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ADMINISTRATIVE AND PROCEDURAL AS-
PECTS OF THE FEDERAL RESERVE BOARD/
DEPARTMENT OF THE TREASURY PRO-
POSED RULE CONCERNING COMPETITION
IN THE REAL ESTATE BROKERAGE AND
MANAGEMENT MARKETS

THURSDAY, MAY 16, 2002

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON COMMERCIAL
AND ADMINISTRATIVE LAW,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to call, at 2:05 p.m., in Room
2141, Rayburn House Office Building, Hon. Bob Barr [Chairman of
the Subcommittee] presiding.

Mr. BARR. Good afternoon, ladies and gentlemen.

My name is Bob Barr, Chairman of the Subcommittee on Com-
mercial and Administrative Law, joined with two other very distin-
guished Members of our Subcommittee, the Ranking minority
Member, Mr. Mel Watt from the great State of North Carolina, and
Ms. Tammy Baldwin from the great State of Wisconsin. We appre-
ciate them being here today.

We probably will be joined by other Members of the Sub-
committee who will be able to come in between other responsibil-
ities.

We will probably have floor votes this afternoon on the welfare
reform reauthorization, other Committee hearings that Members
have to go to, but we appreciate the witnesses very much being
with us here today.

We appreciate members of the audience that are here.

At this time, I will call this hearing to order. This is a Sub-
committee oversight hearing on administrative and procedural as-
pects of the Federal Reserve Board/Department of the Treasury
proposed rule concerning competition in the real estate brokerage
and management markets.

I am very pleased to convene this hearing on an issue that has
aroused considerable interest in the banking and the real estate in-
dustry, as evidenced by the attendance at today’s hearing.

As many of you know, on January 3, 2001, the Department of the
Treasury and the Federal Reserve Board jointly issued a proposed
rule that would have the effect of transforming the definition of fi-
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nancial activity to include services theretofore considered commer-
cial in nature.

Specifically, the proposed rule would permit banking entities to
enter the real estate brokerage and management markets. This
proposed rule was issued pursuant to an interpretation of the then
recently passed Gramm-Leach-Bliley Act.

The rule was proposed in response to requests from commercial
banking interests received from the Treasury Department within a
month of Gramm-Leach-Bliley’s enactment into law. Prior to pas-
sage of Gramm-Leach-Bliley, Congress had maintained what was
termed a firewall between commercial and financial activities.

The proposed rule is extremely controversial, as evidenced by the
fact it has occasioned more public comment than any other rule of
its type in history. In fact, so many comments were received that
the Treasury Department and the Federal Reserve have twice had
to delay the effective date of the proposed rule. Late last month,
as a matter of fact, Treasury Secretary O’Neill stated the rule
would not be finalized until 2003 at the earliest.

The Subcommittee on Commercial and Administrative Law does
not exercise jurisdiction over the substantive issues underlying the
proposed rule. It is not for us to address the general policy merits
of these issues. However, this Subcommittee has both the authority
and continuing responsibility to examine the process by which
agencies propose and issue rules.

Since 1946, when the Administrative Procedure Act was first
signed into law, Congress and the President have labored continu-
ously to craft an administrative process that treats all parties and
all perspectives fairly.

While we have striven to obtain the best possible agency rules,
another equally important purpose is making the administrative
process an open one that informs the American people about the
actions of its Government. Today’s hearing helps advance this cru-
cial goal.

The proposed rule is clearly a matter of considerable public con-
cern which demands serious congressional attention. We must in-
quire whether issuing agencies adhered to administrative and pro-
cedural requirements in examining whether the particular cir-
cumstances surrounding the proposed rule necessitate amendment
of the Administrative Procedure Act and other statutes which per-
tain to agency rulemaking.

Specifically, we will address the following questions:

Did the statute giving rise to the proposed rule provide sufficient
congressional authority to transform the definition of financial ac-
tivity to include real estate brokerage and management?

Was the language sufficiently clear to provide a coherent basis
on which the respective agencies could make this determination?

Can—should Congress delegate its authority to regulate inter-
state commerce without any cognizable constraints on agency dis-
cretion?

Did the issuing agencies provide a sufficient factual or legal basis
for concluding that real estate brokerage and management are fi-
nancial activities?
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Were the requirements of the Regulatory Flexibility Act, which
requires agencies to analyze the effects of a proposed rule on small
businesses, including REALTORSC, adequately observed?

How will the agencies consider and act on the public comments
it has received?

Given the broad and deep impact finalization of this rule would
have, should an alternative method of rulemaking, such as that
provided in the Negotiated Rulemaking Act, have been con-
templated by the issuing agencies?

How can the experiences of this proposed rulemaking facilitate
the more effective promulgation of agency rules consistent with
congressional intent?

