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comment on proposed amendments to Regulation Y to implement the limitations 
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of 1987.
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ATTACHMENTS

The Board's press release and the material as published in the 
Federal Register are attached.
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FEDERALRESERV^pres^elease

For immediate release June 3, 1988

The Federal Reserve Board today issued for public comment proposed 

amendments to Regulation Y (Bank Holding Companies and Change in Bank Control) 

to implement the limitations placed on grandfathered nonbank banks by the 

Competitive Equality Banking Act of 1987 (CEBA).

CEBA redefined the term "bank" in the Bank Holding Conpany Act to 

include any bank whose deposits are insured by the Federal Deposit Insurance 

Corporation (FDIC). This new definition eliminated the ability of banking and 

nonbanking companies to form new FDIC-insured nonbank banks. There are 

exceptions to the new bank definition for FDIC-insured credit card banks, 

trust companies, and industrial banks under certain circumstances.

CEBA also contains a grandfather provision that permits a nonbanking 

company that controlled a nonbank bank on March 5, 1987, to retain the nonbank 

bank and not be treated as a bank holding company if the company and its 

subsidiary nonbank bank observe certain limitations. These limitations are 

designed to prevent unfair competition with banks controlled by bank holding 

companies and to reduce risks posed to the payments system by nonbank banks.

The limitations generally restrict the ability of the nonbank banks: 

to commence new activities after March 5, 1987, to engage in new cross-marketing 

activities with affiliates after March 5, to permit overdrafts by affiliates or 

to incur overdrafts on behalf of affiliates at a Reserve Bank, and to expand their 

asests by more than 7 percent during any 12-month period after August 10, 1988.

In addition, the parent conpany may not acquire, directly or indirectly, by more 

than 5 percent of the shares of any additional bank or thrift institution after 

March 5, 1987.

(over)



CEBA requires a grandfathered company to divest its nonbank bank 

within 180 days if the company or nonbank bank fails to comply with any of 

these limitations.

Public comment is requested on revisions to Regulation Y that:

• define the term "activity"?

• clarify the scope of the cross-marketing limitation;

• describe he*/ the 7 percent annual asset growth rate will be 

computed; and

• clarify the restriction on overdrafts.

The proposed rulemaking also amends the definition of "bank" in the 

regulation to correspond with the definition set forth in CEBA.

Comment should be submitted to the Board by July 18, 1988.

The Board's notice is attached.

- 0-

Attachment
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12 CFR Part 225 

[Docket No. R-0637]

Regulation Y; Limitations on Nonbank 
Banks

AGENCY: Board of Governors of the 
Federal Reserve System. 
action: Proposed rule.

Summary: The Board is publishing for 
comment proposed rules to implement 
provisions of the Competitive Equality 
Banking Act of 1987 (“CEBA”) (Pub. L. 
No. 100-86), relating to so-called 
nonbank banks. CEBA amended the 
definition of “bank” in the Bank Holding 
Company Act (‘‘BHC Act”) to include 
certain banking institutions that had 
previously been outside that definition 
(so-called “nonbank banks”). CEBA also 
contained a grandfather provision that 
permitted nonbanking companies that 
controlled nonbank banks as of March
5,1987, to retain control of the 
institution and not be treated as a bank 
holding company for purposes of the 
BHC Act if the company and its 
subsidiary nonbank bank observe 
certain restrictions. These limitations 
generally restrict nonbank banks from 
commencing new activities of cross- 
marketing programs with affiliates after 
March 5,1987, increasing their assets at
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an annual rate of more than 7 percent 
during any 12-month period commencing 
after August 10,1988, or permitting 
overdrafts on behalf of affiliates or 
incurring such overdrafts at a Federal 
Reserve Bank. 12 U.S.C. 1843(f) (2) and 
(3).

To implement these limitations, the 
proposed rules: (1) Define the term 
“activity”; (2) clarify the scope of the 
cross-marketing limitation; (3) describe 
how the 7 percent annual asset growth 
rate will be computed; and (4) clarify the 
restriction qn overdrafts.

This proposed rulemaking also 
amends the definition of “bank” in 
Regulation Y to correspond with the 
definition set forth in CEBA.
DATE: Comments must be submitted on 
or before July 18,1988.
ADDRESSES: Comments, which should 
refer to Docket No. R-0637, may be 
mailed to the Board of Governors of the 
Federal Reserve System, 20th and C 
Streets NW„ Washington, DC 20551, 
Attention: Mr. William Wiles, Secretary; 
or may be delivered to Boom B-2223 
between 9:00 a.m. and 5:00 p.m. All 
comments received at the above address 
will be included in the public file, and 
may be inspected at Room B-1122 
between 9:00 a.m. and 5:00 p.m.
FOR FURTHER INFORMATION CONTACT: 
For information regarding §§ 225.2, 
225.51,225.52 and 225.145, contact J. 
Virgil Mattingly, Deputy General 
Counsel (202/452-3430) or Robert D. 
Frierson, Attorney (202/452-3711); for 
information regarding § 225.53, contact 
Oliver I. Ireland, Associate General 
Counsel (202/452-3625), or Elaine M. 
Boutilier, Senior Attorney (202/452- 
2418), Legal Division, Board of 
Governors of the Federal Reserve 
System: or for the hearing impaired only. 
Telecommunications Device for the 
Deaf, Earnestine Hill or Dorothea 
Thompson (202/452-3544). 
SUPPLEMENTARY INFORMATION: CEBA 
amended the Bank Holding Company 
Act of 1956 (“BHC Act”) by expanding 
the definition of "bank” to include any 
bank the deposits of which are insured 
by the Federal Deposit Insurance 
Corporation as well as any other 
institution that accepts demand deposits 
or accounts with third party payment 
capabilities and is engaged in the 
business of making commercial loans. 
This new definition covers certain 
institutions that had not previously been 
covered by the BHC Act (“nonbank 
banks”) and prevents banking and 
nonbanking companies from forming 
new nonbank banks.

CEBA also contains a grandfather 
provision that permits a nonbanking 
company that controlled a nonbank

bank on March 5 ,1987, to retain the 
nonbank bank and not be treated as a 
bank holding company if the company 
and its subsidiary nonbank bank 
observe certain limitations designed to 
prevent unfair competition with banks 
owned by bank holding companies and 
to reduce risks posed to the payments 
system by nonbank banks. With certain 
limited exceptions, the grandfathered 
parent company may not acquire more 
than 5 percent of the assets or shares of 
any additional bank or thrift institution 
after March 5,1987, and the 
grandfathered nonbank bank may not—

(1) engage in any activity after March 5. 
1987, unless it was lawfully engaged in that 
activity as of March 5,1987;

(2) offer or market products or services of 
an affiliate that are not permissible for bank 
holding companies under the BHC Act or 
permit its products or services to be offered 
or marketed by an affiliate engaged in 
activities not permissible for bank holding 
companies under the BHC Act, unless the 
specific cross-marketing activity was 
conducted as of March 5,1987, and then only 
in the same manner as conducted as of that 
date;

(3) permit an overdraft (including intraday 
overdrafts) by an affiliate, or incur an 
overdraft in its account at a Federal Reserve 
Bank on behalf of an affiliate; and

(4) increase its assets at an annual rate of 
more than 7 percent during any 12-month 
period beginning August 10,198a1

A grandfathered company must divest 
its nonbank bank within 180 days if the 
company op nonbank bank fails to 
comoly with any of these limitations. 12 
U.S.C. 1843(f)(4).

On August 21,1987, the Board issued 
a Statement of Guidance (“Statement”) 
to assist affected companies in 
complying with CEBA’s requirement to 
report to the Board within 60 days of the 
statute’s enactment regarding their 
ownership of a nonbank bank. Many of 
the companies filing these reports raised 
several questions as to the meaning of 
CEBA's limitations as they apply to the 
activities, cross-marketing programs, 
growth rate and overdrafts of 
grandfathered nonbank banks and 
asked the Beard to initiate a rulemaking 
proceeding to implement these 
limitations. Accordingly, the Board is 
requesting comment on the following 
proposed rules that address the issues 
and questions raised regarding CEBA’s 
limitations on nonbank banks.

1. Activity limitation. As noted, CEBA 
restricts a nonbank bank to those 
activities in which it was lawfully 
engaged as of March 5 ,1987. A number 
of companies have asked for guidance 
on the meaning of the term “activity”. In 
light of the comments and data received

‘ 12 U.S.C. 1343(f) (2) and (3).

and a careful review of the legislative 
history, the Board believes the term 
denotes any discrete line of banking or 
nonbanking business. In applying the 
definition of activity, the proposed rule 
focuses on five major categories of 
activities: deposits, loans, trust services, 
payment and clearing services, and 
nonbanking activities.

Deposit Activities. The proposed rule 
provides that the following deposit- 
taking activities constitute separate 
lines of activity for purposes of CEBA:
(1) Demand deposits; (2) non-demand 
deposits from which third-party 
payments may be made generally; and
(3) time or savings deposits. Thus; a 
nonbank bank that offered only time 
and savings deposits on March 5 could 
not begin to offer demand deposits.

