





I certify that on February __ 1970 1 served the gttached

at , Alaska,

subpoena on Major K. E. Dankworth,

by delivering a copy of It to him.

Dated: February 1970
, Alaska




TO; Major M. E. Dankworth, Commander
Southcentral Region
Alaska State Troopers
702 East 30th Avenue
Spenard, Alaska

Under authority of AS 24.2", you are (or your designee 1s)
commanded to appear before the Judiciary Committee of the Alaska
House of Representatives and produce one copy of each of the
notion picture films "Love Camp 7 and '"Hoce Pleasure Machir.en
(presently iIn your poa-vssion In connection with the case of
State v. Handby) . for viewing by the committee, at the committee

room in the Masonic Hall at Fourth and Seward Streets in Juneau,

Alaska, on February , 1970 at _  p.m.

Dated: February , 1970
Juneau, Alaska

Jalraar korttuFa, Speaker
Alaska House of Representatives

Barry V. Jackson, Chairman
Judiciary Committee
Alaska House of Representatives
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IN THE UNITED STATES DISTRICT COURT Uﬁ}l

FOR THE DISTRICT OF ALASKA

UNITED STATES OF AMERICA,

Plaintiff,

VS. Criminal No. 7.-61-69

o NN\

JAMES FAYE VINSON,

Defendant.
»

MEMORANDUM IN SUPPORT OF MOTION TO SUPPRESS

The Defendant"s fTirst contact with police officers ir. this
case was on January 26, 1969, when his baggage was searched e .r
a lawful warrant alleging the Defendant was carrying a quantity of
marijuana. A careful search was made and no marijuana was found.
However, eight (C) photographs and four (@) reels of G mm film,
subsequently alleged to bo obscene, were found. The photographs
and film were not seized at that time.

On January 29, 1969, a search warrant was issued covering the
Defendant®s residence to search for obscene pictures and motion
picture films. The warrant was based solely or. the affidavit of
Donald Watson, Customs Agent. (A copy of the Search warrant and
Affidavit are attached.) The affidavit does not even assert vhat
the conclusion of obscenity was based on the affiant®s personal
observation of the photographs or films.

Under the warrant, a search of Defendant®"s residence was made,
In addition to the four reels of film and eight photographs men-
tioned in the affidavit, thirteen other films were seised along
with numerous photographs. Also, a careful search for marijuana
wa3 carried on iIn the residence under the warrant for obscene
films.

Subsequently, after viewing one or more of the films and
photographs seised, theGrand Jury indicted the Defendant charging
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(Y affidavit of the Customs Agent was insufficient to show
k v __vx* _ _
> 4i1probable cause as there was no allegation that his statements ware
< jv'je't.

r-bp a s e d on personal know?.edge* After all, that is the purpose of an
/ii affidavit.

Conceding for purposes of argument that the Customs Agent . -
viewed the films, his affidavit stating so and reaching the per-
sonal conclusion that the films wore obscene, the warrant is
still invalid. In Lee Art Theatre v. Virginia, 392 U.S. 636G
(196C), the U. S. Supreme Court reversed a State Court conviction
of possessing and exhibiting lew/d and obscene notion pictures.

The fatal defect was tho use of evidence seised under a scarce

warrant based on the affidavit of a police officer

AK* I "™ w h 1 c h stated only the tiller of the notion
Mirs-"" m pictures and that the officer had determined
éﬁkaj°EﬁTn< V) frora personal observation of them and of the
S Felee>* billboard in front of the theatre that the
v« films were obscene.”™ bee Art Theatre, supra,
V" : P. 636.

"However, wCc need not decide in this case
whether tho Justice cf the Peace should have
viewed the motion picture before issuing the
warrant. The procedure under which the war-
rant vw/as issued solely upon the conclusionsry
assertions of the police officer without any
inquiry by the Justice of the Peace into tho
factual basis for tho officer®s conclusion.,
was r.ct a procedure “designed to focus searsh-
ingly on the question of obscenity”, id., at
732, 6 T. Ed. 2d at 1136, and therefore fell
short of constitutional requirements demanding
necessary sensitivety to freedom of expression.”
id, at 637.

In other cases, Courts have required a prior judicial deter-
mination of obscenity before a warrant can issue, and even de-
clared invalid warrant issued after”Jio™idcoMvad™vi.c-.%®d the film.
The defect iIn that case was the lack of an adversary hearing on
the question of obscenity before t e arrant issued. See Cambist
Films v. I1llinois, 292 P. Supp. 1C5 (19G3) .

v 2 InU. s. v. Brown, 274 P. Supp. SGI (1967) , the Dufondant was

-hargod, as in tho present case, of transporting obscene material

in Interstate commere .. & : ~trials vie- < plus r gur.rit.itv of
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None of the contents were submitted# as in the present case, to
the Commissioner for his persual. The Court hold the seizure un-
lawful and ordered the evidence suppressed and returned to the De-
fendant.

The Court stated that

""the common thread running through recent
Supreme Court decisions on the seizure of
allegedly obscene matter in that because
the line between protected and unprotected
speech i1s so difficult to draw, dissemina-
tion of a particular work should bo com-
plc.teiy undisturbed, at leant until an in-
dependent determination of obscenity is
made by a judicial officer. Complete re-
straint on any v;ork must await a finhl ju-
dicial determination of obscenity.l1l U. Z.v.
Brown, supra, p- 563.

The Court in Brown rolled heavily on Marcus v. Search Far-
rant, 3C7 U.S. 717 (1b6l1) , and A Quantity of Copies of D~ -a
Kansas, 378 U.S. 205 (1064). Conceding that the Supreme Court in
Marcus and A Quantity of Books was expressing its view in the con-
text of civil forfeiture cases, the Court in Brown as did the U.S.
Supreme Court in Lee Art Theatre, supra, applied similar proce-
dures to criminal obscenity prosecutions.

"A search and seizure for the purpose of
gathering evidence for a criminal obscenity
/’ prosecution imparts at least the same poter.-
>\ tial restraint on the dissemination of ma-

/ torial protected by the First Amendment as
one made colely for the purpose of commencing
forfeiture proceedings.” U. S. v. Brown,
supra, p- 5C3.

Another interesting question ana probably of first impression
in this Court has arisen as the result of the recent U. s. Supreme
Court case, Stanley v. Georgia, 37 Law Week 4315 (1962). |In that
case, the Court held Stanley had a right to possess obscene films
in his own home. 1t should logically follow that a warrant de-
signed to deprive a person of possession iIn his own home of ob-
scene matter is invalid. If he has the right to possess the mat-
ter in his own home, r.o cr.c should have the right to take it f::om

him while iIn his _.

he should have the right to bring it there, unless he had stolon
It somewhere.

 {r n L 1oy +F
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It could be argued that the seizure was not to deprive the
Defendant of possession in his own home, but to use that seised as
evidence of violation of another statute. That contention is con-
fronted by at least two problems in the present case, first, are
wc to discriminate against those who roust purchase the material out
of Stato? That is, those who purchase the material in Alaska and
take it to their own homes in Alaska have violated no law. Those
who purchase the material outside Alaska are subject to prosecution
for violation of a number of laws, if the material 1is held obscene.
One of the stated purposes of Title IS, Sect. 1462, the statute the
Defendant is accused of violating, was to supplement ftate legisla-
tion. If there is no legislation prohibiting possession In one"s
home, or i1f such legislation exists and is unconstitutional as a
result of Stanley, that purpose is no longer existent.

|
? Secondly, 1is the manner in which the officers initially die-

A

‘covered the material alleged to be obscene. During a valid

for marijuana, the officers found the photographs and films, and
went to great pains to view the contents, especially of the films,
by unrolling the film and looking through the individual frames in
the light. This type procedure occurred in the Stanley case while
the officers were searching the Defendant®s home for gambling de-
vices under a lawful warrant for that purpose. Nr. Justice Stew-
art, with whom Mr. Justice Brennan and Mr. Justice white joined, in
a concurring opinion, stated:

"*This Is not a case where agents iIn the course
of it lawful search came upon contraband, cri-
minal activity, " criminal evidence in plain
view. For the record makes clear that the con-
tents of the films could not be determined by
mere Insncm vi. And this is not a case that
presents Lions as to the permissible
scope of a ccwuch made incident to a lawful ar-
rest. For the appellant had not boon arrested
when the. agents found the films. After finding
them, the agents spent some 50 minutes exhi-
biting them by means of the appellant™s pro-

jector in anoth:r ups - wur; room. Only then did
t..0 >Mii ,j . - Voo ¥W ... i
NDLEM»» . . . 1Ih .
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launch forth upon unconfined searches and

indiscriminate seizures as 1If armed with

all the unbridled and illegal power of a

general warrant.

Because the films were seized in violation

of the Fourth and Fourteenth Amendments,

they were inadmissible in trial.” Stanley

v. Georgia, supra, p. 4319. >~

True, the films iIn the present case were not seised Iimmediate-

ly after such a search described in Stanley, but the later seizure
was certainly a fruit of the unconstitutional procedures of January

26, 1959.
CONCLUSION

The evidence seized should be suppressed and returnee to the
Defendant for one or more of the following reasons:

1. It is the belief of the Defendant, that the January 29,
1969 search warrant wan not issued to the F.D.1., but to a Customs
Agent and transferred to F.D.I. without approval of the Commission-
er, therefore, the F.B.l. had no authority to make the search;

2. The affidavit on which the January 29, 1965 warrant was
based did not allege personal observations and conclusions of the
affiant, and, therefore failed to show probable cause. Nor dees
the affidavit state as the warrant asserts that /the/affiant believes
the films to be on the premises to be searched;/" n

e

3. The January 29, 1969 search warrant was invalid because
prior safeguards to”*protcct the Defendant®s First Amendment rights
were not taken before the warrant was issued;

4. Under the January 29, 1969 search warrant, the material
seized was in the possession of the Defendant in his own home and/
a warrant to deprive the Defendant of that possession is invalid;
and

5. 7.e January 29, 1969 search warrant was the fruit of an
illegal search undertaken under the auspices of the January 26,

1969 search warrant.
Respectfully submitted,

ROBISON, McCASRBY, STRACKAN & hoGil

_Yo_
Stanley P . Corr.eiiu;



IN THE UNITED STATES DISTRICT COURT

FOR THE DISTRICT OF ALASKA

UNITED STATES OFAMERICA, )
Plaintiff, )

VS. )

JAMES FAYEVINSON, 3
Defendant. )

Criminal No. A-61-69

V=2 REPLY MEMORANDUM e

2v" VvV
>y
- //Defendant, JAMES FAYE VINSON, is satisfied that the warrant

v YAV
\/1 ¥{y;issued to an F.B.l. Agent instead of a Customs Agent, but the
A

*
KNVMv' /other points raised in the Defendant®s MEMORANDUM have net been
ﬁj:v r¥//satisfied by the Plaintiff*s MEMORANDUM IN OPPOSITION.
The MEMORANDUM IN OPPOSITION states in the first sentence that
Jw 7/ Defendant has admitted in Paragraoh 1 of the MEMORANDUM IN SUPPORT
F\ OF MOTION TO SUPPRESS, 'that the search pursuant to the warrant cf
N January 26, 1969, was legal”. Reforming the Court to Paragraph 1
>/ of that memorandum, no such admission can be.found. The Defendant
admits in that paragraph that the warrant was lav/ful, but does not
state that the search was lawful. In fact, the second paragraph
on Page 4 and the first paragraph on Page 5 of the MEMORANDUM IN
SUPPORT are devoted to illustrating the illegality of the searching
procedures on January 26, 1969 with respect to the-allegedly obscene
material.

Referring to the January 26, 1969 warrant, the Defendant does
not cicny that a search warrant Ccin be valid if based on hearsay;
however, certain basic rules must be followed. One rule iIs that
the hearsay affiant must state that he ™"believes™ the objects of
the proposed search are on the premises to be searched. Nowhere,
in the affidavit of Donald Watson, does ho state that he believes
the alleged obscene materials to bo on the premises searched, liis
affidavit is based solely on what transpired on January 26, 1969.

Secondly, the MEMORANDUM IN SUPPORT points out that the U. S.



ISC

Supreme Court ha3 ruled unconstitutional searches for obscene ma-
terials based on the affidavit of an enforcement officer stating
his personal observations. It should surely follow that a search
warrant for alleged obscene materials based on an affidavit of an
enforcement officer that does not state the conclusion of obscenity
van based on his personal observations, is invalid,,

Much of the MEMORANDUM IN SUPPORT was devoted to illustrating
that the Defendant®s First Amendment rights have been violated.

The MEMORANDUM IN OPPOSITION does not even discuss this question
though faced with U. S. Supreme Court cases and lower Court cases
that indicate the proper procedures to protect the Defendant”"s
First Amendment rights were not followed.

Much of the law cited in the MEMORANDUM IN OPPOSITION does not
go to the real questions in issue. The Plaintiff cites Rule 41 (©)
as allowing the Commissioner to issue a search warrant based cn af-
fidavit if the Commissioner believes there is probable cause. Hut
the Commissioner must require certain procedures before he can
determine probable cause. As pointed out earlier, the affiant must
state he belicvos the objects of the search are on the premises to
be searched, and, in the case of obscene materials, an independent
determination of obscenity must be made by someone other than the
police officer, most cases requiring a judicial determination (see
Pages 2 and 3 of MEMORANDUM IN SUPPORT), before a search warrant
can be issued and the material seized..

Referring to the matter at the lottom of Page 1 of the MEMO-
RANDUM IN OPPOSITION, the Defendant does not quarrel with the
Plaintiff"s position that a warrant may be based on hearsay, but
again, with respect to a search for alleged obscene materials, even
warrants based on personal observations have been held invalid (see
Pages 2 and 3 of MEMORANDUM IN SUPPORT).

Referring to the matter at the top of Pago 2 of the MEMORANDUM
IN OPPOSITION, the Defendant agrees with a policy of r.ot imposing

stringent over-technical standards upon a Commissioner in deter-

mining probable cause; however, the requirement that the affiant



state ho believes the objects of the search are on the -promises to
bo searched is a basic requirement certainly net over-technical.
The cases have shown that a prior independent determination of ob-
scenity is also basic.

The Defendant also agrees, referring to the last paragraph on
Page 2 of the MEMORANDUM IN OPPOSITION, that enforcement officers
may search, ar.d seize fruits of an alleged crime, but again the
basic issue has been avoided. That is, the soarch warrant used for
that search must be valid.

Referring to Page 3 of the MEMORANDUM IN OPPOSITION, the
Plaintiff scorns to argue that a presumption contained in 12 U.S.C.
1*165 tabes precedence over the recent U. S. Supreme Court case of
Stanley v. Georgia, 37 Law Took 4315. Then in the last sentence,
the Plaintiff admits that the presumption does not go to the issue
of suppression of evidence or dismissal of cnuictment. The Defend-
ant quite agrees and cannot understand why the presumption was re-
ferred to if it has no relevance to the issue of suppression of
evidence.

Finally, not only does the Plaintiff avoid completely the 1is-
sues of protection of the Defendant®s First Amendment rights and
failure of the affiant to state he believes the objects of the
search are on tho promises to be searched, but r.o reply has beer,
made to the Defendant®3 allegations contained in the last paragraph
on Page 4 and tho first paragraph on Pago 5 of the MEMORANDUM OF
CUI"hoRT. That is, the procedures in the January 20, 1909 search
were i1llegal and that the January 20, 19CO search warrant was
based on tho fruits of the illegal procedure during the first
search. The quoted portion from the Stanley opinion is certainly
right or. point.

DATED: July 7, 19C9

Respectfully submitted,
ROBISON, KcCASKSY, STRACZAN & ROCS

By
Stanley P. Cornelius”



IN THE UNITED STATES DISTRICT COURT

FOR THE DISTRICT OF ALASKA

UNITED STATES OF AMERICA, F I I_ E D
Plaintiff,

AUG 1 1969

V.
UNITED STATES DiSYiUCT COU3T ,

DISTRICT O /ALASKA
JAMES FAYE VINSON, By.--... U.T,.. DTy

Defendant. )
)

No. A-S1-G9 Cr.
MEMORANDUM AND ORDER

This matter is before the Court on defendant®s
motion to suppress evidence, return seized property, and
dismiss the indictment, based on an allegedly unlawful
search and seizure.

On January 26, 1969, defendant"s baggage was
searched for marijuana at Anchorage International Airport,
pursuant to a valid search warrant. No marijuana was found,
but four reels of motion picture film and eight still
photographs, believed by the Customs Agent to be obscene,
were observed.

Three days later Customs Agent Watson executed an
affidavit before the United States Commissioner alleging the
above facts and no more. On the basis of that affidavit a
search warrant was issued to search defendant®s home for
""obscene pictures, motion picture film" concealed in viola-
tion of 18 U.S.C. 881462(a), 1465(1964). The warrant was
executed and the evidence seized which defendant now moves
to suppress.

Agent Watson"s affidavit, the sole support for the

warrant on the record, is fatally defective iIn two respects.



First, 1iIn obscenity cases a magistrate issuing a
search warrant is required to make an independent finding of
probable cause not only as to the presence of the offending
matter, but also as to its obscenity. The "conclusary
assertions of a single police officer”™ are net sufficient.
Lee Art Theatre, Inc. v. Virginia, 392 U.S. 636 (1968) *

1 em
Marcus v. Search Warrant. 367 U.S. 717, 731-32 (1961)." Here
the affidavit states only that the materials in question
"were observed to be obscene.”™ Agent Watson®s grounds for
this conclusion are not given, nor does the record show that
any such grounds were laid before the Commissioner.

Second, there 1is nothing iIn the record to connect
the allegedly obscene matter with defendant®s home. The
affidavit states that on January 26, obscene matter was
observed in defendant®s suitcase at International Airport.
On this basis a search warrant was 1issued” three days later
for defendant®s homo. There is no indication that any law
enforcement officer hod probable cause to believe, from
personal observation, hearsay or otherwise, that the
material seen iIn the suitcase three days previously was then
in defendant®s home.

