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Executive Summary

e A new rule proposed by the Federal Deposit Insurance Corporation (FDIC) codifies its approach to the
management of industrial loan companies (ILCs), although the rule does not in and of itself make an
industrial loan company charter any easier to obtain.

e Designed to provide very limited lending support to a market commercial banks were not serving, some
ILCs have since morphed into large-scale financial services firms with activities rivalling that of
commercia banks, although they do not need to be owned by banks and therefore are not regulated as
banks by the Federal Reserve.

e Thisnew rule did not give any indication that the FDIC would be lifting the moratorium it set on new ILC
applicationsin 2006, so it was surprising that a day after this rule the FDIC announced that it had
approved two new ILCs.

Context

On March 17, the Federal Deposit Insurance Corporation (FDIC) unanimously approved a proposed rule that
would “codify existing practices’ used by the FDIC in managing the industrial loan companies (ILCs) that it
supervises. This proposed rule was closely followed on March 18 by news that the FDIC had approved ILC
charters for fintech company Sguare and student loan servicer Nelnet, the first new charters since 2006. What,
then, isan ILC, and why isthis subject a source of considerable controversy in the United States?

History and L egal Framework

ILCs, aso known asindustrial banks, emerged in the early 1900s as a source of funding for industrial workers
and other wage earners with moderate incomes, to whom traditional commercial banks were at the time not
willing to offer uncollateralized loans. Industrial banks were aways intended to provide only afraction of the
services that traditional banking provides, broadly acting as lenders but not as deposit-takers (deriving their
funding solely from the issue of investment certificates). Industrial banks nonethel ess dominated the consumer
credit market for the middle classes for most of the 1920s and 1930s until traditional commercial banks
expanded their consumer lending businesses.

Industrial banks have always been state-chartered, but one incidental impact of the 1982 Garn-St. German
Depository Institutions Act was to make industrial banks eligible for the first time for FDIC deposit insurance,
bringing these banks under the regulatory and supervisory authority of both their state and the FDIC.

It was two other developments, however, that made ILCs the controversial topic that they are today. The first
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development is progressive expansion of powers by individual states over the last century. As aresult, many
ILCs perform activities largely identical to today’ s top commercia banks, including in some cases deposit-
taking activities, as the table below shows.

COMPARISON OF KEY DIFFERENCES BETWEEN TRADITIONAL BANKS AND ILCS

State-Chartered Commercial

Powers Bank ILC or Industrial Bank
Ability to accept demand deposits Yes Varies by state
Ability to export interest rates Yes Yes
Ability to branch interstate Yes Yes
Ability to offer full range of deposits and Yes e ST TS
loans
Authorized by every state Yes e e

chartered only in seven states.

Parent commercial firm subject to

umbrella federal oversight Yes No

Parent commercial firm activities
generally limited to banking and financial Yes No
activities

Parent could be prohibited from
commencing new activities if a subsidiary
depository institution has a Community Yes No
Reinvestment Act rating that falls below
satisfactory

Range of enforcement actions can be
applied to the subsidiary depository
institutions if parent fails to maintain
adequate capitalization

Yes No

Control owners who have caused a loss to
a failed institution may become subjectto | Yes Yes
personal liability
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In addition, ILCs have not necessarily remained small. As the Government Accountability Office (GAO) noted
in 2005, “The ILC industry has experienced significant asset growth and has evolved from one-time, small,
limited purpose institutions to a diverse industry that includes some of the nation’ s largest and more complex
financial institutions.” Total assets held by ILCs have grown from $4.2 billion in 1987 to a peak of $213 billion
by 2006. Following the FDIC moratorium of 2006 (see below), this number currently stands at $102.4 billion.