Some reporting comanies have 
commented to the Board that the 
activity limitation in CEBA intended no 
distinction between insured demand 
deposits and other types of deposits if 
they are also insured. As explained in 
the interpretive rule, this position is 
contrary to the express terms of the 
statute as well as its legislative history. 
Under the BHC Act, a nonbank bank 
that refrained from offering demand 
deposits to avoid being a “bank” before 
CEBA could not begin to accept demand 
deposits after enactment of CEBA, 
because if it had accepted demand 
deposits on March 5,1987, it would have 
been a bank in violation of the BHC Act. 
As noted, under CEBA a nonbank bank 
is limited to those activities in which it 
was lawfully engaged on March 5. The 
interpretation urged by those 
commenters would permit nonbank 
banks to convert themselves into full 
service banks by offering both demand 
deposits and commercial loans, a re us It 
the Senate debates and Conference 
Report clearly state would not be 
permitted under the activity limitations.2

Lending Activities. For the same 
reasons a nonbank bank that makes 
commercial loans cannot accept demand 
deposits, a nonbank bank that accepts 
demand deposits but refrained form 
making commercial loans to avoid 
coverage under the BHC Act before 
CEBA, as most of the nonbank banks 
did, would not be permitted to begin to 
make commercial loans after CEBA. 
Such a nonbank bank could not have 
lawfully made commercial loans prior to 
CEBA and, therefore, cannot begin to 
make them after CEBA. The rule would 
define commercial loan consistent wiih 
the Report of Condition and the

* Comments of Senator Proxmire (floor manager), 
133 Cong. Rec. S4054 (March 27,1987); H. Rep. No. 
100-261 tOOth Cong, 1st Ssss. 124-25 (1987).
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Supreme Court’s decision, to include any 
lean to a business as well as loans to 
individuals for business purposes.

The proposed rule delineates three 
lines of consumer lending activity for 
purposes of CEBA: consumer lending, 
loans secured by the borrower’s home, 
and credit card lending activities. As 
explained in the interpretive ruie, this 
distinction draws upon the Board’s bank 
holding company regulation by analogy. 
12 CFR 225.25(b)(1). That regulation as 
well as the bank Report of Condition 
treat these types of lending as distinct 
lines of activity. Under the proposed 
ruie, home equity loans would be 
treated as a loan secured by the 
borrower's residence and not as a 
consumer loan.

The proposed rule provides two 
additional categories of loans: loans to 
depository institutions and to state and 
local governments (but not including the 
purchase of their securities). To address 
questions raised by reporting 
companies, the proposed rule also 
defines the terms ’‘engaged in” and “as 
of March 5,1987’’ as used in the activity 
limitation.

Trust Activities. The proposed rule 
defines trust activities, in accordance 
with prior Board practice, as falling 
within the following three categories 
which provide properly separate 
activities: (1) Trustee, executor, or 
administrator for personal trusts and 
estates; (2) Trustee, investment advisor 
or investment manager for employee 
benefit plans; and (3) Corporate trust 
services, including acting as transfer, 
paying or fiscal agent.

Clearing and Payment Services. 
Clearing and payment services reflect a 
depository institution’s orientation 
toward either consumers or commercial 
entities. The proposed rule treats the 
following payment-related services as 
discrete activities: (1) Transaction 
services for consumer accounts: (2) 
transaction services for business 
accounts; (3) clearing or custody of 
securities; (4) acting as a correspondent 
bank for other depository institutions: 
and (5) acting as a broker or dealer in 
government securities.

Nonbanking Activities. Finally, 
consistent with the normal meaning 
given to the term “activity” under the 
BHC Act, the proposed rule treats any 
separate line of nonbanking business as 
an activity. The proposed rule refers to 
the list of permissible nonbanking 
activities under the Board's Regulation 
Y as examples of separate lines of 
business activity. That regulation sets 
out 24 permissible nonbanking activities 
in broad categories [e.g., data 
processing, discount securities 
brokerage, investment advisory

services, leasing, management 
consulting, and foreign exchange 
activities). 12 CFR 225.25(b). The Board s 
rules also list other activities that are 
not permissible but in which some 
banks engage under state law [e.g., real 
estate development, real estate 
brokerage, and real estate syndication). 
12 CFR 225.126. The proposed rule 
points out that a nonbank bank engaged 
on the grandfather date in one aspect of 
a nonbanking activity [e.g., leasing 
airplanes) could lease any type of 
product [e.g., railroad cars).

2. Cross-Marketing CEBA’s second 
limitation prohibits a grandfathered 
nonbank bank from engaging in certain 
cross-marketing activities with an 
affiliate unless it was so engaged on the 
March 5,1987, grandfather date. Unlike 
the activity limitation, which applies to 
separate lines of business, the cross- 
marketing limitation applies product-by- 
product and service-by-service. Thus, 
under the statute, nonbank bank may 
not offer or market the products or 
services of an affiliate unless the 
product or service is one that a bank 
holding company may offer, or allow 
one of its products or services to be 
offered or marketed by an affiliate 
engaged in activities not permissible for 
a bank holding company. There is an 
exception for products or services 
offered or marketed on the grandfather 
date, but only “in the same manner in 
which they were being offered or 
marketed as of that date.” To implement 
this exception, the proposed rule 
provides that the means of offering or 
marketing the product or service must 
remain the same as of the grandfather 
date. For example, an affiliate not using 
direct mailings as a marketing technique 
as of the grandfather date for a 
particular product or service of a 
nonbank bank may not commence this 
type of marketing after the grandfather 
date. The Board is seeking comment on 
the effect that this interpretation would 
have on institutions conducting 
activities under the cross-marketing 
exception.

The proposed interpretive rule, which 
will appear as 225.145, describes the 
types of permissible cross-marketing 
permitted by CEBA. The rule also points 
out that the cross-marketing limitation 
would not prohibit an affiliate of a 
nonbank bank that was marketing the 
bank’8 boat loans from continuing to 
market that type of loan product or from 
changing the specific terms and 
conditions of the loan. The affiliate 
could net, however, begin to offer or 
market another product or service of the 
bank, such as a deposit account, trust 
service, or a different loan product.

The proposed rule also clarifies the 
scope of the grandfather exception to 
the cross-marketing provision and 
defines the terms “offer or market" and 
“as of March 5,1987" used in that 
provision.

3. Seven Percent Annual Asset 
Growth Limitation, As noted, a 
nonbankbank's asset growth under 
CEBA is limited to an annual rate of 7 
percent during any twelve-month period, 
beginning one year after the date of 
enactment of CEBA, that is, beginning 
after August 10,1988. A number of 
reporting companies raised questions 
about the application of this limitation.

In the Statement, the Board indicated 
that it would use the average asset data 
from call reports in determining 
compliance with this limitation in order 
to minimize regulatory and reporting 
burden.8 The question has arisen, 
however, as to how the total assets of 
the institution will be determined on 
August 10,1988, the initial base date for 
applying the limitation. The terms and 
legislative history of CEBA indicate that 
during the one year period between 
August 10,1987 (the date of enactment 
of CEBA) and August 10,1988, the 7 
percent growth rate would not be 
applicable. Accordingly, the proposed 
rule provides that the growth rate will 
apply only to periods commencing on or 
after August 10,1988.

The proposed rule provides‘two 
methods to determine the initial base for 
computing the growth rate. First, 
because, as discussed below, the 
proposed rule seeks to monitor 
compliance with the growth limit on a 
quarterly basis using the call reports, the 
rule provides that the institution may 
choose to use the average total assets 
reported on the call report for the 
quarter ending September 30.1988, as 
the initial base for measuing 
compliance, instead of its actual total 
assets on August 10,1988. Use of the 
average asset figure for the third quarter 
would avoid additional reports and 
monitoring problems arising as a result 
of the growth rate limitation becoming 
effective in the middle of a reporting 
quarter.

3 The Conference Report or. CEBA directs the 
Board "in determining compliance with the 7 
percent growth rate, to utilize a procedure which 
computes the grandfathered institution’s growth 
rate or. an average bafis." H. Rep. No. 100-261. 
I00.H Cong. 1st Sess. 125 (1987).

Banking institutions with S i00 million in assets or 
more must file with their reports of condition their 
average total assets over the quarter calculated 
either on a daily basis or a weekly basis [i.e., an 
average of the Wednesday of each week of the 
quarter). Institutions with less than $100 million 
may report using an average of four month-end 
figures.
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The Board also seeks comment on an 
alternative which would permit the 
institution, if it chooses to use the total 
assets reported on its books on August 
-10,1988, as its initial base figure. If the 
nonbank wishes to use this figure, the 
proposed rule requires it to report to the 
Board this amount by September 30,
1988, in order that the Board may 
monitor compliance with the growth 
limitation. Under this alternative, 
compliance with the growth rate for then 
initial 12-month period {August 10,1988 
to August 9,1989) will be measured by 
comparing the bank’s average total 
assets for the third quarter of 1989 with 
the bank’s total assets on August 10, 
1988.4

Under CEBA, the 7 percent annual 
growth rate is applied ‘‘during any 12- 
month period” after August 10,1988. The 
proposed rule would provide that the 
growth rate would be applied on a 
rolling 12-month basis, commencing for 
those institutions electing to use the 
average assets for the third quarter of 
1988 for the initial base, with the end of 
the third quarter of 1988 (September 30, 
1988). The initial 12-month period for 
these institutions would expire with the 
close of the third quarter of 1989 
(September 30,1989). Compliance with 
the growth rate over this initial 12- 
month period will be measured by 
comparing the average total assets 
reported for the third quarter 1989 with 
the average total assets reported for the 
third quarter in the preceding year {i.e., 
the 3rd quarter 1988).5 After this initial 
12-month period, compliance would be 
measured for ail nonbank banks 
quarterly by comparing the average tofal 
assets from the call report for each 
quarter after the 3rd quarter 1989 {i.e., 
the 4th quarter 1989 et seq.) with the 
average total assets for the same quarter 
in the preceding year (i.e., 4th quarter 
1988 et seq.). The quarterly monitoring 
would assure that distortions resulting 
from seasonal fluctuations in asset 
growth during the year or window- 
dressing transactions would be avoided.

4. Overdrafts. The fourth limitation on 
nonbank banks prohibits a nonbank

4 Use of the average total assets for the third 
quarter 1989 should very closely approximate total 
assets on August 10.1989, which date falls very 
near the center of the third quarter.