It is therefore ORDERED:

1. THAT defendant®s motion to suppress is GRANTED;

2. THAT the motion picture film and photographs
seized be returned to defendant®s possession;

3. THAT the indictment herein is DISMISSED.

DATED at Anchorage, Alaska, this first day of
August, 1S59. f

V /II ihi-v \Y
/Uiitted States District duége

cc: Stanley p. Cornelius <
Marvin S. Frankel, United States Attorney



swastika is
universities,

he said. “The shadow of t
on every courthouse,
on GovernmenNbuildi _

Ugly Mot d. After~ftc speech, a crowi

r500 gathered inVpark to listen to st,
dint radicals. M ~ny\f the wholcsoaic-
looxirig youthsyclcnched fists raised; ap-
peared to be/out for a\lark. Hot the
mood suddenly turned ugly, ana when
police patatn cars appeared a bl~ck away,
the crowtrWgan hurling roc’

W ith/l .OSb students and'street peo-
ple sheading /~urn, baby, hum!” youths

re to pilcVof debris and she.cd
the/d through the Rank or America door-
way.'Some of the students argued that
the attafek was senseless. The burners, un-
able to articulate their reasons, answered
that the bagk wa/a “Symbol of cor-
porate corrupHoi

Though outnhfabered. statc'patrolmen
and sheriff's deputies took the offensive.
But after a fen-mhqutc rock barrage,
they retreated, IcavinVa patrol caribe-
hind. The students sctxt afire. Mean-
while, thc/oank burned rat. the ground
—a S275J000 loss

Tear ®as. The third night,NIl/spitc a
arfcwyond the arrival of somyjQO ad-
diHoturl state law-enforcement officers,
theVudents continued their/rock hu
ing/PbHcc attempted unsuccessfully td
break upamruly crowds, add from a hov-
ering helictmtcr equipped with a loud-
speaker ordered them to disperse. With
only one knoW cxc/ption, the police
kept their firearms h/lstercd, sometimes
throwing rocks tmmselvcs when they
ran out of tear gaA/One cop was even
photographed usidg a slingshot.

The authorities’ restraint kept casu-
alties down: 32 lawmen and two ci-
vilians were /injured. ThcreNwero 135
Arrests. Finally, Governor Ronald Rea-
gb”, who described the rioters as\\cow -
ardr little bums,” ordered a/forcKof
400 Zonal Guardsmen intc Isla Vis-,
ta anewpence was restored. The de-
structive nmtpage, like gmecr riots for
littlefox no jgstification./iid more than
destroy property and e/danger lives. It
hurt the causcN)f r/tional dissenters
while strengthenin”ytne hand of those
who would quash dissent of any kind.

MORALS
Defense Against Dirt

“They call us the dirty-movie ladies,™
says Mrs. Margery Shrivcr. "They don’t
realize,” adds Mrs. Mary Avara, “the
headaches we get from watching this
stuff.” "Can you imagine,” asks Mrs.
Rosalyn Shccter, "kids at drive-ins get-
ting to sec stuff like this? They do else-
where, you know."

The *“stuff" is flesh flicks, and the
three middle-aged, middle-class mothers
constitute Maryland's defense against
them. The last state to censor motion pic-
tures in advance of distribution, Mary-
land pays the members of its Board of
Motion Picture Censors between $4,000
and $4,500 a year each. In fiscal 1969,
the trio previewed 687 movies, censored
objectionable portions from 14, and re-

20

CENSORS SHRIVER, SHECTER ft AVARA AT WORK
You wouldn't believe the headaches they get.

jeeted 59 outright. Half of those re-
jected were 8-mm. porno prod—tions
made on a shoestring, which is more
than most of the performers wore. None
of the disapproved films was produced
by members of the Motion Picture As-
sociation of America, which voluntarily
rate their movies for their suitability
for different audiences. To look at the
issue through the censors’ eyes, Time
Correspondent Art White spent a day
with the ladies in the Baltimore State Of-
fice Building theater. His report:

Electrodes. "O.K., let’s go,” says Mrs.
Shriver, 44. The first film of the day is
a Japanese import, Tltc Daydream, a col-
lage of sensual sounds and sadomas-
ochistic fury. On the screen, a man
hangs a girl from the ceiling by ropes,
then cuts off her clothing with a knife.
"I'm cither out of touch with Oriental
culture," says Mrs. Shriver, wife of an
oil-compnny executive, "or there's some-
thing here that escapes me." In another
scene, the man strokes the girl's private
parts. Both are naked except for masks.
"1 can’t tell what they're doing," says
Mrs..Shriver. "Don't ask,"” replies Mrs.
Avara, 60, a widow who has been on
the board since 1960.

Electrodes are placed on the girl's
breasts. “This is going to be shocking,"
cracks Mrs. Shrivcr. The film grinds to a
finale in which the hero stabs the nude
girl. "We're turning the whole picture
down," says Mrs. Avara. “They insult us
by submitting stuff like this." Among the
films banned last year was | Am Curious
(Yellow), the Swedish import found by
federal district courts to possess sufficient
"redeeming social value to qualify for
constitutional protection.*

Italian Shoes. The projector again
whirls, and the women settle back be-
hind their desks to watch Decameron
69. They see two figures squirming on

* The film's American distributor is ehal-
lending Maryland's bun in the U.S. Supreme
Court, whtei. has also been naked to rule on
the constitutionality of the Maryland board.

a bed; he removes her sweater, she fon-
dles his fly. “Mark that,” Mrs/Shriver
shouts to the technician; the scene will
be deleted. “Look at his testicles show-
ing there," she calls later. "Marjc that."
As the film grinds on, the women ex-
change comments. "I cant tell which
country this is becnuse there's' no di-
alogue,” complains Mrs. Shriver. "They
look like Italian shoes," says Mrs. Shec-
te'l 55, wife of a Baltimore advertising
executive.

Watching as a girl is stripped by a
male partner (he wearing gloves), Mrs.
Shectcr observes: “Some of tp»e girls
have wonderful undergarments, wonder-
ful bras." Adds Mrs. Shriver: "When |
first started seeing these films, they
looked like they were made by un-
derwear salesmen."

Susan Saved. At this point, the sound-
track voice interrupts: “As a prpstitute,
Samantha Jane makes 20 times gs much
as she'd make as a secretary." The
scene shows a young man and a big-bo-
somed brunette in what appears to be
a motel room. Soys the brunptte: “I
need it all the time now." Says Mrs.
Shriver: “You make a film like this for
a couple of thousand dollars agd gross
ten or twenty times as much, iAll y°u
nccv is a bed, a photographer, and a
man and a woman.”

As lunchtime approaches ant| the la-
dies watch a man mutilate another man
with a knife, the board's pretty ad-
ministrative assistant enters tho screen-
ing room. "Don’t look, Susan,” Mrs.
Shriver warns, and Susan rushes out.
The women send out for sandwiches
and coffee, then sit grimly munching in
the dark, eyes on the screen.

By now, the cinematic activities have
begun to exhibit a staggering sapicncss,
and the joking becomes more strained.
Two lesbians perform for the camera,
and Mrs. Avara wonders aloud "what's
going through their minds." Whatever
it is, there is little likelihood th'at other
Marylanders will get a chance to guess.
The dirty-movie ladies rejectedlQ¥€ film.

TIME MARCH 9, 1970

A



Mr. Herb, Shaindlin

*x Chief’of News Operations
KHAR - TV

tec. Pouch 7-016 r -

8pj fe Anchorage. Alaska 99501

a ’ ' 1% ‘e "\
Dear Mr. Shaindlin;

The House judiciary Committee i1s looking at the over-
a " ¥ a1l problem of pornography, and we are informed that
o you have conducted an investigation on how the dis-
. tributors of pornography are operating.
RV A S
VOIVE R you have any plans to be in Juneau iIn the near
futureaeEWwOuld request that you testify before our
c?mmittee- -

ANt .=’ sincerely,

Barry W. Jackson, Chairman

BWJ/mm






January 19, 1970

The Honorable Judge
Edward V. Davis

Superior Court

941 VJest Fourth Avenue

Anchorage, Alaska 99501

Dear Judge Davis: *

This date the House Judiciary Committee has voted to take

up the general question of laws or the like thereof relat-
ing to pornography.

In conjunction therewith, it was the feeling of the committee
that we would like to review the films that were confiscated
from the Billikin Drive In iIn Anchorage.

The showing of these films will be held hero in Juneau 1in

an executive session, that is, only members of the committee
and staff will be present.

By this letter wo are seeking your permission for such a show-
ing and await your reply to make further arrangements.

Very truly yours,

Barry W. Jackson
Chairman Judiciary Committee

BWJ/SC/mm

bcc: Harold W. Tobey
District Attorney



- Box 6188-Annex
Anchorage, Alaska 99502
Southcentral Region

Januaiy 21, 1970

Rep. Jess Harris

Alaska State Legislature
Pouch V

Juneau, Alaska

Dear Jess:

Please find attached the material you requested. Unfortunately, much
of the material brought to my attention during the year had no evidentiary
value and as a result was either given to interested legislators or destroyed.

I would propose that you consider asking Mr. Herb Shaindlin, News Director

for Station KHAR, to appear before your comittee. 1 have deteimined

that he has conducted probably the most extensive investigation into
pornography that has been done so far. He devoted fourteen months to
collecting material in Alaska and throughout the United States, and is

very knowledgable of how the distributors of pornography are operating.

I asked Mr, SSmindlin if he would be willing to testify and bring his
collection of material before the committee and he assured me he would

be more than glad to do so. In the event you would be interested in his
appearing, 1 would be happy to assist you in making the necessary arrangements.

Mr. Hal Tobey of $he State Attorney"s office is not in Anchorage today
but upon his return 1 will discuss with him the questions concerning the
Billiken film,

I hope this will be of some assistance to you.

Sincerely,

Mel J. Personett, Commissioner
Department of Public Safety

Region Commander
Alaska State Troopers

MED:cs
Enclosure
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Introduced: 2/9/70
Referred: Commerce and
Judiciary

BY THE RULES COMMITTEE BY

IN THE HOUSE REQUEST OF THE GOVERNOR

HOUSE BILL NO. 673
IN THE LEGISLATURE OF THE STATE OF ALASKA
SIXTH LEGISLATURE - SECOND SESSION

A BILL

For an Act entitled: "An Act amending the Alaska Banking Code."
IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 06.05.005(3) is amended to read:

(3) authorize a state bank [UNTIL THE CLOSE OF THE NEXT
REGULAR SESSION OF THE LEGISLATURE]

(A) to participate in a public agency created under
the laws of this state or of the United States, for the purpose
of affording advantages or safeguards to banks or to depositors
and to comply with all requirements and conditions imposed upon
such participantsi

(b) to engage in any banking activity in which a bank
subject to the Jurisdiction of the federal government may be

authorized by federal legislation to engage;

* Sec. 2. AS 06.05.015 is amended by adding a new subsection to read:

(11) charge off all debts owed to the bank in which Interest
due iia3 been unpaid for a period of six months unless the debt prin-
cipal 1b adequately secured and the bank is in process of collection.
Sec. 3. AS 06.05.025 is amended to read:

AS 06.05.025. BANK EXAMINATIONS, (@ The department shall
select one or more competent persons [A COMPETENT PERSON] to make a
detailed examination of banks. A report [THE RESULT] of each [HIS]
examination and findings shall be transmitted to the department. A
copy of the report cf examination shall be sent to the organization

examined.
- HB 663



The Honorable Barry Jackson
Chairman, House Judiciary Committee
State Legislature

Juneau, Alaska April 9, 1970
FROM: John Robertson, " H.B. 643
Division of Banking, Amendments to the Alaska Banking Code

Small Loans &

The following are brief section of H.B. 643:

Sec. 1. AS.06.05.005 is amended by deleting certain language as it
was originally adopted from th-a model banking code. This section is known
as the "wild-card” statute and its purpose is to ensure a competitive balance
between state and national banks. However, as it now stands, it is not as
useful as it might be since it requires that any banking powers authorized
by the department to maintain the competitive balance must be acted upon by
the legislature by the close of the next session. It is suggested that
time limit represented in "until the close of the next regular session of
the legislature™ be deleted. Of the six states having this type of statute,
three have no time limit.

Sec. 2. AS.06.05.015 is amended by adding a new subsection defining
bad debts. T we broaden the powers of state chartered banks, we must also
concern ourselves with asset quality. Most other state banking codes, as well
as the national banking law, contain statutory bad debt provisions.

Sec. 3. AS.06.05.025 is amended to clearly authorize the employment of
an examination team and conduct whatever examinations are required in the discre-
tion of the commissioner, including followup examinations for mergers or branch
banks.

Sec. 4. AS.06.05.035 is amended to enable the department to charge and
collect adequate examination and investigation fees.

Under the existing examination statutes (Sections .025 t’ augh .035), every
examination or investigation performed results in a subi ntial loss to the
department. Due to the increased examination responsit .ties, and activities
of the department, as well as the increasing number of t w bank and branch
applications, we feel that it is businesslike and appropriate to collect suf-
ficient fees to offset the costs incurred”

Sec. 5. A new section covering leasehold and development loans 1is pro-
posed. This section would permit banks to make loans, within certain limits,
secured by first lien leaseholds. A leasehold loan is a type of real estate
loan in which the borrower (lessee) is the holder, or owner of a leasehold
estate, which is of sufficient qualility to warrant a lender accepting it as
security for a loan. In other words, the borrower holds a long term lease,
which together with the improvements provide security to the lender. Leasehold
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loans normally apply to hotels, office buildings, warehouses, service stations,
apartment houses, and other similar commercial development. This method of
lending is now being used extensively throughout the nation and should be

made available to our state chartered banks.

Sec. 6. AS.06.05.207 is rewritten to allow a bank to make second mortgage
real estate loans. This will permit our banks to serve customers who have
a substantial equity in real prc_erty and avoid a rewrite of the first mortgage
loan. Due to the loan/value ratios and amortization rates established, we
believe that the concept is sound and also believe that it will provide a de-
finite advantage over national banks.

This section is rather lengthy due to rearranging existing language for clarifi-
cation, however, nothing was deleted or added except the provision covering
second mortgages.

Sec. 7. A new section is proposed, allowing state”chartered banks to make
loans secured by forest tracts. We believe this is particularly important to
banks and their customers located in areas where there is a significant and
economically marketable timber resource. National banks may make such loans
and the more modem state banking codes contain such a provision.

Sec. 8. A new section permitting banks to invest in a bank service
corporation is proposed. “A bank service corporation normally provides compute-
rized bookkeeping and record keeping®services to otner banks, businesses, and
the public. Such an investment is subject to examination and regulations by
"the department. Bank service corporations are quite common throughout the

Sec. 9. The new section proposed would permit banks to acquire and lease
at the request of the customer, both real "and personal” property. This enables
the bank to offer broader services to its customers, relieving them of capital
investment and providing tax advantages. The bank®"s investment in real and
personal property under lease arrangements combined with other investments
under Sec.230 is limited to an amount not to exceed the share’older®s equity.
National banks may engage in leasing and the more modem state banking codes
contain such a provision. , zl)s

Sec. 10. It is proposed that AS.06.05.235 be rewritten to provide clari-
ficationand a broader definition for domestic bank holding companies. The
definition (AS.06.05.540(9)) as it now reads Isi very confusing and limits
corporate ownership of bank stock to the"Controlling interest in one bank. We
believe this is too restrictive and should be changed.

£j. U
The proposed new section would reéuire d'company to register as a domestic
bank holding company, if it owns 10% or more of an Alaska bank or banks. The
term "company' includes a corporation, business trust, partnership, association,
or other similar organizations. The language used in the proposed new section
is sufficiently broad to recognize a registered bank holding company (Bank Holding
Company Act of 1956, controlling two or more banks), provided there is compliance
with the domestic qualifications under this section. We believe this type of
organization is desirable if not vital to the smaller banks in this state for
purposes of remaining competitive with the larger banks.

Sec. 11. This is a proposed new section covering various banking practices,
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including issuing letters of credit, trade acceptances, banker®s acceptances,
and the sale of data processing services.

Due to the increasing involvement of Alaska in foreign trade and frequency
of large commercial transactions between banks and their customers in this
state, our own state banks should have such authorized capability.

Authorizing the sale of data processing services should not be confused with
the proposed bank service corporation legislation. This section permits the
bank to offer the same services, but does not involve an investment in a
separate corporg”e”subsidiary.

Sec. 12. AS.06.05.345@) is amended to reduce the par value of the capital
stock from $10 to $1. We believe reducing the par value to $1 will allow a
broader distribution of the capital stock, thus encouraging wider ownership of j
Alaska financial institutions.

Sec. 13. It is proposed that AS.06.05.365 be amended to provide that
applications for new bank charters be_accompanied by an application fee
of $1,000. This is to ensure thaTliew"rcharters j:eceive adequate feasibility
study and investigation.”. In this connection, please refer to Sec. 3 and Sec. 4
of this memo. ' / & A

oW VAN G [l r N

Sec. 14. The amendment contained In this section ."is proposed in order to
provide the department with adequate |nform§L|on in to bank conver-
sions, mergers, and conSolidations. <

Sec. 15. _This section""repealsthe existing domestlc bank holding company
defini®inm- Pleasp refi¥ fofvses:” 10 of this memo.
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Judiciary Committee Report
on

CS for HOUSE BILL NO. 643

The Judici”™ cy Committee recommends passage of this bill
in order to improve the competitive balance between
state and national banks and to allow state chartered
banks to make loans and extend services to customers
not authorized at the present time.

The bill authorizes banks to make second mortgage real
estate loans, loans secured by forest tracts, loans
secured by a first lien on a leasehold of improved

real estate, and land development loans. [In recogni-
tion of Alaska®s increasing involvement in foreign
trade, banks are authorized to issue and confirm letters
of credit and invest in trade and bank acceptances. The
bill allows banks to invest iIn a bank service corpora-
tion, which normally provides computerized bookeeping
and record keeping services to bank customers,and,when
national banks are engaged in the same activity, to
acquire and lease real and personal property to custom-
ers.

