language of section 4(c) (8).

The Federal Reserve Board, in its interpretation of section 4(c) (8),

has undoubtedly related its rulings to the views expressed by Chair-

man Burns during legislative consideration of the 1970 amendments.

His position was that the banking system has become very innovative

and that the language of section 4(c) (8) should not be framed or
interpreted in a manner to hamper this innovation. In support of the
Board's ruling that certain courier servierhs may be engaged in by

subsidiaries of bank holding companies, the Federal Reserve Board

argued that the legislative purpose of the 1970 amendments was to

grant the Board "greater flexibility in determining what nonbanking
activities are to be permitted bank holding companies."
With this background of the greater flexibility philosophy of the

Federal Reserve Board, we believe that the language utilized in S.
2721, at section 301 in amendment section 4(c) (8), accomplishes an
essential objectives. Rather than authorizing activities "closely related
to banking," S. 2721 provides that the activities shall be "closely and
directly related to banking," which is obviously a more restrictive
test.
The facts are that armored car and courier services are completely,

unrelated to the business of banking. Armored car and courier serv-
ices are basically the business of transportation of property by motor
vehicle—and sometimes by plane—whose scope is in considerable
measure subject to utility regulatory statutes. Laying out armored
car and courier routes and schedules in an efficient and economical
manner demands specialized skills. Management of a complex

a armored car or courier system, frequently calling for close coordi-
nation of ground and air services, requires a high degree of expertise,
having nothing at all to do with banking skills or experience.
In the circumstances, we would respectfully suggest that legisla-

tive reports on S. 2721 put to rest once and for all the Federal Re-
serve Board concept that a flexible approach should be adopted to
section 4(c) (8).
In my discussion of the approach of the Federal Reserve Board to

section 4(c) (8), I have referred primarily to the Board's treatment
of courier services. The fact is that armored car services also remain
in jeopardy under the present language of section 4(c) (8). In the



armored car and courier service hearings, the Board found that "the
record is virtually devoid of evidence in support of the proposed
amendment—as to armored car service." Despite this determination,
the Board specifically left the way open for a. bank holding company
to make application to engage in armored car services.
Over the years the number of bank holding companies engaging in

courier services for others has been extremely limited—never more
than three—reflecting that such activity is not one closely or directly
related to banking. Nevertheless, the record in the Federal Reserve
Board hearing relating to courier services reflected the following ac-
tivities by one or the other of two 'bank holding companies which fur-
nished courier service to their correspondent banks and to others:
One: No direct charge for courier service was made, but instead the

cost was recovered by adjustments in the compensating balance of the
correspondent bank using the service.
Two: In some instances no charge at all was made for courier

service for bank cash letters and data processing and in other cases
the service was furnished at no profit to the bank holding company
subsidiary.
Three: The bank holding company picked and chose those who

would receive the not-for-profit service, offering it to those who would
furnish the greatest correspondent banking revenue.
Four: In certain instances, solicitation for courier service was made

not by courier subsidiary employees but by marketing officers of the
bank and other affiliates of the bank holding company.
On the subject of tie-ins, we note in S. 2721 it makes no amend-

ment to section 106(b) of the 1970 amendments, which bars a bank
from engaging in tie-in activities. In limiting itself to anticompetitive
conduct by banks, the statute fails to deal with such activities on the
part of other subsidiaries of a bank holding company. While this void
has been filled in part by the Federal Reserve in its regulation Y, it
would be our recommendation that this deficiency in section 106(b)
be corrected by S. 2721.
Turning to another provision of S. 2721, we observe that it provides

at section 301(b) (1) that a bank holding company may continue to
engage in activities in which it was lawfully engaged on and since
November 1, 1975, "except that such a bank holding company shall
not permit the scope or size—in terms of volume of business—of those
activities to expand to any significant degree." We believe that an
amendment of this nature is essential in light of the Federal Reserve
Board's position with respect to a "grandfather" provision in the 1970
amendments. There, in responding to a petition lodged 'against the
expansion of the courier activities of a bank holding company's sub-
sidiary on an intrastate basis and into domestic and international air
freight forwarding, the Board stated that "Congress has indicated
that expansion of grandfathered activities through internal growth
would have a favorable competitive effect and, accordingly, did not
place restrictions upon such method of expansion." The absolutely
shocking effect of this position of the Federal Reserve Board is that
a courier subsidiary holding grandfather rights and engaging in the
most limited service could expand from State to State and inter-
nationally on a geographic basis and could expand the number and
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type of commodities carried by it with no limitation or supervision

by the Board.
The CHAIRMAN. Mr. Delany, I hesitate to interrupt you, but I'm

going to have to leave now. We are delighted to have Senator Mc-
Intyre appear.

Senator MCINTYRE. Have they completed their testimony?
The CHAIRMAN. No. Mr. Delany is the next to the last witness and

then he's going to be followed by Mr. Goldstein. Mr. Delany is almost
through.
Mr. DELANY. Just about finished.
The CHAIRMAN. I apologize for having to leave. I will certainly go

over your statements once again carefully. I think, as I say, they are
excellent statements.

Senator MCINTYRE. Go right ahead, gentlemen.
Mr. DELANY. The absolutely shocking effect of this position of the

Federal Reserve Board is that a courier subsidiary holding grand-
father rights and engaging in the most limited service could expand
from State to State and internationally on a geographic basis and
could expand the number and type of commodities carried by it with
no limitation or supervision by the Board.
We consider that section 301 (b) (1) would make it clear to the

Federal Reserve Board that limited "grandfather" rights may not be
used as a springboard for unlimited expansion. We would recommend
that the "scope or size" language of the section be recast to state that
the limitation there imposed encompasses both geographic expansion
and increase in the nature of commodities carried by the 'grand-
fathered" subsidiary.
With regard to the procedural provisions of S. 2721, we note that

section 601 (a) includes a new section 9 to the Bank Holding Company
Act which provides at subsection (b) that all Board determinations—
whether by order or regulation—under section 4(c) (8) shall be made
on the record after opportunity for hearing, and the provisions of
sections 556 and 557 of title 5 of the United States Code shall apply
with respect thereto.
In light of the position taken by the Board in prior proceedings

under section 4(c) (8), it is indispensable that this language be en-
acted into law.
Under the existing law, the Federal Reserve Board has taken the

position that such a basic procedural safeguard as the right to such
cross-examination as may be required for a full and true disclosure

A of the facts is a matter of grace, which may or may not be granted
by the Board to a participant in a section 4(c) (8) proceeding. This
situation must be corrected.

It would also be noted that the Federal Reserve Board ruled that
hearings conducted under section 4(c) (8) of the act to determine if
particular nonbanking activities are closely related to banking are
not subject to appeal to the U.S. court of appeals under section 9 of
the Bank Holding Company Act. As a result, we believe it is essential
that section 601 (b) be enacted into law. This amendment provides
that regulations as well as orders may be appealed to the appropriate
court of appeals. We would also suggest that any legislative report
analyzing the provisions of S. 2721 make it plain that any person
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aggrieved by a decision of the Federal Reserve Board on a proposal
relating to determination whether a nonbanking activity is closely
related to banking shall be permitted to go to the U.S. court of ap-
peals as a matter of right.
Section 601 (a), in adding the new section 9(d), provides that, in

any proceeding under section 4(c) (8) to which the requirements of
the Administrative Procedure Act relating to hearings on the record
are applied, an interested party may call for any information or docu-
ments, not privileged, for purposes of discovery or for use as evidence.
Experience under the present law emphasizes the need for this amend-
ment.
The Federal Reserve Board, in section 4(c) (8) proceedings, has

expressly denied access by participants to material which has ap-
peared clearly to be relevant to a proper determination of such mat-
ters by the Board. In the hearings related to granting bank holding
companies the right to engage in armored car and courier activities,
the National Courier Association, the National Armored Car Associ-
ation and the Independent Bankers Association requested access to
intra-agency memoranda considered by the Board in deciding to an-
nounce its proposed rulemaking regarding courier and armored car
services. The Board denied this request, asserting, as its basis, that
section 552 of title 5 of the United States Code specifically exempts
from public inspection interagency or intra-agency memorandums or
letters which would not be available by law to a party other than an
agency in litigation with the agency. In the circumstances there pre-
sented, it clearly would have been in the public interest to permit all
participants to review these memoranda and to submit for the con-
sideration of the Federal Reserve Board material, data, and the prgd-
net of experience which would clarify, rebut, supplement, or support
the underlying data and conclusions of those internal Board mem-
oranda.
In conclusion, we are grateful for the opportunity to appear before

this committee in its consideration of this significant and important
legislation. We shall be pleased to answer any questions that you
might have based upon our statement.
iComplete statement of Mr. Delany follows:]

STATEMENT OF JOHN M. DELANY, MEMBER, NATIONAL ARMORED CAR
ASSOCIATION AND NATIONAL COURIER ASSOCIATION

Mr. Chairman, Members of the Banking, Housing and Urban Affairs Com-
mittee. My name is John M. Delany. I am Group Senior Vice President and
General Counsel of Purolator Services, Inc. and appear here on behalf of the
National Armored Car Association and the National Courier Association. I am
accompanied by Charles S. Allen, Jr., President of Armored Motor Service Cor-
poration and the President of the National Armored Car Association and a past
President of the National Courier Association. I thank you for this opportunity
to present these two Associations' views in support of S.2721.
The membership of the National Armored Car Association and the National

Courier Association is made up of substantial firms in America which furnish
armored car and courier services througont the contiguous United States. Lists
of the names and locations constituting the membership of both Associations
are attached hereto as Appendices 1 and, 2.
I point out at the outset that we consider that this legislation is important

and is now overdue in light of the experiences of our associations under the
Bank Holding Company Act Amendments of 1970. We endorse both the substance

sr
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and procedural aspects of this Bill and we think that it will represent a step
forward in effecting necessary controls upon the activities of Bank Holding
Companies.
The courier and armored car industries on whose behalf I appear are partic-

ularly impressed with the statement of Findings and Purposes of S.2721 that
bank holding companies have extended their services into product markets be-
yond those directly related to banking, thereby eroding the line between bank-
ing and commrce in the Nation. Courier services are set forth as a specific ex-
amples of such an inappropriate extension of Bank Holding Company activities.
The position of our associations is that S.2721 will enable the armored car

and courier industries to continue to perform a vital service to the public un-
hampered by unfair competitive activities in which Bank Holding Companies
may be permitted to engage under the law in its present form.
In order that the Committee may fully appreciate the impact of the Bank

Holding Company Act upon our businesses, I believe that it will be useful if I
give you a brief description of the nature of the armored car and courier in-
dustries.

DESCRIPTION OF THE ARMORED CAR BUSINESS

Armored car companies conduct a specialized transportation business involv-
ing the safeguarding and transfer of valuables of every nature. They provide a
for-hire transportation and safekeeping service. The commodities transported by
armored car companies consist of cash and currency, coin, silver, bullion, stocks
and bonds and various other articles of unusual value which require a high
degree of care in handling and transportation, such as precious metals and
dangerous drugs. The armored car industry provides service, generally, to the
following types of customers: banks, chain and retail stores, brokerage offices,
currency exchanges, industrial plants (particularly in the delivery of their pay-
rolls) and amusement parks and sporting arenas. Operations are conducted in
specially designed armored vehicles, which are constructed of bullet-resistant
steel plate and bullet-proof glass and which are equipped with built-in safes and
grills. Armored car companies must maintain terminals where specially con-
structed vaults of various types have been installed in order to provide service
for overnight storage and the protection of valuables.
Armored car companies operate in all of the major metropolitan areas of the

Nation, as well as from, to, and/or between these areas. Operations of an inter-
state nature are regulated by the Interstate Commerce Commission while intra-
state service is regulated in most instances by state agencies. In order that they
may render the most convenient and economical services, armored car companies
dispatch their trucks on a scheduled basis or route. By serving as many cus-
tomers as possible on a route and apportioning the total cost among them, the
cost to each customer can be maintained at a level sufficiently low for use by
most businesses. By reason of this economic importance of having as many cus-
tomers as possible on the route, usually only in the Nation's larger cities is
there sufficient demand to support more than one or a limited number of armored
car companies. The National Armored Car Association has 19 members. It is
estimated that there are probably an additional 25 to 30 compnies which pro-
vide armored car service throughout the United States.
By necessity, because of the great value of the commodities being handled,

armored car companies must be reliable and must be well managed. Entrance
into the armored car field requires a major investment in highly specialized
armored vehicles at a cost in the range of from $10,000 to about $20,000 per
unit, depending upon size and the equipment built into the unit. In addition,
operating terminals which are, by and large, suitable only for single purpose
usages are quite expensive due to the high cost of vault installation for over-
night storage and the construction of highly specialized security areas which
must be equipped with the latest and most sophisticated electronic alarm sys-
tems.

DESCRIPTION OF THE COURIER INDUSTRY

Courier companies furnish essential transportation service of time-critical
commodities and items. These commodities consist of cash letters for banks;
data processing for banks and business concerns; radiopharmaceuticals for
laboratories and those destined to hospitals; exposed and processed film for
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major processing laboratories; computer repair parts and other repair parts
requiring expedited delivery; legal documents for law firms; and a myriad of

other small package items, all required to move on precise and rapid transporta-

tion schedules. In order to meet: the needs of the public utilizing this service,
deliveries must usually be completed within 12 hours or less, On a door-to-door
basis, from point of origin to point of destination. Courier service includes con-

veyance of time-critical materials between the East Coast and the West Coast
within a 12-hour period. This is accomplished by coordinating ground and air

services performed and undertaken by courier companies.
Cash letters involve the daily movement of checks in the process of collection.

This service is essential for any small bank shipping its deposits to a larger

bank, for collection service on behalf of the small bank and for credit to that

bank's deposit account when collection has occurred. Rapid and reliable courier

service enables banks to earn interest through the investment of such funds for

longer periods. This is a matter of substantial economic importance, particularly

in tight money markets, when as much as or more than $250 a day in interest,

per one million dollars, can be earned.
Courier service is usually provided during the evening hours, with pickup

after the close of the business day and, in most instances, delivery before the
opening of business the next morning. In the courier service provided to banks,

cash letters and data processing material must frequently be delivered to or

from a large bank within a period as short as three or four hours.
As is the case in armored car service, ground courier operations between the

states are regulated by the Interstate Commerce Commission, while service

within any given state in most instances is governed by that state's regulatory

agency. For service provided in conjunction with air operations, courier com-

panies are regulated by the Civil Aeronautics Board.
The basic unit of any courier service operation, as is true with armored car

service, is the route, that is, the cluster of banks and other customers served by

the same vehicle. The economic existence of a courier service company is directly

and essentially related to the profitability of the structure of its route or routes.

By maximizing the number of customers who can be served on any given route,

the cost and availability of service to all are enhanced.
It should be noted that the courier service industry is relatively young. Its

existence dates from about the early 1950's when a number of individual com-

panies came into being to provide the expedited transportation service required

for certain important documents and commodities.
As I have noted earlier, we believe that from both a procedural and substan-

tive standpoint the amendments to the Bank Holding Company Act proposed by

8.2721 are highly desirable. In the light of experience under the 1970 Amend-

ments to the Act, the proposals set forth in this legislation are absolutely essen-

tial to the accomplishment of important economic objectives and to maintaining

the traditional and essential separation of banking and commerce.

SUBSTANTIVE PROVISIONS OF S. 2721

We consider that action taken by the Federal Reserve Board in determining

that bank affiliates may engage in certain courier serviecs requires the amend-

ment of Section 4(c) (8) of the Bank Holding Company Act as this would be

accomplished by Section 301 of S.2721. On November 15, 1973, the Federal Re-

serve Board determined that bank holding companies should be permitted to

engage in certain types of courier service. This ruling was based upon the lan-

guage of Section 4(c) (8) as it now reads1 with the Board determining that

certain courier services were (a) closely related to banking and (b) that this

relationship was such as to make these courier services a proper incident to

banking.

l Under Section 4(c) (8). as enacted in the 1970 Amendments, the criteria for approval

of a non-banking activity are that it be found by the Board "to be so closely related to

banking . . . as to be a proper incident thereto" and that "Fun determininc whether

a particular activits is a prover incident to banking . . . the Board shall consider

whether its performance by an affiliate of a holdinr company can reasonably he ex-

pected to produce benefits to the public, such as greater convenience, increased 
compe-

tition. or rains in efficiency, that outweich possible adverse effects, such as undue con-

centration of resources, decreased or unfair competition, conflicts of interest, or 
unsound

banking practices."
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The Federal Reserve Board, in its interpretation of Section 4(c) (8), has un-
doubtedly related its rulings to the view expressed by Chairman Burns during
legislative consideration of the 1970 Amendments. His position was that the
banking system has become very innovative and that the language of Section
4(c) (8) should not be framed or interpreted in a manner to hamper this inno-
vation. In support of the Board's ruling that certain courier services may be
engaged in by subsidiaries of bank holding companies, the Federal Reserve
Board argued that the legislative purpose of the 1970 Amendments was to grant
the Board "greater flexibility in determining what non-banking activities*** are
to be permitted bank holding companies." (Board's Brief in United States Court
of Appeals in National Courier Association et at. v. Board of Governors of the
Federal Reserve System, 516 F.2d 1229 (C.A.D.C. 1975), p. 61.) Inasmuch as
the Federal Reserve Board has carried out the "greater flexibility" approach to
Section 4(c) (8), it is not at all surprising that S.2721, in its Findings and Pur-
poses, states that "the Federal Reserve has not adequately protected the public
interest in approving activities in which bank holding companies could en-
gage ..." (subsection 2(d) ).
With this background of the "greater flexibility" philosophy of the Federal

Reserve Board, we believe that the language utilized in S.2721, at Section 301
in amending Section 4(c) (8), accomplishes an essential objective. Rather than
authorizing activities "closely related to banking", S.2721 provides that the ac-
tivities shall be "closely and directly related to banking" (underscoring sup-
plied), which is obviously a more restrictive test.
In approving certain courier activities for bank holding company subsidiaries,

the Board followed its "greater flexibility" approach and in doing so clearly
moved into an area which is not "closely and directly related" to the banking
business. The Small Business Administration, in commenting upon the pro-
posed courier regulation, stated that "now, for the first time, we see what may
be a dangerous development for small business creeping up in . . . a proposed
rule on armored car and courier services. That is, we see a switch in concept
from expanding a service already being provided by the bank to proposing to
engage in a service that has traditionally been received by the bank. In other
words, the argument that is being made is that because we, the bank holding
company, need a certain housekeeping service, it is closely related to banking
and a proper incident thereof". (italics supplied).
The facts are that armored car and courier services are completely unrelated

to the business of banking. Armored car and courier services are basically the
business of transportation of property by motor vehicle (and sometimes by
plane) whose scope is in considerable measure subject to utility regulatory
statutes. Laying out armored car and courier routes and schedules in an efficient
and economical manner demands specialized skills. Management of a complex
armored car or courier system, frequently calling for close coordination of
ground and air services, requires a high degree of expertise, having nothing at
all to do with banking skills or experience.
On the other hand, the business of banking ". . . consists in the issue of notes

payable on demand intended to circulate as money where the banks are banks
of issue; in receiving deposits payable on demand; in discounting commercial
paper; making loans of money on collateral security; buying and selling bills of
exchange; 'negotiating loans, and dealing in negotiable securities issued by the
government, state and national, and municipal and other corporations." Mercan-
tile Bank v. New York, 121 U.S. 138, 156 (1887). See also In re Prudence Co.,
10 F.Supp. 33 (E.D.N.Y. 1923) ; Rosenblum v. Anglim, 43 F.Supp. 889 (N.D.Cal.
1942), aff'd, 135 F.2d 512 (9th Cir. 1943)."
In the circumstances, we would respectfully suggest that legislative reports

on 8.2721 put to rest once and for all the Federal Reserve Board concept that
a "flexible approach" should be adopted to Section 4(c) (8).
Before leaving this section of the Bill, we would make certain suggestions

respecting its language:
1. That at p. 10, lines 17-18, the words "is likely to produce substantial bene-

fits to the public" be revised to read "will probably produce substantial benefits
to the public". We believe that, in terms of a competitive test such as this one,
the word "probably" has a more well-defined meaning than "likely". For the
same reason, we would suggest that at p. 11. line 11, the words "is likely to"
be changed to "will probably".



