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Mr. Chairman,
My appearance here today is in response to your request for the 

views of the Board of Governors of the Federal Reserve System about the 
nembanking activities of foreign bank holding companies. The questions you 
raise touch on some fundamental issues and I welcome the opportunity to 

address them.
In this statement, I shall direct my remarks to: first, the 

nature and public policy rationale of the nonbankiug prohibitions of the 
Bank Holding Company Act; second, the public policy reasons for the exemp
tions from these prohibitions that the Act provides for foreign bank holding 
companies; and third, the Federal Reserve's interpretations and administra
tion of those exemptions. This organization accords, I believe, with the 
thrust of the questions contained in your letter inviting testimony on 
this subject.

The Nonbanking Prohibitions of the Bank Holding Company Act
The public policy in the United States that seeks to maintain a 

general separation between banking and commerce is of very long standing.
The reasons for this policy are grounded in the economic and social history 
of the country. A major concern has always been the fear of undue concen
tration of economic power that might result from bank control of commercial 
enterprises. A somewhat related concern has been about unfair competition 
that might result from some firms being allied with banks and having access 
to credit and other financial services on terms not available to unaffili.ated 
competitors. Still another concern has been about possible conflicts of 

interest between a bank's fiduciary responsibility to its depositors and 
its own economic interests deriving from ownership of norJi.ïfikiug firms.

The tradition of separating banking and commerce *rad the concerns 
underlying i l <-re so i>.eply ingrained in the public conscience as to makeDigitized for FRASER 
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further elaboration unnecessary. Indeed, because of the strength of the 
tradition, I doubt that there has been much fundamental rethinking of the 
continuing validity of the concept in today's circumstances.

In any event, because of this public policy, banks have in general 

been prevented by law from holding ownership interests in commercial enter

prises. Only limited exceptions have been allowed. The policy of separating 

banking and commerce was clearly one of the cornerstones of the bank holding 

company legislation in 1956 and again in 1970. In the latter instance, the 

debate was not about whether bank holding companies should be permitted to 

engage in nonfinancial business; rather, it centered on the kinds of financial 

business in which they might be permitted to engage as ancillary to their 

banking business.

As amended in 1970, the Bank Holding Company Act prohibited bank 

holding companies from holding the shares of any company that is not a 

bank, with a limited number of exceptions. These exceptions included: 

shares of any company so long as the ownership interest is less than 5 per 

cent; shares in which national banks may by statute invest; shares held 

in a fiduciary capacity; shares acquired in satisfaction of debts previously 

contracted; and shares of premises and other companies providing operating 

services for subsidiary banks. The central exception to the general pro

hibition was the one contained in section 4(c)(8) of the Act; that section 

conferred on the Board the ability to determine which activities are closely 

related to banking and thus to allow bank holding companies to invest in 

companies engaged in those activities. That exception has been the most 

significant for the development of the bank holding company movement and 

has been the one most surrounded by controversy. Finally, there were 

specific exceptions relating to foreign activity which I shall describe 

shortly.
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The essence of the restrictions on nonbanking activities is that 
they are basically concerned with the structure of banking in this country. 
That concern is directed to the soundness of U.S. banking organizations and 
to the relationship of those organizations to other sectors of the U.S. 
economy. The domestic orientation of that concern is clearly implicit in 
the language of section 4(c)(8). There the Board is to follow a two-step 
process in determining whether a particular activity should be permitted: 
first, it must find that the activity is "closely related to banking" and 
second, the Board is required to find that the resulting public benefits 
outweigh possible adverse effects "such as undue concentration of resources, 
decreased or unfair competition, conflicts of interests, or unsound banking 
practices." These effects are primarily domestic in character.

Foreign considerations in U.S. banking regulation
I should now like to turn to some of the ways in which integration 

of the world economy has affected U.S. banking regulation. As part of that 
general phenomenon, U.S. banks have over the past quarter century spread 
their facilities and activities around the globe; they can now be found 
operating in a wide variety of countries, and providing banking and financial 
services under a wide range of economic and social conditions. In more 
recent years, foreign banks have increasingly come to the United States to 
carry on part of their international operations. Foreign banks operating 
in this country now number about 150, with many of them operating branches, 
agencies and subsidiary banks in several States.

These mutual incursions of national territories inevitably lead 

to potential conflicts of laws and of national policies. Banks coming from 
different national jurisdictions are subject to different laws, rules, and 

traditions: some may be subject to different capital standards, some may
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be primarily Government owned, and their powers will certainly vary. Some 
accommodations and adjustments, both here and abroad, are necessary if the 
benefits of a multinational banking system are to be obtained. Very often 
these accommodations require careful and sensitive attention.

The need for this kind of accommodation is clearly recognized in 
the bank holding company legislation. Whenever it has considered such 
legislation, Congress has been mindful that provisions directed at domestic 
banking conditions might have unintended and unnecessary extraterritorial 
effects, and has made special legislative provisions to that end. Two 
exemptions from the nonbanking prohibitions of the Act have been specifically 
tailored for the special circumstances of foreign banking organizations.
These are contained in section 2(h) and section 4(c)(9) of the Act. In 

addition, Congress provided a specific exemption for the foreign activities 

of domestic bank holding companies in section 4(c)(13) of the Act.

Turning to the exemptions for foreign banking organizations, 

section 2(h) of the Act dates from 1966. As adopted then, the section 

exempted from the nonbanking prohibitions of section 4 of the Act ''the 

shares of any company organized under the laws of a foreign country that 

does not do any business within the United States’* if the shares are owned by 

a bank holding company "principally engaged in the banking business outside 

the United States.This exemption clearly indicated that Congress had no 

intention of restricting nonbanking activities by foreign banks when they 

were conducted exclusively outside the United States.

Section 4(c)(9) was added to the Act in 1970. The section 

authorizes the Board to exempt "shares held or activities conducted by 

any company organized under the laws of a foreign country the greater part 

of v/hose business is conducted outside the United States” upon a determina

tion that the exemption 'would not be substantially at variance with the

-4-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



purposes o f  th e A ct and would be In  th e p u b lic  i n t e r e s t . "  When t h is  exemp

t io n  was proposed, i t  was supported by th e Board. Chairman Bum s s ta te d  

in  Sen ate  testim o n y : "We do n o t b e l ie v e  C ongress in tended  the A ct to  be 

ap p lied  in  such a way as to  impose our id e a s  o f  banking on o th e r  c o u n tr ie s .

To do so m ight in v i t e  fo re ig n  r e t a l i a t i o n  a g a in s t  our banks o p e ra tin g  

abroad , to  the d etrim en t o f  the U nited S t a t e s . "

As written, section 2(h) was essentially self-administering and 
no regulations were issued by the Board to implement that section. Section 
4(c)(9), on the other hand, was much more generally drawn and the Board 
adopted rules implementing that section in December 1971. In adopting 
these rules, the Board followed the required procedures of publishing 
proposals for public comment and then reviewing those comments before 
adopting a final rule.

These rules first defined the foreign bank holding companies to 
which the exemption would apply as those companies "organized under the laws 
of a foreign country, more than half of whose consolidated assets are located, 
or consolidated revenues derived outside the United States/' At the time, 
this seemed a reasonable measure to assure that the companies affected were 
foreign in fact, as well as in name. The rules then went on to exempt
(1) all activities conducted outside the United States, (2) activities con
ducted inside the United States incidental to international and foreign 
business, (3) ownership of companies principally engaged in the United States 
in financing or facilitating international or foreign transactions, and (4) 
ownership of up to 25 per cent of the shares of any foreign company more than 
half of whose assets or revenues are located or derived outside the United 
States.