The provision of these additional services are subject
to limitations designed to maintain asset quality,
safeguard the interest of depositors, and prevent undue
competition with other commercial enterprises. A new
section defining bad debts further enhances asset
quality.

Another section of the bill amends the Alaska Mutual
Savings Bank Act to allow a savings bank to pay inter-
est®at a stated rate and issue certificates of deposit.



4/29/70

JUDICIARY COMMITTEE REPORT ON C.S. FOR H.B. 043

The Judiciary Committee recommends passage of this bill in order to improve
the competitive balance between state and national banks and to *ncourage

state chartered banks to“expand services to customers”,

The-purpose of the bill ia to amend 1llie bajiking code oo as to permit “tate

+ mifn 1"ww mw* NP -i- ntinin »wuinit« not authorized at the present

time.

The bill incorporates a number -of amendments which would broaden the range"
of ,services, a-hank may offer to its -cuBtomoro.— I-fcwltrid authorized banks

to make second mortgage real estate loans, loans secured by forest tracts,
loans secured by a first lien on a leasehold of ?mproved real estate, and
land development loans. In recognition of Alaska"s increasing involvement
in foreign trade, banks WeuidAe,ﬁauthorized to issue and confirm letters of
credit and invest in trade and bank acceptances. The bill Would'alhwmrbanks

to Invest in a bank service corporation, which normally provides computerized

bookkeeping and record keeping services to bank customersland\&o acg” re and
............ AT s’

lease real and personal property when national banks are engaged in the same"
activity”
~h

The provision of these additional services WeuM—bei\subject to limitations
designed to maintain asset quality™ and-safeguard the interest of depositors”

A new section defining bad debts weald further enhance! asset quality.

Another section of the bill would amend the Alaska Mutual Savings Bank Act”
clarifying that a savings bank may”pay interest at a stated rate and issue
certificates of deposit.

JKR/bb
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Honorable Barry W Jackson
House of Representatives
Capitol Building

John K. Robertsok z
Director /
Division of Banlfrt~"T S
Small Loans and Cor]
Department of Commerce

State of Alaska
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DATE
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SUBJECT!
Services

Attached 1s Information 1n regard to leasing and other bank services
Included 1n the Information 1s a comparison of leasing rates quoted
by major banks across the country to their commercial loan rates.

If you need additional copies of any of this Information, we will be

glad to provide 1t.

Attachment



” CJ/\Bank

Chase Manhattan Bank
New York

U. S. National Bank of Oregon
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Seattle First National Bank
Seattle

Rates quoted January, 1970.
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Chapter 29

lease financing

By KEITH G. CONE®

The word "lease” has been used to define the terms and conditions under
which the owner of either real or personal property (called the ‘lessor”)
makes such property available for use by another (called the “lessee”).
The lessor often has to find financing for the property which is the subject
of the lease. Consequently, the position of a bank in the community makes
it susceptible to requests to finance the purchase of such property. In view
of the fact that the financing cf personal property for lease purposes is
much more common than requests to finance real property, this chapter
will be devoted to the dreussion of personal property financing only.

BANK ENTRY INTO THE FIELD

Financing of a purchase of personal property for leasing purposes was
not generally done by banks prior to World War Il. As a matter of fact, it
was not until immediately after World War Il that the first general indica-
tions that banks might become interested in such financing occurred. A
small number of banks became interested in financing motor vehicles for
leasing companies. However, as the leasing of automobiles grew in im-
portance and volume, it appeased that there was also a tremendous market
for leasing of all other types of equipment. It is possible to lease anything
from the heaviest piece of equipment tg*the smallest. As a matter of fact,
in the daily rental area, as contrasted to the term-leasing area, dishes, table-
cloths, linens, and such are made available. However, this chapter will
discuss only the financing of equipment for a specified term of months or
years and will not be concerned with the financing of personal property
used on a daily, weekly, or month-to-month rental basis.

Banks developed interest in lease financing slowly. It was not until the
latter part of the 1950s that any appreciable number of banks entered into

* Senior Vice President, LaSalle Nationn! Bank, Chicago, Illinois.
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the lease financing business as an aggressive part of development of instal-
ment business. The banks’ interest in leasing was increased as a result
of the amendment of Regulation Q which made available much larger
amounts of loanable funds than heretofore had been the case. Then, too,
when the Comptroller of the Currency ruled, in March of 1963, that na-
tional banks could become lessors, it added another dimension to the busi-
ness of lease financing.

A bank may become interested in lease financing in any one or more of
several different ways. (1) A manufacturer, whether or. not a customer of
the bank, may request that the bank develop a plan to finance equipment
which the manufacturer, as the lessor, leases to its customer®. (2) The
lessee, a customer of the bank, seeking to obtain a more favorable lease
rate, may ask that the bank finance his lessor’s purchase of the equipment.
(3 A leasing company may ask the bank to develop a plan which it may
use in developing its leasing business. (4) A customer of a national bank
and in some states a state bank may request the bank to purchase equip-
ment and lease it to the customer as a direct lessor transaction. The first
three ways are clearly within the area of direct financing of the equipment
for the use of the lessee, while (4) is in the nature of a service which makes
equipment available to the lessee without the intervention of a third party
as lcssOr. When a bank becomes the owner-Icssor, it becomes subject to
all the laws relating to ownership and leasing in the various states in which
the property is used. Depreciation taken on the equipment, as well as the
impact of tax credits given or taken, will have an important effect on the
earnings of the bank. It is essential that expert advice be sought and fol-
lowed by any bank desiring to dircct-lcasc on a major scale.

TYPES OF LEASES

Maintenance or Service Leases »

Inasmuch as the lease document is the basic instrument used to outline
the terms, this chapter wiH briefly define the three basic types of leases. A
maintenance lease is sometimes called a service lease and is used in all
forms of leasing, although automobile leasing companies employ the main-
tenance lease more than do other types of equipment lessors. The lessor
agrees to lease the described equipment to the lessee and, in addition, the
lessor undertakes to provide certain described types of maintenance over
the period of the lease. Such maintenance is determined through negotia-
tion. In the case of automobiles, it usually requires the lessor to provide
maintenance for mechanical problems, tires, battery replacements, and the
like. Under this type of lease the lessee’ responsibility is usually limited
to paying the required rental each month for the term of the lease and
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providing the gasoline and oil necessary in the case of an automobile in
order to keep it running and to return the equipment to the lessor at the
end of the period in the lease in good condition, reasonable wear and tear
excepted. Under this type of arrangement the lessor bears the responsibility
for absorbing ordinary depreciation and is also subject to the fluctuations
that may take place in the market value of the equipment at the time it is
surrendered. Of importance to a bank is the fact that usually the amount
allocated to the bank from rentals will not be of sufficient amount to retire
the amount advanced. Therefore, the bank must look to the lessor for
amounts outstanding at the conclusion of the lease.

Finance Leases"

Another type of lease is known as a finance lease, although in various
parts of the country other designations are used. Finance lease is a de-
scriptive term for the instrument that is drawn up to make it the obligation
of the lessee to pay the entire amount of the advance by the bank to the
leasing company to finance this equipment. The lease then can be used
as the basis for obtaining credit by the lessor because of the obligation of
the lessee. Such a lease requires the lessee to make rental payments under
the terms of the lease to an assignee of the lessor free from any defenses
which the lessee might have against the lessor. There is also a provision
comparable to a deficiency clause in a chattel mortgage or conditional sale
contract. While the obligation of the lessee is not as unqualified as that of
the maker of a note or mortgagor under a chattel mortgage, nevertheless,
the effect is practically the same. In this type of lease the lessor assumes
only the responsibility of providing the equipment for use by the lessee
and for disposing of the equipment at the conclusion of the lease, subject,
however, to certain taxes, such as the income tax, which are the responsi-
bility of the lessor; other taxes are usually the responsibility of the lessee.
The bank under this type of lease has the obligation of the lessee to pay
the total amount it has advanced to the lessor as contrasted to the obligation
of the lessee under a maintenance lease. This type of lease is responsible
for the great growth of both automobile fleet leasing and equipment leas-
fng to corporations.

Net Lease

A net lease is a variation of either the maintenance lease or the finanr *
lease and is most often used in the motor vehicle type of finance lease It
usually establishes a term of sufficient duration to permit the retirement
of the total advance made by the financing institution, although it mav not
always do so. The main thing is that no maintenance is required, whether
or not the lease generates enough in lease payments to pay out the advance
made by thhe financial institution.
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GENERAL CREDIT ASPECTS

Leasing is an attractive type of financing *ar banks. It offers banks an-
other means for financing the needs of its customers in the community.
However, it does not in any way permit deviation from the fundamental
principles of credit upon which a bank predicates its loan policies. There
has been a tendency to ascribe some type of magic to leasing. There is
none. It must be approached and analyzed exactly in the same way as any
other type of credit. The difference is in the application of the credit, in
the documentation, and in the rights of the respective parties. Documents
are of considerable importance. No bank should enter into lease financing
without careful consideration and the opinion of competent counsel. Men-
tion has been made concerning the use of the finance lease particularly in
obtaining credit for use in the purchase of equipment. To a considerable
degree, the same is present in other types of leasing such as the maintenance
lease.

The bank inapproaching the problem of credit granting must analyze
the credit of the lessor as well as the credit of the lessee, even though the
credit of the lessee may be of sufficient proportions to support the entire
amount of the credit. The fact that the credit of the lessee is sufficient re-
lates only to the possibility of obtaining repayment of the funds advanced.
In the event that there is a problem on the part of the leasing company
with its creditors, or the lessor does not have sufficient know how, or has
problems with the Internal Revenue Service, the lender faces a very real
danger that his rights may be precluded because the leasing company did
not protect itself and in the process protect the lender. Legal counsel
should be consulted on this important question. In the event that the main-
tenancc type of lease is used, there is an even greater reason why the credit
of the lessor is Important. Usually in sccli types of leasing, the amount
recovered under the terms of the lease is not sufficient to pay off the entire
amount advanced. Consequently, the lender may be in the position of loi k-
ing primarily at the sale of the equipment in order to pay off the renv n-
ing balance, a position it will not like, since it is axiomatic in banks that
the collateral should not be the source from which repayment is obtained.
The bank does not want to be in a position of having to look primarily to
the market value of the property at the end of the lease for recovery if the
remaining balance. The ability of the lessor to come up with any amounts
needed to repay the advance is most important to the bank. Credit of the
lessee is also important, but not to the same degree as in a finance lease.
It is important to both the lessor and the bank which depend upon the
credit of the lessee to fulfill tue payment terms of the lease. Consequently,
in appraising credit, the bank must have credit passers who are skilled in
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analyzing the credits of both the lessor and the lessee and applying the
results of that analysis to the type of lease involved.

This chapter has already discussed some of the aspects of a finance
lease and its usage. It might be well to go into more detail since this in-
strument has become of such importance in the lease financing world. It
originally was developed to enable a leasing company that had only nomi-
nal capital and could not support with its own statement the amounts
needed to acquire equipment desired by the lessee; since the original
need for such equipment appeared to be in the area of the larger cor-
porations, the finance lease was an effe tive instrument for obtaining credit
in far greater sums for the lessor than would have been the case under
any other type of financing. There have been many developments in the
instruments over a period of years, but basically it is still a fundamental
requirement that the documents be of such nature as to, in effect, be an
unqualified promise of the lessee to pay the sums required under the lease,
free from any defenses against the lessor. Maturities in this type of lease
range all the way from 3 to 15 or 20 years depending upon the nature of
the equipment leased.

ASSESSINC THE MARKET

Ordinarily the leasing company rate is determined by the credit of the
lessee, to which the leasing company adds its fee for servicing its require-
ments under the lease. There has been a considerable decrease in the
rental rates charged companies becau.se of the fact that interest rates avail-
able to leasing companies have steadily decreased. Over the past few years
lessees have succeeded in establishing rates in connection with leasing of
the equipment which arc based on short- and long-term borrowing rates
available to the lessee. This aspect of the present rate situation should be
carefully analyzed to determine whether the rate and conditions arc of
such nature as to adequately compensate the lender for the risk and ex-
pense. A lease instrument is not a term loan document. As i result the
lessor, and the bank as assignee in particular, do not have the cune control
and protection. Generally speaking, such type leasing should be available
only to the better credits, Originally the finance lease was " ed primarily
for large fleets of items of equipment. However, there is a | *rge market for
lease financing for smaller items and smaller but good com- mies as lessees.
It is possible to obtain better rates primarily on an add- in basis of $4.00
to $7.00 per $100 per annum.

Maintenance leasing appeals to lessees who do not want to have the
responsibility for maintaining the equipment in good repair. Their theory
is that the lessor is in a better position to provide maintenance than is the
lessee. This is par*icularly true in the case of accounting equipment of
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which International Business Machines is the outstanding example. It
leases its equipment through what is termed an operating lease. It agrees
that in addition to making the equipment available it will also maintain it
in good working order. The same principle applies to the lease of other
types of equipment, particularly automotive equipment.

Leasing early became a favorite method of trucking companies for ac-
quiring the use of equipment—for a local operation or in over-tlie-road
operations. The maintenance leasing of automotive equipment, insofar as
individuals were concerned, was used primarily by professional men who
used the vehicles in their businesses and consequently felt that it was to
their advantage to be able to exchange the vehicle from time to time and
have it maintained in proper working order in the interim. In recent years,
however, more and more individuals have turned to leasing rather than a
conventional purchase.

It is important for a lender to determine whether a leasing company it
finances has any great proportion in leases to individuals. The lender needs
to understand that under a lease, the lessee docs not have the same obliga-
tion to pay with respect to the amount advanced by the bank as chat same
individual would have under a conditional sales contract assigned to the
bank.

We have already pointed out that the major characteristics of a main-
tenance lease are the requirements that the lessor provide the vehicle and
provide the maintenance agreed upon in the lease. The obligation of the
lessee is to make the payments in accordance with the terms of the lease
and to surrender the car at the conclusion of the lease in good condition,
reasonable wear and tear expected. So it may be seen that maintenance
leasing is available and is used by both companies and individuals, pro-
fessional and otherwise.

In the case of automotive leasing of passenger cars, the lease usually
runs 21 months but, in some instances, it may be set up on a 36-month
basis. Automotive equipment other than passenger cars often has a longer
maturity, five years being the most common, but in some of the larger units
seven years may be used as the lease term.

Ordinarily the bank advances to the lessor the cost of the equipment.
Repayment quite often is calculated o1l the basis of a percent per month
of the amount advanced during the term in which the lease is in effect.
In some areas, it is 3 percent per month, in others it has been decreased
to lesser amounts such as 2M percent per month. It is recommended tin..
in determining the repayment requirement, the bank pay considerable
attention to the type of automotive equipment involved, its resale value,
and the usages to which it will be put.

Rates vary in this type of leasing, quite often determined by the finan-
cial stability and position of the lessor rather than that of the lessee. Gen-
erally speaking, rates range from a 6 percent simple interest rate to add-on
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rates of $6.00 per $100 per annum. Needless to say, the lower rates are
commanded by the better companies particularly where large numbers of
vehicles are involved.

Lease financing is generated through a number of different sources.
Primarily, however, lease financing is generated through the leasing com-
panies which apply to the bank for credit to finance their leading activities,
no matter what their nature may be. On the other hand, manufacturers
are often a source of leasing business since they need a leasing plan and
need it financed for the purpose of gaining wider distribution of the prod-
ucts they manufacture. Other sources are customers of the bank who come
to the bank directly and ask that a lease be arranged for equipment which
that customer wishes to lease. In other words, it seems that the sources of
business a*c about the same as we might find in any other type of equip-
ment sale and distribution.

INSURING COLLECTION

The fact that the credit of the lessee as well as that of the lessor is most
important has already been mentioned in this chapter. It might be well to
repeat that there is no magic in leasing, that basic credit principles must
be applied in any application for credit. The same exhaustive investigation
and appraisal must be made in lease financing that is made in any other
type of financing. Collection policies and practices must be tailored to the
type of lease, the amount advanced, the quality of the lessee, and the obli-
gation of the lessor.

It is suggested that the bank in setting up a collection procedure use
the techniques which have been successfully applied to instalment credit
collection with whatever allowances need to be made in the way of number
of notices, letters, and telephone calls, as the circumstances require. It must
be borne in mind that in the instance of corporations, collection procedures
should he established which recognize that the problems of collecting from
corporations are'different than the problems of collecting from individuals.

It is imperative that auditing procedures be established in the same
manner required in tiny instalment financing. Safeguards against double
financing are in order in this type of financing as well as in otholinstalment
financing. Verification procedures should be established tie >ugh which
may be determined from time to time whether the collateral that is on
hand is in fact what it purports to be. It may be well to summarize this
aspect by a few do’ and donts:

1. It is essential that the bank have a complete and protective document ap-
proved by bank counsel.

2. In tin. case of a maintenance leasing company especially, it is essential
that the company have a net worth that will support any exposure due to the
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bank’ advance being greater than the required repayment during the period in
which the lease is in effect.
3. Itis also imperative that the bank ascertain the ability and experience of
the lessor, whether it be in maintenance leasing or finance leasing.
4. Be sure that the lessor knows how to figure his costs and expenses and to
translate them into a profitable rate.
5. Review from time to time the progress that the lessor is making in his busi-
ness.
6. Review his rates and costs from time to time also.
7. Make a thorough investigation of the lessee, both financially and perform-
ancewise.
8. Itis safer to re 4iire the lessee fo remit the lease payments directly to the
bank, thus maintaining a better control of money.
9. Know your bank's costs in order to set a profitable rate for yourself.
110. Dont permit your competitor to dictate your bank’s policies whether it be
in rate, terms, advances, or otherwise.
11. Don’t forget that the basic obligation of a lessee is not the same as the
obligation of the maker of a note or the mortgagor on a chattel mortgage.
12. Don't permit the lessor to dictate your policies; control him, don't let
him control you.
13. Finally, don’t succumb to the feeling that there is magic in leasing and
relax your basic credit requirements.