244

2. That at p. 10, lines 20-21 and lines 24-25, the words "(i) the term 'sub-
stantial benefits to the public' includes increased competition. . ." and "(ii) the
term 'adverse effects' includes undue concentration . . ." be revised to read "(i)
the term 'substantial benefits to the public' refers to increased competition. . ."
and "(ii) the term 'adverse effects' refers to undue concentration . . ." (italics
supplied).
In my discussion of the approach of the Federal Reserve Board to Section

4(c) (8), I have referred primarily to the Board's treatment of courier services.
The fact is that armored car services also remain in jeopardy under the present
language of Section 4(c) (8). In the armored car and courier service hearings,
the Board found that "the record is virtually devoid of evidence in support of
the proposed amendment [as to armored car service]". Despite this determi-
nation, the Board specifically left the way open for a bank holding company to
make application to engage in armored car services. (Order of Federal Reserve
Board, November 15, 1973, amending Regulation Y, Part 225, p. 14).
Over the years the number of bank holding companies engaging in courier

services for others has been extremely limited (never more than three), reflect-
ing that such activity is not one "closely" or "directly" related to banking.
Nevertheless, the record in the Federal Reserve Board hearing relating to
courier services reflected the following activities by one or the other of two
bank holding companies which furnished courier service to their correspondent
banks and to others:

1. No direct charge for courier service was made but instead the cost was
recovered by adjustments in the compensating balance of the correspondent bank
using the service.

2. In some instances no charge at all was made for courier service for bank
cash letters and data processing and in other cases the service was furnished
at no profit to the bank holding company subsidiary.

3. The bank holding company picked and chose those who would receive the
not-for-profit service, offering it to those who would furnish the greatest cor-
respondent banking revenue.

4. In certain instances, solicitation for courier service was made not by
courier subsidiary employees but by marketing officers of the bank and other
affiliates of the bank holding company.
The pervasive and continuing probability of tie-in arrangements on the part

of hank holding companies was stated as follows by the then head of the Anti-
trust Division of the Department of Justice in testifying on the 1970 Amend-
ments:
"Bank expansion in other areas permits the carryover of economic power into

such endeavors. There is, of course, the obvious danger of overt reciprocity or
tying arrangements, as well as general favoritism of bank affiliates, particularly
in times of tight money. Also, and perhaps more important in terms of the need
for present legislation, there are dangers which are of a more structural nature
—adverse competitive effects that would tend to develop naturally without
actual overt use of the economic power carried over from the banking sphere"
(Hearing before the Senate Committee on Banking and Currency, 91st Cong.,
2d Sess., pt. 1, at 239).
On the subject of "tie-ins", we note that S.2721 makes no amendment to Sec-

tion 106(b) of the 1970 Amendments (12 United States Code Section 1972),
which bars a bank for engaging in tie-in activities. In limiting itself to anti-
competitive conduct by banks, the statute fails to deal with such activities on
the part of other subsidiaries of a bank holding company. While this void has
been filled in part by the Federal Reserve Board in its Regulation Y (12 CFR
225, Section 225.4(c), it would be our recommendation that this deficiency in
Section 106 (b ) be corrected by S. 2721.2
Turning to another provision of S.2721, we observe that it provides at Section

301(b) (1) that a bank holding company may continue to engage in activities in

2 Section 225.4(c) provides in pertinent part that "[e]xcept as otherwise provided in
an order in a particular case, the following conditions shall apply with respect to every
acquisition consummated or activity engaged in on the authority of section 4(c) (8) of
the Act: (1) the provision of any credit property or services involved shall be subject
to any condition which, if imposed by a bank, would constitute an unlawful tie-in
arrangement under section 106 of the Bank Holding Company Act Amendments of
1970 . . ."

A
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which it was lawfully engaged on and since November 1, 1975, "except that
such a bank holding company shall not permit the scope or size (in terms of
volume of business) of those activities to expand to any significant degree."
We believe that an amendment of this nature is essential in light of the Federal
Reserve Board's position with respect to a "grandfather" provision in the 1970
Amendments (Section 4(a) (2), 12 United States Code Section 1843). There,
in responding to a petition lodged against the expansion of the courier activities
of a bank holding company's subsidiary on an intrastate basis and into domestic
and international air freight forwarding, the Board stated that "Congress has
. . . indicated . . . that expansion of grandfathered activities through internal
growth would have a favorable competitive effect and, accordingly, did not place
restrictions upon such method of expansion." (Letter of Board to counsel for
Purolator Courier Corp., dated November 15, 1974). The absolutely shocking
effect of this position of the Federal Reserve Board is that a courier subsidiary
holding grandfather rights and engaging in the most limited service could ex-
pand from state to state and internationally on a geographic basis and could
expand the number and type of commodities carried by it with no limitation or
supervision by the Board.
We consider that Section 301(b) (1) would make it clear to the Federal Re-

serve Board that limited "grandfather" rights may not be used as a spring-
board for unlimited expansion. We would recommend that the "scope or size"
language of the Section be recast to state that the limitation there imposed
encompasses both geographic expansion and increase in the nature of com-
modities carried by the "grandfathered" subsidiary.
Our suggestions as to substantive provisions of S.2721 would also include:
1. That Section 4 of the Bank Holding Company Act of 1956 as amended by

Section 501 (a) of S.2721 be revised at page 14, lines 9-14, as follows:
". . . (2) bank and other subsidiaries of bank holding companies refrain from

discriminating in favor of their parent holding company or their affiliated sub-
sidiaries in the making of loans or in the establishng of terms and condtions of
credit or in the performance of services in the course of engaging in a non-
banking activity." (italic words proposed to be added).
2. That Section 9 of the Bank Holding Company Act of 1956 as added by

Section 601 be revised at page 15, lines 19-24, as follows:
"(c) (1) In connection with any proceeding under section 4(c) (8), no person

shall, directly or indirectly, make or attempt to make any ex parte communica-
tion in connection with the subject matter of any such proceeding to any mem-
ber of the Board or any member of the Board staff participating in such pro-
ceeding, nor shall any member of the Board or any member of the Board staff
participating in such proceedings make or attempt to make or take part in any
such ex parte communication." (italic words proposed to be added).

PROCEDURAL PROVISIONS OF S. 2721

Section 601 (a ) of S.2721 includes a new Section 9 to the Bank Holding Com-
pany Act which provides, at subsection (b), that "[a]l' Board determinations
(whether by order or regulation) under section 4(c) (8) shall be made on the
record after opportunity for hearing, and the provisions of section 556 and 557
of title 5 of the United States Code shall apply with respect thereto."
In light of the position taken by the Board in prior proceedings under Section

4(c) (8), it is indispensable that this language be enacted into law. Thus, in the
Hearings Regarding Courier and Armored Car Services, the Federal Reserve
Board stated:
"In the Board's judgment, the regulatory actions under consideration in the

subject proceedings do not constitute an order subject to the judicial review
provisions of section 9 of the Bank Holding Company Act. Further, the Holding
Company Act does not require a formal hearing on the record with respect to
such regulatory actions; and no considerations or arguments have been pre-
sented to the Board that, in the Board's judgment, warrant a formal hearing on
the issues involved in the hearings, as a matter of Board discretion. Accordingly,
the motions for formal hearings are denied." (Order of the Board of Governors,
January 12, 1972, p. 3).
Under existing law, the Federal Reserve Board has taken the position that

such a basic procedural safeguard as the right to such cross-examination as
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may be required for a full and true disclosure of the facts
 is a matter of grace,

which may or may not be granted by the Board to a parti
cipant in a Section

4(c) (8) proceeding. This situation must be corrected.

In the language I have just quoted, it will also be noted tha
t the Federal Re-

serve Board ruled that hearings conducted under Sectio
n 4(c) (8) of the Act

to determine if particular non-banking activities are clos
ely related to banking

are not subject to appeal to the United States Court of Ap
peals under Section 9

of the Bank Holding Company Act (12 United States Code
 Section 1848). As

a result, we believe it is essential that Section 601(b)
 be enacted into law.

This amendment provides that "regulations" as well as "ord
ers" may be ap-

pealed to the appropriate Court of Appeals. We would also sug
gest that any

legislative report analyzing the provisions of S.2721 make it
 plain that any per- •

son aggrieved by a decision of the Federal Reserve Board on
 a proposal relating

to determination whether a non-banking activity is closely
 related to banking

shall be permitted to go to the United States Court of Appeal
s as a matter of

right.
Section 601(a) of S.2721, in adding the new Section 9(d), pr

ovides that, in

any proceeding under Section 4(c) (8) to which the requiremen
ts of the Admin-

istrative Procedure Act relating to hearings on the record are 
applied, an inter-

ested party may call for any information or documents, not 
privileged, for pur-

poses of discovery or for use as evidence. Experience under the
 present law em-

phasizes the need for this amendm'nt.
The Federal Reserve Board, in Section 4(c) (8) proceedings,

 has expressly

denied access by participants to material which has appeare
d clearly to be rele-

vant to a proper determination of such matters by the B
oard. In the hearings

related to granting Bank Holding Companies the right to eng
age in armored car

and courier activities, the National Courier Association, the
 National Armored

Car Association and the Independent Bankers Associatio
n requested access to

intra-agency memoranda considered by the Board in decid
ing to announce its

proposed rulemaking regarding courier and armored car
 services. The Board

denied this request, asserting, as its basis, that Section 
552 of Title 5 of the

United States Code specifically exempts from public insp
ection inter-agency or

intra-agency memorandums or letters which would not be 
available by law to

a party other than an agency in litigation with the agency. 
(Order of the Board

of Governors, January 12, 1972, p.3) In the circumstances
 there presented, it

clearly would have been in the public interest to permi
t all participants to re-

view these memoranda and to submit for the considera
tion of the Federal Re-

serve Board material, data and the product of experience
 which would clarify,

rebut, supplement or support the underlying data and co
nclusions of those in-

ternal Board memoranda.
Directly applicable to this provision of S.2721 is the s

tatement made by the

United States Court of Appeals for the District of Co
lumbia in National Courier

Association v. Board of Governors of the Federal Res
erve System, 516 F. 2d

1229 at 1241. In commenting upon the efforts of the Fe
deral Reserve Board to

prevent the disclosure of certain internal memoranda, the
 Court said: 0

"Private parties and reviewing courts alike have a s
trong interest in fully

knowing the basis and circumstances of an agency's dec
ision. The process by

which the decision has been reached is often myste
rious enough without the

agency's maintaining unnecessary secrecy. To be sure, th
e agency may have a

strong interest of its own in keeping internal documents 
from public view, but it

will normally be far easier for the agency to establish its i
nterest in suppressing

such documents than for the private litigants to establish t
heir interest in ex-

posing them to judicial scrutiny. The proper approach, there
fore, would appear

to be to consider any document that might have influenced
 the agency's decision

to be ̀ evidence' within the statutory definition, but subject t
o any privilege that

the agency properly claims as protecting its interest in non-dis
closure."

I would suggest that the following language be substituted
 at page 16, lines

7-9: "any interested party may call upon and shall be entitl
ed to receive from"

(1) the Board, or (2) in the case of the consideration of 
an application, the

applicant, for any information or documents, not privileg
ed, for purposes of

discovery or for use as evidence." (italic words would be ins
erted).

We are grateful for the opportunity to appear before th
is Committee in its

consideration of this significant and important legislation
. I shall be pleased to

respond to any questions that you may have on the basis of t
his statement.
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MEMBERS OF THE NATIONAL ARMORED CAR ASSOCIATION

Armored Car Company, Inc., Louisville, Kentucky.
Armored Car Company, Inc., East Orange, New Jersey.
Armored Motor Service Corp., Trenton, New Jersey.
Armored Transport, Tnc., Los Angeles, California.
Arnholds Armored Car Service, Inc., Philadelphia, Pennsylvania.
Brink's, Inc., Chicago, Illinois.
Brooks Armored Car Service, Inc., Wilmington, Delaware.
Burkshire Armored Car Service Co., Pittsfield, Massachusetts.
Cauley Armored Car Company, Pittsburgh, Pennsylvania.
Connecticut Armored Car Service, New Haven, Connecticut.
Federal Armored Express, Inc., Baltimore, Maryland.
International Armored Service, Providence, Rhode Island.
Lewis System of Iowa, Inc., Omaha, Nebraska.
Loomis Corporation, Seattle, Washington.
Maritime Guard, Inc., Port Arthur. Texas.
Purolator Security, Inc., Dallas, Texas.
St. Louis Pay Truck Company, St. Louis, Missouri.
Wells Fargo Armored Service Corporation, Atlanta, Georgia.

MEMBERS OF THE NATIONAL COURIER ASSOCIATION

Armored Motor Service Corporation, Trenton, New Jersey.
Bankers Dispatch Corporation, Chicago, Illinois.
Brink's, Inc., Chicago, Illinois.
Doyle Armored Service, Inc., Rochester, New York.
Loomis Courier Service, Inc., Burlingame, California.
Purolator Courier Corp., New Hyde Park, New York.
United Clearings, Inc., Los Angeles, California.
Wells Fargo Armored Service Corporation, Atlanta, Georgia.

Senator MCINTYRE. The former chairman of our committee, now
chairman of the Foreign Relations Committee, Senator Sparkman,
has just arrived. Do you want me to turn over the gavel?
Senator SPARKMAN. No sir, I want you to go ahead. I apologize

for not being here, but I have been over in the Senate.
Senator MCINTYRE. Well, thank you very much, Mr. Delany.
Now I will call on Mr. Bernard Goldstein, representing the Associ-

ation of Data Prooessing. Before you begin, you have a very lengthy
statement here of some 16 pages and all of it will appear in the rec-
ord, but if you can hit the highlights so Senator Sparkman and I can
get in a few questions that I'm sure Senator Proxmire would like to
have asked, it would be of great assistance. Do you want all these ex-
hibits included in the record?
Mr. GOLDSTEIN. Please, Senator.
Senator MCINTYRE. Without objection, these various addenda will

be included in the record. Go right ahead.

STATEMENT OF BERNARD GOLDSTEIN, ASSOCIATION OF DATA
PROCESSING SERVICE ORGANIZATIONS

Mr. GOLDSTEIN. Thank you, I and my fellow panel members appre-
ciate the pressures that Senators are under in terms of other business.
Senator MCINTYRE. Would you tell that to your other constituents

and tell it to your neighbors, because some of them don't understand
it?
Mr. GOLDSTEIN. I accordingly will abandon any reading of my

statement and take the advantage of closing our panel is presentation



248

and also of recognizing that bath you and Senator Sparkman were
not with us during their testimony and share with you what for me
has been a moving experience.
You see before you representatives of small business, travel agents,

data processors, operators of data centers, auto leasing companies,
couriers, companies that deliver messages or funds. As small busi-
nesses, we are vulnerable indeed, I suspect that's why we are under
attack by the banking institutions. However, our vulnerability is in
fact part of the American dream—part of the fabric and the strength
of our society—and we are here seeking your support. We support
S. 2721. The Association of Data, Processing Service Organizations
specifically support section 301 and section 401—both the related and
public benefits issue and the uniform standards issue. We need your
help in the marketplace. Banks are extremely strong institutions.
Our own industry has an interesting and very relevent history. We

originally became an industry as a result of the IBM antitrust settle-
ment consent decree in 1956 in which IBM was forced to separate its
subsidiary Service Bureau Corporation, which created an opportunity
for our entire industry to develop.
I haven't been in this industry for 20 years, Mr. Mallon, because

our industry hasn't existed for 20 years. Some of us have survived.
Some of us have not survived. Some of us have made fortunes.
America's first billionaire, according to Fortune magazine, comes
from our industry. So do many bankruptcies. Our average age
is young. At 45, I'm an oldtimer in this business—perhaps
over the hill—and I bring the message of our industry to you that we
have suffered from bank competition.
We have attempted to respond to it through other channels. First,

by the process of education. Secondly, we entered a suit in the State
of Minnesota against the National Bank and the Comptroller of the
Currency. The American Banking Association entered that suit and
it was brought up to the Supreme Court on a dilatory action. Out of
that case came a landmark decision ADAPSO vs. Camp, in which
they said we had standing to sue. But our resources were exhausted.
The banks had discovered a loophole in the law and the loophole was
the one-bank holding company which even excluded review by the
Federal Reserve Board under the multiple Bank Holding Company
Act.
We then went to Congress. We went to the House where we

achieved an extremely supportive piece of legislation which in fact
prohibited banks from engaging in data processing services. It pro-
vided a laundry list.
This committee then met under the chairmanship of Senator Spark-

man. It produced other legislation and that legislation can best be
described in the "closely related" language agreed to be the conference
committee, which remanded the problem to the Federal Reserve
Board.
At the Federal Reserve Board, another series of hearings were held

which, of course, resulted in regulation Y.
What came of all this We find a strange phenomena. For example,

banks unwilling to subject themselves to the review of the Federal

ff.
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Reserve Board now run to the Comptroller of the Currency. 
Let me

relate a case in point. The Chase Manhattan Bank, having failed
 the

review by the Federal Reserve Board on the proposed acquisition
. of

Dial Financial Corp., then decided on its next proposed acquisi
tion

expansion into non-banking activities to go to the comptroller—and

by the way, I want to say parenthetically that while we support the

wording of "directly related," we don't think, any more than auto

leasing or travel agencies, that data processing services is related to

banking at all—granted, we deal in numbers, but I would defy any-

body to give me a closer relationship to banking than the fact that we

both deal in numbers. We don't think that data processing service is a

directly related activity. I don't want to confuse our support of the

words "directly related" with what, in fact, has occurred in the

marketplace.
The Chase Manhattan Bank, to get back to my story, and I know

your time is short, then decided that it would not subject itself to this

close review by the Federal Reserve Board and went to the permissive

Comptroller of the Currency who permitted them to acquire Inter-

active Data Corp. This is the same Comptroller of the Currency, by

the way, who never even responded to a letter from our trade associ-

ation when we tried to meet with him and explain the position of our

industry and our point of view. The Comptroller therefore, despite

our series of victories, turned them into empty victories because he

denied us the review under the Federal Reserve Board, the intent of

the legislation sponsored by this committee and passed by this Con-

gress. Frankly, he not only perverted our opportunity for review but
your directives and legislative intent as well.
We recognize a problem that banks face any time they expand out

of the traditional areas of banking. In antitrust parlance a term is
beginning to get more and more support. It's called "tying effect". The

tying effect is the effect that does not have to be identified. Let me
read you just one sentence in an article from the Wall Street ,Journal:
"The banker with money to lend can use his leverage to sign up a

customer for other bank services." I should also quote for you, but I
will not, a longer quote from the policy planning group of the Justice
Department.
This tying effect is part of the basic banking relationship. When

it's present it creates an undesirable and indeed unfair competitive
advantage. Our association through our documentation presented,
suggests that when and if it is in the public interest that banks be
permitted to expand in other areas, that the principles of maximum
separation applied which go back to the origins of our industry and
were endemic to the IBM consent decree of 1956—be introduced
namely, when banks expand outside normal areas, they should be at
least. obligated to do so under separate corporate names, separate
facilities, separate personnel, and indeed, in a separate location. This
is a principle that has not only been endorsed by the IBM consent
decree but was a decision following a major study and undertaking
by the Federal Communications Commission when they examined how
common carriers, another regulated industry, were going to best serve
the public and permit, if you will, this young and fledgling industry
to survive.