The first of these regulatory exemptions simply extended the
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statutory exemption contained in section 2(h) to all foreign bank holding 
companies whose activities were mainly outside the United States and not 
just to those principally engaged in banking outside the United States.
The second exemption was a rather limited one since it permitted only 
'incidental activities, by which the Board means those having a direct and 
clearly demonstrable relationship to international business. The third 
exemption was framed to permit the ownership of New York Investment 
Companies by foreign banks; these conpanies are in effect incorporated 
agencies of foreign banks in New York. The fourth exemption took cognizance 
of the fact that in a number of foreign countries, banks are permitted to 
make portfolio investments in nonbanking firms and that these firms in 
turn might have operations in the United States. In addition to these 
general exemptions, provision was made for other activities and investments 
to be allowed upon application to and approval by the Board.

I noted earlier that the 1970 amendments to the Act also con
tained an exemption for the foreign activities of domestic bank holding 
companies. That exemption applies to shares or activities of companies 
doing no business in the United States except as an incident to inter
national or foreign business if the Board concludes that an exemption 
would not be "substantially at variance with the purposes of this Act and 
would be in the public interest.' This exemption paralleled the provisions 
of law governing Edge Corporations, which allow them to conduct activities 
in the United States only to the extent that they are incidental to inter
national or foreign business. No statutory restrictions are placed on the 
kinds of activities that Edge Corporations may engage in in foreign countries. 
However, the Board in regulating Edge Corporations has as a matter of policy 
not allowed them to acquire controlling interests in foreign nonfinancial 
businesses. This policy has been followed because of prudential concerns
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fo r  the C orp oration s and t h e i r  parent banks.

The International Banking Act of 1978 made two significant altera
tions in this legislative scheme. First, it subjected foreign banks operating 
branches and agencies in this country to the nonbanking prohibitions of the 
Bank Holding Company Act, thereby greatly increasing the number of institu
tions to which those prohibitions apply. Secondly, it revised the exemption 
contained in section 2(h) of the Act.

When the International Banking Act legislation was under considera
tion, a number of foreign banks became aware that the nonbanking prohibitions 
would apply to them for the first time and expressed concern about the 
extraterritorial reach of those prohibitions. They were not convinced that 
the Board's authority to make exemptions on a case-by-case basis under sec
tion 4(c)(9) of the Act would provide sufficient protection to what they 
thought was their legitimate business abroad. As a consequence, they sought 
a legislative solution. Section 2(h) was modified to meet these concerns 
and it now provides that: a foreign bank holding company may own shares 
in any foreign company, principally engaged in business outside the United 
States, which owns shares in a U.S. company so long as the latter is in 
the same general line of business. This exemption does not extend to 
companies engaged in the securities business in the United States nor does 
it apply to activities of the kind permitted under section 4(c)(8). The 
latter may be conducted only in accordance with the Board's rules, including 
prior approval where necessary. The statutory amendment does not specify 
what is meant by being in the "same general line of business" but in the 
Senate Report on the ^ct, it was suggested that the four-digit code of the 
Standard Industrial Classification be used for this purpose.

By this amendment, Congress again reaffirmed its unwillingness to 

interfere with the nonbanking activities that foreign banking organizations
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engage in  abroad ; and in  one sense the amendment en larg ed  th e  U .S .-c o n n e c te d  

a c t i v i t i e s  th a t  may be conducted by fo re ig n  companies in  which fo r e ig n  bank 

h o ld in g  companies have an ownership i n t e r e s t .  The amendment has r a is e d  a 

number o f  is s u e s  in  co n n e ctio n  w ith  i t s  re g u la to ry  im plem entation and w ith  

i t s  r e la t io n s h ip  to  the e x is t in g  r u le s  under s e c t io n  4(c)(9) o f  th e  A ct.

The Board r e c e n t ly  co n sid ered  th e se  is s u e s  and has now p u blish ed  proposed 

re g u la tio n s  fo r  p u b lic  comment. Comments are  due Ju n e 30, 1980.
A copy o f  th ose p ro p o sa ls  i s  b ein g  subm itted  fo r  th e  reco rd  as p a r t  o f  th is  

s ta te m e n t.

As the explanatory material accompanying the proposed rules makes 
clear, the Board had to resolve two general questions in impleiufnting 
sections 2(h) and 4(c)(9) of the Bank Holding Company Act. First, a 
determination of the kinds of organization that can qualify for t:1itse 
exemptions from the nonban)-ing prohibitions. Second, a determination of 
the standards to be applied in exempting certain nonbanking activities in 
the United States on the grounds that they are in the same general line of 
business as the foreign parent.

With respcct to the first of these general issues, the Board 
believes that foreign organizations conducting a banking business in the 
United States should themselves be substantial banking organizations abroad. 
In this way, the U.S. banking opeiations will benefit from finsnois7 and 
mpnagerial expertise nccessary to conduct a banking business in a sale 
and sound msnner. Reflecting this belief and the specific language of 
section 2(h). the Boaid's proposals von Id limit the availability of these 
•ixemplions only to forr.igu organizations that are principally engaged in 
the banking business abroad. More sngyKfj^n y T in order to qualify an 
organization would have to (1) be foreign law and have
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its non-U.S. assets or revenues exceed its U.S. assets or revenues, (2) 
have its banking assets or revenues exceed its nonbanking assets or 
revenues, and (3) have its banking assets or revenues outside the U.S. be 
larger than its banking assets or revenues inside the U.S. These tests 
would be made on a consolidated basis.

With respect to the second of these general issues, the Board 
proposals follow the legislative guidance provided by the Senate 
Banking Committee in its report on the International Banking Act. In 
order to be exempt, nonfinancial activities in the United States would have 
to be of the same kind as those of its foreign nonbank parent as defined by the 
four-digit code of the Standard Industrial Classification. The four
digit classification is a fairly narrow one. For example, a foreign 
banking organization has a subsidiary that manufactures automobiles 
abroad; using the Standard Industrial Classification as a guide, that 
foreign automobile manufacturer could invest in a company in the U.S. 
that also manufactures or assembles automobiles but not in companies that 
manufacture, say, tires or motorcycles. The Board believes that this is 
a reasonable way to implement Congressional intent but has specifically 
asked for comments on the use of this test.

Financial activities in the U.S., on the other hand, would 
not be exempt under the proposal unless they were of the kind permitted 
under 4(c)(8) of the Act. This requirement would assure that foreign 
organizations would be treated the same as domestic organizations with 
respect to their U.S. banking activities and other activities closely 
related to banking.

These are the main features of the Board's proposed rules.
Further details and justification may be found in the explanatory material 
accompanying the proposal.
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Concluding Comments

To conclu d e, Mr. Chairman, the b a s ic  p o lic y  o f exempting fo re ig n  

nonbanking a c t i v i t i e s  o f fo re ig n  bank ho ld in g  companies from the nonbanking 

p ro h ib it io n s  o f the Act has been determ ined by C ongress. The r u le s  adopted 

by the Board have sought to  implement th a t p o lic y  in  keeping w ith C on g ression al 

in t e n t ,  as expressed  in  the language o f  the s ta tu te  and in  the d eb ates under

ly in g  the le g i s la t io n .

The Hoard g e n e ra lly  supports the concep t th a t a c t i v i t i e s  o f  an 

e s s e n t ia l ly  fo re ig n  c h a r a c te r  should not be d is tu rb ed  by U .S . laws and re g u la 

t io n -  u n less  they d i r e c t ly  and s ig n i f i c a n t ly  im pact U .S. in s t i t u t io n s  and 

p o l i c i e s .  R e la tio n sh ip s  between fo re ig n  banks and nonbanking a c t i v i t i e s  in  

fo re ig n  c o u n tr ie s  a f f e c t  the s tru c tu re  and fu n ctio n in g  o f fo re ig n  economies 

and f in a n c ia l  m arkets, which are not the r e s p o n s ib i l i ty  o f the U .S . Government 

or i t s  bank su p erv iso ry  a g e n c ie s . So long as th ose fo re ig n  r e la t io n s h ip s  do 

n o t do v io le n ce  to  the o b je c t iv e s  o f  the Bank Holding Company Act r e la t in g  

to  th e s tru c tu re  and conduct o f  banking in  t h i s  co u n try , i t  i s  s e n s ib le  

p u b lic  p o lic y  in  to d a y 's  world to  make an accommodation to  the r e a l i t i e s  o f 

the way in  which in te r n a t io n a l  banking i s  cond ucted .