5 For those institutions using the actual August 10, 
1988 figure, the initial 12-month period would 
commence on August 10,1988 and expire on August 
9,1989. Thereafter, compliance with the growth rate 
would be measured over the same 12-month periods 
applicable to institutions that chose to use the 3rd 
quarter of 1988 as their initial base. Por example, for
those institutions using the actual August 10.1989 
figure, the second 12-nv'nth period would compare 
average total assets for the fourth quarter of 1989 
with the average total assets for the 4th quarter of
1988.

bank from permitting an overdraft for an 
affiliate and from incurring an overdraft 
in its account with a Federal Reserve 
Bank on behalf of an affiliate.6 All 
overdrafts by affiliates in their accounts 
at nonbank banks are prohibited by the 
statute.7 To implement the statutory 
language prohibiting overdrafts on 
behalf of affiliates by nonbank banks at 
Federal Reserve Banks, the proposed 
rule provides that an overdraft by a 
nonbank bank in the nonbank bank's 
account at a Federal Reserve Bank shall 
be deemed to be on behalf of an affiliate 
whenever: (1) A nonbank bank holds an 
account for an affiliate from which third 
party payments can be made; and (2) the 
aggregate balance of all of an affiliate's 
accounts with the nonbank bank is less, 
at the time the nonbank bank incurred 
an overdraft in its account at a Federal 
Reserve Bank, than the aggregate 
balance of all of the affiliate’s accounts 
maintained by the nonbank bank at the 
opening of business on the day on which 
the nonbank bank incurred the 
overdraft.

This proposed rule would define "on 
behalf of an affiliate” based on activity 
in the affiliate’s accounts at the nonbank 
bank. Whenever an affiliate draws 
down or has drawn down the aggregate 
balance of all its accounts at the 
nonbank bank during the same time 
period that the nonbank bank incurs an 
overdraft at its Reserve Bank, the 
overdraft will be deemed to be “on 
behalf of the affiliate.” A transfer 
between an affiliate’s accounts at the 
nonbank bank would not affect the 
aggregate balance in the affiliate’s 
accounts. The affiliate would not 
necessarily have to overdraw an 
account with the nonbank bank for an 
overdraft at the Reserve Bank to be 
deemed to be on its behalf; rather, the 
debits posted to the aggregate of its 
accounts at the nonbank bank would 
only have to exceed the credits posted 
to the aggregate of its accounts on the 
day of the overdraft prior to or during

•  CEBA excludes certain industrial banks from 
the definition of “bank" in the BHC Act. This 
exemption is lost, however, if the industrial bank 
violates the overdraft restriction. The following 
discussion regarding nonbank banks also applies to 
industrial banks with the exception of the primary 
dealer exemption which does not apply to industrial 
banks.

7 This overdraft prohibition does not prevent 
nonbank banks from making loans to affiliates 
consistent with other laws, e.g., sections 23A and 
23B of the Federal Reserve Act. applicable bank 
lending limits, and CEBA's restriction on new 
activities. A nonbank bank that was not making 
commercial loans prior to March 5,1987, would 
violate the new activity restrictions of CEBA by 
making loans to affiliates after that date. Where a 
debit is posted to an account, overdraws the 
account, and is not covered by a loan at that time, it 
is an overdraft and not a loan.

the time that the overdraft occurred.
This proposed rule presumes that any 
drawdown by an affiliate when the 
nonbank bank is overdrawn with the 
Federal Reserve has contributed to the 
overdraft in the nonbank bank’s account 
at its Reserve Bank, and therefore the 
overdraft at the Reserve Bank is 
considered “on behalf of the affiliate.” 
To facilitate administration of this rule, 
nonbank banks would be required to 
report to their Reserve Bank accounts 
held for affiliates from which third party 
payments could be made.

In addition to the CEBA overdraft 
restrictions, the Board is considering 
imposing a zero “cap” for purposes of 
the Board’s general risk reduction 
program on all nonbank banks that offer 
to their affiliates accounts with third 
party payment capabilities. Under the 
risk reduction program overdrafts in 
excess of the zero cap would result in 
counseling by the Reserve Bank or other 
action as described in the Board's 
‘‘Policy Statement Regarding Risks on 
Larger-Dollar Wire Transfer Systems," 
50 FR 21,120 (May 22,1985), rather than 
divestiture under CEBA. The Board 
requests comments on the imposition of 
the zero cap.

Posting. Posting is the procedure 
whereby the debit or credit adjustments 
resulting from payments transactions 
are made to the appropriate account. In 
order for nonbanks banks to avoid 
overdrafts at Reserve Banks, they must 
know when entries will be posted to 
their accounts. Similarly, posting rules 
are necessary to determine whether an 
overdraft has occurred at a nonbank 
bank. Without posting rules, nonbank 
banks could evade the purpose of the 
statute by posting entries at such times 
of the day as to mask overdrafts. 
Accordingly, the Board is proposing 
posting rules for nonbank banks’
Federal Reserve accounts and affiliates’ 
accounts at nonbank banks.

These rules are designed solely to 
control risk in accordance with CEBA. 
They do not apply to depository 
institutions not covered by CEBA and 
are in addition to rules applicable to 
depository institutions’ accounts at 
Federal Reserve Banks under the 
Board’s general risk reduction policy. 
These rules differ from those 
incorporated in the Board’s risk 
reduction policy because they focus 
solely on loss exposure and do not 
consider manipulation of cap capacity 
or other factors that are considered 
under the general risk reduction policy.

Posting by Federal Reserve Banks. 
Under the proposed rules. Reserve 
Banks will post funds and book-entry 
securities transfers as they are made..
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For check, ACH, and noncash 
transactions, net settlement entries, and 
nonelectronic transactions, all credits 
will be posted as of the opening of 
business and all debits at the close of 
business.

With regard to discount window 
loans, the Board proposes to post credits 
for discount window loans as of the 
close of business on the day the loan is 
made, and to post debits for repayment 
of loans as of the close of business at 
the maturity of the loan.

This procedure differs from the 
posting rules used by the Board’s ex 
post monitoring system under the risk 
reduction program. Although the ex post 
monitor method used in the risk 
reduction program is familiar to 
depository institutions, the Board 
believes that it is inappropriate to apply 
its posting rules to nonbank banks for 
the purposes of applying the CEBA 
overdraft restrictions. The ex post 
monitor posting rules were developed 
for a voluntary program which does not 
involve the serious divestiture (or loss of 
exemption, in the case of industrial 
banks) consequences that result from an 
overdraft under CEBA. In some cases, 
such as overdrafts due to certain ACH 
debits, divestiture based on the ex post 
monitor posting rules may be 
inequitable. The Board is continuing to 
review the ex post monitor in light of 
this and other issues, but the posting 
rules adopted for purposes of CEBA 
monitoring should not be considered a 
precedent for any revisions to the ex 
post monitor.

In addition to the posting rules, 
Reserve Banks will pay particular 
attention to depository transfer checks 
and ACH cash concentration debits 
used by affiliates of nonbank banks. 
These transactions are likely to present 
risks that are not addressed by the 
proposed posting rules. For example, 
where an affiliate of a nonbank bank 
deposits depository transfer checks with 
a nonbank bank in order to transfer 
funds to its account at the nonbank 
bank from its account at another 
depository institution, it is likely that the 
check will be returned in the event of 
failure of the affiliate. Failure of the 
affiliate, in turn, may precipitate failure 
of the nonbank bank. The returned 
check will come back to the Federal 
Reserve after the day when the credits 
for these transactions are posted to a 
nonbank bank’s account, and therefore 
the risks presented by these returns are 
not addressed by posting rules. 
Consequently, where appropriate to 
protect against risk of return of these 
transactions, nonbank banks may be 
required to establish a special clearing

balance at their Reserve Bank to be 
maintained at all times at a sufficient 
level to protect against these risks.

Posting by Grandfathered Banks. 
Because depository institutions’ rights 
with respect to their customers differ 
from the rights that a Reserve Bank has 
with respect to transactions that it 
processes, particularly in the area of 
check and ACH transactions, the 
posting rules do not require nonbank 
banks to post all transactions for CEBA 
monitoring purposes at the same time 
that the transactions are posted by 
Reserve Banks. The Board proposes to 
permit nonbank banks to post checks 
and ACH transfers at any time during 
the day of the transaction—i.e., 
settlement day for ACH transactions or 
the day of presentment or credit to the 
nonbank bank for check transactions— 
so long as debits are posted no later 
than the time that the nonbank bank’s 
account at the Reserve Bank is debited 
for the transaction for purposes of CEBA 
overdraft monitoring, and credits are 
posted no earlier than the time when the 
credit for the transaction is posted to the 
nonbank bank’s account for the 
purposes of CEBA overdraft monitoring. 
Accordingly, nonbank banks may keep 
two sets of books for posting: one for 
affiliates and another for the rest of its 
customers. No posting to an affiliate’s 
account is necessary if a nonbank bank 
returns a check or an ACH debit 
transfer in accordance with applicable 
law.

Exemptions. CEBA provides two 
exemptions from the restriction on 
overdrafts. One exemption is for 
overdrafts on behalf of an affiliate that 
is a primary dealer, where the overdraft 
is fully secured: 8 and the other 
exemption is for inadvertent computer 
or inadvertent accounting errors that are 
beyond the control of both the 
grandfathered bank and the affiliate.

Primary Dealers. CEBA defines a 
primary dealer as one that is recognized 
as a primary dealer by the Federal 
Reserve Bank of New York. Currently, 
there are 42 such primary dealers, but 
only eight are affiliated with nonbank 
banks. Some of these eight primary 
dealers do not currently clear book- 
entry securities transfers through their 
nonbank banks.

CEBA does not prohibit primary 
dealers from incurring overdrafts at 
affiliated nonbank banks and the 
affiliated nonbank banks from incurring 
overdrafts at their Federal Reseve Bank 
on behalf of the primary dealer affiliate, 
provided that these overdrafts are fully 
secured, “as required by the Board, by

• This exemption does not aply to industrial 
banks.

bonds, notes, or other obligations which 
are direct obligations of the United 
States or on which the principal and 
interest are fully guaranteed by the 
United States or by securities and 
obligations eligible for settlement on the 
Federal Reserve Book entry system.’’ 9 
The proposed regulation defines "fully 
secured" as secured by a fully perfected 
security interest in specific, identified 
obligations listed in the statute with a 
market value that, in the Reserve Bank’s 
judgment, is sufficiently in excesss of 
thejamcunt of the overdraft to provide a 
margin of protection against a volatile 
market or the chance that the securities 
would need to be liquidated quickly.