CONCLUSION

It would appear that leasing has had its greatest period of development
in the last five years. On the other hand, there is every indication that it
will continue to grow and that it will continue to find acceptance among
the users of equipment of all kinds. It would therefore appear that there
isroom in the future for more participation by banks in the field of leasing,
remembering that it is merely another method of financing the needs of
the people of the community in which the bank does business.



V>&y

MEMORANDUM State of Alaska

r The Honorable Barry Jackson
Chairman, House Judiciary Committee
Alaska State Capital Building

April 30, 1970

FROM:  John K. Robertson, Directo: Committee Substitute for H.B. 643
Division of Banking, Secuz/ities
Small Loans & Corporati

The purpose of this bill is to improvN\Jrfie competitive balance between
state and national banks and encourage state chartered banks to expand
services to customers. The bill amends the Alaska Banking Code so as to
permit state banks to make loans dnd offer other services not authorized
at the present time.

The following are brief summaries of each section of Committee Substitute
for H.B. 643:

Sec. 1. AS.06.05.005 is amended by deleting certain language as
it was originally adapted from the Mcdel Banking Code. This section is
known as the "wild-card" statute and its purpose is to ensure a competi-
tive balance between state and national banks. However, as it now stands,
it is not as useful as it might be since it requires that any banking powers
authorized bythe Department to maintain the competitive balance must be
acted upon bythe legislature by the close of the next session. It is sug-
gested that the time limit represented in "until the close of the next
regular session of the legislature” be deleted. OF the six states having
this type of statute, three have no time limit.

Sec, 2.At the present time, the banking code fails to define bad
debts and AS.06.05.015 would be amended by including a provision that loans
which have run six months beyond their due date without principal or interest
payment are considered bad debts. Loans adequately secured and those in
process of collection are excluded.

3 Sec. 3. AS.06.05.035 is amended to enable the Department to charge
and collect examination fees, sufficient to cover the cost incurred iIn con-
ducting the examination. |In order to cover the costs of the examiner®s
salary, per diem, and travel, the rate was established at $125 per day, per
examiner. It is not the intention of the Department to duplicate FDIC ex-
aminations, but simply participate as a member of their examination team.
We will, of course, conduct our own independent examinations of the non-
insured banks and finance companies. (National banks are assessed semi-
annually for examinations at the rate of $100 plus $40 per million of total
assets. " State insured banks are not charged examination fees by FDIC since
these banks already pay a fee for deposit insurance.) This section provides
for a maximum annual examination fee of $3,750 or two examiners for fifteen
days. "J
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Sec. 5. A new section covering leasehold and development leans is
proposed. This section would permit banks to make loans secured by First
lien leaseholds and within the limits prescribed for real estate loans in
Sec. 207 of the banking code. A leasehold loan is a type of real estate
loan in which the borrower (lessee) is the holder, or owner of a leasehold
estate, which is of sufficient quality to warrant a lender accepting it as
security for a loan. In other words, the borrower holds a long term lease
which together with the improvements provides security to the lender. Lease-
hold loans normally apply to hotels, office buildings, warehouses, service
stations, apartment houses, and other similar commercial development. This
method of lending is now used extensively throughout the nation and should
be made available to our state chartered banks. Gee attached example of
typical leasehold loans). National banks are permitted to make leasehold
loans and the more modern state banking codes contain such a provision.

Also, included in this section is a provision allowing banks to make land
development loans. In other words, a bank may make a loan on undeveloped

real property, provided the proceeds of the loan are used to provide improve-
ments, i1.e., streets, water, sewer, fill, bulkheads, pilings, etc. The loans
are made subject to the provisions of Sec. 207 in the banking code applying

to other real estate loans. (Loan/Deposit ratio and amortization rate). The
purpose of this provision is to encourage banks to become involved in develop-
mental lending on industrial,tcommercial, and housing subdivisions. (National
banks are permitted to make land development loans and the more modern state
banking codes contain such fprovision). \

Sec. 6. Thié secf%oh appears rather lengthy due to the rearranging of
existing language of Sec. 207 for clarificationH”weVeil:, nothing has been
deleted or added except a provision covering second mortgages. AS.06.05.207
(Real Estate Loans) would be amended to permit our banks to serve customers
who have a substantial equity in real property and avoid a rewrite of the
first mortgage loan. ‘the second mortgage loans are subject -to the same loan/
value ratio and amortization rates as prescribed for first mortgage loans.
Due to the limitations established, we believe the concept is sound and will
provide our sta‘i banks with a very useful tool in serving their customers.

Sec. 7. Anev? dection is proposed, allowing state banks to make loans
secured by forest tracts. We believe this is particularly important to banks
and their customers located in areas where there is a significant and economi-
cally marketable timber resource. The total aggregate dollar amount of all
such loans made by a bank may not exceed 50% of the bank®"s combined capital,
surplus and undivided profits. National banks may make forest tract loans
and the more modern state banking codes contain such a provision.

Sec. 8. A new section permitting a bank to join with one or more banks
in a bank service corporation is proposed. The purpose of a bank service
corporation is to provide banks with a joint method of acquiring larger
computer equipment, japable of more sophisticated applications. A bank service
corporation normally provides automated bookkeeping and record keeping services
(payroll accounting, accounts receivable accounting, inventory records and etc.)
to the bank"s customers and to other banks. A bank®"s investment in a bank
service corporation is limited to 10% of its total capital and surplus and to-
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gether with its total investment in banking premises, furniture and fixtures,
and investment under proposed Sec. 232 may not exceed the combined capital
surplus and undivided profits. In other words, it is only stockholders equity
invested in the bank service corporation. The bank service corporation would
be subject to examination and regulation by the Department. Bank service
corporations are quite common throughout the nation.

Sec. 9. A new section is proposed which would permit banks to acquire
and lease at the request of the customer, both the real and personal property.
This enables the bank to offer broader services to its customers, relieving
them of capital investment and providing tax advantages. The bank®"s invest-
ment in real and personal property under lease arrangements, combined with
other investments under Sec. 230 (Baulking Premises and Equipment) and proposed
Sec. 231 (Bank Service Corporations), is limited to an amount not to exceed the
total capital, surplus and undivided profits of the bank. (In other words, the
shareholders” equity). Leasing agreements would also be subject to a bank®"s
legal lending limit to one customer (15% of total capital, surplus and un-
divided profits, AS.06.05.205), i.e., a customer"s lease agreement with the
barmk would be combined with his outstanding loans in order to determine the
bank®s legal lending limit to that customer.

National banks may engage in Isaslftg"~d‘““«vmore modern state banking codes
contain such a provision.~-National bank ieh|fin™.regulations and those of many
other states are not as restrictive as the statute proposed here. In order to
provide some idea of the voluintf pf-lea&ing now handled by banks, the Comptroller
of The Currency has just reported tKat national banks alone are handling approxi-
mately $700 million in direct leases. This section contains a special provision
prohibiting state banks from engaging in this activity until a national bank

in the state has actually done so.

Sec. 10. Sec. 06.05.275 is a proposed new sectioh covering various banking
practices, including issuing letters of credit, investing in trade acceptances,
issuing and investing in banker®s acceptances, and the sale of data processing
services. .

\m - N "t ]
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Due to the increasing involvement of Alaska in foreign trade and the frequency
of large commercial transactions between banks and their customers in this state,

our own state banks should have such authorized capability.

Authorizing a bank to engage in the sale of computer time and the sale of data
processing services, involving its own equipment, should not be confused with
the proposed bank service corporation legislation (Sec. 231). This section
permits a bank to offer the same service hujt does not involve an investment in
a separate corporate subsidiary."~Thia.Nie-"art" authorized activity for national
banks and is a common practice by national banks iIn this state and by both
state and national banks in other areas.

Sec. 11. AS.06.05.345 (@ is amended to reduce the par value of the
capital stock from $10 to $1. It is believed reducing the par value to $1
will allow a broader distribution of the capital stock, thus, encouraging
wider ownership of Alaska financial institutions.

Sec. 12. It is proposed that AS.06.05.365 be amended to provide that
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applications for new bank charters be accompanied by an application fee of
$1,000, This is to ensure that new charters receive adequate feasibility
study and investigation. It is imperative that new applications for finan-
cial iInstitutions receive careful attention in order to prevent weak and
unqualified entries into the financial system, and to determine that the needs
and convenience of the public are actually served.

Sec. 13. AS.06.05.462 would be amended in order to provide the Depart-
ment with adequate information in regard to bank conversions, mergers, consoli-
dations, as well as provide standards by which these may be approved or dis-
approved.

Sec. 14. AS.06.15.220 of the Alaska Mutual Savings Bank Act is amended
to clarify that a savings bank may pay interest at a stated rate and issue
certificates of deposit. A careful reading of the Mutual Savings Bank Act,
particularly Sec. 220, .ubsections (@ and (b), will reveal the confusion
which exists in regard to the payment of interest and the issue of certificates
of deposit. The current statute places our savings banks in an awkward position
resulting in a competitive disadvantage in comparison with commercial banks and
S&L associations.



In lending on a leasehold, a lender normally is lending on the value
of the buildings subjectto the ground rent that belongs to the lessor
or fee owner. A simple case in fact would be as follows:

"A" railroad owns a parcel of land and leases it to "B" for 20 years
with probably two ten-year options of renewal by "B". In turn,"B"
wants to build a warehouse costing $400,000. "B" goes to his bank
and requests a 75% loan, 15 years, in the amount of $300,000, and
agrees to pledge his leasehold interest in the Jand subject to the
ground lease to "A'L "B" may be a user for the warehouse or he
may in turn lease it to a credited tenant called "C". In either event

the test of this type of loan depends on the following:

() The term of the ground lease to "A"™ from "B" must be for a
longer term than that requested for the mortgage - preferably
by five years.

(2) The ground lease must be firm and not cancellable except for
non-payment of rent.

(3) The ground lease should be a triple net lease with lessee paying
all expenses including taxes.

(4) The mortgagee should get consent in writing from the fee owner,
"A" stating that in the event "B" should default on the lease,
the mortgagee be given notice to cure such default prior to
commencement of foreclosure.

(5) Leasehold loans normally apply to hotels, office buildings,
warehouses, service stations, banks, apartment houses, and
other improvements where the tenant may have a top rating
such as AAAI, or the location is such that there is little doubt
that the improvements will sustain an income which will support
its valuation and retire the mortgage in full.

(6) In the State of California, it is quite common to make leasehold
loans on residential property, however in the State of Washington
it is very seldom done and of little consequence except on second
home sites where the land is owned by the Indians and one may
lease from them and build a house. These sites are normally
waterfront tracts where the Indians are precluded from filing

their land. "

TYPICAL LEASEHOLD LOAN



INTRODUCTION
TO LEASING

HE HISTORICAL roots of leasing go deep in time. As long as man has had ma-
Tchinery, he has leased it to others. But the great expansion of leasing, its coming of
age as an important industry, has taken place since World War II.

When the war ended, American industry was faced with a shortage of capital and
at the same time struggled with soaring market demands. In many cases it turned to
leasing as a means of conserving capital while simultaneously accumulating the equip-
ment and facilities it needed to manufacture and distribute its products.

The boom in leasing has continued to this day, and conservation of capital continues
to be a motivating factor. Other factors, however, have entered the picture within the
past ten years. Conservation of labor, protection against obsolescence, tax advantages,
and the very human desire to conform to a popular trend, have all become important

reasons for leasing.

LEASING TODAY

Whatever the reasons may be, there is no ques-
tion that leasing is on the increase. It is difficult
to relate the accelerating pace of this increase to
any other index or barometer of business activity.
In general, this increase represents progress. There
are, however, cases of companies going into leas-
ing without real reasons, without awareness of the
reasons why it may not be advantageous for them.
One lessor has said, "In my years of leasing | have
never been able to fully understand why a com-
pany leased or didn’t lease. All I know is that once
they decide they are going to lease, you can’t talk
them out of it; and once they have decided that
they are not going to lease, the soundest argu-
ments in the world won’t convince them they
should.”

In this state of change, leasing stands today.
The industry is booming, and the service it offers
can greatly benefit a lessee. It can also be an un-
necessary and expensive mistake. This manual is
intended to help managers, and others in a posi-
tion to consider leasing, to decide which situation
fits their own organization. Should the decision
be made to lease, there is information here to help
them get the most for their leasing dollars.

LEASING AND LABOR COSTS

The United States Departments of Commerce
and Labor recently released figures on what pay
hikes would mean to the average employee’s pay-
check by the year 1971. Recent agreements be-
tween management and labor have pushed the
national pattern of wage and "fringe” benefit in-
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creases up to around 6 per cent a year. The survey
shows what has happened to pay levels in major
industries in the past five years, and what they
would be in 1971 with a rise of 6 per cent per
year. The following are the figures:

What Pay Hikes of 6 Per Cent Would Mean

AVERAGE WAGES AND "FRINGES"

(per hour)

1961 1966 1971
AULOS ot e . 14.04 $5.33 $7.13
Steel ..o e . $4.28 $4.94 $6.61
Oil refining - $4.99 $5.93 $7.93
Machinery . $3.36 $4.01 $5.37
Transportation equipment ..... $3.71 $4.37 $5.85

(except autos)

Electrical equipment ............ $3.22 $3.69 $4.94
Printing, publishing ......... .. $3.23 $3.85 $5.15
Rubber . $3.04 $3.58 $4.79
Textiles .o *1.99 $2.45 $3.28
Lumber, wood products ... $2.07 $2.50 $3.35
Food products ... _ %274 $3.50 $4.68

N ote: Figures are averages for all employes, includ-
ing salaried workers.

Higher wage scales for employees who help
manufacture the products they in turn buy, will
ultimately bring about a higher cost for the prod-
ucts, thereby taking a significant portion of the
added buying power from the higher take-home
pay.

In an industry which has responded to higher
labor costs by raising product prices, a strike or
lay-off or other loss of wages deprives employees
of purchasing power. This is obvious. It happens
frequently and the economy survive?. More than
just one industry is affected, however, for the in-
dustry producing one product is the consumer of
many other products, and that industry’ workers
are consumers of another vast range of products.

Such a situation, then, is not a healthy one for
the economy as a whole. Nor is it healthy for the
leasing industry, which has its own labor costs and
is itself a consumer of the products of industry.
In one respect, however, the leasing industry is
unique. It is in a position to help correct one of
the major weaknesses of our capitalistic system, its
"inability to control spending.”

LEASING
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ECONOMY AND LEASING

In a most provocative article in the Harvard
Business Review, Prof. Ferdinand F. Mauser of
Wayne University discussed the role of leasing in
the stabilization of the industrial economy through
its potential influence on consumer and industrial
spending.

"Stabilization," Prof. Mauser wrote, "involves
getting at one symptom of business cycles, namely,
fluctuation in the rales at which individuals, in-
dustry and government spend money. Fluctuations
in spending reflect directly on production schedul-
ing. Production must be steady, for this is the only
means of assuring steady incomes for those who
produce.”

Prof. Mauser went on to point out that "Elimi-
nation of fluctuations in spending requires that
businessmen must increasingly apply their mar-
keting ingenuity to secure regularly committed
amounts from each individual’s income. The privi-
lege of individuals doling out their incomes at any
rate of speed or schedule they please will be a
luxury which will have to be curtailed (not by
fine, but by persuasion) if we are to fully reap the
material benefits of an automated world.”

Relating leasing to this problem, Prof. Mauser’s
discussion is given to the change of attitude to-
ward ownership of goods. He ./rote, "In the new
world of technological affluence, the principle of
ownership of material possessions by individuals
is fast becoming an anachronism,” and "people in
a busy, rapidly moving, affluent society increas-
ingly realize that they are not interested in things
per se, but rather in their use in a convenient and
worry-free manner.”

"If the goals of economic stability and full em-
ployment are to be achieved,” Prof. Mauser con-
tinued, "marketing must be viewed as a social
force. The public in general, and business leaders
in particular, must better understand the place of
marketing in the new society, for it is the force
which will shape economic destiny by expanding
and stabilizing consumption.”

-2C —
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The situation lessors must face is a part of the
larger problem of what Prof. Mauser called the
"Age of Consumption.” As he pointed out, "Meth-
ods for forcing consumption must be expanded
and widely accepted as a permanent part of our
social convention. The tempo of continuous con-
sumption must be accelerated. Puritanic il attitudes
(mothered all these centuries by scarcity) that
view excessive consumption as immoral must be
discarded.”

Changing attitudes is the challenge for the mar-
keting profession. As attitudes change, and as
consumers of all kinds move in the direction de-
scribed by Prof. Mauser, the leasing industry — if
it is ready — will have an opportunity unmatched
in its history.

Just two or three years ago, any predictions that
the American consumer would embrace leasing as
a way of life would have been regarded as wildly
futuristic. That was before the "credit card rush
of 1967,” which demonstrated that the middle
class consumer was ready for bold changes in his
style of living and buying.

Another trend that laid the ground work for a
lease economy was the shift from goods to ser-
vices. At the end of World War Il, Americans
spent 40% of their income for services, 60% for
goods. Just ten years later, this had shifted to 50-
50, and the proportion of income spent on services
continues to rise.

Americans were also ignoring the precautions
of their elders, who used a pay-as-you-go waste-
not-want-not, policy to survive the depressions of
the '30’s. Between World War Il and 1967. pri-
vate debt doubled, rising to 1.3 trillion dollars.
Americans are now in debt for 20% of every
after-tax income dollar, three times the 1947 rate.

The new generation, obviously, has no doubt
about its future earning power. It wants the good
things of life, and it wants them now, paid for
with tomorrow's dollars.