69-452 0 - 76 - 17
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I thank you for your attention. I urge you to not simply take careof data processors, but take care of the public and small businesseswho have much to offer. For example, our industry has reduced pricesby order of magniture over the last 10 years. It's a risky business butit's an exciting business, but one certainly involving the fabric of ourcurrency system, the strength of our currency system. Our bankinginstitutions need not and indeed should not compete with others un-fairly or unlawfully. I thank you.
[Complete statement follows:]
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HEARINGS OF THE SENATE COMMITTEE ON BANKING,
HOUSING AND URBAN AFFAIRS WITH RESPECT TO:
S2721 "THE COMPETION IN BANKING ACT OF 1975"

STATEMENT OF BERNARD GOLDSTEIN, DIRECTOR AND
PAST PRESIDENT OF ASSOCIATION OF DATA PROCES-
SING SERVICE ORGANIZATIONS, INC.("ADAPSO")AND
VICE PRESIDENT OF TYMSHkRE, INC., ACCOMPANIED
J.L. DREYER, EXECUTIVE VICE PRESIDENT, ADAPSO,
AND MILTON R. WESSEL, ESQ., COUNSEL

Mr. Chairman and Members of the Committee, my name

is Bernard Goldstein and I appear here on behalf of the Associa-

tion of Data Processing Service Organizations in support of

S2721, and specifically Section 301, tightening the "related"

and "public benefits" tests, and Section 401, requiring the

application of uniform standards, when banks engage in public

data processing, directly or indirectly, no matter which fed-

eral agency may have jurisdiction at the moment.

Before turning to my testimony, I do want to say I

have entitled this presentation: The Whipsaw of ADAPSO --

A Horror Story" or, "How Conflicts Between the Federal Banking

Agencies Permitted the Banks to Defeat a Small Trade Associa-

tion's Struggle for Fair Competition."

1976 marks the 10th anniversary of our campaign to

obtain protection against unfair competition, from banks. It

is a campaign which has been characterized by great victories

in battle all along the way, and yet, thus far, total loss of

the war.

First, a word about our Association, commonly called

(as are most things in the computer industry) by its acronym,

ADAPSO. It was formed in 1961 to represent the service segment
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of the computer industry. We produce results in contrast to

hardware, which is the physical equipment, and but one of our

tools. We represent data centers, time sharing companies,

software companies and facilities management companies -- the

full spectrum of what has come to be known as the Computer

Services Industry. I will be glad to describe these types of

companies further, but I know I have only a very short time,

and there is much to say. Suffice it to point out that we

have 283 company members who operate 699 separate facilities.

We are the major suppliers of computer services in this country,

which totaled approximately $3 billion in 1974. Our membership

ranges all the way from IBM to the "mom and pop" shop. Most

of our members are very small.

We are a new industry which developed only after the

1956 antitrust consent decree between IBM and the government,

which split IBM's service division, Service Bureau Corporation,

off as a completely separate company and thereby enabled others

to compete and survive in this field. Our members are young --

at 45 I am one of the old timers. We have made and lost for-

tunes in the last decade, including even, according to Fortune

Magazine, America's "first billionaire," Ross Perot. It is an

exciting industry, full of modern Horatio Alger stories, and

as fine an example as one could find that the free enterprise

system still works. As a function of our efforts and competi-

tive environment, we are one of the few industries which has

reduced price by orders of magnitude over the past decade, bene-
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fitting the public and ourselves tremendously. We want to

keep it that way. We welcome and thrive on fair competition,

but it must be fair, and not improperly influenced by the

restraints and other concerns which exist in so many other

lines of commerce.

Early on, well over a decade ago, we recognized the

dangers of the spill over of market power from other lines

of commerce to our own -- other lines that were regulated

monopolies, as are banks and communications carriers, or

oligopolistic or otherwise fettered. We saw something which

we termed "incremental marketing", the use of so-called excess

computer capacity employed in one line of commerce, to market

computer services in a second line. Obviously, this could re-

sult in economies of scale, benefitting the public, and true

economies of that kind have never been our complaint. But

when the market power of the first line of commerce is employed

in the second, something can result called "tying effect" which

we regard as frequently unlawful and always improper and unfair.

This "tying effect" activity is all over the place. I have in

my hand, for example, a Wall Street Journal clipping (published

during the recent tight money period) which says "...the banker

with money to lend can use his leverage to sign up a customer

for other bank services," and the Justice Department, through

its Director of Policy Planning, has said "When banks 'ration'

credit (or are forced to ration it) rather than raising the

price to the point that supply and demand meet, the process

\I\
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produces unexercised monopoly power -- power that must be

abandoned or used through transfer into some other market.

It can be done by tying. No coercion is necesarily involved.

Rather, the borrower, recognizing the bank's discretion and

economic power, is tempted voluntarily to patronize bank-

affiliated enterprises in the hope of improving his chances

to obtain it on favorable terms. In antitrust parlance, this

is now called tying effect -- to emphasize that the economic

effect is just as serious as with overt tying... the risks of

tying and tying effect are substantial in banking and finance."

Where tying effect exists without some social or

economic benefit to the market in the two lines of commerce,

we believe the computer services are being offered unlawfully

and should be stopped. Where there are real public benefits,

as in scale, we believe the two lines of commerce should be

kept independent of each other, by application of the very

same principle of maximum separation that was applied in the

IBM case. In banking, for example, this would mean that the

bank's computer services offering would be divorced from its

credit operations by using separate and distinct company names,

different personnel, separate equipment, operating in a dif-

ferent territory, and as much else as would insure that the

customer went where he went because of the product and not

the parent.



255

3" could spend all day on this, but I want to tell

a story. Therefore, in order to husband my time, I would like

to provide the Committee copies of two ADAPSO position papers

on this subject. They're somewhat esoteric and legalistic,

but for those who are interested, they explain our concern

and proposed solution. And I should add that it appears that

the law is, in fact, moving in our direction.

Now to my story. Our first effort, beginning in 1963,

was to persuade the banking community to use independent service

centers, by a process of public information. When that failed

the real campaign began. In 1966 we sought to persuade the

Comptroller of the Currency to prevent bank marketing of data

processing services to the public, as against public policy

and a violation of the National Bank Act. I regret to report

that the Comptroller wouldn't even favor us with a reply to

our request for a meeting so on June 15, 1967 we filed our

first lawsuit in Federal Court in Minnesota against the Comptroller

and a national bank. The American Bankers Association came in

as an additional party.

Their first attack was dilatory and procedural, alleg-

ing that we had no standing to sue. That charge went all the

way to the U.S. Supreme Court, ending in 1970, with a great

but Pyrrhic victory, ADAPSO vs CAMP 397 U.S. 150, a landmark

case on standing to sue. But the banks saw the handwriting on

the wall. Multiple bank holding companies were subject to

Federal Reserve Board control, and the FRB at that time was
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somewhat restrictive in its grants of authority to the banks.

But one-bank holding companies were exempt -- a loophole

through which banks could move. And move they did. The num-

ber of one-bank holding companies with data processing affil-

iates began to proliferate, to the point where ultimately it

became clear that ADAPSO vs CAMP could never resolve the prob-

lem, no matter how successful we might be on the merits.

The battle focus shifted to the Congress, where we

sought elimination of the one-bank holding company loophole.

In this broad effort we were again successful (although again,

the victory was a Pyrrhic one). In the House we even persuaded

the Committee to sponsor and the House to pass a bill which

precluded, through a so-called laundry list, the public market-

ing of most data processing services by banks. But the Senate

rejected the laundry list approach and instead adopted the

"closely related" and the "public benefits" tests, leaving it

to the Federal Reserve Board to decide what was and what was not

"closely related" and a "public benefit." A Conference Committee

remanded much to the Federal Reserve Board and the battle ac-

cordingly shifted to that Agency.

I regret to say that ADAPSO had to preserve its al-

ways limited financial resources - even today we have an annual

budget of well under $300,000. We dropped our Minneapolis suit

against the Comptroller so that we could focus on the fight be-

fore the FRB and, later, the Federal Home Loan Bank Board, where

another ADAPSO suit is still pending in Federal Court in Ohio,
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seeking to prevent the public marketing of data processing

services by permission of that agency. But another data pro-

cessing services company carried a battle against the Comptroller

in Arizona and I am happy to report that on February 2, 1976

Judge Boldt there decided that the Comptroller's ruling per-

mitting end activity is in fact unlawful, just as we had said

from the beginning. I would also like to hand the Committee a

copy of that decision and hope that Valley National Bank does

not learn by this testimony that it may be able to accomplish

much of its purpose by creating a holding company structure.

But to go on -- the Federal Reserve Board has been

far more responsive to our pleas than either the Comptroller

or the FHLBB. It has spoken of applying aspects of the prin-

ciple of maximum separation to the holding company's offerings

of data processing and other activities. It has rejected pro-

posed acquisitions under its tests. One rejection was the

proposed acquir;ition of Dial Financial Corporation by the Chase

Manhattan Corporation, a bank-holding company. After this

experience the Chase Manhattan avoided the Federal Reserve

Board, and the application of the Bank Holding Company Act,

on its next acquisition. It acquired Interactive Data Corpor-

ation, a computer service company, into a subsidiary, the

Chase Manhattan Bank, as opposed to the holding company, after

applying to a permissive Office of the Comptroller instead of

the Federal Reserve Board. I hasten to add that the Comptroller

promptly granted permission to the Chase, no that we were once
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again whipsawed. And so was the intent of Congress.

I'd like to hand up a copy of our Executive Vice

President's letter of protest in this regard and the FRB response.

As a result of that exchange we had another good meet-

ing with the FRB, in which they conceded that the Comptroller's

attitude was different than theirs, but also quite correctly

pointed out that there was absolutely nothing they could do

about it. Another loophole was in the law created to close a

loophole.

I trust this explains why we believe so strongly that

there must be conformity in application of the rules as between

federal agencies administering substantially the same activities.

To do otherwise permits a well-financed and entrenched adversary

to employ the whipsaw defense of the "sporting" or "game" theory

of litigation which characterizes so much of our dispute resolu-

tion process in this country, and results in defeat on proced-

ural and not meritorious grounds. We face much the same problem

in the electronic funds transfer area, where the various agencies

are all announcing different approaches and where once again

the Comptroller's rulings (on branch banking) are being set

aside by the courts.

I'd like also to hand up to the Committee a copy of

ADAPSO's response to the FRB's request for comments on its pro-

posed EFTS regulations. We like to think that we were the first

to point out the deep concerns to privacy, freedom of competi-

tion and other basic interests which EFTS involves, and that we
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were instrumental in what ultimately led to the creation by

this Congress of an EFTS Commission to study these issues.

But we are limited in resources and believe therefore, that

there is much to be said for the single agency approach which

I know some on this Committee are considering, rather than the

ad hoc approach of Section 401 which is confined to the bank

related activity area.

Some final comments regarding the "related" and

"public benefits" tests of Section 301. We like the strengthened

language. We hope that it would result in a substantial dim-

inution of bank marketing of data processing services -- a very

risky business, which should be left to entrepreneurs like our-

selves, and not carried on by institutions such as banks whose

financial stability and integrity is of such major importance.

(I would welcome the opportunity to expand on the extraordinary

risks of this business). We hope also it would always result

in application of the maximum separation concept, so that bank-

ers could market only in areas other than their banking area,

with different facilities, different personnel and the like.

But I hasten to add that we had these same hopes when

the Bank Holding Company Act was last amended. We pointed out

to the Committees then considering the matter, however, that

these were only hopes and that experience taught that regulatory

agencies' perceptions all too frequently are the result of the

perceptions of those they regulate. The incestuous movements

of key personnel between industry and regulator frequently
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facilitate this phenomena. Despite the somewhat more restric-

tive approval of the FRB, for practical purposes they have not

seriously limited the data processing activities of banks under

either the banking "related" or the "public benefits" tests.

The existing "closely related" language has been construed by

the FRB to cover substantially all of the financially signifi-

cant data services offerings. Perhaps golf club handicap ser-

vices are excluded, but not the vast bulk of the business which

is in payroll, accounts receivable and similar bookkeeping-type

services. Similarly, relatively little attention has been paid

to the anti-competitive effects of bank offerings on our industry.

We fear the very same results will ensue with the re-

vised test. Banks argue most persuasively that anything dealing

with money and bookkeeping is "related" to banking and, albeit

perhaps with tongue in cheek, that they must market their al-

leged excess edp capacity or the public will suffer -- ignoring

that capacity can be tailored to need, pr (as in the Valley

National Bank case) that they even went out to purchase the

computer capacity exclusively for their marketing operations. .

I would like to discuss this further, but did cover it in full

in my earlier testimony in 1972 in the House and Senate, copies

of which I have here for anyone who might be interested.

I wish I had a week to speak with you. I am convinced

the proposed legislation will help secure the currency and the

credit and enhance our competition, even if it does not go quite

as far as we would like. We urge its passage.
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A approved at the ADAPSO Board of Directors' Meeting held
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Statement of Position:

Except and to the extent justified by the economics of

scale, competition with respect to each product line or

"market" of computer services should to the maximum extent

be kept independent of economic forces external to such

line or market. Independence should be assured by applica-

tion of the doctrine of maximum separation, which requires,

to the extent appropriate, that there be separate facilities,

separate personnel, separate name, and whatever other separation

is necessary to prevent the spillover of economic power

from one separate line of commerce to another.

Discussion:

ADAPSO has previously addressed a position paper to the issue

of incremental marketing (see Position Paper approved October 27,

1972), callingforapresumption of coercion in certain specific
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Executive Vice President
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circumstances. This position paper supplements the earlier

position, calling in effect for an extension of the presumption

and according it the strength of a rule of law. It outlines

additional reasons and circumstances where the improper spill-

over of economic power exists and should be restricted.

Growth of Multi-market Vendors 

Although historical trends are rarely as cl
ean-cut and

precise as one would like, World War II mar
ked roughly the

beginning of the giant multi-market vendo
r -- the enterprise

dealing in unrelated products in different 
lines of commerce

or "markets" -- the conglomerate.

Older large commercial organizations h
ad operated to a much

greater degree in single lines of en
deavor, such as steel or

petroleum or paper, or in closely related
 activities, such

as chemicals or communications. 
Following the war, names

such As Textron and Litton Industries 
came to prominence;

oven laypersons began to understand an
d employ the special

language describing the new kinds of a
ctivity -- the corporate

"raider"; the "take-over"; the "tender
 offer"; the "stock-

holder derivative" suit; the "class" a
ction.
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These structural changes led in turn to important changes in

competitive activity which are only now coming to be recog-

nized and appreciated, and with respect to which our economic

and antitrust laws have not yet developed more than the most

rudimentary rules. Essentially these changes involved the

transfer of economic power over one product, to another product

in a different market, influencing the competitive balance

in the second market.

It is difficult to express the philosophy of our economic

and antitrust laws in one sentence -- perhaps impossible.

But if there is one, it is to encourage competition among as

large a number of separate and independent entities as

possible, in the belief that such competition maximizes

freedom of economic opportunity and is therefore good for

its own sake, and also that competition benefits the con-

sumer and society at large by rewarding those who improve

quality and reduce cost and price. Our early economiC and

antitrust laws going back to their origins even before the

1890 Sherman Act, focused attention 14rgely on the problems

of their day. These were created by organizations operating

primarily in a single market and thus with only limited

cross-marketing activities. They included such single

product actions as price fixing, restrictions on resale and

boycotts. The new conglomerate, however, posed a whole

different set of concerns.
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Other Cross-market Issues

Related to the rise of the multi-market vendor in both time

and novelty of issue, were increasing reciprocal trade

practices between independent organizations in different

markets -- "You buy my product and I'll buy yours." Here

the essential concern involves the use of power in one

market to achieve advantage in a second, this time influencing

the competitive balance in the first as well. And here

again the rules were lacking -- and still are. There were,

of course, exceptions, such as with respect to the "tie in

sale" between two products (in which a customer is required

to purchase an unwanted product in order to obtain a desired

one in short supply). But much of the latter were the typical

kinds of restraint, the "tie-in", for example, often being

characterized by overt coercion and other rather obvious

misconduct. (Remember World War II -- "You buy three

bottles of my unbranded whiskey and I'll sell you One bottle

of Johnny Walker Black at the ceiling price"!). It is only

relatively recently that terms such as "reciprocity", "reverse

reciprocity", and "tying effect" have Come into our economic

language. In consequence there was then, and still is

today, precious little law to guide the company marketing

products in different markets, or seeking to use its own

market power to influence activity in a market separate from

its own.

tt.
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What restrictions, for example, if any, are there on the

sale of paper by the paper manufacturing affiliate of a

conglomerate, to its soap manufacturing affiliate? In a

period of shortage, can a scarce metal producing affiliate

favor without restraint its metal fabricating affiliate over

a stranger? Can an independent paper company in any way

condition its purchase of soap from a soap manufacturer on

the latter's purchase of paper in the same dollar amount

("reciprocity")? When steel and oil are both in tight

supply, can an independent steel company ration its steel

pipe to petroleum producers which in turn will supply it

with much needed oil ("reverse reciprocity")? Can a bank

during a period of tight money ration its limited credit to

those who give it trust business? Or edp services business

("tying effect")?