The Board is considering establishing 
a cap or ceiling on the level of 
securities-related overdrafts to be 
permitted by any one nonbank bank. 
Such a cap would be set through self- 
evaluation procedures similar to those 
used in the risk reduction program, and 
nonbank banks exceeding the cap would- 
be counseled or subject to other action 
by their Federal Reserve Bank, in 
accordance with the Board’s risk 
reduction policy. The Board requests 
comment on the appropriateness of 
establishing such a cap. Although CEBA 
exempts secured primary dealer 
overdrafts from the overdraft 
restrictions, the legislative history of 
DEBA clearly indicates that Congress 
was not confering a right to overdrafts 
at the Federal Reserve on primary 
dealers. Nonbank banks affiliated with 
primary dealers may have limited 
abilities to fund themselves in the 
markets and therefore may place undue 
reliance on access to the discount 
window or otherwise unnecessary 
requests for extensions of Fedwire to 
complete deliveries of inventories of 
securities that it is not able to fund 
overnight.

Inadvertent Errors. CEBA also 
exempts from the overdraft restrictions 
those overdrafts resulting from 
inadvertent computer or inadvertent 
accounting errors that are beyond the 
control of both the nonbank and the 
affiliate. The proposed regulation 
defines such inadvertent errors as those 
resulting in an overdraft that was not 
reasonably foreseeable or preventable 
by the nonbank bank or the affiliate. A 
misposting of an entry by a Reserve 
Bank would not result in an overdraft in 
a nonbank’s account because no 
extension of credit had been made. 
Similarly, a misposting of an entry by a

8 An overdraft is on behalf of a primary dealer
affiliate only to the extent that the primary dealer 
has drawn down its accounts at the nonbank bank 
on that day.
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nonbank bank to an affiliate’s account 
would not result in an overdraft.

InadVertent computer errors would 
include problems where a nonbank bank 
or affiliate could not avoid book-entry 
securities overdrafts from inbound 
securities transfers, because it could not 
originate off-setting outbound transfers 
of securities or where a nonbank bank 
received a book-entry securities 
transaction sent to it in error. On the 
other hand, if a Federal Reserve Bank’s 
computer should go down so as to 
prevent a Fedwire funds transfer from 
being sent to the nonbank bank, any 
overdraft due to outbound Fedwire 
funds transfers would be within the 
control of the nonbank bank, because 
the nonbank bank could have waited 
until it had sufficient funds in its 
account to cover the outbound transfer.

5. Other Issues: Four nonbank banks 
that had not commenced business as of 
the date of enactment of CEBA filed 
reports with the Board claiming 
grandfather rights under CEBA. The 
proposed rule states that these 
institutions do not qualify for 
grandfather rights under the terms of 
CEBA.

In order to be entitled to grandfather 
rights under CEBA, the nonbank bank 
must have become a bank as a result of 
enactment of CEBA and may only 
engage in activities in which it was 
engaged on March 5,1987. An institution 
that was not FDIC-insured and did not 
accept demand deposits or make 
commercial loans on the March 5 
grandfather date or on August 10,1987, 
the date of enactment of CEBA, would 
not have become a bank as a result of 
enactment of CEBA. Thus, it would not 
be entitled to grandfather rights. Indeed, 
even if the nonbank bank somehow 
were entitled to grandfather rights, its 
activities would be limited to those in 
which it was lawfully engaged on March
5. On that date, the four nonbank banks 
had not commenced operations and 
therefore were not engaged in any 
activities. Thus, they could not 
thereafter commence any activities 
without loss of their grandfather 
privileges.

Finally, the rule notes that under the 
terms of CEBA, a company that controls 
a nonbank bank would lose its 
grandfather status if it or the subsidiary 
bank acquires an additional bank or 
thrift or violates the activity limitations 
in CEBA.

Initial Regulatory Flexibility Act 
Analysis

Of the items required to be obtained 
in an initial regulatory flexibility 
analysis by 5 U.S.C. 603(b), the first (“a 
description of the reasons why action by

the agency is being considered”) and the 
second (“a succinct statement of the 
objectives of, and legal basis for, the 
proposed rule”) are found elsewhere in 
this preamble.

The proposed rule contains reporting 
and record-keeping requirements for 
purposes of measuring overdrafts and 
annual growths. CEBA requires the 
Board to enforce the prohibition on 
overdrafts and the limit on annual 
growth enacted by CEBA. To do so, the 
Board must have a means of measuring 
those overdrafts and the annual growth. 
The Board proposes that all of these 
requirements be applicable to all 
nonbank banks and industrial banks 
subject to the rule regardless of size.
The small entities most likely to be 
affected by this rulemaking are the 
industrial banks that are subject to the 
limitations on overdrafts. According to 
Board records on overdrafts under the 
current risk reduction policy, however, 
very few industrial banks reporting to 
the Board have incurred overdrafts since 
the enactment of CEBA. Thus, it does 
not appear that a substantial number of 
industrial banks will be affected by the 
rule. The Board considered exempting 
small banks from the rule’s 
requirements, but CEBA does not 
provide an exemption according to the 
size of the nonbank bank or industrial 
bank.

List of Subjects in 12 CFR Part 225

Banks, Banking, Federal Reserve 
System, Holding companies. Reporting 
and recordkeeping requirements, 
Securities.

For the reasons set out in this notice, 
and pursuant to the Board’s authority 
under section 5(b) of the Bank Holding 
Company Act of 1956 (12 U.S.C. 1844), 
the Board proposes to amend 12 CFR 
Part 225 as follows:

PART 225—BANK HOLDING 
COMPANIES AND CHANGE IN BANK 
CONTROL

1. The authority citation for Part 225 
continues to read as follows:

Authority: 12 U.S.C. 1817{j)(13), 1818, 
1843(c)(8), 1844(b), 3100, 3108, 3907 and 3S09.

2. In |  225.2 paragraphs (a) through (f) 
and (g) through (1) are redesignated as 
paragraphs (b) through (g) and (i) 
through (n) respectively; new 
paragraphs (a) and (h) are added; and 
newly redesignated paragraph (b) is 
revised to read as follows:

§ 225.2 Definitions.
* * * * *

(a) “Affiliate” mearrs any company 
that controls, is controlled by, or is

under common control with, a bank or 
nonbank bank.

(b)(1) “Bank” means:
(1) An insured bank as defined in 

section 3(h) of the Federal Deposit 
Insurance Act (12 U.S.C. 1813(h); or

(ii) An institution organized under the 
laws of the United States which both:

(A) Accepts demand deposits or 
deposits that the depositor may 
withdraw by check or similar means for 
payment to third parties or others; and

(B) la engaged in the business of 
making commercial loans.

(2) The term "bank” does not include 
those institutions qualifying under the 
exceptions listed in section 2(c)(2) of the 
Bank Holding Company Act of 1956 (12 
U.S.C. 1841(c)(2)).
* * * * *

(h) “Nonbank bank” means any 
insitution that:

(1) Became a bank as a result of 
enactment of the Competitive Equality 
Amendments of 1987 (Pub. L. No. 100- 
86), on the date of such enactment 
(August 10,1987); and

.(2) Was not controlled by a bank 
holding company on the day before the 
enactment of the Competitive Equality 
Amendments of 1987 (August 9," 1987). 
* * * * *

3. Subpart F, consisting of §§ 225.51 
through 225.53, is added immediately 
following Subpart E to read as follows:

Subpart F—Limitations on Nonbank Banks

Sec.
225.51 Limitations on activities.
225.52 Limitation on annual rate of asset 

growth.
225.53 Limitation on overdrafts.

Subpart F—Limitations on Nonbank 
Banks

§ 225.51 Limitation on activities.

(a) General limitation. A nonbank 
bank may not engage in any activity in 
which such nonbank bank was not 
lawfully engaged as of March 5,1987.

(b) Activity defined. For purposes of 
the limitation in this section, the term 
“activity” means any line of banking or 
nonbanking business. The following 
lines of banking or nonbanking business 
shall be considered a separate activity 
for purposes of paragraph (a) of this 
section:

(1) Taking demand deposits;
(2) Taking other deposits with general 

third-party payment powers, such as 
NOW accounts or other non-demand 
transaction accounts;

(3) Taking time or savings deposit 
accounts without third-party payment 
powers;
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(4) Making commercial loans (as 
defined in Schedule RC-C to the Report 
of Condition) as well as commercial real 
estate loans, agricultural loans, and 
loans to individuals for other than 
family, household, personal or 
charitable purposes;

(5) Making loans to depository 
institutions;

(6) Holding obligations (other than 
securities) of states and political 
subdivisions in the U.S. (as defined in 
Schedule RC-C of the Report of 
Condition);

(7) Making loans to individuals for 
personal, household, family, or 
charitable purposes (other than loans 
described in paragraphs (b) (8) and (9) of 
this section);

(8) Making loans secured by the 
borrower’s residence;

(9) Credit card lending;
(10) Acting as a trustee, executor, 

-administrator, guardian, managing
agent, custodian or in any similar 
capacity for personal accounts;

(11) Acting as a trustee, investment 
advisor, or investment manager for 
employee benefit plans or investment 
companies registered under the 
Investment Company Act of 1940;

(12) Acting as a corporate trustee, 
including registrar, transfer agent, 
paying agent, fiscal agent, custodian of 
assets, or any similar capacity;

(13) Providing transaction services for 
consumer accounts;

(14) Providing transaction services for 
business accounts;

(15) Providing clearing or custody for 
securities; and

(16) Acting as a correspondent for 
other depository institutions.