Fully half of all Americans are now under 26
years of age. A leased economy promises tomor-
row’s young married couples, who have an insa-

LEASING

INTRODUCTION

tiable appetite for durable goods, the use of ex-
pensive household goods without the delay of
accumulating down payments.

Have you gone to the apartment of a newly
married young couple? They don’t start out with
a wedding gift cardtable and chair set to dine on.
They have a beautiful "dinette suite,” plus a com-
plete line of appliances in the kitchen. Walk into
their living room and you will find comfortable
furniture, plus color TV. Walk into their bedroom
and you will find another TV, plus beautiful bed-
room furniture.

Parked outside or in the garage that comes with
one of the rented apartments is a new car. The
younger generation does not want to wait and
save for the finer things in life, they want them
now and they get them. How can they afford
them? They charge everything with easy-to-obtain
credit, and pay so much a month, because they
want to enjoy it while they pay for it. This is
really nothing but a leasing situation.

WHAT'S SO NEW ABOUT LEASING?

In recent years, leasing has found its way into
many areas of the economy. In other areas, it was
there all the time, under other disguises. In addi-
tion to using leased telephones, most businessmen
have used nothing but leased help all their hiring
lives. F.xcept for some high priced ballplayers,
employees aren’t paid five or ten years' salary on
their first day on the job. Instead, employers pay
for their help as it is delivered, a week or two at
a time. Some even go beyond this, leasing indi-
vidual blocks of employee time through a part-
time help agency that leases workers and then
re-leases them to employers in need of temporary
extra help.

Clearly, the American consumer, like American
industry before him, has been gradually discarding
his love affair with property ownership. Ahead
lies a new, unheard-of level of convenience, the
convenience of use rather than ownership.

The groundwork for a widespread consumers’
switch from ownership to leasing has been done.
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Leasing has acquired "class.” The future "lease
generation” has watched its heroes on TV as they
leased a Mercedes in Switzerland and left it in
Rome, leased a Riviera villa for the season, leased
a hunting lodge in the Canadian wilds, or leased
a full set of tableware and furniture for a society
wedding.

A boardroom full of Madison Avenue advertis-
ing executives couldn't have prepared a more effec-
tive campaign to motivate the average consumer
towards the acceptance of leasing as a way of
obtaining today’s goods with tomorrow’s money.

It can easily be predicted that in the not too far
distant future there is going to be a surge in con-
sumer leasing. For a flat lease payment of, let us
say, $48 a month over a five year period, our
young people will receive a refrigerator, freezer,
oven, range, color TV or some other comparable
assortment of appliances. Their monthly payments
will also include a maintenance man stopping by
at regular intervals to make sure everything is in
working order. At the end of the five year lease
period, a truck will back up to their door and
deliver the new appliances they will have arranged
for, and the old appliances will be taken away.
Every five years the old goes out and the new
comes in. Our young married couple might even
go so far as to include carpeting in the leasing
package, as well as some fine furniture.

It could be projec ;d that a good percentage of
the younger generation will take advantage of
some such lease arrangement, and probably quite
a few of the older generation. What will this
accomplish!* It will accomplish what Professor
Mauser said it would. The manufacturers of these
appliances will be able to determine that a definite
number of ovens, ranges, TV sets, freezers and so
forth will be required at a particular date in the
future. They can plan-better than ever for wage
demands, expenses, supplies, and-hopefully-profits.

As mentioned earlier, conservation of working
capital is the prime reason why businesses, both
large and small, lease. Members of the younger
generation, in effect, are conserving or spreading
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out their "working capital,” and in this way ac-
quire more consumer goods. These same young
people will soon be entering the business world
and can very easily control trends and habits in
acquiring equipment to run various industries.

In a recent survey of pre-college graduates, con-
ducted by the Bank of America, young men were
asked their preference as to employment after
graduation. In 1963, 76% of those responding
were interested in joining a large corporation for
employment. In 1967, just four years later, the
percentage preferring large companies went down
to 55%, with an increase of 14% in preference
for self-employment and 19% for partnerships.

Large businesses face the problem of limited
working capital, and often can ease their financial
burden through leasing. It can be assumed that
the new one and two-man business enterprises
favored by these young men will also turn to
leasing, for working capita! limitations will be
just as severe for them, if not more severe, than
for their larger counterparts.

We may never see the day when every business-
man and every consumer will lease. However, if
each of the manufacturers who serve these peoples
needs could control 30% of his future produc-
tion by leasing 30% of his products, it would be
of tremendous help to him in charting the future.

Every industry which produces equipment used
to make a profit or provide a service for another
business could benefit through leasing its products.
A lathe manufacturer, foi example, may lease
lathes to his customers on a monthly payment
basis for the useful life of the equipment. His
lease merchandising program may be set up by
the manufacturer through his own leasing sub-
sidiary, or by an independent lessor. At the end
of the lease period, or sooner, new lathes or more
efficient models would replace the currently leased
lathes. As long as his product holds up and he
provides good service, the manufacturer has a
measure of control over his customers and his
volume, giving hi;: industry greater stability by
being better able to program future production.



M
INTRODUCTION

AUTO LEASING

In the October 23, 1967, issue of Newsweek
magazine, appeared an advertisement for Volvo
automobiles. Volvo contends that their cars will
last longer. This may be true, but American con-
sumers and especially auto fleet users are never
going to buy only Volvo automobiles. The ad read,
YOU DONT BUY A NEW CAR, THE BANK
BUYS A NEW CAR, BY THE TIME YOU
BUY YOUR CAR BACK FROM THE BANK
IT'SOLD.”

How true this is in today’s automobile financing
market. It is estimated that about 70 per cent of
all new cars are financed in one way or another.
This estimate may be low. The majority of auto-
mobiles are financed over a 24 to 36-month
period. By the time the last payment comes due,
or before, a new car is ordered and financing
starts all over again with the hope that the traded-
in car will pay off the indebtedness or unpaid bal-
ance on the old car. This type of automobile
financing situarion is nothing but a "leasing of
money” arrangement, a definite leasing situation.
True leasing is actually another way of financing.

If a portion of am manufacturer’s production
can be controlled, it will stabilize his future pro-
duction, profits, and labor demands. The manu-
facturer can project what his future needs and
commitments will be. Leasing of his products,
such as automobiles, can help to give the manu-
facturer this stabilizing factor. Leasing will assure
spending for replacement of the products at
regular intervals, which results in repeat sales.

Does the automobile industry realize this?
Major auto manufacturers are now offering to
leasing companies a guaranteed trade-in value on
leased automobiles. This means that the lessor,
or leasing company, knows exactly what the value
of an automobile will be in 18 or 24 months.
If he trades it in at this prearranged time the
lessor will know the exact residual value of the
leased car. It would be foolhardy for him to specu-
late or to anticipate the unknown value of a
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trade-in. If he doesn’t trade and "buy new” he
risks losses at a later date.

This arrangement between lessors and the auto
industry has taken the guesswork out of one of
the most difficult problems faced by the lessors.
"W hat to do with trade-ins and what will they be
worth?” This guaranteed trade-in value of leased
cars helps to stabilize the automotive leasing in-
dustry, as well as the automobile manufacturing
industry itself. It will help the automobile manu-
facturer to project and plan for the future de-
mands of labor and to know the model, the color,
and even the cost of the automobiles he must
p-oduce. The automobile leasing industry is grow-
ing at the rate of 15 to 20 percent each year, while
the number of vehicles registered in the country
increases 4 Vi percent annually. The trend in leas-
ing speaks for itself,

INDUSTRIAL TRENDS

Some of the factors that have made leasing
more attractive to industry have originated within
industry itself. These include programmed main-
tenance, absolescencc of high priced equipment,
and rapid changes in technology, that immediately
require entirely new kinds of equipment.

Maintenance of industrial equipment, for exam-
ple, has become a highly complex science in itself.
The new technology of programmed maintenance,
with periodic disassembly and inspection under the
watchful eye of computers, beats old fashioned
"wait until it breaks" maintenance costs by 15 to
75 percent. Such maintenance programs put the
user in closer touch with the maker of the equip-
ment, making leasing more feasible for both.

Material handling accounts for some 80% of
all manufacturing cost today. As one way to cut
this cost, mechanized material handling now ap-
proaches the "untouched by human hands" factory
of science fiction. Computerized conveyor systems,
heavy pallets floating on air cushions, and giant
conveyor belts in place of interplant freight trains
have successfully cut rising handling costs for



INTRODUCTION

many hard pressed manufacturers. The manufac-
turer must first acquire the equipment. The solu-
tion .. . leasing.

TRANSPORTATION USES LEASING

The transportation industry has used many
types of leasing to prosper and to insure future
growth. Some methods have been established by
long tradition in the industry, others are new,
imaginative and even daring. Union Tank Car
Company, traditionally a lessor of tank cars, has
been using new, specially engineered cars to diver-
sify its business and get away from its dependency
on oil companies as clients. The leasing device has
helped Union Tank Car put into service expen-
sive, specialized units to haul chemicals, liquified
gases, dry cargo, and such other non-petroleum
products as cement. The company leases its equip-
ment out on long contracts, averaging 5 to 15
years, that help insulate the company against fluc-
tuations in the business cycle. The practice is suc-
cessful. The rate of growth of Union Tank Car
has held at a fairly steady 8Vv2 percent per year for
the last twenty years.

In a transaction fairly typical of aircraft financ-
ing today, a group of banks recently purchased six
DC-8 jets from Douglas Aircraft Corporation, and
leased them to a major airline. The airline was
not in a position to deduct from taxes the full
amount of the 7 percent investment credit on the
cost of these planes. The banks were, and shared
their tax savings with the airline. The airline thus
paid only 2 percent for its money, while the banks
made 5.2% on their invested funds.

Aircraft lessors .re using a new concept in pri-
vate aircraft leasing called "block time." The cus-
tomer contracts to use a minimum amount of mile-
age each month, in effect leasing time and mileage
rather than the traditional "seats of the aircraft.”
For a minimum mileage contract of 5,000 miles,
the lessor guarantees that a jet will be standing by
at any airport in the United States ready to take-
off to any other part of the country six hours after
a telephone request.

LEASING
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A 50 YEAR DREAM

As leasing becomes more widespread, it will
have a positive effect on the economy so far reach-
ing as to be almost revolutionary. Businessmen
will recall the old days when people bought equip-
ment rather than leasing it, and the resulting
instability of production caused wildly swinging
cycles of depression and widespread unemploy-
ment. Economist Mauser calls unemployment "the
perpetual erosion which undermines the founda-
tions of capitalism.” Leasing has the potential to
be a bulwark against that erosion.

AN OLD AMERICAN CUSTOM

Leasing as a method for acquiring the use of
goods goes back to the days of ancient Rome, when
ship owners leased their vessels for trade in the
Mediterranean. Leasing of real estate was a com-
mon practice in England centuries ago. Until just
a few years ago, however, leasing of equipment by
individuals, or by businessmen in most industries,
was a rarity.

An outstanding exception has been the tele-
phone. From its beginnings in 1877, Bell Tele-
phone Company wisely decided to retain owner-
ship rather than allow the phone to become a
consumer-owned appliance. As a result, the com-
pany has always enjoyed all of the benefits accru-
ing to a leasing company which arc just now being
discovered by American industry as a whole-pro-
duction pegged to future use, assured full employ-
ment for its workers, and control of its markets.

It is surprising that leasing has taken so long to
catch on in this country, because it could actually
be described as a good old American custom. As
far back as the early 1900’ leaders in some key
industries were using leasing to gain marketing
advantages which most of them still retain.

WHY BUY A BALL PARK?

A large leasing company once advertised "you
dont have to own the ball park to enjoy the
game." This principle of "use without ownership"
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enables manufacturers to enjoy the benefits of the
latest, most sophisticated eqgiupment now, when it
is needed, instead of waiting until they can afford
to "buy the ball park.”

It is ironic that today’s typical businessman will
take an arm’s length look at equipment leasing,
and many times not even consider it. This same
businessman will lease an office, factory or ware-
house. It is ironic because the equipment he buys
to earn’his profits will depreciate or become obso-
lete, yet the building that houses the purchased
equipment will maintain or increase its value. It
might be wise for this businessman to lease his
equipment and own the building. The building is
probably the better investment. Yet one out of
every two businessmen buys equipment and leases
buildings. Both equipment and building must be
paid for somehow; why not own something that
will retain its value, and lease something that
won’t.

BANKS JUMP IN THE WATER

Held back by rulings that kept them out of the
leasing business until early 1963, national banks
are now allowed to form their own leasing depart-
ments. On March 18, 1963, the Comptroller of
Currency issued a directive that allowed national
banks to lease equipment to customers under some
conditions.

By October, 1965, direct lease financing by
some of the larger national banks that had formed
their own leasing companies had reached a vol-
ume of 235 million dollars. California banks,
especially the Pioneering Bank of America, con-
tributed 44 percent of this volume.

The primary reason banks enter the leasing
business is profit. As banks have watched the de-
cline in their net return per dollar of assets, leas-
ing provided the service they could offer customers
which might counteract this trend. The actual rate
of return for the bank will be about the same as
on regular equipment financing, but there is addi-
tional income recovered from the residual value
of the leased equipment or from renewal options.
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Residual values can easily double the rate of re-
turn. Additional economic benefits may be realized
through accelerated depreciation of the equipment,
and through the investment credit if it is retained
by the bank and not passed on to the lessee.

Another reason banks enter the leasing business
is so that they may provide an additional service
for customers. Leasing is one more way to finance
equipment acquisition, and a bank feels that
financing such acquisition is a service that should
b-. kept under its own roof.

A third reason is that leasing does not tount as
a part of the banks legal lending limit. Most large
banks have adequate limits, but for smaller banks,
this fact may be an advantage in attempting to
meet the needs of desirable customers.

Banks slowly entered the field of equipment
financing, by means of conditional sales contracts,
in the 1930%. When they became aware of profits
earned by independent finance companies, banks
entered this field and it is now one of their more
profitable services.

MUNICIPAL LEASING

The days of pay-as-you-go are largely gone in
City Hall, and many other public bodies have
found themselves in the same situation. Many
municipalities, indebted to their limit in long term
obligations, are faced with pressing needs for more
and better public facilities and equipment.

Some school boards, pioneering in a field where
leasing has been slow to gain ground, have found
they can get more for their money by leasing
needed equipment. The needed equipment may
vary from projectors, closed circuit television,
food preparation appliances, and wood or metal-
working machines, to typewriters or any other
item necessary to carry on the daily activities of
educating and serving their students. Schools find
that when buying school buses, for example, they
cannot purchase technical skill and help along
with the equipment. If they lease the same buses,
on the other hand, the lease contract covers the
most highly professional maintenance available.
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‘The lessor provides this service, which includes
first-rate mechanics and maintenance facilities. An-
other factor is the cost that must be charged to
administrative time. How much does it cost to
own and administer a bus fleet? Does it involve
one employee, or two, or three? At today’ salary
ranges, that can be $7,000, $14,000, or as much
as $21,000 tied up in managing equipment, not
education. This is a "cost of ownership™ that may
not appear on anyone’s budget, but is neverthe-
less real.

LEASING
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CONCLUSION

This manual covers only a few cases, selected
to show* the many opportunities leasing offers to
business, industry and anyone who uses equipment
of any kind to render a service or produce a profit.
The reasons for leasing, as one solution to equip-
ment financing problems, are almost as numerous
as the areas in which leasing is at work today
solving these problems. Whatever phase of leas-
ing the reader wishes to explore, he’ll be able to
chart a prudent and profitable course by follow-
ing the basic principles outlined in this manual.
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Equipment Leasing

Monroe R. Lazere

NATURE OF EQUIPMENT LEASING

Leasing is one of the oldest of legal relationships. Historically, it
involved an arrangement in which an owner permitted another the
right to use his property for a period of time pursuant to stipulated
conditions. Familiarly, in real estate transactions it involves the
granting of a right to use the realty for a period of months or years.
Obviously such leases are for a substantially shorter term than the
usable life of reality. However, in the case of ninety-nine year leases
(or substantially equivalent terms) the realty becomes an integral
part of the enterprise’s operation. This discussion is limited to per-
sonal property and, even more specifically, to income-producing
equipment for a business enterprise. Patently, such income-produc-
ing equipment has a usable life considerably less than that of realty.
Obsolescence, depreciation, and ordinary wear and tear combine to
reduce the usable life of the average piece of equipment to a limited
number of years.

Indeed, this very fundamental fact gives rise to many of the unrc-
solved problems concerning equipment leasing. The relationship be-
tween the usable life of the equipment, the dollar cost thereof, and
the terms of the lease has been the major source of the debate on
the legal and accounting treatment of leasing transactions.

The equipment leasing device really blossomed after World War
Il. In the 1950% it was in its infancy. In the 1960% the estimated
annual volume of transactions was $600 million, and for the 1970%
an annual volume of $7 billion appears to be a reasonable expectation

238

Ternini

The
tributed
of the 1
prise m
a period
equipnu
lease,
the oth(
equipnu
business
to reco\
use oi |
the lessi
Under s
me an(]
appears
under a
of the
Such a
Betwecr
area °f *

Unde
has rest
proper
what it
(>n non
°f acfl
without

Sevai
Pear 11
weight,
formalit
make di
a’s0 ina'
While t
special!?