As with the unregulated conglomerate, enterprises subject to

government regulation similarly sought to expand beyond

their historical confines, and were faced with additional

issues created by regulatory statutes and commissions -- can

banks break out of "banking" as that term is defined by the

national banking act? How far may they go in affiliating

with non-banking enterprises under the bank holding company

act? To what extent will communications carriers be limited

69-452 0 - 76 - 18
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when they expand their horizons beyond the strict business

of communications? The list of these issues could go on and

on, with the permutations and combinations almost unlimited

depending on the type of enterprise involved and the point

in the business cycle at which it is examined.

It seems clear enough that the reciprocal practice and

government regulation issues discussed above involve similar

questions of market definition. If the same product (here

equated somewhat simplistically to "market") is involved,

for example, two transactions cannot involve the necessary

"tying" of two separate products; if an activity constitutes

"banking", a restriction on "non-banking activities" is

obviously inapplicable. Although perhaps not as readily

apparent, the underlying "conglomerate" issue is no different.

This is because the very question of whether an entity is a

"conglomerate" depends upon whether or not it is operating

in multiple markets. Even separate companies joined under a

holding company umbrella do not constitute a "conglomerate"

if they are all operating in the same marketplace.

Underlying the conceptual legal "market" issue is the ultimate

question whether economic restraints are to be placed on

activities which would be entirely permissible if related to

a single primary product, or market, or line of commerce.

tr.
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To what extent will such activities be confined, thereby

limiting any "spill-over" of competitive advantage from

one activity to another? Just how "clean" will each line of

commerce be kept?

Definition of "Market"

A single issue is thus common to all of the above concerns --

the question of just what is the relevant "market". The

possibilities run the gamut all the way from the market

being defined at one extreme as the trademarked or patented

product of a single producer, such as a Chevrolet Vega, on

at the other extreme to all products which perform a similar

function from the consumer's point of view, such as transpor-

tation generally (conceivably perhaps even communications,

which by one test satisfies the same user need as transporta-

tion), or highway passenger transportation (including buses

and taxis), or at least passenger vehicles.

These market definition problems are all around us. They

are the concern in the on-going struggle between the Federal

Reserve Board of Governors and the Comptroller of the

Currency as to what non-traditional banking activities banks

may undertake. They are an issue in the AT&T-Western Electric
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relationship, now under attack in the courts. They are

involved in the current spate of litigations reyarding the

FTC's "line-of-business" reporting requirements and similar

disclosure issues being dealt with by the SEC, the IRS and

the accounting profession. They are central to the great

majority of other government and private antitrust litigations

pending in the courts and the administrative agencies; they

are at the heart of the government's case against IBM, which

turns on the question of IBM's share of the relevant "market."

(Is it just general purpose digital computers, where IBM's

share may be high enough to constitute "monopoly" in the

legal sense? Or does it extend on out to include even

certain other
software, services and/office equipment, all of which in

some respects represent alternatives to more hardware

insofar as the user is concerned? If the latter, then IBM's

market share is undoubtedly far below that needed to con-

stitute monopoly under present law.)

It's time to get down to fundamentals. What is the optimum

solution to this issue in the interest of society at large?

Freedom of the individual's competitive activity is a

desideratum in our system, so that restrictions should be

imposed only where necessary to achieve some preferred

objective. Certainly also it is generally desirable to

encourage activity Where real economies of scale can be

achieved, with resulting better product and lower cost and

price; computer hardware used in banking should not remain

idle and unused, for example, simply because its employment

in the marketing of computer services outside banking might
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upset a competitive equilibrium. Accordingly, limitations

on growth achieved through fair competitive effort should

not lightly be imposed.

Growth in a single market resulting from economies of scale

or proper agressive competitive effort, is one thing;

growth gained in several different markets, however, may

well be another, posing quite different issues. Activities

relating to several products can result in the use of power

once limited to a single product, to restrain and interfere

with the previously existing freedom of competitive activity

in another without accompanying social or economic benefit.

When huge enterprises with established trade names and

reputations and credit positions expand beyond the marketplade

in which they have achieved that strength -- presumptively

lawfully and properly -- they may endanger the economic

Climate in the fashion of the elephant stepping on the ant;

legal principles relating to unlawful extension of a patent

and trademark monopoly are in recognition of this reality.

In addition, continued and unrestricted growth under such

circumstances, not resulting from economies of scale or

development of a single line of related products, can result

in increasing aggregations of capital also not justified by

any social or economic benefit, thereby creating unnecessary

barriers to the entry of others into the marketplace.
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Where multi-market activities are concerned and there is

danger of impairing free competition in one of the lines

involved, then, there may be a benefit to be achieved in

isolating "markets" to logical areas of competitive activity,

measured by history and the concerns of the producer and the

consumer as well as the realities of the marketplace.

Expansion is, of course, desirable where multi-product

activities involve true economies of scale and thereby

result in lower cost and price. Otherwise expansion into

unrelated markets under these circumstances should be limited

by the principle of "maximum separation." That doctrine

seeks to prevent the spill-over of market power from one

line of commerce to a second when not justified by scale or

other substantial benefit of some kind, by insulating the

separate activities of the multi-product or service vendor

from each other through the use of separate facilities and

equipment, a different name, ,different personnel and the

like. It would apply irrespective of whether the multi-mprket

aotivity was the result of the merger or acquisition of

independent entities, or achieved solely through internal

growth.

There is as yet little case law on this issue, but it is

coming. Thus the FTC's Economic Report on Corporate Mergers,

dealing with reciprocity, states (pp. 6-7 through 6-11):
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The first anticompetitive effect of reciprocity, then,
is to change the mechanics of the competitive process
by dampening rivalry, based on price, quality, and
service.

* * *

It compounds and further rigidifies the already inflex-
ible, administrative process of an oligopolistic
market. Similarly, it can be used to stablize prices
when the market is fixed by collusive arrangements.

The second effect is to raise barriers to entry. In
the extreme case, potential entrants would find much of
the market "tied up" by existing firms. For a new
entrant to compete on equal terms with existing firms,
it might itself have to resort to conglomeration...
reciprocity thus creates a unique barrier to entry, not
one based on any real economies of scale, but rather
derived wholly from the size and organizational charac-
teristics of existing competitors in the market. The
larger and more conglomerated the existing firms
become the higher the barrier to entry...when large
conglomerate enterprises engage in systematic reciprocity,
industrial bigness and conglomeration rather than real
ecomomy threaten to become the key to business excess.
This is wholly alien to the tenets of a free market
economy. The ultimate result is an inflexible economic
system composed of an industrial elite knit together by
the exchange of reciprocal favors.

Donald I. Baker, then Director of Policy Planning of the

Department of Juotice's Antitrust Division, and now Deputy

Assistant Attorney General in charge of that Division, has

said (in dealing with the bank issue in another connection):

When banks "ration" credit (or are forced to ration it)
rather than raising the price to the point that supply
and demand meet, the process produces unexercised
monopoly power -- power that must be abandoned or used
through transfer into some other market. It can be
done by tying. No coercion is necessarily involved.
Rather, the borrower, recognizing the bank's discretion
and economic power, is tempted voluntarily to patronize



272

bank-affiliated enterprises in the hope of improving
his chances to obtain it on favorable terms. In
antitrust parlance, this is now called "tying effect" --
to emphasize that the economic effect is just as
serious as with overt tying... Needless to say, you can
expect to hear this argument from me again...for the
risks of "tying" and "tying effect" are substantial in
banking and finance.

And the argument has been heard again from Baker and others

in the Justice Department and Federal Reserve Board. In one

form or another "maximum separation" is coming of age. Of

course, its precise configuration depends on the special

facts of the competitive situation -- what is the minimum

restriction required to prevent improper spill-over of power

from one market to another: Separate corporate name?

Separate marketing or executive personnel? Separate geo-

graphic territory? Separate facilities? Restricted inter-

market transactions or none at all? All at one time or

another have been considered and applied, in the computer

industry itself beginning with the 1956 antitrust consent

decree between the government and IBM, and continuing wit!:

the FCC decision in the computer/communications inquiry, the

GT&4 appellate court decision and the Federal Reserve Board's

Regulation Y and subsequent rulings. There is at least a

possibility that some application of the doctrine will

ultimately be the resolution of the present government suits

against IBM and AT&T.

4
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Computer Services

The computer services industry furnishes almost a textbook

example of cross-marketing activities. It has in fact

become a key arena for testing their economic impact and

significance. This is because more and more companies whose

principal products are in unrelated, non-computer services

lines of commerce, are marketing the "idle" or "excess"

computer capability created by the in-house capacity con-

sidered necessary to handle peak loads during limited

periods of maximum operation. Profit is possible even if

the off-peak reservoir is sold at only slightly above the

variable cost associated with the service rendered -- termed

by the industry "incremental marketing." Moreover, such

companies can frequently expand over a given base quite

cheaply, and are tempted to do so and market the over-capacity

as well.

The computer services marketplace therefore has been an

obvious and attractive target for cross-market expansion.
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This of course creates problems for computer services

companies. Sometimes the mere threat of cross-market com-

petition can be sufficient to discourage a budding computer

services enterprise. At the inception of operations, for

example, the ordinary edp services vendor has only a single

product line over which to spread its fixed costs. It does

not possess a ready and relatively "captive" market or the

marketing leverage resulting from the cross-market relation-

ship to cover its break-even costs. In certain types of

offerings (such as time-sharing services), the new enter-

prise must recoup huge start-up costs. Potentially large

profits are needed to offset the inherent risks and attract

capital. Obviously, these kinds of edp services operators

cannot expect to meet the competition of the cross-market

operator by pricing their services on an incremental cost

basis.

Because of this perceived adverse competitive impact, the

computer services industry has for some time been seeking to

isolate the competition in what it considers to be its

separate markets, from external market advantages. Some of

its more significant efforts are the following;

Banks: A nationwide publicity campaign against
allegedly improper bank marketing of edp
services, beginning in 1963; followed by
federal litigation against the Comptroller
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and the American Bankers Association which
went all the way to the United States Supreme
Court; followed by a legislative fight in the
House and Senate, resulting in enactment of
an amended bank holding company act; followed
by still continuing struggles before the FRB
regarding application of the "public benefits"
test, the current battle to get the Comptroller
to adhere to the FRB's guidelines and the
pending litigation in Ohio against the Federal
Home loan Bank Board.

Communications carriers: The five-year FCC inter-
'dependence inquiry regarding whether communi-
cations carriers may market edp services
without restriction; followed by the GT&E
battle in the Court of Appeals for the Second
Circuit; accompanied by on-going disputes
with the many state regulatory commissions

/and interaction with the FCC as to what is
and what is not "communications."

Tax sheltered organizations: A continuing fight to
prevent universities, chambers of commerce
and other non-profit organizations (such as
Blue Cross) from using Lheir tax advantage in
non-profit marketplaces in the sale of computer
services.

Accountants: An on-going effort to stop accounting
firms from using their licensed audit and
certification positions to gain advantage in
the sale of edp services.

Conglomerates (defined as other multi-market vendors):
Still another battle to prevent industrial
organizations, including computer hardware
manufacturers, from using entrenched positions
in their main lines of activity to compete
in computer services, plus legislative,
administrative and judicial testimony, liti-
gation (such as the Reynolds & Reynolds suit
against Volkswagen of America), position
papers and published articles and speeches
advocating "maximum separation" as the course
to be followed, and an effort to make permanent
the six-year limitation on IBM's re-entry
into the services business.

4

a
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Electronic funds transfers: The most recent and

certainly now the most important part of the

struggle. The industry sees an uncontrolled

EFTS as linking together virtually every

market in this country and the world, with

resulting blurring even of previously "clean"

market lines and structural rigidity in the

economy generally. The industry pointed out

this danger to the Federal Reserve Board,

urged establishment of the EFTS Commission,

and is actively supporting moratorium legislation.

Conclusion:

The computer services industry is a burgeoning one, already

operating at the multi-billon dollar level, If all computer

services were separately identified and "broken out" from hard-

ware operations, it probably already would be larger than computer

hardware, Competition is substantial and effective.

But the dangers of impairing that competition are also sub-

stantial. Accordingly, except where justified by some

other economic consideration such as scale, for all the above

reasons competition within the separate lines of

commerce within the computer services industry should be

protected by the doctrine of maximum separation,
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AssocIalion al ncla Pri2i),SSIN§ Scrvico Organizollans,
551 FIFTH AVENUE, NEW YORK. N.Y. 10017 • (212) 661-0222

Position Paper on The Incremental
Marketing of Computer Services as
an Unlawful Tie-In Sale

Statement of Position. Coercion should be presumed and an unlawful tie-in
/

held to exist, whenever a seller marketing a product in a separate line of

commerce also markets a not insubstantial volume of computer services, and

where the following circumstances are present:

1. The first (tying) product is patented
or copyrighted, or otherwise a ]awful monopoly
of the seller.

2. There exists some special relationship
between the seller and the purchases which is
independent of the particular purchase-sale
relationship giving rise to the questioned
transaction, such as by way of dealership,
franchise or license.

3. The seller offers its computer services
only to those purchasing the tying product and
not generally.

4. The tying product is important to the
business of the computer services organizations
in the pertinent market.

5. The seller is of large size relative to
the computer services organizations in the
pertinent market.

6. The seller operates in an oligopolistic
or monopolistic line of commerce.

The number of these circumstances necessary to justify the presumption will

vary, depending on the facts of each case. Thus, where 4, 5, and 6 are present,

as in the case of communications carriers and banks, 1, 2 and 3 are not required.

Tne exi,3tence of 011 six should never be necessary.
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Discussion. ADAPSO welcomes and encourages fair competition in the computer

services industry from any source -- conglomerate, congeneric, manufacturers'

subsidiary and independent. However, that competition must be fair.

ADAPSO has fought competition from subsidiaries of communications

common carriers and from banks, because of its deep concern about the inher-

ently coercive character of their cross-market activities. It intends to

continue its fight to insure that the computer services industry remains

competitive.

Cross-market operations, however, are by no means restricted to banks

and communications carriers. They are increasingly becoming a feature of

the computer services industry. This is because more and more organizations

whose principal products are in separate, non-computer services lines of

commerce, find themselves with large amounts of "idle" or "excess" computer

capability, created by the inhouse capacity considered necessary to handle

peak loads during limited periods of maximum operation. Moreover, fre-

quently such companies can expand computer capacity over a given base quite

cheaply, and are thus tempted to do so and market the overcapacity. The

computer services industry therefore becomes an obvious and attractive target

for their cross-market expansion.

Restrictive cross-market impact by organizations such as banks, commun-

ications carriers, computer manufacturers' subsidiaries, charities and gov-

ernment organizations, has accordingly for some time been a special and

perhaps key concern of the computer services industry. The mere threat of

cross-market competition can be sufficient to discourage a budding computer

services industry entrepreneur. This is because he knows that cross-market

operator sometimes price their public offerings of computer services on an

incremental cost basis -- that is, so as to recover only the incremental costs

of the offering plus whatever contribution to fixed costa is possible, but
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not all fixed costs allocated on an overall product basis, plus profit.

In contrast, at least at the inception of his business, the computer

services vendor has only a single product line over which to spread his fixed

costs. He does not have a ready and sometimes "captive" market to cover

his "nut" (break-even costs). In certain types of offerings, particularly of

time-sharing services, he has huge start-up costs to recover. He needs

potentially large profits to attract risk capital. Obviously he cannot expect

to meet the competition of the cross-market operator by pricing his services

on an increNental cost basis.

Price competition is of course a cornerstone of American industry and

enterprise. If the cross-market operator has advantages of scale or other-

wise and can outperform his computer services rival without restraint of trade

or other unlawful act, present law permits him to do so. Under the special

circumstances presented by the computer services industry, however, this

conclusion often begs the real issue, which is an evidentiary one.

The question of whether there in fact is restraint in cross-market

operations involving computer services can be an extraordinarily difficult

one to answer. Its resolution can take so long as to preclude remedying %he

wrong within a meaningful time frame. The intimate relationship between the

two products being sold and the esoteric nature of the computer services .

transactions may be very intricate. For example, how should one cost-allocate

the use of an idle computer required for standby or to handle a peak load,

or the development of a necessary in-house program redesigned in minor part

for marketing purposes? As a result, obtaining and analyzing the evidence

necessary to establish the most common and pernicious form of restraint by

the cross-market operator, the "tying" arrangement, can take years of

litigation and enormous expense. "Tying" arrangements have long been held

to be per  as unlawful by the United States Supreme Court, because they force
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the public as buyer to forego its free choice between the competing "tied"

products and deny competing suppliers free access to the consuming market

of the tied product. The Supreme Court has said that "the vice of tying

arrangements lies in the use of economic power in one market to restrict

competition on the merits in another."

Prohibition of cross-market computer services transactions under the

_described circumstances need not deny the consumer the benefits of competi-

tion from these services. The cross-market operator has only to remove the

coercive tie-in aspect by applying the now recognized "maximum separation"

principle. The public and the cross-market operator are thus not denied any

advantages or benefits from scale -- which are often small and sometimes

non-existent in the computer services industry -- but simply the marketing

leverage which results from the cross-market relationship and the "full

line" approach.

The independent (of IBM) computer services industry was conceived in

the filing of the United States Government's antitrust complaint against

International Business Machines Corporation in 1952. It was born with the

consent decree entered in that litigation in 1956. It is thus a very new

one. It promises to be huge -- far bigger than hardware. If "bundled" com-

puter statistics are broken out fully, to include operating systems,

software may already be a_bigger business than hardware.

To this point the industry has been structured Along classical free

competition lines. It is fragmented into a great number of small economic

units. It is characterized by ease of access to many parts of the market,

as well as demise from that market. It is highly competitive, but sometimes

the competition is cutthroat and destructuve. It may have its modern Horatio

Alger stories, but it also has disasters.

Because it is new, highly conpetitive, esoteric, complex, developing
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at a rapid pace and endangered, the computer services industry requires pro-

tection against the cross-market tie-in threat. The dangers of cross-market

activities are apparent. Under the described conditions, the power to

coerce is clearly present. The problem of proof is great. The industry

should not be made to wait the generation of legal precedent ordinarily needed

to establish a factual presumption; by than it could be too late to preserve

the computer services industry's present highly competitive state. Recognition

of a presumption of coercion in connection with the computer services cross-

market tie-in sale by the courts, now, is necessary and proper, and should

be made to wait no longer.