Before we begin, I would like to emphasize that I am committed
to continuing this Subcommittee’s regulatory reform agenda and
wish to recognize the effort of former Subcommittee Chairman
George Gekas to ensure Federal agencies adhere to congressional
intent during the administrative rulemaking process.

I am particularly pleased to welcome three very distinguished
witnesses today who represent our Government and organizations
most closely associated with the proposed rule and its effects. We
will receive testimony from the Department of Treasury as well as
the National Association of REALTORS and the American Bank-
ers Association. I wish to thank all three witnesses in advance for
their attendance and expert testimony today.

I now am pleased to recognize Mr. Watt, the Ranking Member
of this Subcommittee, for his opening remarks.

Mr. WATT. Thank you, Mr. Chairman; and thank you for con-
vening this hearing, I guess. I am not real sure that I wanted to
thank you for the second part of that, but to the extent that we
deal with the issues within this Subcommittee’s jurisdiction, I
think it is important to have this hearing.

Let me be pretty direct, as most of the people that I have dealt
with in the audience know me to be, though, and say right up front
that I understand that there is a tremendous tug of war going on
between the real estate interests and the banking interests. If
there is anybody here in the audience who believes that that tug
of war is going to be resolved by this hearing, they should get up
and leave now.

That question, to the extent that it requires a resolution, will be
resolved in the Financial Services Committee. It just so happens
that both the Chairman of this Subcommittee, Chairman Barr, and
the Ranking Member of this Subcommittee, Ranking Member Watt,
serve on the Financial Services Committee; and I think we ought
to let that Committee handle that tug of war.

Now, it is easy for Congress or Members of Congress or Commit-
tees of Congress to write a piece of legislation that has substantial
ambiguities in it and have regulatory agencies interpret those am-
biguities in one way or another and for Members of Congress to
then bash administrative agencies for doing what they think a law
authorized them to do. It gives us a sense of deniability, us against
them.

But I would submit to you, if there is any ambiguity in the law,
we bear the responsibility in Congress to clarify that ambiguity.
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So I don’t think—and I should say we don’t have the jurisdiction
in this Committee to clarify that ambiguity. If anybody thinks that
we do, I think you should rethink this. I am going to encourage our
witnesses to refrain from a fight about this REALTORCE versus
banking issue and stick to the matters that are under the jurisdic-
tion of this Committee.

As I understand the purpose of this hearing—and I am reading
from what I was given—we are to determine, number one, the effi-
cacy of the Administrative Procedure Act in ensuring that congres-
sional intent is realized in the rulemaking process; and, number
two, determine the responsiveness of Federal regulators to Con-
gress and the public.

Now, I didn’t write that. I have no idea really—well, I have some
idea of what it means. I have my own conceptions of what it
means. But my conception does not include a resolution of this con-
flict between REALTORSE and banking.

If we think the regulators have done something improper and
they think that they have done something proper, then I think it
is Congress’s responsibility to clarify that and not to just beat up
on the regulators; and that is regardless of where you stand on the
substantive issue here. We can’t resolve it in the context of this
hearing.

So, that having been said, I am looking forward to hearing the
witnesses. I hope they will restrain themselves in the substantive
analysis of this REALTORF versus banking issue and deal with the
Administrative Procedure Act issue that this jurisdiction—this
Subcommittee has jurisdiction over. If we can bring some light to
that, then this hearing will be of benefit. If we can’t bring light to
that, then I think we have done this Subcommittee, the Judiciary
Committee and the Financial Services Committee and Congress
and the jurisdictions that each of those bodies have, a disservice.

So I am proceeding with confidence that we will stay on mission
today, and I hope everybody will cooperate in that mission.

Thank you very much, Mr. Chairman. I yield back.

Mr. BARR. The gentleman from Arizona, Mr. Flake, the Vice
Chairman of the Subcommittee, is recognized.

Mr. FLAKE. I thank the Chairman.

I have no opening statement, but I will yield the remainder of
my time to the Chairman.

Mr. BARR. Thank you.

It is a common practice for this Subcommittee to hold hearings
of this sort today. This is not a unique hearing. It is not the first
one this Subcommittee has ever held. There have been a number
of other instances in recent years where rules have been proposed
by one Federal agency or another and this Subcommittee has, with-
in the exercise of its jurisdiction to maintain oversight over the reg-
ulatory processes of the executive branch, held hearings.

For example, on March 4, 1999, this Subcommittee held a hear-
ing entitled, Know Your Customer Rules: Privacy in the Hands of
Federal Regulators. The hearing examined rules that had been no-
ticed by the Federal Reserve Board and Treasury Department
under the purported authority of the Bank Secrecy Act.