Historically, it
another the
to stipulated
involves the

knths or years.

lenn than the

Ine year leases

I's an integral

[united to pcr-

line-producing
mme-produc-

Itliat of realty.

j> combine to

lit to a limited

ly ¢{ the nnre-
lationship he-
thereof, and
tit* debate on

Ir World War
Ithe estimated
(for the 1Tttv
lie expectation

EQUIPMENT LEASING 239

Terminology

The newness of the concept of equipment leasing has also con-
tributed a multiplicity of overlapping terms. At the extreme ends
of the leasing spectrum the terminology is clear. A business enter-
prise may lease trucks for the movement of its merchandise over
a period of several weeks. This short-term use of relatively long-lived
equipment is clearly a “pure” lease, or “true” lease, or “operating”
lease. In common parlance it is frequently called a “rental.” At
the other end of the spectrum is the situation in which a piece of
equipment with a usable life of perhaps ten years is leased by a
business enterprise for five years at a rental that enables the lessor
to recover the cost of the equipment plus his compensation fAr the
use of the funds over that period. At the end of the lease period,
the lessee has the option of purchasing the equipment for one dollar.
Under such an arrangement, the lessee has effectively acquired the
use and title to the equipment over a period of time. Such a lease
appears to differ only in form and not in substance from a purchase
under a purchase money security agreement (or, before the advent
of the Uniform Commercial Code, a conditional sales contract).
Such a lease has been described as a “finance” or “financial” lease.
Between the extremes of the spectrum, of course, lies a large twilight
area of transactions with many variables.

LEASES VS. INSTALLMENT PURCHASES

Understandably, the novelty of the device of equipment leasing
has resulted in differences of opinion among financers regarding its
proper function. To analyze leasing effectively one must recognize
what it can and cannot do. Purchase money security agreements
(in non-Code states, conditional sales contracts) are another means
of acquiring equipment (as well as the use of the equipment)
without an immediate full outlay of cash.

Several arguments favoring leasing over installment purchases ap-
pear in the literature. Since many of them almost fall of their own
weight, their enumeration need not long detain us. Examples are: the
formalities of leasing are less cumbersome, and leasing companies
make decisions more rapidly than other lenders. The argument was
also made that lessors know the equipment better than other lenders.
While this last proposition may be accurate with respect to lessors
specializing in particular equipment (e.g., automobiles or computers),
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it surely does not apply to a leasing company handling a fuller
range of equipment. Surely such a lessor would be no more familiar

with the equipment than would a similarly broad-gauged installment
sales financer.

Obsolete Arguments for Leasing

Other arguments favoring leasing over installment sales financing
were originally valid. The validity was lost, however, as the device
became more familiar. In this category of arguments was one urging
that in government cost-plus contracts the entire rental would be
taken as “costs” even though the equipment would be retained by
the contractor by exercising a nominal option at the end of the term.
Government contracting officers have now eliminated this possibility.
Abo, it was urged that leasing could be utilized to avoid restrictions
in departmental capital budgeting. Now such budgeting usually in-
cludes restrictions on finance leases as well. And finally, leasing was
urged as a method of avoiding restrictions regarding capital expendi-
tures found in long-term debt agreements. Such agreements are now
jsually broadened to apply the restrictions to finance leases.

Thus some early supporting arguments have been seriously diluted,
even eliminated. Newer and perhaps more persuasive justifications
have developed. It may therefore be appropriate to discuss some
of the mere serious theoretical arguments in close relationship to
their chronological development. In such a chronology, 1982 repre-
sents a key year, for then the investment tax credit provisions became
law. Thenceforth the theoretical and practical justifications for leas-
ing underwen" a profound change.

Size of Down Payment

In the 1950, however, leasing salesmen offered leasing as virtually
a panacea for the company short of operating cash. They urged
that the required down payment was less than in installment purchas-
ing. Initially, this was true. The usual lessor required prepayment
of one month’s rental for each year of the lease term or of
the total dollars involved. Under the pressure of such competition,
however, the financers of equipment installment sales generally re-
duced their requirements from 25% to 10% of the purchase price.
Hence the differential on this score became less dramatic.
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Size of Monthly Payments

Further, the lower monthly payments promised by the leasing sales-
men seemed illusory. Where, as was usually the case, the lessor
acquired die equipment for a particular lessee, he would obviously
anticipate the full recovery of the cost of the equipment plus compen-
sation for the use of funds during the lease period. Hence the lessee’s
option to purchase the equipment at the end of the lease period
was usually nominal because the investment then remaining in the
equipment was insubstantial. After 1962, as will later appear, it
became economically feasible for the lessor to schedule monthly
'‘payments that would leave a more substantial investment in the
residual portion at the end of the lease term.

Tax Deductions

Another argument pressed by proponents of leasing was that the
lease payments were deductible as an operating expense, thereby
effecting a considerable tax savings for the lessee. It must be noted,
however, that a purchaser of equipment may take depreciation and
interest as tax deductible expense. Studies of comparative tables
of parallel transactions (utilizing the same depreciation formula, cost
of equipment, and interest charge) have been made. The conclusions
thus reached clearly indicate that leasing does not increase or decrease
the total tax savings. Leasing, however, docs enable the lessee to
distribute his tax savings more evenly over the term of the lease. The
installment purchaser has higher tax savings earlier in the purchase
period and lower in the later period. Further, as the lease term
or purchase period increases, the annual differential on tax savings
seems to become less.

Creditworthiness of Lessee

A fourth argument utilized by the advocates of leasing was that
leasing obligations were not required to be reflected on the lessee’s
balance sheet as debt. Hence leasing equipment (as opposed to
purchasing it) would not affect existing credit lines with lenders and
suppliers. Such lines are, of course, predicated in part upon the
amount of debt incurred bv the debtor. To the prospective user
or lessee, this argument had great appeal. This is explored further
on page 244. While the no-debt argument was advanced by the
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sales department, the credit department of the financer was usually
more circumspect. In practice, no financer considered advancing the
cost of a specified piece of equipment for the lessee without being
reasonably certain of the capacity of that lessee to repay the advance.
Or, in the alternative, the financer had to feel that the equipment
itself had sufficient liquidation value so that in the event of lessee’s
default, the lessor could recapture his investment through a sale of
the equipment.

Since the lessor expects to be repaid—as does the financer under
an installment sales contract—the credit standards should be the same
for both devices. This obviously contradicts the popular notion that
an applicant who is too weak financially to qualify for installment
sales financing can solve the problem by seeking a lease. Patently,
if a prospect does not qualify ior purchase money security interest
financing with, for example, a 10$ down payment, there is nothing
in a lease that improves his credit. Conversely, if the credit factors
Warrant approval for lease financing, they would also qualify for in-
stallment sales contract financing. In short, in this context, leasing
must be deemed just another form of equipment financing and the
same credit standards should be applied. All facts about a company’s
financial condition should be examined—its operations and its ability
to meet its obligations, including its lease obligations.

“TRUE" LEASE VS. DEBT

Effect of Filing

It has also been argued that additional recognition of a lease as
debt is found in the filing by lessors of financing statements under
the Uniform Commercial Code or the recording of the lease with
the proper agency in noa-Codc states. The method of perfecting
security interests in equipment is described in Chapter 7. That dis-
cussion is equally applicable to leases. Such filings make leasing tr.in--
actions matters of public knowledge. By this action the lessor, it
has been urged, puts future creditors on notice that such leases an
debts. Hence the argument that a lease is not fixed debt became
considerably weaker. Certainly this conclusion would be valid in
a “finance" leuse, and the filing would therefore be a vital protection
to the lessor.

It should be stated, however, that some lessors argue that such
filing merely constitutes an inexpensive safety play, for actually it
does provide a simple notice of the lessor’s interest. Indeed it h
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a safer method than relying upon an identification plaque that can
be removed from the equipment. It can therefore reduce some po-
tential identification disputes with trustees in bankruptcy, receivers,
etc. Conceivably, therefore, the lessor of a “true” lease with limited
non-cancelable payments and large reversionaiy interest might also
wish to file a financing statement. Such filing would also protect
his security interest in the event that a referee in bankruptcy subse-
quently were to hold his agreement to constitute an installment sales
contract. A filing without prejudice (i.e., with appropriate language
describing the transaction as a “true” lease) would then constitute
an insurance policy with nominal premium. Hence the filing per
se of a financing statement does not resolve the problems of whether
the lease obligations are debt and to what extent.

Legal Criteria

The legal criteria for classifying a lease run as follows: A true
lease exists if the lessor’s reversionary interest has a substantial eco-
nomic value. On the other hand, if the exercise of a nominal mone-
tary option enables the lessee to take title at the end of the lease
term, then the lease may be considered a finance lease or quasi-pur-
chase. Here the lessee would find it economically unsound to forego
his option. In such case, the lessee has, during the lease term, vir-
tually paid for the equipment plus the use of the funds employed
in financing it.

The standards paraphrased above were set forth in many pre-Code
statutes. In essence, they also represent the intent of Section
1-201(37) of the Uniform Commercial Code defining a "lease intended
for security.”

Obviously the determination of the facts and the development of
conclusions making such standards operative will vary in each case.
The relative novelty of the leasing format sometimes makes prediction
of a court decision in a particular case uncertain. Because of a dearth
of established authority, the decision may frequently turn on the pre-
dilections of the particular judge or referee and/or the matrix of
circumstances from which the case arises. For example, if a large
piece of leased equipment (with no financing statement filed therefor)
lends an aura of affluence to the bankrupt, a persuasive creditor’
attorney may convince the referee that the transaction is a purchase.
Then the absence of a financing statement m:ght throw the equipment
into the general creditors’ pot. This problem points up the advisabil-
ity of filing a properly worded financing statement (without preju-
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dice) covering a true lease. Lessee resistance to such a filing may
develop because the possible balance sheet advantage (no debt) may
then be lost.

Accounting Treatment

The problem of whether leasing obligations should be treated on
the balance sheet of the lessee as fixed debt has been examined
by the accounting profession.

A.1.C.P.A. Criteria. In 1964 an opinion of the Accounting Principles
Board of the American Institute of Certified Public Accountants set
forth guidelines for the reporting of leases in the financial statements
of lessees. In doing so it made no “distinctions between leases of
real property and leases of personal property.” It is not clear why
such distinctions were not made. It is submitted that such distinc-
tions can be made and probably would be very useful. In any event,
Opinion No. 5 recommends that where a lease arrangement is in
effect a purchase, then the accounting treatment should indicate the
asset and liability involved. The Opinion is expressly applicable only
to non-cancelable leases (or leases cancelable upon a remote contin-
gency) and sets forth some criteria to determine whether the lease
is actually a purchase. Any one of the following criteria would indi-
cate that a lease is a purchase:

1. The property was especially acquired by the lessor for the lessee
and is probably usable only by the lessee.

2. The lease term corresponds to the probable usable life of the
property; and the lessee is obligated to pay costs such as taxes,
insurance, and maintenance.

3. The lessee has guaranteed the lessor’s obligations with respect
to the property.

4. The lessee has treated the lease as a purchase for tax purposes.

The Opinion attempts to standardize the accounting treatment

and apparently seeks to set more stringent standards than formerly
prevailing. It is submitted, however, that many routine leasing trans-
actions would fall outside the criteria established. For example, a
lessor purchases a lathe having 'a ten-year life for a particular lessee
and leases it to him for five years with a nominal purchase option
at the end of the lease term. Although the property was purchased
for the lessee it is usable by not only the lessee but others as well.
The lease term does not correspond to the usable life of the property.
The lessee has not guaranteed the lessor’s obligations, nor has the
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lessee treated the lease as a purchase for tax purposes. Nevertheless,
here the initial term is “materially” less than the useful life of the
equipment. Hence, under paragraph 10 of the Opinion it should
be reported as a purchase. However, if the useful life were six years
and the initial term five years, a grey area obviously would develop.
Further, if the total lease payments are small in relation to the lessee’s
net worth, accountants reasonably might differ on the proper treat-
ment. Some accountants would feel justified in not reflecting such
lease obligations on the liability side of the balance sheet.

Adequate Disclosure. To the layman some distortion of the lessee’s
financial position seems to result. Indeed, such a possible buildup
of equipment leases, unreflected on the balance sheet, presently consti-
tutes a major attraction for leasing deals. Where, however, the lease
obligations appear to the lessee’s accountant to be material (in rela-
tion to net worth, for example) he may feci compelled to footnote
them. Assume now that the lessees accountant feels compelled to
report in the footnotes of the balance sheet the type of lease above
described. It seems highly unlikely that the average reader of the
statement would be able to absorb the full import of such informa-
tion. It has seriously been questioned, therefore, whether footnoted
information of this nature is properly presented, for such presentation
resembles the raw materials of a financial statement, rather than a
finished product. It is in this twilight area that a very real and
significant, albeit intangible, advantage exists for leasing deals.

“Hell-or-High-Water" Clauses. It should be noted that most leas-
ing agreements contain what have become popularly known as “hell-
or-high-water” clauses. As indicated by the colorful description,
these clauses require the lessees to make the agreed payments to
the lessor notwithstanding operational difficulties encountered in the
equipment. It therefore frees the lessor of any warranties relating
to the equipment, for the lessee must make payments come ‘“hell
or high water.” Such a lease seems to resemble very closely the
installment sale contract in which the lender’s security interest is
free of the manufacturer’s warranties. Nevertheless, as above indi-
cated, the lease obligations may not necessarily appear as balance-
sheet debt.

Lessee's Equity in Equipment. Another difficulty arises in the ac-
counting treatment which revolves around the condition that lease
obligations may be reflected as a liability, provided the lessee is de-
veloping an "equity” of some kind. Apparently this need not neces-
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sarily be an ownership equity. Presumably it can be a “use” equity.
Understandably, accountants are reluctant to assign a value to this
“equity” because such evaluation falls into the realm of economics
rather than accounting. It may be asked why the total amount of
the firm commitments for lease payments could not be capitalized
asS a “use equity.” Here, the use of the cost figure appears reason-
able. Whatever the merits of this issue may be, the net result of
the present treatment is an absence of a reportable asset and cor-
responding liability. Consider the case of a ten-year, non-cancelable
lease on equipment having a ten-year life. There are no options at
the end of the lease term. Assume that it otherwise falls within
the conditions of Opinion 5 described above. No equity seems to
be accruing to die lessee, and therefore an accountant would feel
justified in omitdng the reporting of the lease liabilities. On the
other hand, die same equipment on u ten-year installment sales con-
tract would result in balance-sheet debt for the purchaser. The
reason for die difference in treatment seems tenuous, but the lessee
apparently gains an advantage over the purchaser. This advantage,
however, could mislead the lessee’s creditors. It could also encourage
the lessee to over-cxtend himself.

BANK LESSORS AND THE INVESTMENT TAX CREDIT

The year 1962 was pivotal for equipment leasing. In that year
a ruling of the Comptroller of the Currency authorized national banks
to purchase and lease capital assets. This, of course, encouraged
national banks to enter the field and will probably also exert pressure
on state bunking authorities to grant similar powers to state banks.
(This became an actuality for New York State in 1960.) The year
1962 brought another fundamental change to the leasing field. This
was die amendment of the internal Revenue Code to provide for
the 72 investment tax credit. The tax credit could be taken by the
lessor or passed on to the lessee. The accelerated depreciation
(set forth in the Internul Revenue Code of 1954) could not be
passed through to the lessee. The maximum of 72 (which constitutes
an abatement of final tax otherwise computed) is available where
the equipment hus a usable life of eight years or more. It drops
to 4.662 for an asset with a usable life of at least six but less
than eight years and to 2.332 for an asset widi a usable life of at
least four but less than six years. These provisions wero designed
to encourage capital investment and thus stimulate the economy
which was felt to bo growing insufficiently at the time. The adminis-
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tration’s desired result was soon realized, and the impact of the provi-
sions was dramatic. Commitments for the acquisition of capital
equipment burgeoned substantially. Leasing and other devices for
financing these orders all blossomed.

Low-Proflt, High-Investment Industries

For the equipment leasing field, two major new concepts resulted.
The first centered around industries that were not particularly profit-
able and therefore could not take direct tax advantage of the invest-
ment tax credit and accelerated depreciation features. Among such
industries were railroads, trucking operations, and some airlines.
Lessors could utilize the new tax credit and the accelerated deprecia-
tion features of the old law and then pass on the saving to the
lessees in the form of interest rates, reflected in very low down-
payment requirements and low leasing payments. In this area
leasing held a unique advantage as compared with other financing
techniques. Since the equipment involved jet aircraft, railroad cars,
trucks, etc., with large dollar value per unit, the total dollar volume
of such transactions mounted rapidly and substantially. Since the
leasing company eflcets substantial tax savings by these two tax
devices, it can case the burden on the lessee nnd still profit hand-
somely on its investment.

Non-pnvot. Vease

An. L\ leasing development fostered by the dual tax advantages
was the non-payout lease. This form of lease provides for a firm
commitment by the le:sco for a total amount which will not recover
for the lessor the ful. cost of the equipment. Options to renew the
lease or purchase at the then fair market value may then be available
to the lessee. This mothod of leasing covers very select types of
equipment such as jet aircraft nnd computers where manufacturer
support is available to the lessor. This support may consist of the
manufacturer’s guarantee to cover any loss on the final disposition
of the equipment up to an agreed percentage of original cost. The
lessor’s ability to i.iilize the accelerated depreciation for its tax pur-
poses is here clearly established by the very non-payout structure
of the arrangement. In setting up its deal, the lessor relics upon
expert opinion regarding the future value of the equipment at key
points of time.

Large leasing companies engaged in this activity are optimistic
regarding the future outcome of their arrangements. Predictably,
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the non-payout lease will flourish in the fields dealing with equipment
that has developed or can very probably develop markets for second-
and third-hand units. Such equipment would have some determin-
able market value for many years. The automobile is such an item
of equipment, and the non-payout lease (including maintenance) de-
veloped early in that field, even before the advent of the investment
tax credit. (It also flourished in the consumer area.) It seems quite
likely that a parallel development is in the offing with respect to
jet aircraft and computers. The anticipated wide demand for such
equipment apparently has and will continue to create subsidiary mar-
kets for second- and third-hand units, thus assuring the lessor of
their saleability. These markets eliminate the lessor’s need for the
above described manufacturers' support.