I do not believe that accommodations of this kind are inconsistent 

with the principle of national treatment. The heart of that principle is 

that within national boundaries, activities conducted by comparable institu

tions will be essentially treated alike. This was what the International 

Banking Act of 1978 sought to accomplish with respect to U.S. operations of 

foreign banking organizations. The fact that those organizations may conduct 

nonbanking activities abroad of the kinds not permitted U.S. banking organiza

tions, either domestically or abroad, does not violate that principle. The 

concern and responsibility of the Federal Reserve and other U.S. banking 

agencies run to the promotion of safe and sound domestic institutions.
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With regard to foreign banks, our responsibility is related to that part of 
their banking business conducted in this country and is not directly con
cerned with the parent institution headquartered overseas.

In your letter, Mr. Chairman, you asked how the position of non
banking activities of foreign bank holding companies applies to the Hong Kong 
and Shanghai Banking Corporation. I believe that Chairman Volcker's letter 
to you of January 14, 1980, addresses that question. I have appended' it to 
my statement and ask that it be included in the record.

In closing, I should like to reiterate my belief that the questions 
you have raised are important ones. The problem of accommodating our national 
policies and objectives to the realities of an increasingly integrated world 
economy is one for which there can be only temporary and imperfect solutions. 
The dynamics of the situation call for continuous reappraisals and adjustments. 
These will certainly be necessary as international banking evolves and as the 
role of foreign banks continues to change in the U.S. economy.
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FEDERAL RESERVE press release

For lnmediate release May 1, 1980
The Federal Reserve Board today issued for comment draft revisions, to 

its Regulation K dealing with the nonbanking activities of foreign bank holding 
companies and foreign banks that have banking offices in the United States.

The Board requested comment by June 30, 1980,
The proposals would grant certain limited exemptions, from the 

nonbanking prohibitions of the Bank Holding Company Act. The proposals address 
the questions of what foreign institutions should be eligible for exemption 
and what types of nonbanking activities by these institutions should be exempted.

The Board has supervisory responsibilities, under both the Bank Holding 
Company Act and the International Banking Act, over the banking operations in the 
United States of foreign institutions (subsidiary banks, branches, agencies, 
and comnerical lending companies).

Further, foreign Institutions engaged In banking activities in the United 
States through such offices here are subject to the prohibitions on nonbanking 
activities of the Bank Holding Company Act and the Board's Regulation Y.

Under the Board's proposals:
1. Foreign organizations in order to qualify for 

exemption would be required to be principally engaged 
In the banking business outside the United States (JL.e., 
more than half of their business must be banking and 
more than half of their banking business must be outside 
the United States).

2. Foreign organizations that fall to qualify for two 
consecutive years would no longer be entitled to the 
exemptions.

3. Foreign organizations that do not qualify under the 
proposed numerical criteria would have an opportunity 
to petition the Board for specific determinations as 
to eligibility for the exemptions.
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4. Permissible nonbanking activities in the U.S. would be 
determined by reference to the four-digit "establishment" 
category of the Standard Industrial Classification (SIC).

5. Activities in the United States that are included in 
Division H of the SIC (Finance, Insurance and Real Estate) 
could only be engaged in with specific Board approval under 
sections 4(c)(8) or 4(c)(9) of the BHCA.

The Board's proposals are made under two sections of the Bank Holding 
Company Act ((2)(h) and 4(c)(9)) that permit qualifying foreign institutions to 
engage in any type of nonbanking activity outside the United States. Under one 
section ((4)(c)(9)) the Board may determine the type of organization that may 
qualify for exemption and what nonbanking activities in the U.S. may be exempted. 
The other section ((2)(h)) is self-implementing, requiring only Board clarificatio* 
and Interpretation. This provision allows foreign institutions "principally 
engaged in the banking business outside the United States" to engage indirectly 
In limited nonbanking activities in the United States.

The Board's proposed amendment of Regulation K is attached.
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TITLE 12 - BANKS AND BANKING
CHAPTER II - FEDERAL RESERVE SYSTEM 

SUBCHAPTER A - BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
[Reg. K; Docket No. R-0291]

PART 211 - INTERNATIONAL BANKING OPERATIONS

Nonbanking Activities of Foreign Bank Holding Companies
and Foreign Banks

AGENCY: Board of Governors of the Federal Reserve System
ACTION: Proposed rule.
SUMMARY: Foreign banks that have branches, agencies, or commercial 
lending company subsidiaries in the U.S., companies controlling such 
foreign banks, and foreign companies that have bank subsidiaries in 
the U.S. are subject to the nonbanking prohibitions of the Bank Holding 
Company Act (12 U.S.C. 1841 et: seq.). That Act also affords exemptions 
from the nonbanking prohibitions for qualifying foreign organizations.
The regulation proposed for comment implements and interprets those 
exemptions by describing the types of foreign organizations that are 
eligible to use the exemptions and the types of nonbanking activities 
and investments that are permissible.
DATE: Comments must be received by June 30, 1980.
ADDRESS: Comments, which should refer to Docket No. R-0291, may be 
mailed to Theodore E. Allison, Secretary, Board of Governors of the 
Federal Reserve System, 20th Street and Constitution Avenue, N.H., 
Washington, D.C. 20551, or delivered to Room B-2223 between 8:45 a.m. 
and 5:15 p.m. Comments received may be inspected at Room B-1122 be
tween 8:45 a.m. and 5:15 p.m., except as provided in section 261.6(a) 
of the Board's Rules Regarding Availability of Information (12 CFR 
§ 261.6(a)).
FOR FURTHER INFORMATION CONTACT: Frederick R. Dahl, Associate Director 
(202/452-2726), Division of Banking Supervision and Regulation; C. Keefe 
Hurley, Jr., Senior Counsel (202/452-3269), or Kathleen M. O'Day, Attorney 
(202/452-3786), Legal Division, Board of Governors of the Federal Reserve 
System.
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SUPPLJ2MENTARY INFORMATION: Section 8(a) of the International Banking 
Act of 1978 (12 U.S.C. 3101 et seq.) ("IBA") provides that a foreign 
bank that does business in the United States through a branch, agency 
or commercial lending company shall be subject to the provisions of 
the Bank Holding Company Act ("BHCA") in the same manner and to the 
same extent as a bank holding company. Companies that own such foreign 
banks are also subject to the provisions of the BHCA. Foreign banks 
and companies that control U.S. banks are "bank holding companies1' and, 
therefore, subject to the nonbanking prohibitions of the BHCA.

Sections 4(c)(9) and 2(h) of the BHCA afford foreign 
institutions certain exemptions from those prohibitions subject to 
regulation by the Board. These exemptions are intended to limit the 
extraterritorial impact of the prohibitions on the nonbanking business 
of foreign organizations. Section 4(c)(9) authorizes the Board to 
exempt by regulation or order nonbanking activities of foreign organ
izations the greater part of whose business is outside the U.S. where 
the Board determines that the exemption is not substantially at variance 
with the purposes of the BHCA and is in the public interest. Section 
225.4(g) of Regulation X (12 C.F.R. 225.4(g)) implements section 4(c)(9). 
Section 2(h) permits a foreign organization that is principally engaged 
in the banking business outside the U.S. to acquire and hold shares 
of foreign nonbanking companies, and indirectly to engage in nonbanking 
activities in the United States.