(17) Engaging in any nonbanking 
activity, such as underwriting 
government and other obligations that 
state member banks are authorized to 
underwrite, dealing in such securities, 
acting as a broker for securities, 
providing investment advice, acting as 
an insurance agent, acting as a futures 
commission merchant, or any other 
activity listed in § 225.25(b) of Subpart C 
or § 225.126 of this part is considered to 
be a separate activity for purposes of 
this section.

§ 225.52 Limitation on Annual Rate of 
Asset growth.

(a) Seven percent annual growth rate 
limitation. A nonbank bank shall not 
increase its assets at an annual rate of 
more than 7 percent during any 12- 
month period specified in subsection (b).

(b) Period for determining 
compliance. Except as provided in 
paragraph (d) of this section, a nonbank 
banks's annual rate of asset growth for 
purposes of this section shall be

determined on a rolling twelve-month 
basis, commencing initially with the end 
of the third calendar quarter of 1988 and 
commencing thereafter with the end of 
each succeeding calendar quarter (i.e. 
December 31, March 31, June 30, 
September 30 et seq.).

(c) Computation o f annual rate of 
asset growth. A nonbank bank’s annual 
rate of asset growth for purposes of this 
section for each 12-month period 
described in paragraph (b) of this 
section shall be computed by comparing 
its average total assets as reported on 
Schedule RC-K of its Report of 
Condition for each calendar quarter 
ending after August 10,1989, with the 
average total assets of the nonbank 
bank as reported on Schedule RC-K of 
its Report of Condition for the same 
calendar quarter of the previous year.

(d) Alternative method for computing 
growth over initial 12-month period. In 
lieu of using the average total assets for 
the third quarter of 1988 as the initial 
base figure for computing the growth 
rate as described in paragraph (b) of this 
section, a nonbank bank may elect to 
use as its initial base for applying the 
annual growth rate specified in 
paragraph (a) of this section its total 
assets as of August 10,1988, provided it 
reports to the Board by September 30, 
1988 this figure. For such an institution, 
compliance with the growth rate for the 
initial 12-month period commencing 
August 10.1988, and expiring August 9,
1989, shall be measured by comparing 
the average total assets reported by the 
institution on Schedule RC-K of its 
Report of Condition for the third quarter 
of 1989 with its total assets on August 
10,1988. For 12-month periods 
commencing with the fourth quarter of 
1988, compliance by such institutions 
with paragraph (a) of this section shall 
be measured in accordance with 
paragraphs (b) and (c) of this section.

§ 225.53 Limitation on overdrafts.
(a) Definitions. For purposes of this 

section—
(1) “Account” means a reserve 

account, clearing account, or deposit 
account as defined by the Board’s 
Regulation D (12 CFR 204.2(a)(l)(i)), that 
is maintained at a Federal Reserve Bank 
or nonbank bank.

(2) “Cash item” means:
(i) A check other than a check 

classified as a noncash item; or
(ii) Any other item payable on 

demand and collectible at par that the 
Federal Reserve Bank of the District in 
which the item is payable is willing to 
accept as a cash item.

(3) "Discount window loan” means 
any credit extended by a Federal 
Reserve Bank to a nonbank bank

pursuant to the provisions of the Board's 
Regulation A (12 CFR Part 201).

(4) “Inadvertent accounting error" 
means an error involving the 
recordation of entries to an account of a 
nonbank bank or affiliate that results in 
an overdraft that was not reasonably 
foreseeable or could not have been 
prevented through the maintenance of 
procedures reasonably adopted by the 
nonbank bank or the affiliate to avoid 
such overdraft.

(5) “Inadvertent computer error” 
means an error resulting from a 
computer malfunction or from computer 
processing of adjustments in an account 
of a nonbank bank or affiliate, or 
initiation of transactions with a 
nonbank bank or affiliate, that results in 
an overdraft that was not reasonably 
foreseeable or could not have been 
prevented through the maintenance of 
procedures reasonably adopted by the 
nonbank bank or the affiliate to avoid 
such overdraft.

(6) “Industrial bank" means an 
institution as defined in 12 U.S.C. 
1841(c)(2)(H).

(7) “Noncash item" means an item 
handled by a Reserve Bank as a 
noncash item under the Reserve Bank’s 
“Collection of Noncash Items Operating 
Circular" (e.g., a maturing bankers’ 
acceptance or a maturing security, or a 
demand item, such as a check with 
special instructions or an item that has 
not been preprinted or post-encoded).

(8) “Other nonelectronic transactions” 
include all other transactions not 
included as funds transfers, book-entry 
securities transfers, cash items, noncash 
items, automated clearing house 
transactions, net settlement entries, and 
discount window loans (e.g., original 
issue of securities or redemption of 
securities).

(9) An “overdraft" occurs whenever 
the Federal Reserve Bank, nonbank 
bank or industrial bank holding an 
account posts a transaction to the 
account of the nonbank bank, industrial 
bank or affiliate that exceeds the 
balance of the account as determined by 
the posting rules set forth in paragraphs 
(d) and (e) of this section.

(10) "Transfer item" means an item as 
defined in Subpart B of Regulation J
(§ 210.25 et seq of this title).

(b) Restriction on overdrafts—(1) 
Affiliates. Neither a nonbank banks nor 
an industrial bank shall permit any 
affiliate to incur any overdrafts in an 
account with the nonbank bank or 
industrial bank.

(2) Nonbank banks or industrial 
banks, (i) Neither a nonbank bank nor 
an industrial bank shall incur any
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overdraft in its account at a Federal 
Reserve Bank on behalf of an affiliate.

(ii) An overdraft by a nonbank bank 
or industrial bank in its account at a 
Federal Reserve Bank shall be deemed 
to be on behalf of an affiliate whenever:
(A) A nonbank bank or industrial bank 
holds an account for an affiliate from 
which third-party payments can be 
made; and (B) the aggregate balance of 
all of the affiliate's accounts with the 
nonbank bank or industrial bank is less, 
at the time the nonbank bank or 
industrial bank incurred an overdraft in 
its account at a Federal Reserve Bank, 
than the aggregate balance of all of the 
affiliate’s accounts maintained by the 
nonbank bank or industrial bank at the 
opening of business on the day on which 
the nonbank bank or industrial bank 
incurred the overdraft in its account at 
the Federal Reserve Bank.

(c) Permissible overdrafts—(1) 
Inadvertent error. An overdraft by a 
nonbank bank or its affiliate, or an 
industrial bank or its affiliate that 
results from an inadvertent computer 
error or inadvertent accounting error (as 
defined in paragraph (a) of this section) 
is a permissible overdraft not subject to 
paragraph (b) of this section.

(2) Fully secured primary dealer 
affiliate overdrafts, (i) An overedraft is 
a permissible overdraft not subject to 
paragraph (b) of this section if;

(A) The overdraft is incurred by an 
affiliate of a nonbank bank, which 
affiliate is recognized as a primary 
dealer by the Federal Reserve Bank of 
New York in the affiliate’s account at 
the nonbank bank, or if the overdraft i9 
incurred by a nonbank bank on behalf 
of its primary dealer affiliate in the 
nonbank'bank’s account at a Federal 
Reserve Bank; and

(B) The overdraft is fully secured by 
bonds, notes, or other obligations which 
are direct obligations of the United 
States or on which the principal and 
interest are fully guaranteed by the 
United States or by securities and 
obligations eligible for settlement on the 
Federal Reserve book-entry system.

(ii) An overdraft is fully secured under 
paragraph (c)(2)(i) of this section when 
the nonbank bank can demonstrate that 
the overdraft is secured, at all times, by 
a fully-perfected security interest in 
specific, identified obligations described 
in paragraph (c)(2) (i) of this section with 
a market value that in the judgment of 
the Reserve Bank holding the nonbank 
bank’s account, is sufficiently in excess 
of the amount of the overdraft to provide 
a margin of protection in a volatile 
market or in the event the securities 
need to be liquidated quickly.

(d) Posting by Federal Reserve Banks. 
For purposes of determining the balance

of an account under this section, 
payments and transfers by nonbank 
banks and industrial banks processed 
by the Federal Reserve Banks shall be 
considered posted to their accounts at 
Federal Reserve Banks as follows:

(1) Funds transfers. Transfer items 
shall be posted:

(1) To the transferor’s account at the 
time the transfer is actually made by the 
transferor’s Federal Reserve Bank;

(ii) To the transferee’3 account at the 
time the transferee’s Reserve Bank 
sends the transfer item or sends or 
telephones the advice of credit for the 
item to the transferee, whichever occurs 
first.

(2) Book-entry securities transfers 
against payment. A book-entry 
securities transfer against payment shall 
be posted:

(i) To the transferor’s account at the 
time the entry is made by the 
transferor’s Reserve Bank; and

(ii) To the transferee’s account at the 
time the entry is made by the 
transferee’s Reserve Bank.

(3) Discount window loans. Credit ior 
a discount window loan shall be posted 
to the account of a nonbank bank or 
industrial bank as of the close of 
business on the day the loan is made. 
Debit for repayment of a discount 
window loan shall be posted to the 
account of the nonbank bank or 
industrial bank as of the close of 
business on the day of maturity of the 
loan.

(4) Automated clearing house 
transfers, cash items, noncash items, net 
settlement entries and other 
nonelectronic transactions. Total 
aggregate credits for these transactions 
and entries shall be posted to the 
account of a notebank bank or industrial 
bank as of the opening of business on 
settlement day. Total aggregate debits 
for these transactions and entries shall 
be posted to the account of a nonbank 
bank or industrial bank as of the close 
of business on settlement day.