In May 1999, the Subcommittee held a hearing into novel proce-
dures in FCC license transfer proceedings. That hearing examined
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the administrative efficacy of license transfer regulations that
raised considerable administrative law questions.

In February 1998, the Subcommittee conducted an oversight
hearing on administrative taxation to examine the administrative
efficacy and constitutionality of the universal service fee.

In 1996, the Subcommittee held a hearing on the role of Con-
gress in monitoring administrative rulemaking.

And there are others. So if there is any confusion on the part of
any of the witnesses or audience or Committee Members about the
history of this Subcommittee under different leadership to conduct
appropriate hearings of this sort, let me set their minds at ease.
This 1s a long-held practice of this Subcommittee, and we again—
we welcome the witnesses being here today and look forward to
their testimony.

I yield back to the gentleman from Arizona.

Mr. FLAKE. Thanks. I yield back.

Mr. BARR. The gentlelady from Wisconsin is recognized for any
opening statement that she may have to make.

Ms. BALDWIN. Thank you, Mr. Chairman. I do not have an open-
ing statement and yield back.

Mr. BARR. Thank you.

The gentlelady from California is recognized for an opening
statement she might have.

Ms. WATERS. Thank you very much, Mr. Chairman.

I do have a prepared opening statement, and I think I am not
going to read my statement because I think Mr. Watt’s comments
and your comments are so very interesting.

Let me thank you for holding this hearing to look at the rule-
making process.

Also let me just comment a bit on how this Congress works and
what we do in Committees and why it is important for the people
who are here today to understand that, despite the fact that Mr.
Watt believes that somehow it is extremely important to stick to
the subject matter of rulemaking and not to wander off into the so-
called tug of war that he so eloquently referred to, since he did call
it a tug of war, all is fair in love and war. And let me just say that,
despite the fact he gave you this classic description and definition
of what we are supposed to do and what we should not be doing,
this place doesn’t work like that. As a matter of fact, what happens
here is he or she who is creative enough, smart enough, visionary
enough to concoct something to their advantage, we do that; and
we do it day in and day out; and that is not going to stop. I am
amazed at the kind of creativity that is used in this place and what
benefits come from it.

You are here today and Mr. Barr has been smart enough to orga-
nize this hearing to give you an opportunity, number one, just to
show yourselves. The fact that you are here and that you are con-
cerned about this, this in itself may get a press story that will
serve to influence somebody.

So it is not always about the rules as they are written some-
where, it is about the ability for Members to be their own best ad-
vocates and advocates for those that they care about.

Let me just say this. Also, Mr. Barr went so far as to recite chap-
ter and verse all of the other hearings that have been held in an
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effort to say, see, I am not out of line. I am holding this hearing
in this matter, and it has been done before. But that doesn’t make
any difference either. Whether he had that kind of documentation
or not, I am sure he would be holding this hearing because he
thinks there is some benefit in doing so.

So let me just welcome you and say to you that I am very pleased
that the hearing is being held. The regulators who have the respon-
sibility for this rulemaking, don’t worry about getting beaten up on.
You have been beaten up on before, and this will not be such a
beating that you won’t be able to withstand it. You will do just fine.

So, with that, this tug of war includes whatever we do today in
the Subcommittee. Let’s get on with it. Thank you very much.

Mr. BARR. Mr. Watt.

Mr. WATT. That was classic.

Mr. BARR. I thank the gentlelady from California.

We have been joined by the gentleman from Ohio, Mr. Chabot.
Do you have an opening statement, Mr. Chabot?

Mr. CHABOT. No, I don’t.

Mr. BARR. At this time, we will proceed then to introduce the
witnesses; and then the witnesses will each be allotted approxi-
mately 5 minutes for their opening statements. The full written
statements and any supplementing material that each one of the
witnesses or any of the witnesses might have, we encourage them
to submit that for the record; and it will be admitted to the record
without objection.

The record will remain open for an additional 7 days for any ad-
ditional materials that the witnesses may come across or deem ap-
propriate and relevant for the hearing to aid in the deliberations
of this Subcommittee.

Our first witness today is Ms. Sheila Bair, Assistant Secretary
for Financial Institutions at the United States Department of the
Treasury. In this role, Secretary Bair leads the Office of Financial
Institutions in coordinating the Department’s legislative and regu-
latory agenda, including legislation affecting Federal agencies that
regulate or ensure financial institutions, as well as securities mar-
kets legislation and regulation.

Before joining the Treasury Department, Secretary Bair was
Senior Vice President for Government Relations at the New York
Stock Exchange. She also served as a Commissioner of the Com-
modity Futures Trading Commission during the Bush and Clinton
administrations and was chairperson of the FTC’s Financial Prod-
ucts Advisory Committee. Finally, Secretary Bair worked as senior
counsel under Senator Bob Dole.