69-452 0 - 76 - 19
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IN THEUMND STATES DISTRICT COURT I ED 2 V70

DISTRICT OF ARIZONA cirn1
UtMtn1,01,1
•fOlt 11511.(

NATIONAL RETAILERS CORPORATION .
vEry,,;

OF ARIZONA, an Arizona
corporation,

Flairltiff

VALLEY NATIONAL LANK, a national
banking association; and JAY:ES E.

 1

SMITH, Comptroller of Currency,

Defendants

civ. ED. 71-lao-Fia-EEC

14.1MANDUM OF DECISION

I. STAT=T OF TIES CASE 

• This is an action for a declaratory judgment and injunctive relief

against the defendant, JameS E. Smith, Comptroller of Currency (hereaftel

Comptroller). Plaintiff seeks a declaratory judgment that a

12 C.F.R. E7.3500, Use of data arocer.sir.n ecuipment and furnishinr; of

data processin services, issued by the Ccm2troller is unlawful and

should be set aside as arbitrary, capricious and an abuse of discretion,

contrary to constitutional rights, power, privilege or immunity and, in

excess of statutory jurisdiction, authority or limitations. Injunctive

relief is sought to enjoin the Comptroller from issuing any opinion,
computer

rule or regulation permitting national banks to perforWdata processin:

services for any person unless the data processing services are

directly "incidental" to the express powers of the bank under the

National Bank Act., 12 U.S.C. E24.

The factual matrix within which plaintiff seeks the declaratory an.

injunctive relief involves plaintiff, Ebtional Retailers Corporation of

Arizona (hereafter ERCA) en Arizona corporation that has been offering

data processing services to retailers and others in Arizona since 1S,S6.

The data processing services offered by plaintiff require the use of a

cash register and computer sold by National Cash Register (rcr.). The

cash register produces a magnetic tape which can be fed into the NCR

computer to produce computer print-outs reflecting various aspects of

11;
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the customer's business. One of plaintiff's customers, a subsidiary .f

Hart, Schaffner & Marx, was Nanny's, a retail clothing merchandiser with

a substantial number of stores in Arizona and in the Phoenix arca.

Prior to October 1, 1971.; Nanny's was obtaining data processing cervices

from plaintiff. On or about October 1, 1971, Nanny's obtained almost

identical services from Valley National Bank (hereafter VNB). The data

processing ,services offered by the VNB to Hanny's and the public, also

utilized an NCR cash register and computer combination. The contested

service which VIM offers pursuant to the Comptroller's ruling is called

a Retail Information System (hereafter RIB). The retailer's sales

transaction data, when recorded on NCR cash registers and processed

through an NCR computer owned by VNB, can be assembled and compiled

into numerous different reports which provide the retailer with

information regarding various aspects of his business. A retailer

whose sales data has been processed by VCR has the option of purchasing

some or all of the reports made available by VNB's data processing

service.

It is asserted by plaintiff, and the Court finds that, in fact,

VNB relied on the ruling of the Comptroller, 12 C.F.R. E7.3500,in

providing the data processing services which are the subject matter of

this litigation. The Comptroller of the Currency has issued this

ruling as being his interpretation of the authority of national banks

to provide data processing services under the National Bank Act, 12

U.S.C. 214(Seventh)

Plaintiff contends that the providing of data processing services

to the public by VIZ is not authorized by the express provisions of the

National Bank Act, that the Comptroller exceeded his authority in

rendering the interpretive ruling in question, and, in effect, induced

VNB to provide such services.

The Comptroller chellenges all of plaintiff's contentions and

affirmatively asserts several other contentions, each of which is

stated and ruled upon by the Court in paragraph IV below.
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The undersigr'led Judge, sitting in this District by denignatien,

has been assigned to conduct a, non-jury trial on the issues nos

presented in this case. In Prior proceedings in the case: (1) on

August 21, 1971, Judge Uilliam Frey denied plaintiff's motion for a

preliminary injunction and entered Findings of Fact and Conclusions cf

Lear consistent therewith; and (2) on October 30, 1975, Chief Judge

Walter E. Craig ruled that the ,i21B should be dismissed from the

present action, thus making it unnecessary to determine the motion of

V1B3 for partial summary judgment.

II. SU:s.'•!APY OF ISSUES P3ESE7TED

1. Does the Court have jurisdiction over the subject matter of

this action?

2. Does the fact that VIM has been dismissed from this action in

a prior ruling render the issues moot?

3. Does plaintiff have standing to assert its contentions in

this Court?

4. Are the defendant's contentions, testimony, and exhibits

pertaining to electronic money relevant or material to any issues in

this action?

5. Are the Findings of Fact and Conclusions of Law entered by

Judge Frey in denying plaintiff's motion for a preliminary injunction

binding on this Court in trial on the merits?

6. Has the Comptroller of the Currency by issuing and publishing

the ruling contained inl2C.F.R.E7.3500 exceeded his statutory

authority, violated constitutional rights or rendered an arbitrary or

capricious ruling in abuse of his discretion, or not in accordance with

law?

7. If so, should the Court enjoin the Comptroller of the

Currency from issuing or giving effect to 12 C.F.R.E7.3500, or any othor

interpretative ruling or regulation issued by him that world authorize

a national bank to perform data processing services this Court finds end

holds are not directly authorized by the 1L.tional Pank Act or within the
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"incidental powern . . .necessary to carry on the business of blinking"?

III. STAII=2 0? Fl.CT:1 }run

At final argument the Court informed counsel that as a general

principle and in the particular circumstances of this case, the rulings

of this Court should and would be strictly limited to the specific

issues presented in the Final Pretrial Order and the facts found per-

taining,to those issues. The following basic and controlling facts

found by the Court are summarized as below stated". Other detailed and

specific findings by the Court are stated in • written Findings of Fact

:and Conclusions Of Law signed and entered herewith.

. .
Before plaintiff began doing business in Arizona, its officers and

employees had extensive knowledge,. training and actual experience in
computer

providing/data processing services to retail businesses with considerable

success in other areas, notably California. Prior to engaging in the

same business in Arizona, plaintiff conducted an extensive search for

potential customers, and conducted negotiations with them, including

Hanny's and others. A customer doing business of the magnitude and with

the substantial need for data processing services, such as Hanny's, was

essential to plaintiff's entering business in Arizona. A firm commitment

by Hanny's to take plaintiff's services on specific terms made it
for plaintiff

possible/to. begin business in this state in 1967. After various

initial problems were resolved to Hanmy's satisfaction over a period of

time, plaintiff enjoyed not only a substantial regular income from the

Hanny's account but also serviced a considerable number of small retail

concerns in various areas in this state which produced significant

income for plaintiff.

For come time prior to plaintiff engaging in business in this state

Hanny's had a-deposit account at the VEB. An executive of that bank,

Jere J. Brommcr, when plaintiff's service to nanny's commenced, acquired

considerable informytion concerning plaintiff's data processing scrvicer

to nanny's which eventually led him to uxge higher bank officials to

authorize him to make a thorough study as to whether the bank might
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Iprofitebly provide to the publie substanti:lly the same servic.cs

provided HLnny's. Based on Lrommer's study the bank approved his

proposal that the bulk purchase its own computers and related equipment

and software from NCR. Over a period of several months, prior to

.acquiringthe Hanny's account, BroMmer, representatives of NCR and

Hanny's engaged in numerous discussions resulting in a commitment from

Nanny's to switch from plaintiff's data processing service to that of

the bank in October of 1971. Subsequent to VEB putting the MS into

operation Nanny's notified plaintiff that its data processing services

weie terminated. The bank charged Nanny's substantially lower rates

than those of plaintiff for essentially the same services. This was

accomplished by all of those who, without advising plaintiff,

participated in bringing about the bank take-over of Hanny's account

from plaintiff. Shortly following this event, plaintiff brought the

present action and, among other claims alleged, asserted the claims

against the Comptroller now before this Court.

The subject matter covered and the facts found by the Court as

stated above are based on the trial and deposition testimony admitted im

• evidence of witnesses Robert Palmer, Ira Fulton and Lester DeFreese and

to the extent not inconsistent with the above findings, that of Jack

Crawford and Brommer. Brommer and Crawford were highly interested

witnesses. Portions of their testimony might negative any of the fore-

going facts; however, the Court finds such portions incredible upon

reasonable inferences drawn from a consideration of the evidence as a whc

IV. RULINGS RE: . J1JRI3DICTICN. Y.00TNESS  PLECT201aC nN2Y,
PkL1 I L i S CCI-TOLLE2 RU :„1::3 1,1D .1=:C27CE 

1. Jurisdiction:

After a full review of the arguments and briefs of counsel as well

as the cited authority, the Court finds and holds that it has subject

matter jurisdiction over this action, entsbliched by 28 U.S.C. P1337,

E1331(a) end upon the Administrative Proecdure Act, 5 U.S.C. F:701, cf.

A number of cases hold the Commerce Claw:c of the United nlites
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1 Constjtution in a significant source for the ratiunal )!!,10: Act end there-

2 fore jurisdiction is 'roper vOcr 28 U.S.C. 1337.1./ For jnrisdicL:..:.n
3 under 23 U.S.C. 91331(a) the matter in controversy must exceed "the

4 sum or value of $10,000," and arise under the "laws of the United States.

5 The present controversy arises under the L'ational Bsuk Act and inter;re-

6 tive rulings thereto. The Court finds that .the cum and the value of

7 'plaintiff's right to offer data processing services, which allegedly

8 has been adversely affected by defendant's alleged invalid interpretive

9 ruling, are both in excess of $10,000 exclusive of interest and costs.

10 See Quinault Tribe of Indians v. Galle4ler, 368 F.2d 648 (9th Cir. 1966).

11 Consistent with further rulings herein,jurisdiction also exists under

12 the Administrative Procedure Act. State of Washineton v. Udall, 417

..13 F.2d 1310 (9th Cir. 1969).

14 2. Mootness:

15 Although not supported by a particularized motion or memorandum of

16 authorities, defendant's contention that dismissal of VN3 rendered the

17 present issues moot has been reviewed and is hereby denied. See Surer

-18 Tire Enuineering Comoany v. McCorkle, 416 U.S. 115 (1974).

19 3. Stending:

20 The Court finds defendant's contentions on this subject to be.

21 without merit under Association of Data Processin, Service Orr,anizations,

22 Inc. v. Canto, 397 U.S. 150 (1970) and Arnold Tours, Inc. v. Canto. 14C0

23 U.S. 45 (1970).

24 4. Electronic Money:

25 Upon a thorough review of the evidence and argument, the Court find

26 that the defendant's contentions, testimony and exhibits regarding

27 present and future developments in electronic money to be, as far as the

28 issues in this care are concerned, largely, if not entirely, a matter of

29

30

31

32

Murnhv v. Colonial Federal Sa:Jirrs end Loan Association, 383 F.2d
09, u15 (i!. Cir. 177i-Cno v. 7r..,,t Cc.
N.Y,, 418 F.2d 108 (2d Ci'r. 1)71); turns v. 1,::.ricun
Trust Cc7.panv, 09 F.2t1 26 (5th Cir. 1W'); and xarttsn v. 
WItjon,1 i31!1 of Mcnt,,,c,ncrv, (67 F.2d 167, 172 Oth Cir. 197J:-
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speculation end conjecture. Accordingly, all of the dcfclrlant's contri,

tions and evidence pertain3_ng to electronic moncy are hereby stricken

from this case.

5. Effect of Findings Entered Denying Plaintiff a Preliminary

Injunction:

The findings entered by Judge Frey in denying plaintiff's motion

for a preliminary injucticn are not binding on this Court in conducting

a trial of the merits. Dursten v. Phillips, 351 F.2d 616 (9th Cir. 195)

Sierra Club v. Morten, 348 F. Supp. 219 (N.D. Cal. 1972).

6. Review of Comptroller's Ruling :

The Comptroller is the official charged with the administration of

the National Dank Act. Consistent with that duty and in the area of the

relationship between national banks and the offer of data processing

services, the Comptroller has issued several rulings and written opinions

interpreting the provisions of the National Bank Act on the conduct of

data processing services by national banks. The first of these pronounce.

merits was issued in June of 1959 and has now resulted in the latest

ruling contained in 12 C.F.R.E7.3500, with comments: in 39 Fed. Reg. 14195

(April 22, 1974), which reads as follows:

"(a) A national bank may use data processing equipment

and technology to perform for itself and oth2rs all services
expressly or incidentally authorized under the statutes
applicable to national banks. For example, as part of its
banking business and incidental thereto, a national bank may
collect, transcribe, process, analyze, and store, for itself
and others, banking, financial, or related economic data. In
addition, incidental to its banking business, a national bank
may (1) market a by-product (e.g., program, output, etc.) of
an above-described data processing activity; and (2) market
excess tie.n on its data processing equipment so long as the
only involvement by the bank is Parnishi.ng the facility and
necessary operating personnel.

(b) The provicion of data processing cervices by a
national bank to others is subject to the prohibitions con-
tained in 12 U.S.C. 1972 concerning tying arrangements,
reciprocal dealing, and price discrimination. In particular,
a national bank may not require any party who is or proposed
to be a customer for any service cr product of the bank to
utilize any data processing service offered by the bank, and
the tan% ney not fix or vary the consideration for any extension
of crndit, lease, or sale of prwerty er provision of another
service on the condition or requirement that a customer utilize
a data processing service offered by the bank."
(emphasis added).

4

•
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The VVD relies primarily upon the foregoing interpretive ruling,

comments thereon, and secnndari:ly on previous opinions and rulIngs in

offering the RIO to the public, primarily retailers.E/Throughout the

comments. to the ruling thb Comptroller repeatedly emphasizes the fact

that national banks offering data processing services arc limited by

the express provisions of and incidental powers emanating from the

National Bank Act. No express provision of the Act authorizes the

public marketing of the RIO by the VNB. The issue, then, is whether the

RIO is within the VNB's "incidental powers . . . necessary to carry on

the business of banking." 12 U.S.C. E24(Seventh). If so, the RIS may

be properly authorized by the Comptroller pursuant to his duty to ad-

minister the National Lank Act. If not, the Comptroller may not

authorize the EIS or a similar national bank serviceifor to do so would

exceed his delegated authority and be contrary to the law. It is

evident from the foregoing discussion that this Court must interpret

the National Bank Act and the Comptroller's ruling as related to the

facts presented in this case. Although the Comptroller's opinion is to

be given serious consideration 2/ it is the duty of the judiciary to

determine the "legitimate bounds of statutory authority." 1,1f.M Len sin 

.Corp. v. Seattle-First National Bank, 391 F. Supp. 1290, 1295 (4.D.Wash.

1975). Once challenged, the Court must seriously consider the ruling of

defendant and the merits of the challenge levied against it. In

thoroughly examining and considering the issues in this litigation the

Court shall interpret the appropriate provl.siens of the National Bank

. See Findings of Fact Nos 5,6 and 7.

3/ Plaintiff, however, points out that a ..:1=..ber of the Comptroller's
rulings in lc;63 have subsequently been hcl, invalid by the courts as
being incorrect interpretation and applicion of relevant statutes.
The cases and the subject matters of the voided rulAngs are as follows:
GeolTia Ass'n of indenenth.nt Ins. Ar,.ents. :ns. 7. Sr.zon, 268 F. Supp.
236 (N.D. Cu. 1937) aff'd, 399 1'.2d 1010 .(!3th Cir. 19E37, (insurance);
Dahcr,W,Itts & Co. v. Saxon. 261 F. Supp. 207 (D.D.C. 1966), tff'd, 352
F.2-6-7P7—CD.C. Fander-writinj, govo=ent securities.); Inv52sr•
Co,nnn:: Institute v. C...mn, 401 U.S. 617 (1971) (=tual invest=nt
First cr.!,!. v. ie?'.7inr.en, 356 U.S. :22 (arr.orcd car sc.'
end depnsit reccp(aci.cs). Accord, Arnold Tours. Inc. v. C:,:r1p, 472 F
427 (1st Cir. )972)(travc1 agency).
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Act flexibly. Undeniably nationU banks t.hvild strive to develop and

utilize modern methods and technologies in order to provide their

customers with efficient and useful services. Svsch efforts, however

desirable, must not contravene the provisions of the Wational Bank Act.

Havinc, been presented with the problem of determining the nature

and extent of the "incidental" powers of national banks the Court in

Arnold Tours, Inc. v. Carp, 472 F.2d 427 (1st Cir: 1972) stated;

". . . when one looks at past decisions it becomes apparent

that the activities of national banks which have been held

to be permissible under the 'incidental powers' provision

have been those which arc directly related to one or another

of a national bank's express towers."

"In our opinion, these decisions I4j amply demonstrate that a

national bank's activity is authorized as an incidental power,

'necessary to carry on the business of banking,' within the

meaning of 12 U.S.C. §24, Seventh, if it is convenient or 

useful in connection with the performance of one of the bank's

established activities pursuant to its express powers under th.,2

National Bank Act. If this connection between an incidental

activity and an empress power does not exist, the activity is

not authorized as an incidental power." 472 F.2d at 431, 432.

Afootnote added and emphasis added).

• For this Court to apply the Arnold Tours standard, which this

Court approves and adopts, the relevant express powers of the National

Bank Act must be compared to the activity alleged by defendant to be

within the incidental powers of national tanks, i.e. the RIG provided

4/ Merch,nts Park v. State Bank, 77 U.S. (10 Wall.) 604 (1870); First 
National v. .:atlonl :).c:r:nrc Bank. 92 U.S. 122 (1875); Wv^nn
W,,Ence, 1 U... 7.:;0 (19::u);  n]1,-..r v. Ki”r, 223 U.S. 505 (1);
C2c.,n; 11,r.,* v. Ve— ,̂7mr-, 231 U.. 120 (1913); Fir,, 

v.  273 U.Z. 543 (1927); Frnt,,lin Net. n,n, v
347 U.S. 373 (1954).
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by VNB. Having done so, the Court must decide whei.her the service in

question is "convenient or usai'ul" to the performance by the v)rn of

express powers stated in the National Bank Act. If so, it is within

the incidental powers of a national bank. Defendant contends the MS

is very useful to the VNT and national banks in general when considering

-and processing applications for loans on accounts receivable or for

operating capital. National banks lending money for operating capital

or on accounts receivable is a function clearly within the express

powers under the National Dank Act. 12 U.S.C. §211(Seventb). Upon a

thorough examination of the evierce and authorities presented this

Court is satisfied that the RIS of the Via is not "convenient or useful"

to the performance by the VVB of express powers under the Arnold Tsurs 

standard. Nor is the offering of the RIS without reservation permissible

under any reasonable interpretation of the incidental powers provision

of the National Bank Act. Therefore, the RIS is not a proper or legal

activity within the statutory context of 12 U.S.C. g24(Seventh) and to

the extent .the Comptroller's ruling and comments authorizes or permits

without limitation the public marketing of the RIS by the VNB or other

national bank, the Comptroller's ruling and comments are found to be

contrary to law and in excess of his delegated authority and are hereby

declared invalid.