(e) Posting by nonbank banks and 
industrial banks. For purposes of 
determining the balance of an affiliate's 
account under this section, payments 
and transfers through an affiliate’s 
account at a nonbank bank or industrial 
bank shall be posted as follows:

[l) Funds transfers, (i) Fedwire 
transfer items shall be posted:

(A) To the transferor affiliate’s 
account no later than the time the 
transfer is actually made by the 
transferor’s Federal Reserve Bank;

(B) to the transferee affiliate’s account 
no earlier than the time the transferee’s 
Reserve Bank sends the transfer item, or 
sends or telephones the advice of credit 
for the item to the transferee.

whichever occurs first
(ii) For funds transfers not sent or 

received through Federal Reserve Banks, 
debits shall be posted to the transferor 
affiliate’s account not later than the time 
the nonbank bank or industrial bank 
becomes obligated on the transfer. 
Credits shall not be posted to the 
transferee affiliate’s account before the 
nonbank bank or-industrial bank has 
received actually and finally collected 
funds for the transfer.

(2) Book-entry securities transfers 
against payment.

(i) A book-entry securities transfer 
against payment shall be posted: (A) To 
the transferor affiliate’s account not 
earlier than the time the entry is made- 
by the transferor’s Reserve Bank; and
(B) to the transferee affiliate’s account 
not later than the time the entry is made 
by the transferee’s Reserve Bank.

(ii) For book-entry securities transfers 
against payment that are not sent or 
received through Federal Reserve Banks, 
entries shall be posted:

(A) To the buyer-affiliate’s account 
not later than the time the nonbank 
bank or industrial bank becomes 
obligated on the transfer, and

(B) To the seller-affiliate’s account not 
before the nonbank bank or industrial 
bank has received actually and finally 
collected funds for the transfer.

(3) Credits. Credits for cash items, 
noncash items, ACH transfers, net 
settlement entries, and all other 
nonelectronic transactions shall be 
posted to an affiliate’s account by the 
nonbank bank or industrial bank on the 
day of the transaction (i.e., settlement 
day for ACH transactions or the day of 
credit for check transactions), but no 
earlier than the Federal Reserve Bank's 
opening of business on that day.

(4) Debits, (i) Debits for cash items, 
noncash items, ACH transfers, net 
settlement entries, and all other 
nonelectronic transactions shall be 
posted to an affiliate’s account by the 
nonbank bank or industrial bank on the 
day of the transaction (e.g., settlement 
day for ACH transactions or the day of 
presentment for check transactions), but 
no later than the Federal Reserve Bank’s 
close of business on that day.

(ii) If a check drawn on an affiliate’s 
account or an ACH debit transfer 
received by an affiliate is returned by 
the nonbank bank or industrial bank in 
accordance with applicable law and 
agreements, no entry need be posted to 
the affiliate’s account for such time.

(f) Reporting requirements—(1) Initial 
report. Any nonbank bank or industrial 
bank that holds an account for any 
affiliate from which third-party 
payments can be made shall report to



21470_____  Federal Register /  Vol. 53, No. 110 /  Wednesday, June 8, 1988 /  Proposed Rules

the Board within 60 days of the final 
adoption of this rule all such accounts 
offered to affiliates.

(2) Continuing reports. Whenever a 
nonbank bank or industrial bank opens 
or closes an account from which third- 
party payments can be made for an 
affiliate, it 8hall immediately report such 
action to the Board.

4. § 225.145 is added to read as 
follows:

§ 225.145 Limitations established by the 
Competitive Equality Banking Act of 1987 
on the activities and growth of nonbank 
banks.

(a) Introduction. Effective August 10, 
1987, the Competitive Equality Banking 
Act of 1987 (“CEBA”) redefined the term 
“bank” in the Bank Holding Company 
Act (“BHC Act") to include any bank 
the deposits of which are insured by the 
Federal Deposit Insurance Corporation 
as well as any other institution that 
accepts demand or transaction accounts 
and is engaged in the business of 
making commercial loans. 12 U.S.C. 
1841(c). CEBA also contained a 
grandfather provision for certain 
companies affected by this redefinition. 
CEBA amended section 4 of the BHC 
Act to permit a company that on March
5.1987, controlled a nonbank bank (an 
institution that became a bank as a 
result of enactment of CEBA) and that 
was not a bank holding company on 
August 9,1987, to retain its nonbank 
bank and not be treated as a bank 
holding company for purposes of the 
BHC Act if the company and its 
subsidiary nonbank bank observe 
certain limitations imposed by CEBA.1- 
These limitations are codified in 
sections 4(f)(2) and (3) of the BHC Act 
and generally restrict nonbank banks 
from commencing new activities or 
cross-marketing programs with affiliates 
after March 5,1987, increasing their 
assets at an annual rate exceeding 7 
percent during any 12 month period after 
August 10,1988, or permitting overdrafts 
on behalf of affiliates or incurring such 
overdrafts at a Fedeial Reserve Bank. 12 
U.S.C. 1843(f)(2) and (3). CEBA also 
prohibits, with certain limited 
exceptions, a company controlling a 
grandfathered nonbank bank from 
acquiring directly or indirectly after 
March 5,1987, more than 5 percent of 
the assets or shares of a bank or thrift

1 12 U.S.C. 1643(f). Such a company is treated as * 
bank holding company, however, for purposes of t) 
anti-tying provisions in section 106 of the BHC Ac. 
Amendments of 1970 (12 U.S.C. 1971 et seq)  and the 
insider lending limitations of section 22(h) of the 
Federal Reserve Act (12 U.S.C. 375b). The company 
is also subject to certain examination and 
enforcement provisions to assure compliance with 
CEBA.

institution. During the course of the 
Board’s consideration of the reports 
required by CEBA to be filed with the 
Board by companies that controlled 
nonbank banks on March 5,1987, 
several questions arose as to the scope 
of these limitations. The Board’s views 
regarding these questions are set forth 
below and in Subpart F of Regulation Y. 
(12 CFR Part 225).

(b) Congressional Findings. At the 
outset, the Board notes that the scope 
and application of the Act’s limitations 
on nonbank banks must be guided by 
the Congressional findings set out in 
section 4(f)(3) of the BHC Act. In that 
section, Congress found that nonbank 
banks controlled by grandfathered 
companies, because of their 
relationships with affiliates, may be 
involved in conflicts of interest, 
concentration of resources, or other 
effects adverse to bank safety and 
soundness. Congress also found that 
nonbank banks may be able to compete 
unfairly against banks controlled by 
bank holding companies by combining 
banking services with financial services 
not permissible for bank holding 
companies. Accordingly, section 4(f)(3) 
states that the purpose of the nonbank 
bank limitations is to minimize any 
potential adverse effects or inequities by 
restricting the activities of nonbank 
banks until further Congressional action 
in the area of bank powers could be 
undertaken. Similarly, the Senate Report 
accompanying CEBA states that the 
restrictions CEBA places on nonbank 
banks “will help prevent existing 
nonbarik banks from changing their 
basic character * * * while Congress 
considers proposals for comprehensive 
legislation; from drastically eroding the 
separation of banking and commerce; 
and from increasing the potential for 
unfair competition, conflicts of interest, 
undue concentration of resources, and 
other adverse effects.” S. Rep. No. 100- 
19.100th Cong., 1st Seas. 12 (1987). See 
also H. Rep. No. 100-261,100th Cong.,
1st Sess. 124 (1987), (the "Conference 
Report”).

(c) Activity Limitation—(1) Activity 
Defined. The first limitation established 
under section 4(f)(3) restricts a nonbank 
bank to those activities in which it was 
lawfully engaged as of March 5,1987. 
Consistent with the terms and purposes 
of the legislation and the explicit 
Congressional directive to minimize 
potential adverse potential adverse 
effects or inequities by limiting the 
activities of grandfathered nonbank 
banks, the Board believes that the term 
activity” in this limitation means any 
line of banking or nonbanking business. 
This definition does not, however,

envision a product-by-product approach 
to the activity limitation. The Board 
believes it would be helpful to set out 
the considerations it will take into 
account in applying the activity 
limitation of section 4(f)(3) in the context 
of the following major categories of 
bank activities: deposit-taking, lending, 
trust or fiduciary services, clearing or 
payment services, and other types of 
activities engaged in by banks.

(2) Types o f Deposit-Taking 
Activities. With respect to deposit- 
taking, the Board believes that there 
would generally be at least three 
distinct types of activity for purposes of 
section 4(f)(3): Demand deposits, other 
accounts with general third party 
payment powers, such as NOW 
accounts, and time and savings accounts 
without general third party payment 
powers. In reaching this conclusion, the 
Board has relied on the fact that the 
BHC Act’s definition of “bank” itself 
distinguishes between demand deposit- 
taking, non-demand transaction 
accounts, and other forms of deposit 
activities. Moreover, it is clear from the 
terms and intent of CEBA that the 
activity limitation in section 4(f)(3) 
would prevent, and wias designed to 
prevent, nonbank banks that prior to the 
enactment of CEBA had refrained from 
accepting demand deposits in order to 
avoid coverage as a “bank" under the 
BHC Act, from starting to take these 
deposits after enactment of CEBA and 
thus becoming full-service banks.

(3) Demand Deposit-Taking Activity. 
Under the activity limitation, a nonbank 
bank may engage only in activities in 
which it was “lawfully engaged” as of 
March 5,1987. Because the nonbank 
bank could not have been engaged 
lawfully on March 5,1987, in both 
demand deposit and commerical lending 
activity, the nonbank bank could not 
thereafter commence the demand 
deposit-taking or commerical lending 
activity that it did not conduct on March
5,1987. The legislative history of this 
provision confirms this reading. Both the 
Senate and the Conference Reports 
regarding CEBA state that this provision 
confining nonbank banks to activities in 
which they were lawfully engaged on 
March 5.1987, would “prevent(ing] the 
nonbank bank from, for example, both 
offering demand deposits and engaging 
in the business of making commercial 
loans* * H. Rep. No. 100-261 at 
124-25; S. Rep. No. 100-19 at 32. The 
Board notes that absent this 
interpretation a nonbank bank that 
acceptd only savings and time deposits 
and made both consumer and 
commercial loans could, contrary to the 
stated purpose of the CEBA, convert
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itself into a full-service bank. For these 
reasons, the Board concludes that the 
term “activity” in section 4(f)(3) 
differentiates between demand deposits 
and other types of deposit activity and 
that an institution that accepted only 
time and savings deposits as of March 5. 
1987, would be engaged in a new 
activity if it began to accept demand 
deposits after that date.