There is considerable overlap between the exemptions afforded 
under §§ 2(h) and 4(c)(9). For example, both permit a foreign organiza
tion to engage in any type of nonbanking activity abroad, yet, there 
are essential differences between the two. Section 4(c) (9) depends 
upon the Board for its implementation both as to the kinds of organiza
tions that qualify for the exemption and the types of nonbanking ac
tivities exempted. The Board has broad discretionary power under that 
section. Section 2(h), on the other hand, is self-implementing, but 
requires Board regulation for clarification and interpretation. By 
its terms it applies only to foreign institutions "principally engaged 
in the banking business outside the United States.”

Under the Board's proposals:
1. Foreign organizations in order to qualify for either 

exemption would be required to be principally engaged 
in the banking business outside the United States (i,.e., 
more than half of their business must be banking and 
more than half of their banking business must be outside 
the United States).
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2. Foreign organizations that fail to qualify for two 
consecutive years would no longer be entitled to the 
exemptions.

3. Foreign organizations that do not qualify under the 
proposed numerical criteria would have an opportunity 
to petition the Board for specific determinations as 
to eligibility for the exemptions.

4. Permissible nonbanking activities in the U.S. would be 
determined by reference to the four-digit "establish
ment” category of the Standard Industrial Classification 
(SIC).

5. Activities in the United States that are included in 
Division H of the SIC (Finance# Insurance and Real Estate) 
could only be engaged in with specific Board approval 
under sections 4(c)(8) or 4(c)(9) of the BHCA.

The Board has attempted to resolve issues in connection with 
these two exemptions in a manner consistent with the purposes of the 
statutes and their legislative histories. There follows a discussion 
of these issues and the Board's proposed responses:

Qualifying foreign organizations. Because many foreign banks 
engage in nonbanking activities abroad that would not be permissible 
for U.S. bank holding companies, the failure of a foreign institution 
to qualify for the exemptions of §§ 2(h) and 4(c)(9) would present it 
with the choice of either foregoing doing a banking business in the 
U.S. or conforming its worldwide activities to the standards that apply 
to domestic bank holding companies.

In April 1979, the Board proposed to change the definition 
of "foreign bank holding company” in section 225.4(g) of Regulation Y 
to ensure that organizations that qualify for the exemption afforded 
by section 4(c)(9), in addition to being foreign, are principally en
gaged in banking outside the U.S. (44 Fed. Reg. 24,864). The proposal 
reflected the Board's policy that only foreign organizations with con
siderable banking experience should be permitted to acquire U.S. banks. 
That proposal, on which no final action was taken, is subsumed in the 
current proposals.

It continues to be the Board's view that a foreign organization 
that controls a domestic bank should be principally engaged in banking 
abroad to ensure that it is a source of financial and managerial strength 
to the subsidiary bank. Moreover, it is the Board's view that a foreign 
organization that engages in the banking business in the United States 
through a branch, agency, or commercial lending company should also 
be predominantly a banking organization. Thus, the Board is proposing 
that the statutory requirement of section 2(h), that an organization
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be principally engaged in banking outside the United States, also be 
used for the exemptions afforded by section 4(c)(9). Foreign bank 
holding companies and foreign banks with branches and agencies in the 
U.S. would receive comparable treatment under the exemptions.

The Board's proposed redefinition of "foreign bank holding 
company" included the term "principally engaged in the banking business 
outside the United States." Severed, commenters on that proposal pointed 
out that the term is susceptible to several meanings. It is the Board's 
view that the most reasonable interpretation of the term and that most 
consistent with Congressional intent is that which would include only 
foreign organizations for which more than-half of their activities 
worldwide are banking and more than half of their banking activities 
are located outside the United States.
Definition of "banking business"

Under the IBA, a foreign bank with a U.S. branch or agency 
is subject to the nonbanking prohibitions of the BHCA. "Foreign bank" 
is defined in § 1 ( b ) (7) of the IBA as including, in addition to com
panies that engage in the business of banking, "foreign commercial banks, 
foreign merchant banks and other foreign institutions that engage in 
banking activities usual in connection with the business of banking 
in the countries where such foreign institutions are organized." (Em- 
phasis added.) This expansive definition brings within the scope of 
the BHCA foreign institutions on the basis of banking activities that 
are usual in the institution's home country. It would appear that the 
objective of ensuring that a foreign organization that does a U.S. bank
ing business is a source of financial and managerial strength to those 
banking operations can be accomplished by a test that is broader than 
commercial banking in the U.S. context.' The Board proposes to treat 
as "banking" the activities in section 211.5(d) of Regulation K (12 CFR 
211.5(d)) that have been determined to be usual in connection with 
banking or financial operations abroad.

Measurement of banking business. Under the proposed criteria, 
a foreign institution must meet two tests in order to qualify for non
banking exemptions. First, more than half of its worldwide business 
must be banking; and second, more than half of its banking business 
must be outside the U.S. The first test involves a measurement of bank
ing versus nonbanking business; the second, foreign banking versus U.S. 
banking.

Measurement of banking and nonbanking business poses problems 
primarily because under most accounting conventions consolidation occurs 
at ownership levels above 50 per cent, while control is assumed at 25 
per cent levels of ownership under the BHCA. The proposed regulation 
would address these problems by using as a measurement total assets 
or total revenues, leaving it to the foreign organization to choose 
the level of ownership (25 or 50 per cent) at which consolidation or 
combining will take place.
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Measurement of foreign versus U.S. banking presents fewer 
problems once it is determined which activities will.be considered 
banking. The Board proposes that a foreign organization be required 
to meet this test on the basis of more than half of its banking' assets 
being located or banking revenues being derived outside the U.S. It 
is also proposed that all of the assets and revenues of a U.S. subsid
iary bank, branch, or agency be counted as U.S., regardless of whether 
the assets or revenues are booked at foreign offices of the U.S. bank 
or received from or belong to foreign residents.

Change in status. In its proposal to revise the definition 
of "foreign bank holding company," the Board invited comment on the 
question of whether the test should be applied only at the time of an 
application to form a bank holding company or continuously thereafter. 
Comments on this issue were divided. It was pointed out that under 
the tests proposed, uncontrollable events such as exchange rate fluc
tuations could result in temporary disqualification of some organiza
tions.

The Board proposes that an organization that fails to qualify 
for two consecutive years, as reflected in its annual report filed with 
the Board, lose its eligibility for the exemptions. Such an- organi
zation could apply for a specific determination as discussed below. 
Activities and investments undertaken while a foreign organization qual
ified for the exemptions could be retained after the loss of qualified 
status. However, activities or investments undertaken after the end 
of the first fiscal year in which the organization did not meet the 
criteria would not be grandfathered. Such an organization would, in 
effect, be on notice of the possible loss of qualified status.

Other foreign organizations —  Most foreign institutions 
currently conducting a banking business in the U.S. would qualify under 
the recommended definition of "principally engaged in the banking busi
ness outside the United States." In addition, most foreign organiza
tions with tiered structures would qualify since the test would be 
applied on a consolidated basis.