Effect of Government Regulation of Economy

Current economic thought includes the regulation of the economy
by monetary, fiscal, and tax policies of the Federal government. As
indicated above, this theory gave rise to the legislation regarding
the investment tax credit and the earlier accelerated depreciation
provisions in order to stimulate an economy then considered sluggish.
Conversely, when a rapidly expanding economy exhibits inflationary
tendencies, these regulators may be reversed. The economic valves
that were opened may then in effect be closed. Such a possibility
could readily result in a repeal or suspension of the favorable tax
provisions, and in such event, some of the above described competi-
tive advantages may be lost permanently or temporarily. The tempo-
rary suspension of the investment tax credit during the latter months
of 1966 and early 1967 is a case in point.

The survival of one by-product of the investment tax credit seems
assured. By and largo, as discussed above, the non-payout lease tech-
nique probably will continue to bo a viable device.

THE EQUIPMENT LEASE TRANSACTION

Let us follow through the practical application of a financial leasing
transaction. XYZ Corporation is interested in a certain piece of
equipment, perhaps a large piece of plastics machinery. The pro-
spective lessee contacts a financer, giving it the specifications of the
equipment, the vendor, the cost, and the length of time for which
he wishes to lease it initially (see Fig. 11-1). The initial term is



TO* X1Z LEASING CORPORATION

LEASE REQUEST

COUPANT
KimJCogimx  UZ-SamxaiLan
M~ 23 South Street Newark. Hey Jersey
Tm <sutau anaTaCtUr.ga-ElAxtic. Tixa TaM an Number
Farm to r~*— John Salth tma. President
Fora of Organisation: Corporation Q Partnership O Proprietorship Q
State of Incorporation

IQUIPMKNT
Mtt} XYZ P lastics Company M rirat and Main

JfIM gilPEi-WgAt Virginia

Manufacturer's NamaJO tZ Alltomut!& JEfIOI..COBgany Address
Equipment DesaipUon (Attach Descriptive Literature, Sales Brochures, Specifications and terms it any)
Moim J. 1P3AB N56 r,uil.mm- Plostlca Molding Machine
Equipment is: Q New Q Used It used, bcw old is the equipment:— ___ Yrt.

The Equipment will be used tor;-.Pxod~C .U fln.O t,gIM liC .Ig~Ii

W hu PSuo «I Piocwi

The Equipment is specially designed or built tor intended use: QQY u Q No
Tbs Equipment is to be modified tor particular use: Q Yes Q No
Coat of modification, it any: $— - . m Number of Shifts to U run ;Three
Has your own purchase order been issued: O Yes O No (1f Yes, Please Attach Copy)
Has an Invoice been received: Q Yes O No (1f Yes, Please Attach Copy)
H u the Equipment been shipped to or receivtd by you: Q Yes Q No
Coll!l—&jm,!@ e SainTu:S.Jlone
Turn, of U....3_IA S5y Momhi Dnl.nl Dillotiy D ili!~«Sm ty _iiw 19" _
Kjjolpmtnt to bo locitnl 1«?3 '\u‘th 3 treet -
0*«r of f." .- g3 North Realty Corp. Srune
UtSSMj (AUfiM)
Will Equipment be eltached to realiyf If so, bm»> — No— _
Shipping Instructional — B eatjfa”

CREDIT AND PINANCIAL

Trade References: ... e s — Address:
— L] - — Addresst, . .
- —_ _-—_ - w— — Addressi— -
Beak References: XYZ-Bmk. ,, Address:—
— 1= - Address:—
- — Address:—
STATIMmMT ATTACHED TO* ntCAt VtAIt WDMOjBgJg"-*-e f-J I... I*J!5.In«,im IUtimmt ttuchnl for momhi poriod.
Other equipment presently leased O Yee Q) No If soytoU 1 unpaid rent | Term

Wa hereby request you to acquire the above Equipment and
lease the same to us on the terms hereof and of any lease sub*

DATE]| milted Soyou herewith. This Lease Request includes the terms and
conditions appearing on tha reverse side hereof.

XY2 Corporation

Fig. 11-1. Lease Request
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TERMS AND CONDITIONS

1. In cenuderation ol your ordering or purchaiing Equipment (of which no notice need
be given to ui) we agree that thereafter our offer to lease Equipment on the terms hereof and
of any lease submitted to you herewith cannot be revoked. We agree to indemnify and save
you harmless from any liability to seller and/or any other party arising from or in connection
with this Lease Request and/or the purchase of Equipment and leasing thereof, and in case of
dispute with seller or other party we will pay you on demand any amounts theretofore paid by
you In respect of the purchase of Equipment (fat which event we shall be subrogated to your
claims, if any, against seller and/or any other party.)

2. All delivery, transportation, shipping, storage, installation and testing charges shall be
paid by us.

3. We agree that all inquiries and communications directed to seller will be nude
through you.

4. Woc represent that execution, delivery and performance of this Lease Request and the
lease have been duly authorised and will not violate any provision of law or our charter or
by-laws or any indenture, loan or credit agreement or other instrument to which we are party
or by which we or our property may be bound or affected; and that the financial statements
submitted herewith hare been prepared on the basis of generally accepted accounting principles,
and are complete and correct and fairly present our financial condition as at the dates thereof.

Fig. 11-1. Lease Request— Con'inued

usually determined by the cost of the equipment, its usefulness to
him, and its depreciable life, or any combination thereof.

Credit Analysis

The financer thereupon" makes a thorough credit analysis of the
prospect. This includes reviewing balance sheets, profit-and-loss fig-
ures and trade and bank references. The financer also analyzes the
prospect’s need for the equipment and the liquidation value of equip-
ment itself. In short, the procedure parallels that for an application
for purchase money security interest financing.

The Lease Agreement and Acquisition of Equipment

If satisfied, the financer prepares the lease agreement which is
executed to ensure a commitment on the part of the lessee (see Fig.
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DELIVERY-INSTALLATION AND ASSEMBLY CERTIFICATE

Dated February 21. 1QYfi

TO:  XYZ LEASING CORPORATION

Gentlemen:

We hereby acknowledge complete and satis-
factory delivery, assembly and installation of
the equipment supplied by Xz Plastics Conpany

and described in the Equipment
Lease Agreement, Number 12315 between
Us dated February 1 , 19x6 We
approve payment for said equipment.

XYZ COrporation
"Bompany

fy (title)

Fig. 11-2. Delivery Acceptance

11-3, page 253). Then the purchase order Is accepted and the equip-
ment ordered. In short, a commitment to lease is required from
the prospective lessee before a commitment to purchase can be given
by the prospective lessor. The prospect’s purchase order is trans-
posed to the leasing company's form of purchase order (see Fig.
11-4, page 260) and submitted to the particular manufacturer with
instruction to bill the leasing company and ship to the lessee. Upon
completion, the manufacturer ships the equipment.
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Acceptance of Delivery

Upon receipt and installation satisfactory to him, the lessee notifies
the lessor thereof via a delivery acceptance form (see Fig. 11-2).
The lessor-financer then pays die manufacturer, puts the lease on
its books, and proceeds to bill the lessee on a monthly or other pre-de-
termined basis.

Expiration of Lease

At the end of the lease period, the lessee may elect to buy the
equipment from the financer for a pre-determined percentage of the
agreed cost or re-rent for an additional period at some other percent-
age. These percentages will vary, but they will usually be tailored
to the desires of the lessee. He will normally have paid during the
term of the lease the cost of the equipment purchased on his behalf
plus the desired return on the lessors investment. Hence, the usual
lessor does not consider the options part of the necessary return on
its investment. This can be left open in the initial stages of the
transaction.

In sum, therefore, equipment leasing has several facets. Financers
and leasing companies make the techniques available. As is so fre-
quently true in other matters, a decision based on full consideration
of related facts and problems constitutes the soundest and most suc-
cessful course.



outlining the potential of service expansion to broadly define the banks
customers. A definition of .markets might be as follows:

The genera! public—consumers. The “retail” market.
The I usincss community.
The banking community.

Government, quasi-public, social, and institutional agencies.

B wbhpE

While such a grouping may be a helpful beginning, it does not, by itself,
supply us with ready knowledge of the present and changing needs of each
group. It isonly in terms of such knowledge that services are born. It is as

true of rainy day umbrellas in bank lobbies as it is of computerized ac-
counting services for small business.

THE USES OF DIVERSITY IN BANK SERVICES

Charting Changes and Establishing Marketing Programs for Them

In a rapidly moving society, the commercial banker must be a student of
change. He must learn how and why needs change. He must understand
the underlying social changes and the changing technologies as they relate
to the demands for banking service. This kind of knowledge is perhaps
banking’s greatest challenge. In terms of the magnitude of many of our
markets, it is no longer possible to simply guess at or generate a “feel" of
things. New services are expensive to establish and promote. Industry has
long ago proven that the risk of unprofitable products can be minimized
by formal marketing approaches and techniques.

Commercial banks are more and more finding that the shortest route to
this knowledge is the establishment of formal marketing programs, stalled
where possible with professional personnel. Where this is not feasible, the
bank may still establish such a program using outside professional services
to refine specific services, define markets, and pretest market acceptance
and pricing.

But establishing such a marketing program in the hands of an executive
committee is no guarantee of success unless the bank executives them-
selves stand ready to translate such knowledge into programs and services.
Too many banks in the past set up public relations departments because
they didn’t want to be “the only one on their block™ without one. The main
problem in marketing, as an American Bankers Association-sponsored
study showed, is the failure of both management and department heads
to understand and use it effectively.

The reason why banks should formalize their marketing programs is the
same reason why the discount committee meets according to a regular
schedule. It serves to commit the bank to u recognition of the place of such
knowledge in its role as a service center as well as to regularly focus ad-
ministrative attention on this area. Whether a bank is an originator, an
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Innovator, or imitator (and even the best will be all three), the important
point is to insure that good intentions are not mere paving blocks to in-
action.

A good way to start, for instance, is to appoint at least two officers—or
an officer and a senior employee—to develop a marketing approach. A
schedule should be drawn to provide a definite length of time each week
with a specific subject to be discussed and acted upon. As a beginning, a
list should be drawn of all financial services offered in the area by all types
of financial institutions. This would include automobile financing com-
panies, for instance. While such an approach may sound elemental, it will
go a long way to determining just how full a line of services the bank offers.

It will also serve to fonnalize the bank’s own fledgling marketing move
and direct attention to what services and rates the bank can offer. To the
extent that other institutions are successfully offering financial services the
bank itself might offer, this can lead to healthy questions regarding bank
policy and operations. While the development of new services may sound
exciting, the expansion, modification, and refinement of old ones should
‘not be forgotten. In many cases, new services are only sophisticated exten-
sions of old services.

THE CONSUMER PUBLIC

While primury market attention for most businesses is on the consum-
ing aspect of individuals, commercial banks’ interest is twofold: the gen-
eral public is both a consumer of services and a saver. The broad rise in
incomes following World War Il has been followed by steady growth in
savings of individuals. Indeed, it may well be that the effects of the past
three recessions have been increasingly milder because of the cushion of
savings which enables individuals to maintain spending levels even in the
face of short-term unemployment.

This, in turn, has meant increased effectiveness in control of the business
cycle through monetary and fiscal measures. If this assumption is borne
out in the future, it will result in a still broader rise in income throughout
the population as well as a rise in per capita income itself. As this happens
and more reliance is placed on insurance and pension plans to safeguard
against the circumstance of sickness, disability, unemployment, and old
age, savings may not increase markedly from the present ratio of S percent
of disposable income. In addition, discretionary income—that left over
after cost of food, clothing, and shelter—may continue its long-term trend
of rising faster than living expenses.

Bnscd on a 1950 standard of living concept, discretionary income by
1975 may double what it was in 1961, rising from $234 billion to $462
billion. Living costs based on an increased population of 231 million will
probably rise by only a fifth.



Discretionary income has been outpacing consumer credit in recent
years and by all indications will be able to sustain an even greater expan-
sion of consumer debt which reached $76.5 billion at the end of 1964.

Saving, spending, and borrowing—these are the aspects of the market.
New savings will come from the heavy waves of new savers in the popula-
tion, to a lesser extent from the increased dollar savings of existing savers
as their incomes rise. The place of a school savings program becomes
clearer seen in this light. It is one of the best investments any bank can
make in its own future.

A growing population will be spending more, but individuals may not
always be spending it on goods. The swing to buying services and leisure
time pursuits has been noticeable. Consumer credit will expand, but what

the character of the expansion will be, its magnitude, and what income
levels it will touch are not entirely clear.

Identifying tlie Saver-Spcndcr-Borrower

Too often the banker has seen the general public as a separate borrower,
or saver, or spender. This would rarely be the case with commercial ac-
counts whose borrowing makes them depositors as well. Even where rec-
ognition has been made of the frequent identification of saver and borrower
as the same person, service promotion has too often taken the line of im-
personal appeal of generalized statcment-stuffers rather than concrete pro-
grams incorporating this identification.

I't is often easy to overlook this simple fact while searching for new mar-
kets for services. There are literally thousands of dollars of profits to be
mined from within the bank itself, if only the effort is made to reach the
bank’s own customers. After all, what better place to start to sell than
with those who are already buying one or more services?

One doesn’t need a computer to solicit checking account customers for
automatic savings plans or savings certificates. No involved marketing
study is needed to go after the bank’s larger depositors to sell trust services.
And if we expect our business borrowers to maintain a compensating bal-
ance with us, would it he totally unrewarding to suggest to smaller bor-
rowers while they are at the bank that they might open a modest savings
account with part of the proceeds? Some recent loan-savings plans are
already a step in this direction.

One of the benefits of machine accounting systems is .that they will
enable bankers to analyze their own operations and customer!* more easily
and discover the different aspects and needs of the same customer at dif-
ferent times. There is nothing mysterious in this. The rural banker who
anticipates heavy spring borrowing from his agricultural customers is oniy
utilizing marketing knowledge learned from experience.

The big difference from that simple example and what banks now face
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is the difficulty of acquiring that knowledge due to increase in numbers of
bank users and the proliferation of services. That difficulty is now past us.
From large city bank to small rural bank it can be quickly overcome with
the use of sampling techniques and computer equipment, whether the
bank’ own, or nearby service center, or its correspondent.

N .

New Services Offer Insight into Consumer Needs -

A glance at some of the new services that have been offered by banks
in recent years can give us some insight into the divergent needs of bank
customers. A partial list would include:

Open end mortgages. Utilizing a single credit instrument to finance home
improvements, education, medical bills, and even autos.

Limited credit line plans. So-called instant credit.

Condominium loans. ' ’

College tuition loans.

Merchant charge plans.

Marine, aircraft, and mobile home financing.

Small business term loans.

Common investment funds for pensions of self-employed persons.

Loan-savings plans.

Savings incentive programs. Split rate plans, savings certificates bearing dif-
fering rate of interest for long-term savings.

The use of the open end mortgage is a good example of combining long-
and short-term needs of a borrower into a single credit instrument. The
rise in home ownership following World War Il has created a broad
market for such an instrument. But the mobility of the population, the
turnover of homes, and the need for a national mortgage market which
may not be able to cope with the ability of the local borrower to repay
his short-term credit needs indicate that the open end mortgage may only
be a stepping-stone to what is a sketch of the future.

If the trends indicated by the 1960 Census of Population are any guide,
over 30 percent of the banks’ 19G0 local and regional markets will have
moved away by 1970. Perhaps 55 to 00 percent will have changed their
residences. The limitation of a credit instrument tied to residence is clearly
seen. Of more importance is the credit worthiness of the individual him-
self based on his experience.

Such an approach suggests that an automated credit exchange linked
with others in a national network might be in a more advantageous posi-
tion to handle consumer credit than an individual bank. Such a network,
through a single credit card, for instance, could handle the transactions of
department stores, merchants, gas stations, restaurants, auto dealers, and
utilities.

The equipment for such centers is already here, and the feasibility of

I+
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such a system can be demonstrated. New telephonic equipment, voice
identification, memory units and on-line accounting equipment will re-
quire only supervisory personnel.

The question will not be whether such a system will evolve. Some such
system will certainly evolve. It is already being suggested. The question is
whether banks will operate it or whether they will be simply supplying
funds to others.

Commercial banks now have a lead. According to Dr. Martin Grecn-
berger of the Massachusetts Institute of Technology: “They already enjoy
a confidential relationship with their customers. They have a good under-
standing of American industry and finance. They are knowledgeable in
international affairs. They are accustomed to processing a large volume
of information. And they are familiar with the ways of networks, through
branch and correspondent banking and membership in the Federal Re-
serve System.”

Such a system need no more eliminate competition or erase the identi-
fication of existing institutions than credit bureaus and clearing houses
now operated by a group of banks

As a matter of fact, by reducing the time of bank personnel in record
keeping, credit processing, and accounting, and expanding their own
knowledge of credit and customer activities, it will place them in a better
position to assume the role of financial advisor as well as to devise new
means to meet changing needs and social conditions.

Widening the commercial banks’service role will also call for projecting
a new image of banking through education of ihe public and business.
Insurance companies, for example, have long since discovered this. They
do not sell insurance. They ofTer themselves as financial counselors. They
have devised a multitude of insurance plans so that a combination of them
may fit the needs of individual families with varying circumstances. The
image the insurance companies have succeeded in creating is that of
guardian of the family hearth and security. The insurance agent is more
and more achieving a role somewhere midway between the lawyer and
family doctor.

Yet, banks have the broadest means of devising appropriate financial
programs and the instruments needed to carry them out. They are in the
best of all positions to ofTer valuable and neutral advice. Commercial banks
will in the future have to learn to sell more than specific services. Oil
companies not only sell gasoline. They sell car care, and courtesy, and
weave an air of expertise about the station attendant designed to inspire
faith on the part of the motorist.

Electronic data processing will make it possible for the bank to assemble
profiles of its customers and to achieve greater selectivity in selling spe-
cific services. Banks will be able to select officers of corporations who do



not have personal accounts with banks, or accounts of a certain level of
dollar balances who may be prospects for the trust department.