It is not inherently concerning for industrial banks to be performing the activities of commercial banks, provided
that industrial banks are subject to the same regulation and oversight as commercia banks. Thisis not the case,
however, and follows from the second development, the 1987 Competitive Equality Banking Act. Thislaw
identified ILCs as an exception to the rule that all companies that own and control banks be registered as Bank
Holding Companies (BHCs). Although this can get alittle technical, it has two implications. First, under the
normal course of events, only banks can own and control banks. Second, these banks — both the commercial
banks and the BHCs — are regul ated and supervised by the Federal Reserve Board (the Fed). As aresult of the
1987 Competitive Equality Banking Act, ILCs do not have to be owned by banks and are not subject to scrutiny
by the Fed.

Fear of the “unique risk” that ILCs thus pose to the safety and soundness of the banking system appearsto have
led the FDIC not to issue an ILC charter in decades. Nevertheless, controversy surrounding ILCs appears to be
relatively new. In 1988, General Motors was granted an ILC charter, closely followed by other firmsincluding
BMW, Harley-Davidson, General Electric, and Target, all chartered in either Utah or Nevada. In 2006,
however, when Walmart filed an application with the FDIC to be chartered in Utah, there was an enormous
outpouring of protest. Two public hearings were held on Walmart’ s specific case, and the FDIC enacted a
moratorium on new |LC charter applications. Ultimately Wamart withdrew its application before a decision
was made, and research by the Milken Institute shows that since this date all statesin which ILCs are permitted
have passed |aws restricting the powers of ILCs.

More recently, similar arguments both for and against expansion of ILC membership have been made following
applications in December 2018 by Square, an American fintech firm, and in August 2019 by Rakuten, a
Japanese e-commerce company, both of which saw considerable media comment. On March 18, news broke
that the FDIC had approved charters for both Square and Nelnet, a student loan servicer. Square announced that
it had already achieved charter approval from Utah, but it is believed Nelnet is still waiting for state-level
approval.

Conclusions

The proposal is undoubtedly a step in the right direction. Simply codifying existing practices into a regulatory
architecture isadesirable goal in and of itself, but the rule goes further by proposing some new requirements,
including that a parent company make available a constant pool of capital or accessto credit to the bank that it
owns.

While these devel opments are to be welcomed (and unanimity at FDIC only highlights this point), the impact is
confined solely to the ILCs that the FDIC aready regulates, and this proposal on its face thus does not indicate
that any de novo ILC charters would be granted. It was therefore surprising that a day later the FDIC approved
two new charters, the first since 2006. Fresh life has been breathed into the viability of ILCs, and thisis a series
of decisions that fintechs and other firms will be following closely and should lead to an explosion in the
number of ILC applications to the FDIC.

AMERICANACTIONFORUM.ORG


https://www.lexisnexis.com/lexis-practice-advisor/the-journal/b/lpa/posts/industrial-loan-companies
https://www.lexisnexis.com/lexis-practice-advisor/the-journal/b/lpa/posts/industrial-loan-companies
https://www.gao.gov/assets/250/247760.html
https://www.fdic.gov/news/board/2020/2020-03-17-notational-fr.pdf
https://www.icba.org/docs/default-source/icba/advocacy-documents/reports/ilc-white-paper.pdf
https://www.congress.gov/bill/100th-congress/senate-bill/790
https://www.congress.gov/bill/100th-congress/senate-bill/790
https://www.fdic.gov/news/board/2020/2020-03-17-notational-fr.pdf
https://assets1b.milkeninstitute.org/assets/Publication/ResearchReport/PDF/ILC.pdf
https://www.americanbanker.com/opinion/when-walmart-wanted-a-bank
https://www.americanbanker.com/opinion/when-walmart-wanted-a-bank
https://assets1b.milkeninstitute.org/assets/Publication/ResearchReport/PDF/ILC.pdf
https://www.spglobal.com/marketintelligence/en/news-insights/trending/7obKPiPVAzFtdqePGx5O9w2
https://www.google.com/search?client=firefox-b-1-d&q=rakuten+ilc
https://www.fdic.gov/news/board/2020/2020-03-17-notational-fr.pdf