There are, however, instances where large reputable foreign 
banks owned by industrial groups would fail to qualify under the rec
ommended test even on a consolidated basis. Some of these institutions 
may have the financial history, condition and banking experience to 
enable them to operate on a safe and sound basis in the U.S. banking 
market. Strict application of the "principally engaged” test would 
force the parents of such foreign banks to either forego doing a banking 
business in the U.S. or divest their nonbanking (foreign as well as 
U.S.) interests.
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The Board has the authority under S 4(c)(9) to grant exemptions 
on a case-by-case basis to foreign organizations where the Board deter
mines that under the circumstances the exemption would not be substan
tially at variance with the purposes of the Act and would be in the 
public interest. The Board would exercise this authority where appli
cation of the qualifying tests would prevent sound and reputable foreign 
banks from doing business in the U.S. The Board proposes to' permit 
these organizations to apply for exemption from the nonbanking prohi
bitions of the BHCA. The Board would examine the particular facts and 
circumstances of each case to determine if granting the exemption were 
appropriate under § 4(c)(9). If the Board were to determine that a 
potential for abuse exists, the Board could deny the exemption or ap
prove the application conditioned in a manner to prevent the occurrence 
of such abuses.

Nonbanking activities in the United States —  Section 2(h) 
permits a foreign organization to engage in activities in the U.S. 
through a foreign nonbanking company where the U.S. activities are in 
the same general line of business or in a business related to that of 
the foreign nonbanking company. The foreign company must be principally 
engaged in business outside the U.S. and the exemption may not be used 
to engage in the securities business in the U.S. Banking and financial 
activities and activities permissible under section 4(c)(8) of the BHCA 
may only be engaged in with the Board's approval.

It is clear from the legislative history of the IBA that Congress 
intended the Board to use the Standard Industrial Classification system 
for determining the comparability of U.S. and foreign nonbanking activities. 
While the SIC system categories are not precise, they do appear to afford 
a reasonable basis for comparing activities. Because it conforms to 
Congressional intent, and due to the complexity and burden of devising 
an alternative classification system, the Board proposes that the SIC 
be used as the standard by which U.S. activities of exempt foreign or
ganizations are measured. The Board invites comments on the feasibility 
of using the SIC for determining whether U.S. and foreign nonbanking 
activities are in the same general lines of business.

Section 2(h) (2)(1)(B) states that an exempt foreign company:
may engage in the United States in any banking or 
financial operations or types of activities per
mitted under section 4(c)(8) or in any order or 
regulation issued by the Board under such section 
only with the Board's prior approval under that 
section (emphasis added)

The legislative history of that provision indicates that its purpose 
was to preserve competitive equality with domestic organizations by 
limiting the banking and financially related activities that a foreign 
institution could conduct under that exemption, and not to inhibit in
vestments by commercial and industrial companies that have a foreign 
bank in their ownership structures.
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It is proposed that banking or financial operations in the 
U.S. only be permitted where such are permissible under section 4(c)(9) 
of the BHCA or upon application under section 4(c)(9). Division H (Fi
nance, Insurance and Real Estate) of the SIC would be used to determine 
which activities are "banking or financial." In addition to comments 
on this general approach to the issue, specific comments are invited 
as to any activities within Division H that should not be treated as 
banking or financial operations.

Section 8 of the IBA permanently grandfathered nonbanking 
activities of foreign banks that were commenced or applied for prior 
to July 26, 1978. Commenters on the proposed regulations may wish to 
take the opportunity to comment on any interpretive issues with respect 
to the grandfather provisions of the IBA.

Pursuant to its authority under the International Banking 
Act of 1978 (12 U.S.C. 3101 et seq.) and the Bank Holding Company Act 
(12 U.S.C. 1841 et seq.), the Board proposes to amend Regulation Y (12 
C.F.R. Part 225) and Regulation K (12 C.F.R. Part 211) as follows:

1. Section 225.4(g) of Regulation Y would be revised to read 
as follows:

(g) Foreign banks and foreign bank holding companies. In 
addition to the exceptions afforded by this Part, foreign banks and 
foreign bank holding companies may engage in activities and make in
vestments under Part 211 (Regulation K).

2. Regulation R would be amended by designating sections 
211.1 through 211.7 as Subpart A. Section 211.1 of Regulation R would 
be revised to read as follows:

SUBPART A
SECTION 211.1— AUTHORITY, PURPOSE AND SCOPE 

* * * * *

(b) Purpose and scope. This Part is in furtherance of the 
purposes of the FRA, the BHCA, and the IBA. It applies to corporations 
organized under section 25(a) of the FRA (12 U.S.C. 611-631), "Edge 
Corporations"; to corporations having an agreement or undertaking with 
the Board under section 25 of the FRA (12 U.S.C. 601-604(a)), "Agreement 
Corporations"; to member banks with respect to their foreign branches 
and investments in foreign banks under section 25 of the FRA (12 U.S.C. 
601-604(a));— and to bank holding companies with respect to the ex
emption from the nonbanking prohibitions of the BHCA afforded by section
1/ Section 25 of the FRA, which refers to national banking associations, 
also applies to State member banks of the Federal Reserve System by 
virtue of section 9 of the FRA (12 U.S.C. 321).
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4(c)(13) of the BHCA (12 U.S.C. 1843(c){13)); to foreign banks with 
respect to the limitations on interstate banking under section 5 of 
the IBA (12 U.S.C. 3103); and to foreign banks and foreign bank holding 
companies with respect to the exemptions from the nonbanking prohibitions 
of the BHCA and the IBA afforded by sections 2(h) and 4(c) (3) of the 
BHCA (12 U.S.C. 1841(h) and 1843(c)(9)).

*/3. Regulation K would be amended by adding a Subfart. B.- 
Within Subpart B, a new section, section 211.23, would be addid as 
follows:

SUBPART B 
* * * * *

SECTION 211.23— NONBANKING ACTIVITIES CP FOREIGN BANRING \ ‘RGANfZATIONS

(a) Definitions. The definitions of section 211.2 apply 
to this subsection subject to the following:

(1) "Directly or indirectly" when used in reference 
to activities or investments of a foreign banking oigaoiza- 
tion means activities or investments of the foreign banking 
organization or of any subsidiary of the foreign banking 
organization.

(2) "Foreign banking organization” means a foreign 
bank that operates a branch, agency or commercial lending 
company subsidiary in the United States; a foreign lank 
that controls a bank in the United States; and a company of 
which such foreign bank is a subsidiary.

(3) "Subsidiary" means an organization more than 25 
per cent of the voting stock of which is held directly cr 
indirectly by a foreign banking organization or which is 
otherwise controlled or capable of being contra)led by a 
foreign banking organization.

(b) Qualifying foreign banking organization«. To qualify 
for the exemptions afforded by this section a foreign banking organiza
tion, unless specifically made eligible for the exemptions by the Board, 
shall meet the following requirements:

(1) more than 50 per cent of its total assets shall 
be banking assets or more than 50 per cent oi its tsnal 
revenues sha?l be derived from the banking bir&incKs; and

V  Also included within new Subpart B will be regulations concerning 
interstate banking operations of foreign banks and bank holding companies, 
designated as section'211.22. (See 44 F.R. 62902)

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-9 -

(2) more than 50 per cent of its toted banking assets 
shall be located outside the United States or more than 50 
per cent of total banking revenues derived from outside the 
United States. All assets and revenues of a United States 
subsidiary bank, branch, agency, or commercial lending com
pany shall not be considered as "outside the United States."

(c) Determining assets and revenues. (1) For purposes of 
paragraph (b), the total assets and revenues of an organization shall 
be determined on a consolidated or combined basis. Assets and revenues 
of companies in which the foreign organization owns 50 per cent or more 
of the voting shares shall be included when determining total assets
or revenues. The foreign organization may include assets or revenues 
of companies in which it owns 25 per cent or more of the voting shares 
if all such companies within the organization are included;

(2) Assets or revenues that involve activities listed 
in section 211.5(d) of this Part shall be considered banking 
assets or banking revenues when conducted within the foreign 
banking organization by a foreign bank or its subsidiaries.