Mass and Class

One need in the expansion of commercial bank services is a shifting
from the mass market approach too frequently used, the one service for
everybody concept. Consumer goods manufacturers long ago learned that
markets are actually "fractured,” composed of groups or segments of the
public differing in their demands and needs by geography, incomes, and
social backgrounds.

Retail distributors recognize this when they distribute their products
according to line and price in diose markets where the products are de-
signed to appeal. To cite an obvious example, a distributor of Italian food
products would not spend equal amounts of selling time in.Italian and
Chinese neighborhoods.

While this has been generally recognized in dealing with commercial
and industrial customers and prospects, as well as in the trust department,
the same techniques can be used in dealing with the general public, par-
ticularly in urban areas where most of the commercial banking business
is concentrated. The following is only one example.

The Prestige Market

The general rise in income levels has resulted in an enormous increase
in the upper group of the income range. By 1963, Sales Management maga-
zine estimated that over 10 million households in the United States had
incomes of $10,000 or more, a 70 percent increase since 1959. This was
nearly 18 percent of the total of 56 million families.

It is this higher income group—centered in cities and suburbs—that
has given rise to an increasing demand not for goods alone but for personal
services and leisure activities of all kinds. It is within this group that urban
banking may well find a receptive market for a development of a prestige
banking service such as is found still in Europe today in which the bank
functions as bookkeeper, accountant, and business manager for the per-
sonal financial affairs of individuals.

Equally valuable is the fact that many persons of means are also the
same business leaders whose corporations the bank has been attempting to
attract. What better way to demonstrate the ability of the bank to service
the needs of companies than through the owners and chief executives
themselves?

Payment for such services has traditionally been achieved through the
return on balances maintained with the bank. Using automated account-
ing, the commercial bank may well find this kind of service not only
profitable but the experience may also prepare the bank to expand the
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service on a straight fee basis where the widened market may not produce
adequate compensating balances.

BANKING AND THE BUSINESS COMMUNITY

The business community is the bank’ “natural” market. It is one that
the commercial banker knows best and has lived with longest. With the
technological breakthrough of the past decade, commercial banking stands
at a point where knowledge and ability to perform are limited only by
imagination.

The commercial banker enjoys a unique position. He sits in the center
of the world of commerce and industry, and from time immemorial he has
been regarded as a knowledgeable advisor. Unfortunately, since the end
of World War Il when industry here and abroad faced the tremendous
challenge in rebuilding a civilian economy, this role has not brought with
it the easy flow of demand deposits that banks had previously enjoyed.
Companies wore understandably pressed for cash and pressed for means
of utilizing cash flow and the securities markets to finance their expansion.
With commercial banks no longer able to engage in the securities business,
their means of attracting compensating balances turned increasingly to
generating new services and financing methods to enlarge their usefulness.

A sample list of new services developed by commercial banks over the
past few years shows the trend:

Clearinghouse plans to settle interline freight bills.

Lensc financing of chain store furnishings and equipment.

Construction equipment financing.

Merchant charge plans.

Establishment and investment in Small Business Investment Corporations to
meet the capital needs of small business.

Mutual or common trust investment funds for small fiduciaries.

Accounts receivables financing.

Payroll accounting services.

Business and farm management trust services.

The Technological Breakthrough . ., and Break-even

There is no doubt that the new data-processing equipment and corre-
sponding systems form the foundation of the revolution in business and
industry, including banking. If more and more banks find that they cannot
build without this foundation, they may also find that they have prepared
themselves to move onto the wider stage of business service centers by
selling computer services to their customers.

This is not to suggest that there is a clear, easy road to profits. But re-
searched, and sold properly, banks will find that fees from such services
will build a hedge against the increasing cost squeeze. The "but" is a big
one because of the costliness of misjudgmcnt. Markets and fees should be
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carefully evaluated. Banks should concentrate on broad markets where
the same service can be sold to a number of customers. Services that have
already been attempted by some banks are tenant billing for building
owners, and professional billing for doctors and dentists.

Another new service that has been developed by banks is an automated
payroll accounting system for business. Because volume and calculations
are no obstacle to electronic data-processing equipment, the plan can be
merchandised to a large number of companies both large and small. It
virtually eliminates payroll accounting on their part, reducing routine
operating expenses. And since it can provide firms with detailed cost re-
ports by department, product line, or contract, it should prove useful in
increasing their overall business efficiency.

From employee and payroll information transmitted by the employer,
ttye plan provides these reports to the company:

j 1. Payroll register or journal with details of hours, earnings, automatic over-
time computations, deductions, and total earnings and deductions to date.

2. Employee ledgers covering each employee, delivered to the company
every six months, or more often, if required.

3. Payroll cheeks. The check portion can be substituted for a receipt for cash
payment or for a deposit slip to be credited to the employee’ account at any
office of the bank. Alternatively, stuffed cash pay envelopes can be delivered to
the company.

4. Summaries by department, product line, or contracts.

5. Automatically prepared federal and state quarterly reports on earnings
and withheld taxes including FICA information. These reports can also be filed
for employers.

6. Annual W-2 statements for each employee.

While there may be some payroll accounts that may prove too costly
to handle except on a negotiated fee basis, nearly all firms will make up the
market for this service. Payroll accounting is a good example of the kinds
of services that will prove profitable to develop. Banks should be careful
not to develop a service that is locked injo only one customer need—such
as automated inventory control for a single department store. Or a service
that docs not really meet all the customer’s needs.

It is also necessary to design the service in such a way that costly time-
consuming steps are eliminated. This may even mean a change in the
user’s operational habits. In the payroll accounting system, for instance,
the preparation of individual employee ledgers is done only once every
six months, or no more than quarterly in order to reduce the machine
time costs of the service.

The important factor is the fee. Services should not be tied to a com-
pensating balance unless the bank has made a thorough analysis of the
return on such balances and what the true costs of the services are.

In the long run, this is the ideal time to move away from compensating
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balances to a fee method of payment. As banks learn to utilize their elec-
tronic equipment to determine their true costs, they will be able to deter-
mine more adequately than at present the balances necessary to support
the services they render and the fees to charge in the absence of such
balances.

For Sale: EDP Services

Research has already indicated the kinds of markets that commercial
banks can tap for computer services. Even smaller banks, for instance, can
process payrolls for medium-sized companies and some local governmental
agencies. They can also handle municipal, hospital, and central school
accounting. In this field, banks should remember that they are selling a
service: the customers come first, not their own internal bank processing.

More.specialized services were outlined at a National Automation Con-
ference of the American Bankers Association. The services range from ones
designed for urban markets to those for rural areas.

1. Automobile Dealer Accounting. The monthly preparation of jour-
nals, general ledgers, and sales and expense reports.

2. P .1 Estate Multiple Listing. Providing data on homes and apart-
ment buildings for sale in a metropolitan area to realty brokers. The bank
would regularly print for participating realtors the location, style, selling
price, number of rooms, taxes, plot size, and other facts on homes in an
urban area.

3. Financial Planning Services. The market is primarily for small and
medium-sized companies. Services would include: analysis of alternate
financing plans; corporate portfolio analysis; calculation of minimum tax
liability; pension plan development and fringe benefits cost.

4. Farmer Credit Plan. Farmers would be given a line of short-term
credit at the bank. Merchants and wholesalers would sell goods based on
the farmer’s credit and be paid by the bank. One deterrent to this plan is
that many merchants give free credit. Fee income would be negligible,
with revenue realized from short-term interest rates.

Industrial Development

Commercial banks arc certainly not new to industrial development in
their areas. What is new is the "intensive pursuit of this activity as a formal
program within the bank with one or more persons assigned on a full-time
basis, much as the railroads and utilities carry on this activity.

United States industry is still very much on the move. If a bank is
located in an area where new development has taken place, the bank can
accelerate and aid the process through cooperative efforts, dissemination
of information, solicitation, and direct contact. Contact with realtors, for
instance, may reveal advance information about the interest of a com-
pany. Informatic.) *aycome from a present customer, or a correspondent.
Asign of welcome and an offer to obtain information on a confidential basis
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may go a long way not only toward creating a favorable attitude in locat-
ing a plant but also in securing the new account.

Industrial development is very much a part of business development
and can be used to implement the sales efforts of branch managers or
officers in a call program.

The collection of data pertinent to the area may or may not be neces-
sary, depending on the availability and dissemination of local industrial
development groups or the chamber of commerce. The bank may find it
useful, however, to prepare periodic comments on business conditions and
i simple index of business activity useful to prospective employers.

CORRESPONDENT BANKING

Correspondent relationships between banks were bom out of the need
to collect drafts and checks drawn on out-of-town banks which their
business customers deposited with them. Out of that simple need has come
the multitude of services—spurred on by par clearance and the Federal

Reglonol Regional
Credit Credit
Exchange Exchange
frarail | f Rrafail j
£
( and \]\ # / \ O,ch |

Public

Qutlets Outlets

Simplified diagrammatic sketch showing how a network of regional
credit exchanges might work in consumer transactions. (1) Bank re-
ceives credit advice on individual from exchange preparatory to a loan
to consumer. (2) Using this advance, or credit devices such a* credit
cards or voice identification, consumer makes purchnsc through retail
and service outlets. (3) Transaction data from outlets is transmitted to
exchanges. (4) Exchanges would either forward transactions applicable
to customers of individual Ixmk when the bank is a member of the ex-
change, or through a network nrrungemcnt, transmit data to another
exchange (5) which in turn would transmit data to member bank (6)
for adjustment of individual accounts (7) and (8).

FIG. 74-1. Hypothetical operating sketch for
a network of regional credit exchanges.
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Reserve System’s free check collection service—that are now grouped
under correspondent banking. Services which run from asset allocation
studies through loan participation and personnel searches to year-end
stockholder reporting.

The future will not diminish private banking's correspondent relation-
ships. If anything, what has been sketched for the years ahead indicates a
further drawing together and strengthening of those bonds. One of the
most valuable things to be derived, for instance, will be, increasingly, the
knowledge and experience of “lead” banks, whether they are large or
small, in developing and extending new services to the various publics.

,In the evolution of some such national credit exchange network, it is
unlikely that, given the measure of competition between banks, any single
system will be established. Undoubtedly, credit exchanges will be set up
by one or more banks in a commercial center tied to banks in other
cities throughout a state or a geographic region and linked to other re-
gional or center exchanges for operational convenience. Debits arising
from this operation could well be settled through the use of balances such
as with the system already in use. As such, therefore, it will be a bold
expansion of the correspondent banking system and should instill new
vigor into a unique American institution.
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Direct Lease Financing At NSs Up to $593.8 Mil.

WASHINGTON.—Direct lease financ-
ing operations of the country’s national
banks climbed to $693.8 million as of
Dtc. 31, 1969, compared with $646.7
million last June 30 and $541.9 million
at the end of 1968, Comptroller of the
Currency William B. Camp said.

During the first six months of 1969,
the number of national banks engaged
in direct lease financing increased from
303 to 341; by the end of the year the
total stood at 353.

Direct lease financing involves bank
purchase of equipment—sucli as com-
puters, vehicles, machinery and the like
—and its lease to other users on a fee
basis. Tlie dollar totals reported by the
banks engaged in this service reflect the
leasing contracts outstanding.

Fifteen California banks reported
$276,598,000 in direct lease financing out-
standing at the end of 1969, while 10
New York banks reported $113,547,000
arid 27 lllinois banks reported $68,853,-
000 in outstanding leases. Various
amounts of direct lease financing were

DEPARTME

LO

reported by national banks in all but
seven states in the country.

Totals disclosed reflect a continuation
of the trend toward both increased vol-
ume of direct lease financing and a ris-
ing number of banks engaged in the
service since the Comptroller first re-
guested such information as part of call
report data.

LEGAL NOTICES

GRENADA COMPUTING CO,—NOTICE IS HERE-
BY GIVEN, In accordance with and pursuant to
the provisions of Article 8 ol the Partnership Il,aw
of the State of New York that a Certificate of
Ltmlted Partnership was Sled February 10, 1870
In the ofllce of the Count¥( Clerk of New York
County In the State of New York, which Certificate
reads ‘as follows: |. The name of the partner-hip
is GRENADA COMPUTING CO. Il. The character
of the business to be conducted by the partnership,
within or without the State of New York, Is a
computer services business for the transformation
of documents Into computer readable form by
means_of, but not limited to. the process of key
punching and/or optical character recognition ana
such other business or businesses as may oe con-
sented to In writing by those Partners whose con-
tributions to the capifal of the partnership, as of
the time of such consent, shall aggregate at least
80% of the then capital of the partnership. XII. The
location of the principal place of business of the
partnership shall be 7318 Wisconsin Avenue. Beth-
esda, Maryland 30014 and the location of Its
principal ofllice In the State of New York shall bo
c/o Roaenmen Colin K—

JOHN K. ROBERTSON

DIRECTOR
NT OF COMMERCE
°F °*NK'NO-6(CU"'T"" JUNEAU. ALASKA |
ANS * CORPORATIONS PHONE <»07) SOS



V

\ The Case for

Bank Holding Companies

The arguments in support of bank holding
companies may be classified into four broad
categories; (1) improved operating results of
individual banks; (2) strengthened capital
structure of banks, thereby adding to depositor
safety and reducing supervisory problems; (3)

, additional banking services to the communities

served by subsidiaries of these companies; and
(4) better allocation of bank credit. In the ter-
minology of the Bank Holding Company Act
of 1956 the first two arguments relate to the
“banking factors,” while the last two relate to
the “convenience and needs” of the commu-
nity. Each argument is considered below.

IMPROVED OPERATING RESULTS

— In virtually all applications from bank hold-
ing companies for additional acquisitions, it is
argued that the operating efficiency of the ac-
quired bank will improve as a rerult of affilia-
tion. Bank holding company groups, by their
very nature, have more possibilities for organ-
izing the production of banking services than
independent banks. The latter nfust produce
banking services themselves or “buy” them
from correspondents. Banks in a holding com-
pany group, however, may produce their own
eervices or may buy them from nonaffiliated
correspondents, from the lead bank ” of the
holding company group, the holding
company, or from a nonbanking subsidiary of
the holding company. This greater flexibility
may enable bank holding companies to use
more efficient operating techniques.

from

mRefcri to the dominant bank In the froun.

For example, it may be more efficient to
have the Icad_bank of a holding company <or a
nonbnnking subsidiary provide computer serv-
ices to all banks in a bank group than to have
the same number of independent banks pur-
chase such services from correspondents or
produce the services for themselves.” In other
words, to t*; extent that economies of vertical
integration exist in banking, a holding company
can take advantage of them. Economics of
scale are not the relevant consideration here,
for if economics of scale exist in the production
of banking services, they will exist for the large
correspondent bank as well as for the lead bank

"The service* that a bank mljht purchase from its holdInj
company or another afiliate—or which a nooa.Tillated bank
mlcht buy from its correspondent—Include check clearing and
collection services. Investment advice, foreljn bankinj services,
purchases of equipment and supplies, employees benefit pro-
grams, and many others. For a comprehensive list of services
offered by correspondent banks, see U.S. Congress, House,
mankhj and Currency Committee. ISth Conj., 2d sen, C-r-

Htponient Rtlallont: A Sunt/ o) Rsnktr Opinion (Oct 21,
1964), pp. 25-26.



BANK HOLDING COMPANY PERFORMANCE

of a holding company or a nonbankiug sub-
sidiary.

Another potential source of differences in
opening efficiency, which is closely related to
basic organizational structure, is in the quality
of management. One of the major arguments in
support of ths holding t ‘'pany arrangement
is that the holding comi, .y can acquire and
train, for its affiliates, managers who are supe-
rior to the managers of comparable independ-
ent banks. This argument may be valid even
though large city banks ofler training programs
to the managements of their small corre-
spondents, because, it is argued, bank holding
company systems are able to attract more tal-
ented individuals to the banking industry. They
are able to do this because such a system can
presumably oiler greater challenges and oppor-
tunities for advancement to capable young
men than can the typical independent bank.

Bank holding companies may also contrib-
ute to greater labor mobility within the bank-
ing industry and thus foster a more efficient
allocation of labor resources, particularly man-
agement resources. The holding company can
allocate its labor resources in a way that maxi-
mizes its profits, although not necessarily the
profits of a particular subsidiary bank. Thus,
while an independent bank is unlikely to sug-
gest the transfer of one of its capable officers

to one of its correspondent banks in order to
overcome a management problem at the latter,
a holding company would effect such a
transfer between subsidiaries if the holding
company would benefit. Further, common pen-
sion plans within a holding company system
can assist in overcoming some of the institu-
tional barriers to labor mobility that currently
exist in this country.

The above arguments support a position
that subsidiary banks are able to operate more
efficiently than comparable independent banks.
However, improved operating results may also
come from larger revenues. There are strong
arguments to support a position that holding
company subsidiaries are able to earn a greater
return on assets. One is that the superior man-
agement capabilities of holding companies ena-
ble the subsidiary banks to earn a greater re-
turn on their investments through better
investment management. Another is that sub-
sidiary banks arc able to commit a greater pro-
portion of their assets to a high-yielding asset
—Iloans. (This argument is examined in the
discussion of bank credit, beginning on page
8.) Thus, the higher loans/assets ratio and
the greater return on investments that subsidi-
aries can presumably achieve enable them to
earn a larger return on assets than can com-
parable independent banks.

STRENGTHENED CAPITAL STRUCTURE

The second category of arguments in favor
of bank holding companies is that they
Ptrcngthcn a bank’s capital structure. A bank’s
capital may be increased by the sale of stock
and/or the retention of earnings. Banking tra-
dition and the pressures of bank examiners
cause banks to maintain relatively conservative
capital/deposits, capital/assets, and other cap-
ital ratios. Consequently, If a bank is to con-

tinue to meet the expanding credit and service
demands of its community, it must continually
increase its capital. The problem of maintain-
ing capital ratios is particularly acute for banks
located in rapidly growing areas.

For additions to capital, the independent
bank must rely upon the sale of its own stock
and/or upon its own retained earnings. Be-
cause no active market exists for the stock of