(4) Transaction Accounts. Similarly, 
the Board considers nondemand 
deposits withdrawable without 
restriction by check or other similar 
means to constitute a separate line of 
business for purposes ofapplying the 
activity limitation in section 4(f)(3).
Thus, an institution that on March 5,
1987, offered only time and savings 
accounts that were not withdrawable by 
check could not thereafter begin a 
transaction account business by 
offering, for example, NOW accounts or 
other types of transaction accounts. In 
this regard, the Board notes that 
historically the provision of checking 
accounts has been viewed as a separate 
activity and in the past served to 
differentiate commercial banks and 
thrifts institutions, industrial banks and 
similar institutions. The conduct of this 
activity also involves different expertise 
and technical programs than is involved 
in offering non-checking savings and 
time deposits. As noted above, the 
definition of bank in the BHC Act as 
amended by CEBA also itself 
distinguishes between demand deposits, 
transaction accounts and other non- 
checkable deposits.

(5) Lending Activities Generally. With 
respect to lending activity, CEBA and 
the BHC Act also distinguish between 
commerical and consumer lending and, 
in the Board’s view, these types of 
lending constitute separate and distinct 
lines of business or activity for purposes 
of CEBA. Under the definition of “bank” 
in the BHC Act in effect both prior to 
and after enactment of CEBA a 
nonbank bank that offered demand 
deposits and made consumer loans 
could not engage in the business of 
making commercial loans without losing 
its nonbank bank status. Thu3, insofar 
as the bank definition is concerned, 
commerical lending is an activity 
separate and apart from other types of 
lending.

(6) Commerical Lending Activity. As 
noted, the activity limitation in section 
4(f)(3) of CEBA would prevent a 
nonbank bank from both offering 
demand deposits and engaging in the 
business of making commercial loans 
since such an institution could not have 
been “lawfully engaged” in both of these 
activities on March S, 1987, insofar as

the BHC Act is concerned. Moreover, in 
order for the activity restriction to 
achieve its stated legislative purpose of 
preventing a nonbank bank from 
offering both demand deposits and 
commerical loans (H. Rep. No. 100-261 
at 124-25), the term “activity” in section 
4(f)(3) must differentiate between 
commerical and consumer lending. 
Otherwise, there would be nothing to 
prevent a nonbank bank that accepted 
deposits and made consumer but not 
commerical loans as of March 5,1987, as 
many of the nonbank banks stated in 
their CEBA reports, from commencing 
this activity after that date without loss 
of grandfather privileges under CEBA. 
Accordingly, the Board concludes that 
such a nonbank bank would be engaged 
in a new activity if it began to make 
commerical loans after that date and 
would lose its entitlement to grandfather 
rights under CEBA.

(7) Legislative History. The Board 
notes that the legislative history of a 
predecessor to this provision of CEBA 
states that the activity limitation for 
nonbank banks was intended “to 
prevent an institution engaged in a 
limited range of functions from 
expanding into new areas and 
becoming, in essence, a full-service 
bank". H. Rep. No. 99-175,99th Cong., 
1st Sess; 13 (1985). The House Report 
goes on to state that, “[tjhus, in 
particular a nonbank bank that is a 
‘consumer bank’ (i.e., it engaged in no 
commerical lending to avoid the existing 
definition of bank) would not be 
permitted to begin to engage in 
commerical lending after being 
grandfathered under this Act.” Id

(8) Other Types o f Consumer Lending 
Activity. The proposed rule 
differentiates between three distinct 
lines of consumer lending activity for 
purposes of CEBA: consumer lending, 
loans secured by the borrower’s 
residence, and credit card lending 
activities. This distinction between 
types of specialized lending is reflected 
in the Board’s regulations that specify 
the types of lending activities 
permissible for bank holding companies. 
Section 225.25(b)(1) of the Board's 
Regulation Y (12 CFR 225.25(b)(1)) 
reflects the separate types of lending 
activity conducted by specialized 
companies offering consumer loans, 
credit cards, mortgage loans and 
commerical finance. The Board believes 
that a credit card business as well as 
home mortgage lending are recognized, 
discrete lines of business activity. 
Indeed, CEBA itself recognizes a 
distinction in the case of credit card 
activity by creating a specific exemption 
from the bank definition for banks that

engage only in credit card operations. 
The Board has also approved a number 
of proposals by bank holding companies 
to establish specialized credit card 
banks, and has long permitted bank 
holding companies to engage in the 
mortgage lending business as a separate 
line of business activity. In light of 
existing law, industry practice and the 
legislative history of CEBA, the Board 
concludes that credit card lending and 
lending secured by the borrower’s 
residence would constitute separate 
lines of lending activity for purposes of 
applying the limitation on nonbank bank 
activities in section 4(f)(3). Thus, a 
nonbank bank that was engaged in 
consumer lending activity as of March 5, 
but did not engage in home mortgage 
lending or credit card lending would not 
be able to commence these activities 
after March 5 without loss of its 
grandfather benefits under CEBA.

(9) Change in Types o f Consumer 
Loans Permitted. This interpretation of 
the term “activity” would not prohibit a 
bank that was offering one type of 
consumer loan on the grandfather date 
from offering a different type of 
consumer loan thereafter. For example, 
a bank that offered consumer 
automobile loans on the grandfather 
date could offer consumer boat loans 
thereafter, but could not commence a 
mortgage lending business or credit card 
business unless it was so engaged on 
March 5,1987. See H. Rep. No 99-175, 
supra at 13 (a grandfathered nonbank 
bank could offer a customer a consumer 
loan to purchase a boat even if no such 
loans were outstanding on the 
grandfather date, if other consumer 
loans, such as consumer loans to 
purchase a car, were outstanding on that 
date). Similarly, a nonbank bank that 
was lawfully engaged in the commercial 
lending business as'of March 5,1987, 
could offer any type of commercial loan 
thereafter and would not be limited to 
the precise types of commercial loans 
offered on March 5.

(10) Definition o f Commercial Loans. 
For purpose of the activity limitation, 
the Board believes the term “commercial 
loan” should include loans to sole 
proprietorships, partnerships, 
corporations and other business 
enterprises, whether secured or 
unsecured, as defined in Schedule RC-C 
of the report of condition, as well as 
commercial real estate loans, and 
agricultural loans, and loans to 
individuals for the purposes other than 
personal, family, household, or 
charitable purposes. It should be noted, 
however, that the nonbank bank could 
not engage in other types of lending, 
such as issuance of standby letters of
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credit of foreign exchange. The 
determination as to whether other types 
of lending or lending-type activity would 
constitute a new activity would depend 
upon the characteristics of the lending 
activity and should not be commenced 
without discussion with the Board.

(11) Loans to Depository Institutions. 
Loans to depository institutions are not 
included under the activity “commercial 
loan.” but would constitute a separate 
and distinct activity. This lending 
activity constitutes a unique service, 
generally referred to as the federal funds 
market, in which all types of depository 
institutions participate. It has 
traditionally been treated separately 
from the commercial lending market and 
the Board believes it should continue to 
be regarded as a separate and distinct 
activity.

(12) Trust Activities. With respect to 
trust activities, the Board has 
traditionally viewed these activities as 
falling within three main categories: 
trustee, executor, or administrator for 
personal trusts and estates; trustee, 
investment advisor, or investment 
manager for employee benefit plans; and 
corporate trust services, including voting 
as transfer, paying or fiscal agent. 
Accordingly, these lines of activity 
would properly constitute separate 
activities under section 4(f) (3).

(13) Clearing and Payment Activities. 
Clearing and payments services also 
include several distinct activities. These 
activities reflect, in part, a depository 
institution’s orientation toward either 
consumer or commercial entities. 
Accordingly, the Board considers the 
following payment-related services to be 
examples of discrete activities: 
transaction services for consumer 
accounts; transaction services for 
business accounts; clearing or custody 
of securities; clearing merchant credit 
card drafts; and acting as a 
correspondent bank for other depository 
institutions.

(14) Transaction Senices.
Transaction services for consumer 
accounts include but are not limited to 
check-based payment services, receiving 
preauthorized transactions (e.g. 
automated clearinghouse transactions), 
limited funds transfers [e.g. through 
Fedwire or CHIPS), and providing 
consumers access to a point-of-sale 
network. Transaction services for 
business accounts include, but are not 
limited to, check-based payment 
services, originating and receiving 
preauthorized transactions (e.g. 
automated clearinghouse transactions), 
funds transfers (e.g. through Fedwire or 
CHIPS), and operating a point-of-sale 
network for the use of business 
customers. The distinction between

consumer transaction services and 
business transaction services is 
consistent with the distinction in the 
BHC Act between commercial and 

, consumer lending.
(15) Securities Clearing and Custody. 

The Board considers clearing and 
custody of securities, unrelated to trust 
activities, as a safekeeping or agency 
activity involving investment 
instruments and therefore an activity 
separate and different from funds based 
transaction services.

(16) Correspondent Services. The 
Board considers providing 
correspondent services to other 
depository institutions.