If the reports available from the RIS service were limited to the

processing of applications for accounts receivable or operating capital

loans by the '/NB this Court would not hesitate to find such activity

sufficiently related to the express powers of national banks and

within the standard of Arnold Tours, and hold that the RIS as limited

was within national bank incidental powers. However, the facts of this

case are otherwise. VNB.did not limit or intend to limit the RIS to

producing information and reports useful 5n processing and considering

loan applications from persons or businesses participating in the RIS.

It is because of this wide latitude in the range of persons offered the j

which is not specifically limited by or c::cepted from the Comptroller ,
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interpretive ruling, that this Court find:: the'rulirg to be boyend ta

authority of the Comptroller riLd contrary to the law as Literpnctd by

this Court. By so ruling, the Court does not find the Comptroller's

ruling was,arbitrary or .Capricious inasmuch as the ruling,prior to

adoptionoms fully considered and widely submitted for ccmment by

-_interested persons.

• • Defendant places much reliance•on Notional Courier Association v. 

Board of Governors, at el, 516 F.2d 1229 (D.C. Cir. 1975). Although a

Bank Holding Company Act case, defendant maintains National Courier 

pLvides this Court with an applicable and viable test for relatedness

of national bank activities and requires that national banks like Vial

not limit the offer the RIS to bank loan customers because of anti-tying

requirements. As to the test which defendant urges this Court to con-

sider, the Comptroller in the comments to 12 C.F.R. 7.350 contained in

39 Fed. Reg. 14192 (April 22, 1974) acknowledges that the standards for

determining Sufficiently related bank and bank holding company activities

are different. under the National Bank Act and the Bank Holding Company

Act. That fact sufficiently precludes unlimited reliance on that case

by this Court. • In any event, the Court is not, persuaded that

:• defendant has satisfactorily shown that the National Courier standard

is applicable to the instant case. As to the anti-tying contention,

this Court is of the opinion that a national bank may offer and provide

the RIS as a means of providing useful information in processing

operating capital and accounts receivable loans provided that the

grant1n7 of such loans is not conditioned upon the applicant's

participation in the RIS.

In summary, the Court finds that under the facts of this case the

VNB or any other national bank is not empowered under the National Bank

Act to market .the RIS- c.r other comparable service to the general public

or to bank depositors when the performance of the data processing servic

is not "Convenient or useful" or does not boor a direct relationship to

the bank's performance of any of the express powers specified in the

4
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National Bank Act. To the cxtcnt the Comptroller's ruling permits or

authorizes such a performemee. 'of data proces:Ang services withwt

relation to express powers, it is in excess of his delegated authority

and contrary to law and the Court so finds and holds.

Had the RIB of the VNB been limited to 113C in processing loan

applications or the performance of some other express power under the

National Bank Act, the test of Arnold Tors would have been met. The

RIB of the VIII is not so limited, it has never been performedosith respect)

to Nanny's, in connection with the VIII exercising any of the express

powers under the National Bank Act, the test of Arnold Tonrs is not

satisfied and the RIS is not legal.

7. Injunction:

The Court having found the Comptroller's interpretive ruling
and

should be limited/having specified that limitation in the preceding

section, the Court now considers the question of whether defendant

should be enjoined from issuing further rulings, opinions and the like
the

which are contrary to/present ruling of this Court.

The essence of the Court's opinion is the interpretation of the

National Bank Act as it relates to the offer of data processing services

by the VIII. When the Comptroller issued his ruling, this Court's

decision interpreting the National Bank Act had not been rendered.

The Court's ruling establishes a new interpretation that hopefully

will provide some guidance to the Comptroller in future rulings. In

view of these facts the Court must assume that the Comptroller will

accept and conform to the decision of this Court as long as it remains

viable. Plaintiff having failed to satisfactorily establish that

irreparable injury will result if defendant is not enjoined, or that

future violations by defendant of this Court's rulings are imminent or

likely, the Court declines to issue an injunction.

CONCLUSION

The Court emphasizes its intent and 1.1rpose to limit the scope

effect of this decision to the precise factual circumstances pros
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in the trial.

The. primary fecus of plaintiff's case has been the offer end sAle

of the MS by the VNB to Nanny's and to the public and the Court's

review of defendant's rulInz has been strictly limited to those precise

facts. This judgment in this case does, hoWever, have the collateral'

effect of advising the VNB, clthough no longer a party to this action,

that reliance upon 12 C.F.R.§7.3500 and the comments thereto, in

offering the RIS to the public without limitation,is unwarranted.

IT IS MEW SO ORDERED this 2nd  day of Febrly_.ry  , 1976.

GEORGE H. BOLDT, SR. USA), WD, WASH.
Sitting by Designation

4
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IN.TEB UNITED STATES D7NTRICT COURT

Dismicl; OF ARIZONA

NATIONAL UTAH= CORPWATION
OF ARIZONA, an Arizona
corporation,

Plaintiff,
VS

VALLEY 1'ATIO17,E IIANX, a national
banking association; and JAMES E.
SMITH, Comptroller of Currency,

Defendants

,1"..*DI /Y
FEB 21973

W. J. fi.rx
ArtIllin rolint!OR lIC vSIHcrc, A:.NA

• 4---PLPUTY CItk -

CIV. NO. 71-410-Pa-WEC

FINDTMS CF FACT AND
CONCLU3ICN1 OF LAW

Based upon thorough examination and full consideration of the

memoranda and argument of counsel as well as the exhibits and testimony

adduced at trial the Court hereby makes the following Findings of Fact

and Conclusions of Law. The Memorandum of Decision, filed this date, is

maae_a part hereof and incorporated herein by reference.

FINDIN3S OF FACT

1. The plaintiff is an Arizona corporation, incorporated under thc

laws of the State of Arizcna in 1966.

2. The Valley National Bank is a national banking association,

whose principal place of business is in Phoenix, Maricopa County, State

of Arizona.

3. The defendant, James E. Smith, is the duly appointed and acting

Comptroller of the Currency of the United States of America.

4. The Comptroller of the Currency is the official charged with the

administration of the National Bank Act.

5. On or about June 9, 1959, the Comptroller's office issued its

first written opinion approving the sale by a national bank of certain

data processing services to the public.

6. In the March 1964 supplement to the Comptroller's Manual for

National Banks, the Comptroller's opinion on the subject was publishc,:

as an interpretive ruaing (12 C.7.2..E7.CO), which stated the

Ccmptroller's view as follows:
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"A national bank may make available for the use of
others data processing equipmant acqaired for the primary
purpose of performing a service incidental to banking."

7. Paragraph 3500 has bc'en modified and rephrased several times

end prior to April 22, 19740 read as follows:

"Incidental to its banking services, a national bank
may make available its data processing equipment or perform
data processing services on such equipment for other banks
and bank customers." •

8. On or about April 22, 1974, paragraph 3500 was amended to read

as follows:

• "(a) A national bank may use data processing equipment
and technology to perform for itself and othars all services
expressly or incidentally authorized under the statutes
applicable to national banks. For example, as part of its
banking business and incidental thereto, a national bank may
collect, transcribe, process, analyze, and store, for itself
and others., banking., financial or related economic data. In
addition, incidental to its banking business, a national bank
may (1) market a by-product (e.g., program, output, etc.) of
an above-described data processing activity; and (2) market
excess time on its data processing equipmant so long as the
only involvement by the bank is furnishing the facility and
necessary operating personnel.

(b) The provision of data processing services by a
national bank to others is subject to the prohibitions con-
tained in 12 U.S.C. 1972 concerning tying arrangements,
reciprocal dealing, and price discrimination. In particular,
a national bank may not require any party who is or preposes
to be a customer for any service or product of the bank to
utilize any data processing service offered by the bank, and
the bank may not fix or vary the considaration for any
extension of cradit, lease, or sale of property or provision
of another service on the condition or requirement that a
customer utilize a data processing service offered by the bank."

9. Beginning in 1955 or 1965, Robert Palmer, acting through his

contacts with Hart, Schaffner & Marx in Chicago, and its subsidiary

nanny's in Phoenix, started negotiations by which NM', ultimately

would perform data processing services for Hanny's in Phoenix, Arizona,

by using data processing equipment sold by rcR. An agreament was

reached with Hanny's through iLs Officer, Les DeFreese, and through

officers of Hart, Schaffner & Marx, that Kanay's would receive data

processing services from the plaintiff indefinitely as long as the

service was statisfactory and the price for that service was compctitiva

'It
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10. In late 1966, or early 1967, the plaintiff originally offered

the services described in the bbohlet called the "8-c Plan."

11. During 1957, through 1971, NRCA performed data processing

services fc: Nanny's.

12. The plaintiffdocs not now, nor has it ever owned on NCR 315

Computer or any other computer.

13. In 1968, Mr. Jere J. Brommer, now vice president of the VNB

conducted a market survey of some retail businesses in Arizona, including

retailers who were obtaining data processing services from the plaintiff.

Sometime in 1958, the VNB decided to acquire from NCR a computer and the

related programming for the purpose of offering to perform data

processing services substantially identical to data processing services

being then offered by NRCA in conjunction with NCR.

14. In 1969, VNB acquired from NCR an NCR 315 computer, which was

subsequently replaced by a more modern computer.

15. The VNB owned the 315 computer, its replacement computer,

and all other computers on which it performs data processing services,

except in extraordinary circumstances when it buys computer time.

16. Prior to the acquisition of an NCR computer by V113, the

plaintiff was offering certain data processing services to businesses in

Arizona, concentrating on retail businesses. After the bank purchased

the computer, VNB competed with the plaintiff by offering similar data

processing services to the same businesses or types of businesses.

Without the competition from the VNB, Haney's in reasonable probability,

would have continued to be a customer of NRCA for the reasonably

foreseeable future, but as a result of the acts of VVB, Nanny's

terminated its agreement with the plaintiff as of October 1, 1971.

17. Sometime after the acquisition of the NCR 315 computer, the

VLB began to offer to the public the data .processing services described

in the booklet entitled "VIIS Retail Information Systems."

18. ,The NCR 315 computer and its related programming was not

acquired by the VNB for the purpose of maintaining financial records 07

69-452 0 - 76 - 20
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the discounting and negotiating of promissory notes, drafts, bills of

exchange, or other evidence of debt; for keeping a record of funds

deposited with the bank; keeping a record of the buying and selling

exchange coin and bullion; or for keeping a record of loans of money

on personal security or obtaining, issuing or circulating notes.

The NCR 315 computer and the related programming were purchased by the

VNB to offer the Retail Information System to persons whether or not

they were customers of the VNB.

19. The Retail Information System offered by the VNB to retailers

in the State of Arizona is strictly the manipulating of punch. paper

and optical tapes to produce manager information reports.

20. The VNB has offered data processing services to retailers in

the State of Arizona in reliance upon the rulings of the Comptroller of

Currency, including 12 C.F.R. § 7.3500 and its predecessor rulings.

21. In the summer of 1971, Nanny's entered into an agreement with

VVB to provide it with certain data processing services commencing as

of October 1, 1971.

22. Hano's was a commercial depositor with the VNB.

23. The data processing services received by Nanny's after October

1, 1971 were essentiPlly the same as those it had been receiving from

NRCA prior to October 1, 1971.

24. Prior to the changeover by Nanny's from NRCA to the VNB for

its data processing services, Nanny's had paid NRCA more than

$250,000.00 for the services provided by NRCA.

25. Prior to October 1, 1971, Nanny's had paid to NRCA more than

$5,000.00 per month for data processing services.

26. VNB has continued to perform certain data processing services

for Nanny's to the presen*. date.

27. In 1971 and down to the date hcreo the VNB has offered to

perform data processing services or has made time available on its



fo.

2

3

4

6

7

8

9

10

11

.12

13

. 11

15

16

17

38

19

20

21

299

computer for the performance of data processing services that nre not in

any way incidental to the business of banking such as student record::

of the Maricopa County Community College District in Maricopa County,

State of Arizona.

28: The amount in controversy and the value of the richt involved hr

exceed the sum of $10,000.00 exclusive of interest and costs.

29. The Court has no evidence before it to show that the

Comptroller's ruling is unreasonable, irrational, arbitrary or

capricious.

CONCLUSIONS OF LAW

1. This Court has jurisdiction over this matter under 28 U.S.C.

§1337.

2. This Court has jurisdiction over this matter under 28 U.S.C.

E1331(a).

3. This Court has jurisdiction over this matter under 5 U.S.C.

E7O1, et sea., the Administrative Procedure Act.

4. This Court is authorized under 28 U.S.C. gE2201 and 2202 to

grant declaratory relief in favor of the plaintiff.

5. The plaintiff has standing to maintain this action against. the

Comptroller of the Currency.

22 6. The Retail Information System as offered by the VNB to retailers
any

23 in Arizona is not directly incidental to/one of the express poweis of

24 banks gtatç. in the National Bank Act, 12 U.S.C. §24(Seventh).

25 t. Tr' the extent specified in the Court's Memorandum of alcision,

26 t:he ruling of the Comptroller contained in 12 C.F.R. § 7.3500 and 39 Fed.

27

28

29

30

31

32

Reg. 14129 (April 22, 1974) is declared invalid, in excess of statutory

authority and contrary to law.

DATED this  2nd  day of  Febrmrv  , 1976.

. • /

GEWG:.: H. DO:..1:2, L;11. U. S.
SAWN; by desicnation

69 452 60G
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• IN THE UNITED STATES DISTRICT ccunT

DISTRICT OF ARIZONA

NATIONAL RETATTraS CORFORATION
OF ARIZOA, an Arizona :
corporation,

Plaintiff

•

VALLEY NATIONAL BANK, a national
banking association; and JAMS D.
SMITH, Comptroller of Currency,

Defendants

,S1-4/7?-"tt
FEB 2 1976
W. J. IU.STV.U. NAAR

UiT4 IT 1',41rC"1"0.; cLi.7.•'«"Av

CIV-No. 71-410 FIEK-Ifth

' DECLARATORY JUDGMENT

The above cause having been fully tried before the undersigned

Judge; a Memorandum of Decision, Findings of Fact and Conclusions

of Law having been entered; and the Court having fully considered

each of the issues presented for the reasons stated in the written

Findings of Fact and Conclusions of Law does hereby render Declaratory

Judgment as follows:

Defendant, James E. Smith, Comptroller of the Currency, in

making and publishing his interpretive ruling contained in

12 C.F.R. g 7.3500 and 39 Fed. Reg. 14195 (April 22, 1975) emceeded

his statutory authority and rendered a ruling contrary to law in the

particulars stated in the Memorandum Decision of the Court.

It is so ORDERED, ATOUTGED and DECREED this 2nd  day of

February  , 1976.

• .
Sr. U. S. District ,:u.Idge,
Sitting ty Assignment

N.,1DE•171

FEB 1 1. 1976

1LERo TEE

• . .
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ASSOCIATION OF
DATA PROCESSING SERVICE ORGANIZATIONS, INC.

210 Summit Avenue/Morava4e, NJ 07645 / (201) 391-0370

January 7, 1975

Mr. Theodore E. Allison
Secretary to the Board

of Governors
Federal Reserve Board
Washington, D.C.

Dear Mr. Allison:

Enclosed is a letter submitted to Mr. James E..,
Smith, Comptroller of the Currency, regarding his offices
present approach to public marketing of data services by
national banks. A copy of the letter was sent to Mr.
Arthur Burns.

ADAPSO, as the trade association for the com-
puter services industry, is most concerned with the "dual"
standard our industry must contend with in acquisitions
made by national banks as opposed to one-bank holding
companies.

On the one hand, Regulation Y as administered
by the Federal Reserve Board "carefully considers compet-
itive impact and overall public benefits evident to the
marketing of data processing services by data processing
subsidiaries of bank holding companies."

Conversely, the Comptroller's office by Inter-
pretive Ruling and other administrative action, makes it
possible for a national bank to market data processing
services even in cases in which the tests of Regulation Y
might rightfully have denied such permission. It seems
to ADAPSO that the spirit of fair competition as deline-
ated in Regulation Y is at cross purposes when a differ-
ent set of rules is applied to national banks.

A specific case in point was the-Comptroller's
action in approving the acquisition of Interactive Data
Corporation by the Chase Manhattan Bank_ which is a sub-
sidiary of the Chase Manhattan Corporation.

The Chase Manhattan Couoration's request to
acquire Dial Financial Corporation of Dos Moines, Iowa
was denied by the Federal Reserve Board by order of Jan-
uary 30, 1974. The Board found, "that the aggregate
public benefits that may reasonably be expected from the
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affiliation of applicant end Dial do not outweigh the

possible adverse effects of such an affiliation. . ."

In the first instance, because the bank made

the acquisition there was no opportunity for Regulation

Y tests to be applied. There is no presumption that the

Federal Reserve Board would not have authorized the ac-

quisition, but there was no opportunity for either ap-

proval or denial.

This "dual" standard places an additional

burden on the conputer services industry. Certainly

the Comptroller's actions are such that it permits a

bank to do directly what the Federal Reserve Board

would not permit it to do indirectly.

ADAPSO believes that this development is of

such rignificance to the computer services industry that

we respectfully request an opportunity to present our

views generally and the Chase Manhattan-interactive

situation in particular to the Federal Reserve Board in

an effort to retain the flavor of the tests established

by Regulation Y.

ADAPSO will be holding its Beard of Director's

meeting in Washington in February. Members of our Bank-

ing Committee will be present at that time and if it is

convenient, we would like to meet uith representatives

of the Federol Reserve Board on February 13. We appre-

ciate your consideration of this request.

Sincerely,

J.L. Dreyer

JLD:lh
Enclosure

bcc Milton Wessel
Robert Otterbourg
Board of Directors

4
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• DATA PROCESSING SERVICE ORGANIZATIONS, INC.
210 Summit Avenue/Montvale, NJ 07645/(201) 391-0870 .

December 9, 1974

Mr. James E. Smith
United States Comptroller

of the Currency
Washington, D.C.

.Dear Mr. Smith:

The Association of Data Processing Service Organi-
zations, Inc. ("ADAPSO"), trade association of the computer
services industry, is seeking once again your review of your
Office's present approach to the public marketing of data

processing services by national bank:—

ADAPSO's position with regard 'to this area of in-

cremental marketing is expressed in the enclosed Position

Paper. It has been the subject of differences which was ap-

pealed to the Supreme Court, several administrative proceed-

ings and lengthy Congressional hearings. Although ADAPSO's

view has by no means been totally accepted, we believe that

a significant measure of success was achieved by passage of

• the "one bank holding company" legislation•and the Federal

.Reserve Boal:d's subsequent amendment to Regulation Y and ad-

ministrative action thereafter.

• The Federal Reserve Board both by statute and by
administrative interpretation, carefully considers competi-

tive impact and overall public benefits incident to the

marketing of data processing services by data processing

subsidiaries of bank holding companies. Although ADAPSO and

its members may from time to time take exception to specif -:t.

cases and applications, the test as stated is one with which

ADAPSO believes it can live.