(d) Loss of eligibility for exemptions. A foreign 
organization that qualified under paragraph (b) of this section shall 
cease to be eligible for the exemptions of this section if it fails
to meet the test of paragraph (b) for two consecutive years as reflected 
in its Annual Reports (F.R. Y-7) filed with the Board. A foreign or
ganization that ceases to be eligible for the exemptions may continue 
to engage in activities or retain investments commenced or acquired 
prior to the end of the first fiscal year for which its Annual Report 
reflects nonconformance with paragraph (b). Activities commenced or 
investments made after that date may continue to be engaged in or held 
on]y with the consent of the Board under paragraph (e).

(e) Specific determination of eligibility for nonqualifying 
foreign banking organizations. A foreign organization that does not 
otherwise qualify for the exemptions afforded by this section, including 
organizations that cease to be eligible for the exemptions, may apply
to the Board for a specific determination of eligibility for the ex
emptions. In determining whether eligibility for the exemptions would 
be consistent with the purposes of the BRCA and in the public interest, 
the Board shall consider the history and the financial and managerial 
resources of the organization, the amount, type and location of its 
nonbanking activities, and whether eligibility of the foreign organi
zation would result in undue concentration of resources, decreased or 
unfair competition, conflicts of interests, or unsound banking practices. 
Such determination shall be subject to any conditions and limitations 
imposed by the Board.
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(f) Permissible activities and investments. A foreign 
organization that qualifies under paragraph (b) may:

(1) Engage in activities of any kind outside the United 
States;

(2) Engage directly in activities in the United States 
that are incidental to its activities outside the United States;

(3) Own or control voting shares of any company that 
is not engaged, directly or indirectly, in any activities 
in the United States except as shall be incidental to the 
international or foreign business of such company;

(4) With the prior specific consent of the Board, own or 
control (i) voting shares of a commercial lending company;
or (ii) 25 per cent or more of the voting shares of Mother 
foreign banking organization;

(5) Own or control voting shares of any company in a 
fiduciary capacity under circumstances that would entitle 
such shareholding to an exemption under section 4(c)(4) of 
the BHCA if the shares were held or acquired by a bank;

(6) Subject to the following limitations, own or control 
voting shares of a foreign company that is engaged directly
or indirectly in business in the United States:

(i) more than 50 per cent of the foreign company's 
consolidated assets shall be located, and consolidated 
revenues derived from, outside the United States;

(ii) the foreign company shall not engage directly 
or indirectly in the business of underwriting, selling, 
or distributing securities in the United States except 
to the extent permitted bank holding companies;

(iii) if the foreign company is a subsidiary of the 
foreign banking organization, its direct or indirect 
activities in the United States shall be subject to the 
following limitations:

(A) the foreign company's activities in the 
United States shall be the same kind of activities 
or related to the activities engaged in by the for
eign company abroad as measured by the "establish
ment” categories of the Standard Industrial Clas
sification (SIC) (an activity in the United States
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shall be considered related to an activity outside 
the United States if it consists of supply, dis
tribution or sales in furtherance of the activity);

(B) the foreign company may acquire the assets 
or shares of a United States company that would 
cause more than 50 per cent of the foreign company's 
assets or revenues associated with a particular
SIC category to be located in or derived from the 
United States only after the parent foreign banking 
organization has given 60 days prior written notice 
to the Board. The Board may, during the notifi
cation period, disapprove the investment, suspend 
the period, or authorize the acquisition to be made 
prior to the termination of the notification period;

(C) the foreign company may engage in activities 
in the United States that consist of banking or 
financial operations, or types of activities per
mitted by regulation or order under section 4(c)(8)
of the BHCA, only with the prior approval of the 
Board. Activities within Division H (Finance, In
surance, and Real Estate) of the SIC shall be con
sidered banking or financial operations for this 
purpose.

(g) Exemptions under section 4(c)(9) of the BHCA. A foreign 
organization that is of the opinion that other activities or investments 
may, in particular circumstances, meet the conditions for an exemption 
under section 4(c)(9) of the BHCA may apply to the Board for such a 
determination by submitting to the Reserve Bank of the district in which 
its banking operations in the United States are principally conducted
a letter setting forth the basis for that opinion.

(h) Reports. A foreign organization shall inform the Board, 
through such Reserve Bank within 30 days after the close of each quarter, 
of all shares of companies engaged, directly or indirectly, in activities 
in the United States that were acquired during such quarter under the 
authority of this section. Such information shall (unless previously 
furnished) include a brief description of the nature and scope of each 
company's business in the United States. Information required need
be given only insofar as it is known or reasonably available to a for
eign organization. If any required information is unknown and not 
reasonably available to the foreign banking organization, either because 
the obtaining thereof would involve unreasonable effort or expense or 
because it rests peculiarly within the knowledge of a company that is 
not controlled by the organization, the information need not be pro
vided, but the organization shall (1) give such information on the sub
ject as it possesses or can acquire without unreasonable effort or ex
pense together with the sources thereof, and (2) include a statement
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either showing that unreasonable effort or expense would be involved 
or indicating that the company whose shares were acquired is not con
trolled by the organization and stating the result of a request made 
to such company for information. No such request need be made, however, 
to any foreign government, or an agency or instrumentality thereof, 
if, in the opinion of the organization, such request would be harmful 
to existing relationships.

Board of Governors of the Federal Reserve System, April 30, 1980.

(signed) Theodore E. Allison

Theodore E. Allison 
Secretary of the Board

[SEAL]
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FEDER AL RESERVE SYSTEM
WASHINGTON. □. C. 20551

P A U L  A  V O L C H E B  

C H A I R M A N

January 14, 1980

The Honorable Benjamin S. Rosenthal 
Chairman
Subcommittee on Commerce, Consumer, 
and Monetary Affairs 

Government Operations Committee 
U. S. House of Representatives 
Washington, D. C. 20515

Dear Mr. Chairman:

I am replying to your letter of December 11, 1979, requesting 
that the Board vacate its order approving the acquisition of Marine 
Midland Banks, Inc., by the Hongkong and Shanghai Banking Corporation. 
Because of the fundamental nature of some of the questions raised in 
your letter, I directed the staff to review the record of the applica
tion with your points in mind to determine whether there were legal 
or procedural irregularities or other grounds that dictate that the 
order be vacated. The staff has advised me that it has found none.
A copy of its memorandum on the subject is attached, to which I would 
like to add a few observations of my own.

In entertaining any request to reconsider or vacate an order, 
the Board must take special account of the public interest in the finality 
of its administrative adjudications. Congress has recognized that this 
principle is central to preserving the integrity.of the administrative 
process by prescribing in the Bank Holding Company Act that applicants 
such as the Hongkong and Shanghai Banking Corporation are, in effect, 
entitled to a final adjudication of their applications within 91 days 
after the record is complete, and that orders in those cases ace open 
to judicial review for only 30 days. The Board for its part has devoted 
substantial time and attention to reviewing its procedures for commont 
on applications and public participation to insure as much as possible 
that all relevant objections to a transaction can be brought forward 
while the case is.pending. Once that is done and an adjudication made, 
the Board by regulation requires interested parties to show promptly 
"relevant facts that, for good cause shown, were not previously pre
sented to the Board" in justification of any request that an order be 
reconsidered.
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The Honorable Benjamin S. Rosenthal - 2 -

Your request raises the issue whether the Hongkong and Shanghai 
Banking Corporation's application should be singled out for exceptional 
treatment and whether the Board should depart from the standards for 
disturbing its orders. After review and consultation with other members 
of the Board, I am unable to recommend to the Board that this be done.
It would be an altogether undesirable precedent, in my view, for the 
Board to attempt to require reapplication for a transaction that has 
not changed in any material respect where there is no evidence of error 
or irregularity in the original proceedings.