(17) Nonbanking Activities. With 
respect to other types of nonbanking 
activity, section 4(f) (3) would not permit 
a grandfathered nonbank bank to 
expand into new business activities. 
Thus, for example, a grandfathered 
nonbank bank could not commence after 
March 5,1987, any new types of 
nonbanking activities, including, for 
example, discount securities brokerage, 
full service securities brokerage for 
financially sophisticated customers, 
investment advisory services, acting as
a broker or dealer in government 
securities or other bank-eligible 
securities, acting as an underwriter in 
government securities, foreign exchange 
advisory or transaction services, 
personal property leasing, real property 
leasing, data processing for third parties, 
insurance agency activities, insurance 
underwriting, management consulting, 
futures commission merchant, or any of 
the other types of nonbanking activities 
listed in § 225.25(b) of Regulation Y or 
that have been determined to be 
impermissible for bank holding 
companies (e.g. real estate investment 
and development or real estate 
syndication). A nonbank bank engaged 
on the grandfather date in one aspect of 
nonbanking activity (e.g. leasing 
airplanes) could commence leasing any 
type of product (e.g. railroad cars).

(18) Meaning of "Engagedin". In order 
to be "engaged in” an activity, a 
nonbank bank must demonstrate that it 
had a program in place to provide a 
particular product or service associated 
with the grandfathered activitiy to a 
customer and that it was in fact offering 
the product or service to the customer as 
of March 5,1987. Thus, a nonbank bank 
is not engaged in an activity as of March
5,1987, if the product or service in 
question was in a planning state as of 
that date but had not been offered or 
delivered to a customer. Consistent with 
prior Board interpretations of the term 
activity in the grandfather provisions of 
section 4, the Board does not believe 
that a company may be engaged in an

activity on the basis of a single isolated 
transaction. For example, a nonbank 
bank that held an interest in a single 
real estate project would not thereby be 
engaged in real estate development for 
purposes of this provision, unless 
evidence was presented indicating the 
interest was held under a program to 
commence real estate investment or 
development business.

(19) Meaning of "As of”. The board 
believes that the grandfather date “as of 
March 5,1987” as used throughout 
section 4(f)(3) should refer to activities 
engaged in on March 5,1987, or a 
reasonably short period preceding this 
date not exceeding thirteen months. 
Activities that the institution had 
terminated prior to  March 5,1988, 
however, would not be considered to 
have been conducted or engaged in "as 
of* March 5. Moreover, in order for the 
activity to qualify as being conducted 
"as o f’ March 5, it must have been 
conducted while the institution was a 
nonbank bank. Activities conducted 
while the institution was a full-service 
bank but not after it was converted to a 
nonbank bank, would not be permissible 
for the nonbank bank even if the activity 
had been conducted within a few 
months of March 5,1987.

(d) Cross-Marketing Activity—(1) In 
General. Section 4(F)(3) also limits 
cross-marketing activities by nonbank 
banks and their affiliates. Under this 
provision, a nonbank bank may not offer 
or market a product or service of an 
affiliate unless the product or service 
may be offered by bank holding 
companies generally under section 
4(c)(8) of the BHC Act. In addition, a 
nonbank bank may not permit any of its 
products or services to be offered or 
marketed by or through a nonbank 
affiliate unless the affiliate engages only 
in activities permissible for a bank 
holding company under section 4(c)(8). 
These limitations are subject to an 
exception for products or services that 
were being so offered or marketed as of 
March 5,1987, but only in the same 
manner in which they were being 
offered or marketed as of the 
grandfather date.

(2) Examples o f Impermissible C'vss- 
Marketing. The Conference Reort 
illustrates the application of this 
limitation to the following two covered 
transactions: (i) products and services of 
an affiliate that are not permissible 
under the BHC Act, and (ii) products 
and services of the nonbank bank.
In the first case, the restrictions would 
prohibit, for example, a company from 
marketing life insurance or automotive 
supples through its affiliate nonbank 
bank because these products are not
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generally permissible under the BHC 
Act. H. Rep. NO. 100-261 supra at 126. In 
the second case, a nonbank bank may 
not permit its products or services to be 
offered or marketed through a life 
insurance affiliate or automobile parts 
retailer because these affiliates engage 
in activities prohibited under the BHC 
Act. Id

(3) Permissible Cross-Marketing. On 
the ther hand, a nonbank bank could 
offer to its customers consumer loans 
from an affiliated mortgage banking or 
consumer finance company. These 
affiliates could likewise offer their 
customers the nonbank bank’s products 
or services provided the affiliates 
engaged only in activities permitted for 
bank holding companies under the 
closely-related to banking standard of 
section 4(c)(8) of the BHC Act. If the 
affiliate is engaged in both permissible 
and impermissible activities within the 
meaning of section 4 (c)(8) of the BHC 
Act, the affiliates could not offer or 
market the nonbank bank’s products or 
services.

(4) Product Approach to Cross- 
Marketing Restriction. Unlike the 
activity restrictions, the cross-marketing 
restrictions of CEBA apply by their 
terms to individual products and 
services. Thus, an affiliate of a nonbank 
bank engaged in nonbanking activites 
that are not permissible for bank holding 
companies that was marketing a 
particular product or service of a 
nonbank bank on the grandfather date 
could continue to market that product 
and, as discussed below, could change 
the terms and conditions of the loan.
The nonbank affiliate could not, 
however, begin to offer or market 
another product or service of the 
nonbank bank such as a deposit 
account, trust service or a different type 
of loan product (unless the affiliate 
engaged only in permissible activities as 
described in paragraph (d)(3) of this 
section. Thus, a securities underwriting 
company that as of March 5,1987, 
offered or marketed to its customers 
automobile loans from an affiliated 
nonbank bank could not begin to offer 
or market to its customers checking 
accounts from the bank without losing 
its grandfather privileges under CEBA.

(5) Change in Terms and Conditions 
Permitted. The cross-marketing 
restrictions would not, however, limit 
the ability of the institution to change 
the specific terms and conditions of the 
particular grandfathered product or 
service. The Conference Report 
indicates a legislative intent not to lock 
into place the specific terms or

conditions of a grandfathered product or 
service. For example, a nonbank bank 
marketing a three-year, $5,000 certificate 
of deposit through an affiliate under the 
exemption could offer a one-year $2,000 
certificate of deposit with a different 
interest rate after the grandfather date. 
Modifications that alter the type of 
product, however, are not permitted. 
Thus, a nonbank bank that marketed 
through affiliates on March 5,1987, only 
certificates of deposit could not 
commence marketing MMDA’s or NOW 
accounts after the grandfather date.

(6) Grandfather Provision for Cross- 
Marketing. A product or service not 
permissible for bank holding companies 
under section 4(c)(8) of the BHC Act 
would nevertheless be permitted to be 
offered or marketed by a nonbank bank 
under the cross-marketing provisions of 
section 4(f)(3) under certain conditions if 
they were offered or marketed as of the 
March 5,1987 grandfather date. In the 
Board’s opinion, the terms "offered or 
marketed” in the cross-marketing 
restrictions refer to the presentation to a 
customer of an institution’s products or 
service through any type of program, 
including telemarketing, advertising 
brochures, direct mailing, personal 
solicitation, customer referrals, or joint 
marketing agreements or presentations. 
An institution must have offered or 
actually marketed the product or service 
on March 5 or shortly before that date 
(as discussed above) to qualify for the 
grandfather privilege. Thus, if the cross- 
marketing program was in the planning 
stage on March 5,1987, the program 
would not qualify for grandfather 
treatment under CEBA.

(7) Limitations on Cross-marketing to 
“in the same manner”. Under the cross- 
marketing provision, products or 
services qualifying for grandfather 
treatment may continue to be offered or 
marketed but only “in the same manner” 
in which they were offered or marketed 
as of March 5,1987. Thus, the means of 
offering or marketing the products or 
services must remain the same as on the 
grandfather date. Accordingly, an 
affiliate not using direct mailings as a 
marketing technique as of the 
grandfather date for a particular product 
or service of the nonbank bank may not 
commence this type of marketing after 
the grandfather date.

(8) Eligibility for Cross-Marketing 
Grandfather Exemption. The Conference 
Report also clarifies that entitlement to 
an exemption is specific to an 
institution. An affiliate that was not

engaged in cross-marketing products or 
services as of the grandfather date may 
not commence these activities under the 
exemption even if such activities were 
being conducted by another affiliate.

(e) Eligibility for Grandfathered 
Nonbank Sank Status. In reviewing the 
CEBA reports, the Board notes that a 
number of institutions that had not 
commenced business operations on 
August 10,1987, the date of enactment of 
CEBA, claimed grandfather privileges 
under section 4(f)(3) of CEBA. To qualify 
for grandfather privileges under section 
4(f)(3), the institution must have 
“bec[o]me a bank as a result of the 
enactment of [CEBA1” and must have 
been controlled by a nonbanking 
company on March 5,1987.12 U.S.C. 
1843(f)(1)(A). An institution that did not 
have GDIC insurance on August 10,
1987, and that did not accept demand 
deposits or transaction accounts or 
engage in the business of commercial 
lending on that date, would not have 
become a “bank” as a result of 
enactment of CEBA. Thus, institutions 
that had not commenced operations on 
August 10,1987, could not qualify for 
grandfather privileges under section 
4(f)(3) of CEBA. This view is supported 
by the activity limitations of section 
4(f)(3), which, as noted, limit the 
activities of grandfathered nonbank 
banks to those in which they were 
lawfully engaged as of March 5,1987. A 
nonbank bank that had not commenced 
conducting business activities on March
5,1987, could not after enactment of 
CEBA engage in any activities under 
this provision.

(f) Enforcement o f Nonbank Bank 
Limitations. The Board notes that 
enforcement of the limitations on 
nonbank banks is specified in section 
4(f)(4) of the BHC Act. Under that 
section, the grandfather provisions in 
section 4(f)(1) of this Act cease to apply 
if a nonbank bank subsidiary fails to 
comply with the limitations in section 
4(f)(3). In that event, the Act requires the 
grandfathered company to “divest 
control of each bank it controls within 
180 days after such company becomes a 
bank holding company due to the loss of 
such exemption."

Board of Governors of the Federal Reserve 
System, June 2,1988.

William W. Wiles,
Secretary of the Board.
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