Unfortunately, however, your Office by InterpretNie

Ruling and other administrative action, makes it possible for

a bank, as distinguished from a holding company, to market data

processing services even in cases in which the competitive im-

pact is negative and the public benefit such that application

to the Federal Reserve Board for acquisition of a holding com-

pany subsidiary would be denied. In other words, the effect

of your Office's action is such that it permits a bank to do

directly what .the Federal Reserve Board would not permit it to

do indirectly.

J. L. DREYER
P:mi-ZSSIONALIShl • INTEGRITY • ETHICS Executiv., Vuce



304

The antitrust principle of "maximum separation"
suggests that, if anything, it would be preferable to con-
duct such an activity as an independent entity in a holding
company structure, rather than directly or by subsidiary.
In logic and common sense, a national bank should not be
.permitted to perform by itself or through a subsidiary, what
the Federal Reserve Board would deny were it operated inde-
pendently as a part of a holding company structure.

ADAPSO dropped its litigation questioning the legal
right of national banks to engage in the public marketing of
data processing services, because banks were switching to the
holding company structure and the litigation was therefore .
largely believed to be moot. However, the issue remains, and
now appears to have been resurrected. It is one which we
would far prefer be resolved by considered review of the under-
lying economic and social principles rather than legal techni-
cality.

We are hopeful that your Office will review this
matter and conclude that it should apply precisely the same
considerations to the marketing of data processing services
by banks, as the Federal.Reserve Board does to independent
entities operating as parts of bank holding structures.

Respectf,tefi?,

JLD:lh

cc The Honorable Wright Fatman
Mr. Arthur Burns

ben Milton Wessel
Robert Otterbourg
Board of Directors
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•

Executive Vice Presider'

Ass.ocialion of Dam Pi'0122,3i1U SONIN opoanizailons,
- 551.. FIFTH AVENUE, NEW YORK, N.Y. 10017 • (212) 651-02227--

March 4, 1974

_

Secretary,
. Board of Governors of the Federal

Reserve System
Washington, D.C. 20551

Re: Proposed Regulations Governing the
Transfer of Funds Through Federal
Reserve Banks . 

Dear Mr. Secretary:

. Enclosed is a Position Paper adopted by the
Board of Directors of the Association of Data Processing
Service Organizations, Inc. (ADAPSO) at a Special Meeting
held in Washington, D.C. on February 20-21, 1974. This
paper represents'ADAPSO's comments in response to the
Board of Governors of the Federal Reserve System's invi-
tation dated November 19, 1973.

ADAPSO is.the trade association of the electronic
data processing services industry. Its membership includes
686 data centers, time-sharing organizations, software
houses and branches located primarily in the United States.
We estimate that its Members perform the major part of the
data processing services in this. country, apart from that
performed by bank and bank holding company affiliated or-
ganizations.

The Position Paper represents tbe 'carefully con-
sidered and unanimous view of the ADAPSO Board of Directors.
tre'urge that the Board adopt its recommendation.

Respectfully,

ASSOCIATION OF DATA PRpCESSING
SERVICE ORGANIZ'TIONS, INC.

(r), C

Jeroue L. 'breyer:'-1
( Executive Vice President
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POSITION PAPER £7'

.ADAPSO POSITION PAPER ON THE
"CHECKLESS/CASHLESS" SOCIETY - - . - .

• - -. *7 7
AS APPROVED.BY ADAPSO BOARD OF DIRECTORS - FEBRUARY 20 1974 

Statement of Position: It is recommended that- the -Board-:

of Governors of the Federal Reserve System initiate a compre-

hensive inquiry into the future economics and social con-

- sequences of the coming "checkless/cashless" society.

Discussion: Repeated statements and actions of the banking

industry and its government regulators make clear that we are

moving toward a "checkless/cashless" society. The rate of

such movement is uncertain but the direction appears certain.

In such a structure, financial transactions would in large

'part be handled electronically, without the use of paper.

A most recent significant step has been the Federal Reserve

System's Board of Governors': (FRB) statement of November 19,

1973, soliciting comments with respect to the proposed electronic

funds transfer system (EFTS). Although the FRB's focus appears

primarily directed towards the legal aspects of EFTS, its solici-

tation is not so restricted. This Position Paper is intended to

be responsive to the FRB's request and is available for public .

dissemination.

ADAPSO has a deep interest in EFTS, both in its capacity' as t
he

trade association of the electronic data processing (EDP) 
services

•

1
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industry and as a member of the public generally.

.-Asa trade: ras.iociation, ADAPSO:believes.-that-animPrderlY

designed EFTS could further exclude non-bank affiliated EDP

services organizations from the EDP marketplace, If. EFTS is •
.•

to link together banks, clearing houses, retailers and other

commercial organizations into a nationwide (and perhaps

ultimately worldwide) integrated economic structure, conscious

and aggressive effort will be required to prevent serious
•

anticompetitive effects.

• As a member of the public, ADAPSO believes that in the design

of EFTS, it is essential in the protection of. human freedom

that the following factors be taken into account:

1. Personal privacy 

Since the data to be accumulated by EFTS makes

possible surveillance of the individual's financial

history, as well as intimate details of his per-

sonal life, it is necessary that guidelines be

promulgated to insure that only needed and proper .

information is accumulated in the EFTS system,

and that such information is disseminated only

to those entitled to it.
e•



308

- Absence of Discrimination 

Bank credit and debit cards are the fore-

runners of EFTS -Today such -cards

granted in the sole discretion of issuing

credit agencies and have, .on •occasion, been
• •

withheld from such groups as women, the aged

or young people without a job history deemed'

sufficient by such credit agencies. Whether

or not such .denials are proper 'under present

law, .appropriate criteria expressed in regu-

lations, are necessary to prevent discrimi-

nation when EFTS reaches its full development,.

3. Possible Antic=petitive Effects

EFTS' proposed economic links between presently

independent economic units could introduce

structural rigidityinto the national economy,.

with possible anticompetitive impact as serious

as certain licensing and franchising arrangements

which have been prohibited by the antitrust law
s.

Measures are required to guard against.such• an.

effect, through the introduction of lawfully

promulgated -standards permitting rapid and easy

coupling and uncoupling between units in and out/.

of the EFTS system.
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Y.4. National Catastrophe'''.

Unless measures are taken to prevent the

creation of a completely interdependent

'economic grid, EFTS could tie together

presently independent economic units in -

such a fashion that the breakdown of any

one part could impair the whole, in the

fashion of the 1965 Northeast U.S. power.

blackout. Measures are required to preclude

the possibility of catastrophic disruption

of our economic structure.

5. Human Frustration 

The frustration of being unable to obtain

understanding response when dealing with

some computer systems is already sufficiently

serious to have resulted in legislative enact-

ment and judicial decision. EFTS could compound

this problem by orders of magnitude. Measures

for human interaction must be included in any

regulatory framework.

•

ADAPSO suspects that the foregoing concerns are only the

.tip of the iceberg, and that the thorough FRB inquiry 5.:.t!'

proposes would uncover perhans even more serious issues. When
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faced with a sinilar kind of regulatory Proposal in 1966, -

the FCC launched such an inquiry with respect to the inter-

action between communications 'and comptiters-:-- - As

of the information it obtained, the FCC has been able to.

take informed action and propose regulations of long-range

significance to our economic and social well being. In -

addition, the materials developed during the rc6 inquiry .;

have been most useful to others in and out of Government:

If the FRS concludes that a general inquiry is not justified

at this time, ADAPSO believes that it should at least preparE

and circulate the Statement required by the National En- - -

';iironmental'Policy Act- Such a Statement would identify the

important considerations involved, thereby making possible

whatever legislative or judicial remedial action might be

indicated.

-;
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BOARD OF GOVERNORS

FEDERAL RESERVE SYSTEM

In .re

Proposed Amendments to
Regulation Y to Implement
Bank Holding Company Act
Amendments of 1970.

COMMENTS OF ASSOCIATION OF DATA
PROCESSING SERVICE ORGANIZATIONS, INC.

The Association of Data Processing Service

Organizations, Inc. ("ADAPSO") is the trade association

of the electronic data processing ("edp") services in-

dustry. Its membership, which includes 575 data centers

located throughout the United States, Canada and the

rest of the world, performed approximately half of the

edp services volume of business done in the United States

in 1970 (exclusive of that performed by banks). .

EXHIBIT C
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Preliminary Statement 

All ADAPSO members of course have commercial

relationships with banks, ranging from the essential

loan, discount, deposit and trust services which are the

traditional services of banking, to the furnishing of

edp services to banks and bank customers, and to com-

petition, direct and indirect, with banks engaged in the

marketing of edp services.

ADAPSO believes that the competitive marketing

of edp services by affiliates of banks holding governmental

monopoly grants in banking matters is inherently unfair

to these customer/competitor relationships, and inconsistent

with the American free enterprise system.

ADAPSO accordingly has a deep and continuing

interest in the extent to which banks and their affiliates

are permitted to engage in the competitive marketing of

edp services.

Summary of Objections 

ADAPSO believes that the marketing of edp services,

as and to the extent it would be authorized by the proposed

amendments to Regulation Y, is not an activity so closely

related to banking or managing or controlling banks as to

11
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be a proper incident thereto, and that the public bene-

fits of such activity would not outweigh the adverse

effects, wiJn the meaning of the Bank Holding Company

Act Amendments of 1970 ("OBHC").

ADAPSO believes that proposed Regulation Y,

insofar as it relates to the marketing of edp services,

is unreasonably broad and permissive.

ADAPSO believes that the specific language of

proposed Regulation Y, insofar as applicable to the market-

ing of edp services, is uncertain and ambiguous.

ADAPSO believes that proposed Regulation Y is

not a proper exercise of the administrative discretion vested

by OBHC in the Federal Reserve Board.

1. The Marketing of
EDP Services Is
Not a Proper
Incident to Banking
and Would Have
Adverse Public Effects.

ADAPSO has long believed that the marketing of edp

services by banks holding governmental monopoly grants in

banking matters and their affiliates, is not a proper

incident to banking under the American economic system and

that such marketing should not be permitted within the

applicable legal tests. ADAPSO's position in this connection

69-452 0 - 76 - 21
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with respect to the provisions of the National Bank Act

and the Regulations of the Comptroller of the Currency, is

set forth in Association of Data Processing Service 

Organizations, Inc., et al. v. Comptroller of the Currency, 

et al., 397 U.S. 150 (1970), 38 U.S.L.W. 4193 (March 3,

1970), pending in the United States District Court for the

District of Minnesota.

ADAPSO also believes that the marketing of edp

services by an affiliate of a holding company within pro-

posed Regulation Y, cannot reasonably be expected to produce

benefits to the public, such as greater convenience, in-

creased competition or gains in efficiency, that outweigh

possible adverse effects, such as undue concentration of

resources, decreased or .unfair competition, conflicts of

interest or unsound banking practices. It believes the

potential dangers of tie-ins and reciprocity would be great,

as would other adverse competitive effects, including those

resulting from bank affiliates of the holding company hold-

ing substantial voting control over other competitors in

their trust departments.

ADAPSO's contentions that the marketing of edp

services to the extent permitted by proposed Regulation Y

Is not a proper incident to banking and that the public

benefits thereof do not outweigh the adverse effects, are
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summarized in the testimony of ADAPSO President Bernard

Goldstein and Past President Frank Lautenberg to the

Committees of the House of Representatives and the Senate

which considered OBHC.

2. Proposed Regu-
lation Y is
Invalid as Exces-
sively Permissive.

• § 222.4(a)(9) of proposed Regulation Y authorizes

the marketing of edp services to (i) the holding company

and its subsidiaries, (ii) other financial institutions

or to (iii) "others" ("others" is without stated resriction

except for use of the disjunctive "or," which would exclude

service to the holding company and its subsidiaries and

other financial institutions if such "others" are being

served -- apparently an effort to avoid tie-ins. If

the intent were unrestrictive in this latter regard, the

inclusion of clauses (i) and (ii) would be unnecessary,)

Unless the word "others" is somehow restricted

beyond the effect of the disjunctive coupling, the proposed

grant is excessive as purporting to justify even edp services

to NASA in connection with the calculation of re-entry speeds

for an Apollo mission.

The OBHC legislative history makes abundantly

clear that the main reasons advanced for allowing bank
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holding company affiliates to engage in edp marketing

activities, were because of the need to dispose of

alleged "excess computer capacity" and as a necessary

and integral part of traditional bank services. Yet

§ 222.4(a)(9) is not geared in any way to the use by the

bank subsidiary of so-called "excess computer time" or

"excess computer capacity" nor to any relationship of edp

services provided to a specific traditional banking

activity. Proposed Regulation Y should be limited in these

regards, as OBHC requires.

3. The EDP Marketing
Provisions of
Proposed Regulation
Y'Are Invalid as
Uncertain and
Ambiguous. 

§ 222.4(a)(9) of proposed Regulation Y is not

sufficiently precise in a number of important respects,

including the following:

1. The meaning of the word "principal"

should be clarified. Does it mean more than

50%? Is it the "principal portion" at any 

instant of time? Or is it the average
over a month or other accounting period? If
so, how is the period to be determined?
If the proposed Regulation Y is intended
only to distinguish between internal and
external edp services - which is not its
stated impact - provisions should be included

to assure that the edp subsidiary does not
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simply increase its own work -- whether
economic or not -- so as to always keep
external edp effort less than a "principal"
part.

2. The reference to "principal"
undoubtedly is an effort to carry out
the Congressional OBHC purpose that a
bank affiliate's edp marketing activities
'result from alleged "excess computer time"
or "excess computer capacity." Accordingly,
it should be made clear that the "principal"
reference is with respect to each specific
computer of a bank affiliate, and that the
affiliate may not compute "principal" using
multiple computers (e.g., eleven identical
computers, six of which are used exclusively
for the bank and five exclusively for out-
siders); or using multiple data centers
(e.g., eleven centers, six of which serve
the bank exclusively and five of which are
exclusively for outside marketing activities);
or acquire excess computer capacity, even if
in a single computer, where the purpose is
to serve outsiders (e.g., the acquisition of
a time sharing computer which is clearly not
required for the bank's internal operations).

3. The meaning of the phrases "such
persons" and "such services" should be clari-
fied. If the phrase "holding company and
its subsidiaries" includes the subsidiary
providing the edp services, the provision
of "such services" for "such persons" would
necessarily always equal the total of
edp services supplied -- thereby rendering
the reference to "principal" meaningless.
If the phrase means all subsidiaries other 
than the one furnishing the service, the
holding company is given freedom to increase
the volume of services for outsiders by
simply transferring volume from other hold-
ing company affiliates to the edp affiliate --
again whether or not it is .:conomic to do so.
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4. The word "value" should be clarified.
If value means "price," provisions should be
included as to how it is to be determined
with respect to services performed by a
holding company affiliate for itself and as
to how such internal pricing is to be audited
and with what controls as to internal accounting,
internal incremental costing, internal pricing
and the like. Those aggrieved by the edp
affiliate's activities should be furnished
means to permit inquiry into questionable in-
ternal prices and costs.

5. The phrase "data processing services"
should be clarified. As used, it fails to
differentiate between the tremendous variety
of edp services now offered, which range from
those for strictly bank-related purposes to
those applicable to purely scientific applications,
without distinguishing those which are and those
which are not considered to be incident to
banking.

6. Although the customers included in
subcategories (i), (ii) and (iii) are logically
joined in the disjunctive, the purpose ap-
parently being to avoid tie-ins (as stated
above, the conjunctive would render the use
of subcategories other than "others" meaning-
less), in order to avoid any possibility of
confusion or mistake, it should be made clear
that the edp subsidiary may service any one
of these subcategories, but not more than one.

7. ADAPSO has been very cautious that
the industry does not improperly or unlawfully
perform accounting services in violation of
state law. To the extent that the use of the
word "bookkeeping" suggests the contrary, OBHC
and administrative action thereunder might be
considered to supersede state law in this
regard. It should be made clear that proposed
Regulation Y is not intended to authorize edp
affiliates to market bookkeeping data processing
services in violation of any state licensing law.
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Proposed Regulation Y as it stands does not

furnish sufficient standards to permit administrative

application with the required degree of fairness and

certainty.

CONCLUSION 

The Board of Governors of the Federal Reserve

System should withdraw the proposed Amendments to Regulation

Y insofar as the marketing of edp services is concerned,

and make clear by rule, regulation or other proper ad-

ministrative action that such activity is not so closely

related to banking or managing or controlling banks as to

be a proper incident thereto, and that the public benefits

thereof do not outweigh the adverse effects.

Dated: New York, New York
February 24, 1971

Respectfully submitted,

ASSOCIATION OF DATA PROCESSING
SERVICE ORGANIZATIONS, INC.

7")

By  
)( • . Y.( • •

Bernard Goldstein, President
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Senator MCINTYRE. Thank you.
I have a number of questions. Senator Sparkman, would you like

to comment?
Senator SPARKMAN. I'd rather you went ahead.
Senator MCINTYRE. Pm going to ask a few questions in light of the

testimony. I think that one of the leadoff witnesses was Mr. Mc-
Mullen. Your statement of your travails with the Comptroller's office
is consistent with the testimony of others before this committee. Now
is it unfair to state in your view that bank regulators tend to watch
out for their banks reflecting a sense of constituency among the gov-
ernment regulators and the regulated? Do you think it's unfair for
you to say that in your experience? Do you have that feeling?
Mr. QUINN. If I may Senator McIntyre, I think it's very clear in

the case of the Comptroller's attitude about encouraging national
banks in engaging in nonbanking activities this is a manifestation of
that inherent conflict of interest that he has.
If you look back to 1963 then-Comptroller Saxton not only denied

requests by travel 'agents to curtail bank activities in the travel indus-
try, actually but encouraged them to do it as a device, in his own
words, to attract bank customers. So he has no regard, it seems to us,
for the impact of his rulings on non banking interests, but is con-
cerned exclusively with encouraging expansive bank activities re-
gardless of the consequences.
Senator MCINTYRE. Mr. Mallon, this committee has heard testimony

from Secretary of the Treasury Simon. Since banks have tax depreci-
ation advantages from leasing and other activities, they no longer
need tax-free income and are moving out of municipals.
What is the total volume of leasing activity undertaken by banks in

recent years and what is it projected to be in the future?
Mr. MALLON. Senator, I cannot answer that question as to the exact

amount. We could supply the answer to it regarding the growth.
As far as projected growth in the motor vehicle field of leasing,

there have been estimates that it may be anywhere from 35 to 40 per-
cent by the early 1980's. However, most of those projections were made
in the early 1970's when we did not have a serious energy issue con-
fronting this country and there's been a change in the whole motor
vehicle market, as you well appreciate, because of the dimensions of
the energy impact question. So it may not be the 35 or 40 percent in
the 1980's as was earlier projected in the early 1970's, but there's going
to be a growth. There's no auestion about that.