Apart from procedural questions that you have raised about 
the Board's action in this case and in a rulemaking proceeding eight 
years ago, which are matters addressed in the attached memorandum, your 
request essentially offers three grounds on which the Board might seek 
to vacate its order. First, you suggest the Board has taken insufficient 
account of the Hongkong and Shanghai Banking Corporation's overseas 
nonbank activities. In this regard, the Hongkong and Shanghai Banking 
Corporation has been a bank holding company for eight years, and it 
cannot be said that the company's character and operations were unfamiliar 
to the Board either in 1971 when the Board adopted its foreign bank 
holding company regulations or at the time the Board considered this 
application. Second, you correctly note that the Board is considering 
an amendment to its regulations that would redefine the class of foreign 
organizations that would qualify for certain exemptions from the nonbank
ing prohibitions of the Act. However, there is no suggestion that, 
assuming the Board amends its regulations, the Hongkong and Shanghai 
Banking Corporation will be unwilling to comply fully and promptly with 
any requirement placed upon it as a result. Finally, you observe that 
the Board did not have the benefit of the Comptroller of the Currency's 
comments in considering these applications. As indicated in the at
tached memorandum,•the-Comptroller of- the Currency was given notice 
of the application at an early stage in its processing. Furthermore, 
discussions occurred between this agency and the Office of the Comptroller 
of the Currency on the general policy issues involved in foreign acquisi
tions while the application was pending.

Given that background and in view of the discretionary authority 
the Comptroller has in determining the merits of Marine Midland Bank's 
conversion application, it appears inappropriate for the Board to vacate 
its order as you have suggested. I would, of course, be prepared to 
discuss with you and your Subcommittee issues of public policy regarding 
foreign bank acquisitions of domestic banks.

Sincerely,

Enclosure
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STAFF MEMORANDUM ON QUESTIONS BY 
HON. BENJAMIN S. ROSENTHAL RELATING TO 

APPLICATIONS BY THE HONGKONG AND SHANGHAI 
BANKING CORPORATION

By letter of December 11, 1979, Chairman Benjamin S. Rosenthal 

of the Commerce, Consumer, and Monetary Affairs Subcommittee of the 

House Committee on Government Operations has asked that the Board withdraw 

its approval of applications by the Hongkong and Shanghai Banking Corpora

tion ("HSBC") and two subsidiaries to acquire Marine Midland Banks,

Inc. ("Marine") and its subsidiaries,-^ and to require new applications 

in order to avoid uncertainty about the legal validity of the Board's 

order and to permit a full review of public policy issues requiring 

clarification. In this connection Chairman Rosenthal has expressed 

particular concern about the consideration the Board gave to HSBC's 

extensive nonbank interests and about the effect of Marine's proposal 

to convert its subsidiary bank from a State bank to a national bank.

In response to this letter. Board staff has reviewed the record of the 

applications and' has found--no basis for requiring reapplication. The 

Board's approval order was issued March 16, 1979, and is now final.

Under section 9 of the Bank Holding Company Act ("the Act") it is not 

subject to further judicial review.-^ Staff believes that the Board 

complied with the procedural and substantive requirements of the Act 

and Regulation Y in its consideration of these applications and that

1/ 65 Federal Reserve Bulletin 354 (1979).

2/ A petition to have the Board's order set aside was dismissed with 
prejudice by the Second Circuit.
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neither »he Board's pending reexamination of its foreign-based bank 

holding company regulations nor the proposed conversion of Marine Midland 

Bank ("the Bank") to national bank status dictates withdrawal of the 

Board's order.

1. HSBC's nonbank subsidiaries were not subject to approval 

in connection with its applications to acquire Marine. It is important 

to remember that the Board was aware of IISBC and its operations and 

that HSBC's nonbank interests had been subject to review long before 

it applied to acquire Marine. HSBC had been a bank holding company 

subject to the Board's jurisdiction since 1971.

HSBC had controlled a single bank. The Hongkong Bank of California, 

since before June 30, 1968, and, accordingly, was required to register 

as a bank holding company after the 1970 amendments to the Act. In 

accordance with those amendments, HSBC's nonbank investments made and 

nonbank activities commenced before January 1, 1971, were grandfathered 

for ten years, and those made and commenced before July 1, 1968, were 

grandfathered indefinitely, All investments made later, and therefore 

not grandfathered, had to conform to the Act and Regulation Y. For 

over seven years HSBC was required to file, and did file, periodic re

ports of acquisitions to the Federal Reserve System. These reports 

disclosed that no acquisitions were made that required Board approval.

The Board's staff, nevertheless, undertook a thorough review 

de novo of HSBC's nonbank interests in order to insure that the Board 

had a thorough acquaintance with HSBC's operations and character, to

- 2 -
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ascertain HSBC's financial and organizational capacity to serve as a 

source of strength to Marine on a continuing basis, and as a precaution 

to verify the permissibility of each of those investments. As a result 

of this review, the staff criticized one indirect minority interest 

in a firm conducting business in the United States, and HSBC disposed 

of that investment promptly and before the applications were presented 

to the Board. With respect to HSBC's other honbank interests, the re

view verified that they were lawfully acquired and held.

2. It was unnecessary in connection with the applications 

to determine conclusively whether HSBC is principally engaged in banking. 

The staff verified that HSBC's nonbank investments in excess of five 

percent^ were permissible under the Act and Regulation Y whether or 

not HSBC was principally engaged in banking.

Two provisions of the Act most directly address the overseas 

operations of foreign bank holding companies. The first i.~ section 

2(h), which concerns foreign bank holding companies that ar? principally 

engaged in the banking business outside the United States. The second 

is section 4(c)(9), which is not similarly limited but concerns foreign 

bank holding companies "the greater part of whose business is conducted 

outside the United States." Because HSBC's nonbank investments, other 

than Marine's nonbank subsidiaries it was applying to acquire, were 

lawfully acquired and held under the authority of section 4(c)(9), it 

was unnecessary to determine whether they might also be permissible 

under section 2(h).

3/ Section 4(c)(6) of the Act permits a bank holding company to invest 
in up to five per cent of the voting shares of any company.

- 3 -
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Section 4(c)(9) authorizes the Board to grant exemption from 

the Act's nonbank prohibitions by order or regulation upon determining 

that "the exemption would not be substantially at variance with .the 

purposes of [the] Act and would be in the public interest." The Board 

in 1971 adopted exemptions by regulation, to which HSBC's nonbank invest

ments conform.-^/ A foreign bank holding company may make investments 

that conform to the regulation without applying to the Board There 

was, therefore, no need to approve each investment at the time it was 

made by HSBC, or to approve those investments at the time HSBC applied 

to acquire Marine.

3. It appears that HSBC is principally engaged in banking 

outside the United States, in case that standard becomes a relevant 

consideration in the future. As Chairman Rosenthal notes, the Board 

has proposed to alter its regulation under section 4(c)(9) in order 

to restrict the exemption to foreign bank holding companies principally 

engaged in banking.-^ As was noted in connection with that proposal, 

most existing foreign bank-holding companies would qualify as foreign

4/ 12 C.F.R. § 225.4(g); 12 C.F.R. §225.124 (related interpretation).
A description of the computations confirming HSBC's eligibility for 
exemption under section 4(c)(9) is attached as Appendix A to this memor
andum. Chairman Rosenthal's letter disputes whether the Board ever 
made the requisite statutory determinations in proposing and adopting 
certain parts of its regulation. While the prefatory material to the 
regulation is susceptible of an ambiguous interpretation, it is clear 
from the context and related material that the determinations were properly 
made.

5/ An application is required, however, for the acquisition of voting 
shares of a company principally engaged in the United Staten in financing 
or facilitating transactions in international or foreign commerce.

6/ 44 Fed. Reg. 24,864 (1979).
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bank holding companies under the proposed amendment. The Board's staff 

believes HSBC would meet the new definition, or any reasonably similar 

definition, even after its acquisition of Marine.—^ Because of this 

probability, and because HSBC's nonbank interests, or all but an in

significant number of them, on the same calculation, are likely to be 

permissible under section 2(h) of the Act regardless of the ultimate 

disposition of the regulation implementing section 4(c)(9), suspension 

of the Board's order pending the conclusion of the proposed rulemaking 

appears unwarranted. In any event, if a nonbank investment of any bank 

holding company becomes impermissible, the Board has adequate supervisory 

powers to require divestiture. The staff has no reason to believe that 

HSBC will not conform promptly to all future requirements placed upon 

it as a regulated institution.

4. The Board determined that it was in the public interest 

for HSBC to acquire Marine and its order so states. In determining 

that the acquisition was in the public interest, the Board was aware 

that HSBC engaged in an unusually wide range of permissible nonbank 

activities overseas. Moreover, before acting on the applications, the 

Board specifically reviewed the adequacy of regulatory and supervisory 

safeguards tluit would prevent Marine's association with HSBC and its 

affiliates from prejudicing the interests of the Bank or its depositors.

5. The proposed conversion of the Bank into a national association 

does not require an application under the Act b/ Marine or HSBC, and

the Board has declined to seek such applications.

- 5 -

7/ Staff computations are attached as Appendix B to this memorandum.
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On March 16, 1979, subject to several conditions, the Board 

authorized HSBC to acquire a controlling interest in Marine. As stated, 

this action was taken in conformity with the procedural and substantive 

requirements of the Act and the Board's regulations. Since that order 

was entered the Federal Reserve Bank of New York has, upon proper applica

tion, granted extensions of time within which the proposed transactions 

may be completed.

Approximately three months after the Board's order, the Board's 

staff was advised of Marine's intention to cause the Bank to apply to 

the Comptroller of the Currency for a national charter, principally 

if not exclusively to avoid further delay or an adverse decision from 

the New York Superintendent of Banks which would prevent performance 

of Marine's contract with HSBC. The Board's staff advised the parties 

that the statutory conversion of a wholly-owned subsidiary bank by itself 

is not a transaction requiring Board approval under the Act and it is 

not a transaction that warrants reconsideration of approval earlier 

granted under the Act.^

This position is grounded firmly in both law and policy.

No provision of the Act gives the Board jurisidiction over the charter 

conversion of subsidiary banks, and a conversion by itself does not

-  6 -

8/ Nevertheless, the Board was advised of the Bank's conversion plan 
and of the planned modification of some of the financial terms of the 
parties' contract. The Board declined to reconsider the applications 
as it might have done if it had considered those changes to be material.
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alter any of the facts relevant to the Hoard'» consideration of a bank 

holding company application. Congress has prescribed that the State 

bank resulting from the conversion of a national bank "shall bo con

sidered the same business and corporate entity" as the national bank 

(12 U.S.C. § 214b), and the State law affecting the Bank's conversion,

New York Banking Law § 137(2) (McKinney), contains an identical pro

vision. The Board's staff similarly considers that the conversion of 

the Bank, if consummated, like other permissible changes in the sub

sidiary bank's business, will not affect HSBC's authority under the 

Board's order to acquirc control of the Bank's parent holding company.

The Board authorized HSBC to acquire Marine. The order, which described 

Marine's organization as it existed at the time, docs not prevent the 

organization from changing before the transaction is consummated, with

out affecting the vaJidity of tho order. Those changes, of coursc, 

must conform tc relevant statutes and regulations and, where appropriate, 

be approved by the responsible agencies.

Undci this rule, the Board does not frustrate the decisions 

ol other responsible authorities permitting conversions, mergers, and 

other structural changes. Neither the Board nor an applicant should 

be required to duplicate the application process for a transaction that 

will not have changed in any material respect. Furthermore, in this 

case the Federal Reserve Bank of New York, in fact, q.ive the Comptroller 

of the Currency prompt notice of the application, and the Comptroller 

of the Currency is now considering whether the Hank should become a
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national bank under 12 U.S.C. § 35. In view of thcno circumatancca 

and the careful regulatory scrutiny of the proposed affiliation of Marine 

and HSBC by the Board, the staff continues to believe the contractual 

modifications do not warrant reopening the bank holding company applica-
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Appendix A. Qualification of HSBC as foreign bank holding company

Under section 225.4(g)(1)(iii) of Regulation Y, as now written, 

to qualify as a foreign bank holding company, a company must (1) be 

organized under the laws of a foreign country, and (2) have more than 

half of its consolidated assets located, or more than half of its con

solidated revenues derived from, outside the United States. HSBC met 

the condition by qualifying under the consolidated assets test. Data 

for year-end 1977 were used.

As of year-end 1977, HSBC reported total assets (less contra 

accounts) of U. S. $14.8 billion on a consolidated basis. Except for 

the $150 million in assets held by its then California subsidiary, these 

assets would virtually all be deemed foreign. At the same time, the 

consolidated assets of Marine totaled $12.1 billion. Thus, even if 

one assumed that the latter were totally U. S. assets (which they are 

not), HSBC would continue to meet the test of having more than half 

its consolidated assets located outside the United States.

Under the proposed redefinition of foreign bank holding company 

issued for comment in April 1979, the asset test would be changed to 

a deposit test in order to assure that the company was a banking organi

zation. As of year-end 1977, HSBC had consolidated deposits of U. S. 

$12.9 billion while the Marine organization had total deposits of $10.1 

billion. Thus, HSBC would meet this test as well.
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Appendix B. HSBC as principally engaged in banking.

A finding that HSBC is principally engaged in banking can be made 

on the basis of either an asset test or a revenue test. Data used in these 

determinations are as of year-end 1977.

HSBC had total consolidated assets (excluding contra accounts) of 

U. S. $14.9 billion on December 31, 1977. The following majority-owned sub

sidiary companies are presumed for purposes of this calculation to be wholly 

engaged in nonfinancial activities or in activities that would not be con

sidered closely related to banking under the Bank Holding Company Act.

Total assets
Company Business ($ millio

Wardley Australia Investment Holding 64.4
Wardley Investments (Canada) Investment Holding 63.9
Wardley Investments (N.Z.) N II 2.0
Wayhong NH n it 262.4
Kellett (New Hebrides) n n 29.9
Kellett Investments n n 5.5
Wayhong Holdings n at 4.3
Carlingford NH n n 32.5
Gatechurch Property Mgt. Property Management 0.5
99 Bishopsgate Ltd. Property Holding 65.1
SDC International Investment Holding 14.8
Four Trustee Companies Trustee Services 3.6
Nine nominee companies Nominee Services 0.4

Total 549.4
This total is the equivalent of only 3.7 per cent of HSBC's total assets.

On the revenue side, the following tabulation compares the profits 
of the banking and finance subsidiaries to the total profit of HSBC as of 
end-1977.

$ millions

12.5 
1.1 
33.2 

2 . 6  
3.3
7.8
1.8 
0.7
42.4

Total 105.4

This amount is equal to 83.7 per cent of the group's consolidated net profit 
of $125.9 million.

British Bank of the Middle East 
Hongkong Bank of California 
Hangseng Bank Limited 
Mercantile Bank Limited 
Mortgage and Finance (Malaysia) Bhd.
Wardley Limited 
Wayfoong Finance Limited
Wayfoong Mortgage and Finance (Singapore) Limited 
The Hongkong and Shanghai Banking Corp.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Note: Minority interests in nonbanking companies, such as Cathay Pacific 
Airways and Eastern Asia Navigation Company, are reflected in the asset 
figures for investment holding companies such as Wayhong NH Ltd.
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