Senator MCINTYRE. Mr. Delany, how important is it that the proce-
dural provisions of the bill requiring Federal Reserve regulations and
orders to be made only after opportunity for crass-examination and
on the record? Do you regard that exparte communication between
the banks and the Federal Reserve as being a problem for bank com-
petitors?
Mr. DELANY. I think it could be a potential problem, Senator. The

extent to which it takes wouldn't want to be in a position to
accuse anybody of ex parte communication. In our industry's experi-
ences before the Federal Reserve Board in 4(c) (8) proceedings, and
as I point out in my statement, there were certain memorandums and
information that we understood were in the files that were used as a
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basis for having hearings in this area that we were denied access to,
and I think it's a natural occurrence for an agency such as the Fed-
eral Reserve Board that regulates banks to have close contact with the
banks in areas that are not subject to litigation or hearing or admin-
istrative procedures, and there's a natural tendency for the Board to
be in contact with banks and that's why we do support that portion
of S. 2721 that would prohibit such ex parte contacts if they do take
place.
Senator MCINTYRE. Thank you.
Mr. Goldstein, in the light of your experience with the Comptroller,

do you view his office as being a dispassionate and responsible agent
of government? You cited the Chase Manhattan case in your testi-
mony. Are you familiar with the Bankers Trust situation where the
Comptroller approved an activity respecting the identical company
which the Federal Reserve Board had ruled was not engaged in activ-
ities closely relating to banking? Would you say there's a need to
abolish the Comptroller's office? Needless to say, these are Senator
Proxmire's questions.
Mr. GOLDSTEIN. Senator, I'm going to suggest that one part of that

question answers itself. This is not a dispassionate agency at all. This
is an agency that never responded to a letter that we sent some 10
years ago when we were seeking to simply educate the then chairman
of that agency as to the views of our growing industry. I have here
before me a copy of that letter as part of my testimony and I'd like
it entered into the record.

Senator MCINTYRE. Without objection, it will be included in the
record.
[Letter follows:]

ASSOCIATION OF DATA PROCLSSING SERVICE ORGANIZATIONS, INC.,

November 22, 1966.
HON. WILLIAM B. CAMP.
Comptroller of the Currency,
Washington, D.C.
DEAR MR. CAMP: I am writing to request an opportunity to meet with you at

your earliest convenience in order to present our Association's complaint with
regard to what we believe to be the unlawful marketing of electronic data proc-
essing services by many national banks.

After exhausting all other possible sources of administrative and executive
relief, our Association has reluctantly adopted the following resolution:
"Whereas, the Officers and Directors of the Association of Data Processing

Service Organizations, Inc. have received a continuing and very substantial
number of complaints from Members with regard to serious damage resulting
from the unlawful marketing of electronic data processing services by banks,
and
Whereas, the Board of Directors views with serious alarm the accelerating

growth in the marketing of such services by banks, which it considers to pose a
threat to the competitive welfare of its Members and even to its own continued
successful existence; and
Whereas, the Board has determined to take such action within its limited

resources as it may lawfully, in an effort to put an end to this illegal action,
Now, therefore, it is unanimously:
Resolved. That to the extent permitted by law, and within the practical limits

of its resources, ADAPSO will assist and participate in judicial proceedings
instituted to end the unlawful marketing of electronic data processing services
by banks."
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We are hopeful that our presentation will convince you that the activities of
many 'national banks in the data processing service business are not incidental
to the business of banking, and hence are not activities in which national banks
may properly engage. Accordingly, our Association's Executive Committee has
directed that we present our application for relief to you as the new Comptroller
of the Currency, before taking any further action to implement the foregoing
resolution.
I hope you will find it possible to grant this request for an early meeting.

Respectfully,
SALVATORE PARISI,

President.

Mr. GOLDSTEIN. Further, we have found this agency to suffer by the
incestuous movement of personnel back and forth between the indus-
try it regulates and the regulators. It's an unfortunate part perhaps
of our society. I sat in this room before this hearing began today and
heard for the first time a new officer of the Housing Department being
interviewed by Senator Proxmire. His predecessor was attempting to
arrange consulting contracts before he left office. It's sad, but fre-
quently a necessity when a government officer leaves to seek further
employment that he is logically driven in the direction in which he's
expert. We find in data processing, and I suspect other people find
in other industries, that with the close relationship between regulator
and regulated, adversely affects a new industry unfavorably. We do
not find dispassionate hearings.
In response to your third question, I'm not familiar with the issues

of the Bankers Trust case and can't respond to it. The case I picked
and included in my testimony was the Chase Manhattan Bank matter,
which was a data processing matter, and therefore, one I was familiar
with.
Senator MCINTYRE. Mr. McMullen, how imperative is it that the

procedural protections in this bill guarantee due process?
Mr. McMuLLEN. It's critical. We think, number one, that it's

critical and the sooner they are imposed the better. For 10 years we
have been fighting with them and we share th grave concern here of
many other people and so, as I say, we heartily endorse it and we hope
it moves forward as quickly as possible.
Senator MCINTYRE. Mr. Mallon, can you give the committee an ex-

ample of just how banks market automobiles, their advertising, ac-
cessory sales and repairs, and how does the customer shop at the bank
for a car? What happens to the car at the expiration of the loan?
Does the bank take possession of the car and is it sold as a used car?
Mr. MALLON. Senator, we have added as companion material to our

testimony examples of ads run by banks throughout the United States
as a way of inducement to consumers that they can get discounts, as
I mentioned earlier, on tires and related services and what have you.
As far as the marketing procedures, the banks are talking about in-
direct and direct leasing programs. Now they are not too visible pres-
ently on a national basis with direct leasing programs and there's a
strong reason for that, they are very aggressive in the indirect area
which when you really fully analyze it it's a misnomer because it's
truly 'a direct basis as well. But, nevertheless, what they do is they
sign up dealers for their indirect leasing program and then they ad-
vertise for those consumers who are interested in pursuing the lease
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avenue to contact one of their dealers signed up in the program. The
consumer would then come into the dealership indicating that he
would like to sign up on the lease program and by formula the bank
says to the dealer, in effect, in certain model automobiles we will pro-
vide you front-end money.
Let me give you an example. On the standard-sized car, they might

say the front-end money will be $400 and I think I can really put
this in very clear perspective by giving you this example. Let's take
a totally independent lessor, like Fleet Leasing Co., and let's take an
independent lessor but related with an automobile franchise to a
manufacturer, such as Mallon Motors, Inc. and then let's take the
bank leasing program. If the consumer would go into Fleet Leasing
and inquire about a standard-size car, Fleet Leasing would make a,
determination from whom it would desire to buy that vehicle and un-
doubtedly because of the marketing practices pay anywhere from $50
to $100 over invoice to the dealer from whom it would purchase.
Mallon Motors being a Ford dealer, let's say we're talking about a
Chevrolet, could call a Chevrolet dealer and say, "I have a leasing
prospect. How much would you sell me that particular Chevrolet ?"
And the standard practice would, once again, be somewhere around
$50 to $100 over invoice.
However, in the bank situation, they will say to that dealer,

"We'll pay you S400 over on that particular car. You supply the car.
We set up the lease transaction and we handle it from there on and
you're totally out of it." Now these gratuitous situations are a beauti-
ful romance at this point and we know pragmatically that's what it
is, a romance, because philosophically, down the road, when the bank
is able to convert directly to their direct leasing program by having
virtual control over the lessee, they will then dictate what price they
are going to be paying in the market for the acquisition of cars and
they are going to come to the point of saying RS an argument, "We
can't continue to pay these high prices in purchasing these cars when
other fleet operators are paying $50 and $100 over." This is what's
going to happen, but they are willing to pay these very high, inflated
prices at this point in order to get the lease on their books and once
they get them on their books and their whole advertising program
they will have the envelope stuffers with monthly statements and
everything else. But we know this full well. This is the approach that
they are going to be using and the reason you don't hear very much
about the bank leasing program any more—and you will find in the
transcript of the testimony in the western district court of Washing-
ton at Seattle that Seattle first testified that it only had three direct
leases on the ;books since it began its automobile leasing program in
January 1973. and our counsel asked them: "What caused von to cease
and desist for a while from the direct leasing program?" Well, it's
very evident. When we filed the lawsuit questioning the legality for
the Comptroller to interpret the statutes and allow them to get into
leasing, that's what caused them to get ou of the direct method tem-
porarily.
Senator MCINTYRE. Mr. Goldstein, the last question I will ask be-

fore yielding to Senator Sparkman, in view of the size of the com-
panies in your market, how well do you think you can compete against
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banking organizations which might enter your business, and give us
an idea of the size of the firms in your market compared to bank
holding company competitors?
Mr. GOLDSTEIN. The typical firm in the computer services industry

has gross revenues of approximately $550,000 to $600,000 a year. It's
typically started by a computer technician servicing his local com-
munity. The largest independent firm in our industry has revenues
perhaps of $220 million and it scales down rapidly to that low aver-
age size. Many firms in our industry have revenues of $300,000 or
$400,000.
The advantage that the banks have in respect to that type of com-

petition are twofold. Number one, their enormous financial reserves,
an issue which has been addressed by others before this committee and
I will not take your time to repeat them. The far more serious ad-
vantage over and above those financial reserves is the marketing ad-
vantage, the very nature of the relationship between the bank and
data processor users. After all, a vast majority of data processing in-
volves the production of payrolls, the tabulation of sales statistics,
accounts receivable, the standard bookkeeping-accounting type of ap-
plications. That type of service is sold frequently to small business-
men. Small businessmen are very dependent upon credit for their
businesses. The implied, or covert, or tying effect, call it what you will,
of that relationship—that need, that requirement for credit—is an
awfully persuasive, powerful, destructive marketing tool against us
as competitors in the marketplace.
Senator MCINTYRE. Senator Sparkman.
Senator SPARKMAN. Thank you, Senator McIntyre. I regret that I

was not able to be here to hear your original statements and I still am
not clear on just where we are and where we are going, and I guess
that's true with you folks, too.
I believe you mentioned something about the one-bank holding com-

pany act. Does this grow out of that?
Mr. GOLDSTEIN. Senator, I believe, in large part, it does. The 1970

Bank Holding Company Act remanded a great deal of supervision
and authority to the Federal Reserve Board. We may, and indeed do,
argue with a lot of the positions the Federal Reserve Board has taken,
but at least there's an opportunity to be heard in that particular
agency.
The example that I gave—and I don't want to repeat myself, but I

think it illustrates better than all the language I could put before
you—the Chase Manhattan Corp. is a holding company and there-
fore subject, if you will, to the legislation that emanated from the
committee under your chairmanship. However, the Chase Manhattan
Co., for reasons best known to it, and which I can surmise, decided
when it was going to acquire a data processing subsidiary and that it
would avoid going to the Federal Reserve Board and therefore be sub-
ject to your legislation and, instead, proposed that acquisition
through a bank subsidiary corporation, a national bank, and then
went to the Comptroller of the Currency because that was his regu-
latory area.

That's the way the pie is cut between the two agencies and it was
that agency that approved the transaction. We question whether the
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Federal Reserve Board would. We will never know. The Federal Re-
serve Board never had the opportunity. We never had the oppor-
tunity before the Federal Reserve Board and, sadly I say, the legisla-
tion of this Congress therefore was not followed in terms of what I
suspect was your intent when that legislation was passed.
Senator SPARKMAN. Now a little bit ago you used the expression

"closely related" business. That was the language in the Bank Hold-
ing Company Act. I remember quite well the difficulty we had in
conference and I think that was the key phrase that we agreed on in
the conference, "closely related," and of course one activity might be
closely related in the eyes of one person and not in the eyes of another.
So as I recall, and this is going back for some time—that was 1966—
Mr. GOLDSTEIN. 1970.
Senator SPARKMAN. We more or less made the Federal Reserve

Board the referee, didn't we?
Mr. GOLDSTEIN. Sir, you did.
Senator SPARKMAN. And do I understand that you say that instead

of going that route, the Comptroller issued some kind of edict?
Mr. GOLDSTEIN. Yes, sir, I say that the Chase Manhattan Bank de-

cided to go to the Comptroller with an acquisition of a computer
services company, I suspect, because it was a more permissive agency.
Remember, they had just been turned down on a proposed acquisition
of a consumer finance company some months before by the Federal
Reserve Board.
The problem with "closely related" at the Federal Reserve Board

is that it's very broadly interpreted there. For example, in data proc-
essing, the Federal Reserve Board—and this was promulgated in reg-
ulation Y—perrnitted virtually all types of data processing services to
be offered by banks except the very obscure, and by the very obscure,
I'm not trying to be humorous. I'm talking about the fact that banks
perhaps cannot process golf handicapping scores because it didn't
deal with dollar amounts—they dealt with golf—and perhaps could
not engage in doing nuclear reactor calculations, but there was very
little else that the Federal Reserve Board, in regulation Y, did not
feel was "closely related."
If the Federal Reserve Board was set up as referee, I would say

that, unfortunately, they didn't draw the center line down the center
of the court.

Senator MCINTYRE. That's an example, it seems to me, Mr. Chair-
man, of one thing that we fail to do here, and that is to oversee legis-
lation that we pass. In conference, didn't we have a contest over the
laundry list of the House and didn't we assemble right here and say
it seems to use that the best place for this decision to be made is with
the Federal Reserve Board?
Senator SPARKMAN. That's correct.
Senator MCINTYRE. I never knew the Comptroller got into the act.
Senator SPARKMAN. I didn't, either. Let me get clear in my own

thinking. This was an action on the part of the Chase Manhattan
Bank going of their own accord to the Comptroller. Is that right?
Mr. GOLDSTEIN. Yes, sir, and, Senator Sparkman, that's right that

the House did pass a laundry list. I can understand your confusion in
terms of a growing new field like data processing and not wanting to
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put into legislation a laundry list, but I want to say when that
laundry list—when that bag of laundry got to the Federal Reserve
Board, it was pressed. It was all permitted. It wasn't even divided.
Senator MCINTYRE. I don't want to usurp the time of the chairman,

but that was the problem. We were saying to ourselves, who am I to
determine whether data processing—why don't we give it to the
Board. And we were thinking of the long tenure of the Federal Re-
serve Board and we were thinking of the group—how many Federal
Reserve Governors do we have—seven. I never could have conceived
of the Comptroller, who I happen to have a great deal of respect for
—that he was going to be the arbitrator. That's what I say. We're not
doing enough oversight. I'm glad to say that our chairman now is
doing that.
Mr. QUINN. May I add just one point to that? It is ironic because

back in 1963 the then Comptroller of the Currency Saxton authorized
this whole range of nonbanking activities and he was challenged in
the court by the travel agents, by the insurance agents and data proc-
essing people, and in every single instance the court upheld the chal-
lenge and struck down the Comptroller's ruling as being invalid.
When his successor, William Camp, came into office, he encouraged
banks to form one-bank holding companies by his own admission, as
Mr. McMullen's testimony states, as a device to avoid these court chal-
lenges. It was a loophole to encourage the banks to take advantage of
them.
When the Congress closed the loophole in 1970 by giving the Fed-

eral Reserve Board additional power and responsibility it offered a
degree of relief—but not sufficient relief in our view.

Ironically, what's now happening is that the banks are coming back
to the Comptroller and using his very lax and very permissive regu-
lation over banks to get back and do things that the Federal Reserve
Board says is impermissible. That's happened in the travel field. The
Federal Reserve Board held it's illegal for bank holding companies
to operate travel agencies. Still, national banks are continued to allow
to operate travel agencies because of the malfeasance of the Comp-
troller. So there's a gap and we think that enactment of S. 2721 and
S. 2298 would close that.
Senator SPARKMAN. I simply want to say this. I was not aware that

there was this conflict and I think it's a good thing that it's been
called to our attention. I think the committee will give it most careful
consideration, because it was our hope that we were getting away
from loopholes. The House had its laundry list and finally we worked
out this rule of reason about it being closely related, and setting up
the Federal Reserve Board as the one to make the decision. I don't
think any of us dreamed at the time that any conflict such as this
would ever arise.
Mr. WESSEL. May I make a comment? This may be helpful because

it relates to a specific meeting we had with a half dozen Federal Re-
serve Board staff. There are, of course two tests. One looks at the
"benefit" test as well, once one gets past the issue of whether its "re-
lated." Applying the benefits test, after you assume there is a relation-
ship, then the question is, is there a public benefit and what kind? We
have been trying to assert as strongly as we could that if the activity
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is going to be permitted, let's do it in a fair way. Let's not use an
"edge." Let's have a different place of business. Don't even do it in
the same territory you're giving credit in, and you won't have some of
these problems of "tying effect" Mr. Goldstein is talking about. The
Federal Reserve has been somewhat receptive to that. Some of their
governors have made speeches saying they think this is a good con-
cept. Why do you have to be in this territory? Go on out to another
State where you haven't got the credit resource. And they have been,
in some degree, sort of helpful.
When this Chase silmation came along and we could do nothing at

all with the Comptroller—at that point they were willing to answer
a letter but that's about all—we went back to I he Federal Reserve
Board and we had a session with a number of the members of the
staff. I don't have the names here but we have them in our file. And
we said, "Look, we know the reason that they didn't come to you is
because you're considerably more restrictive in this public benefits
area. The Comptroller doesn't even give any consideration to it. Why
can't you come in here and assert some authority ?" And their answer
was, "First of all, we really don't think we can overrule the Comp-
troller. We don't have that authority." But also—they sort of smiled,
agreeing that a different kind of test is being applied by the Comp-
troller, and that they don't agree—at least these personnel do not
agree with the way in which the Comptroller is allowing such an ex-
cess of market power to spill over from the banking line of commerce
into all of these lines of commerce. Specifically we are talking about
data processing. I guess that's the key problem. They know the power
is there and I believe if you were to call some of the staff before this
committee and ask them, "Do you apply a different test when you're
considering whether something ought to go on terms of sheer market
power concerns, purely antitrust principles"—maybe not as a matter
of law, but as a matter of competitive principle, they would say, "Yes,
we do apply a different test." The Comptroller doesn't even think
about it.
Senator MCINTYRE. Gentlemen, thank you. I want to, on behalf of

the committee, extend our appreciation for your appearance here to-
day and your testimony. As I said, I had other matters on my mind.
We will try to take a look at this question. Certain things that popped
up here today are surprising, so I hope somehow during the course of
these hearings that justice will prevail and you will get the relief, if
that's what you should have. Thank you all for your testimony.
[Whereupon, at 12:15 p.m., the hearing was adjourned.]

0




		Superintendent of Documents
	2024-04-03T04:42:42-0400
	Government Publishing Office, Washington, DC 20401
	Government Publishing Office
	Government Publishing Office attests that this document has not been altered since it was disseminated by Government Publishing Office