A native of Kansas, Secretary Bair received her bachelor’s degree
from the University of Kansas and is a graduate of the University
of Kansas School of Law.

We are very happy to welcome the Assistant Secretary here
today, and appreciate her testimony and answers to the Commit-
tee’s questions.

Our next witness will be Mr. Martin Edwards, Jr., the president
of the National Association of REALTORSE.

The National Association of REALTORSE is America’s largest
professional association, representing more than 800,000 members
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involved in all aspects of the residential and commercial real estate
industry.

Mr. Edwards has been a REALTORE for more than 30 years and
is a partner in Colliers, Wilkinson & Snowden, Inc, a commercial
and industrial real estate firm headquartered in Memphis, Ten-
nessee. He is also a senior instructor for the Commercial Invest-
ment and Real Estate Institute, an NEAR affiliate.

Mr. Edwards is no stranger to Congress, having testified on
issues ranging from Gramm-Leach-Bliley, brownfields legislation,
housing affordability and many other housing and real-estate-re-
lated issues. Mr. Edwards has served in a number of positions at
NAR including treasurer, chairman of the association’s finance
committee, regional vice president for the States of Tennessee,
South Carolina, North Carolina, and Kentucky and other commit-
tees.

He has been active on various NAR committees, including the ex-
ecutive committee and the building advisory committee.

Mr. Edwards is also active at the State and local levels. He
serves on numerous State association committees, including the
commercial and investment committee. He was named REALTORF
of the Year in 1989.

We are particularly pleased to have you here today, Mr. Ed-
wards. Thank you.

Our third witness on today’s panel is Edward Yingling, deputy
vice president and executive director for Government Relations at
the American Bankers Association. Mr. Yingling is also a board
member of the Corporation for American Banking, the American
Bankers Association’s for-profit subsidiary. He also serves as a di-
rector of the American Bankers Professional and Fidelity Insurance
Company.

Before joining the American Bankers Association, Mr. Yingling
served in private practice, specializing in the representation of
banks and other financial institutions.

From 1973 to 1974, Mr. Yingling served as legislative assistant
to Senator William J. Fulbright. He is a graduate of Princeton Uni-
versity and the Stanford University Law School.

Mr. Yingling, thank you very much today; and thank you for
your service very capably representing America’s bankers for so
long.

At this time, I am pleased to welcome the three panelists.

Mr. BARR. We will go through each one of the panelists beginning
with the Honorable Sheila Bair, Assistant Secretary of the Treas-
ury, who will be recognized for her opening statement. Ms. Bair.

STATEMENT OF SHEILA BAIR, ASSISTANT SECRETARY,
UNITED STATES DEPARTMENT OF THE TREASURY

Ms. BAIR. I appreciate the opportunity to appear here today to
discuss administrative and procedural aspects of the joint Federal
Reserve-Treasury rule proposal on whether to permit financial
holding companies and financial subsidiaries of national banks to
engage in real estate brokerage and real estate management under
the Gramm-Leach-Bliley Act.

The 4-month public comment for this proposal ended May 1st of
last year. Based on the substantial number of comment letters that



8

the Treasury and the Federal Reserve Board have received, there
clearly is wide public interest in this proposal. The volume of let-
ters demonstrates the sensitivity of this particular determination
as well as the difficulty of the task that Congress gave us in imple-
menting the Gramm-Leach-Bliley Act.

On April 22nd, Secretary O’Neill informed Chairman Oxley by
letter that, in consultation with Chairman Greenspan, he had de-
cided that the Treasury will not make a final determination on this
proposed rule until next year. It is incumbent upon us to carefully
review all of the issues in keeping with the statutory criteria and
purposes of the Gramm-Leach-Bliley Act and to carefully articulate
criteria that can guide our review of future requests. Given other
Treasury priorities in the wake of September 11, we do not believe
such a deliberative review can be completed until next year.

Because the rulemaking is pending, I will not be able to discuss
the Treasury’s views on substantive issues involved in making a
final decision about the proposed rule. Instead, my prepared re-
marks will briefly describe the process.

The rulemaking process was initiated under the prior adminis-
tration after Treasury and the Board received requests from the
American Bankers Association, the Financial Services Roundtable
and the New York Clearing House Association asking that we de-
termine that real estate brokerage and real estate management ac-
tivities are financial in nature or incidental to a financial activity.
Shortly thereafter, the National Association of REALTORSE sent a
letter opposing such a determination.

In March, 2000, the Treasury issued an Interim Final Rule set-
ting forth specific procedures for requesting determinations under
the Gramm-Leach-Bliley Act and invited the American Bankers As-
sociation and the Financial Services Roundtable to resubmit their
request to conform to these procedures. The American Bankers As-
sociation did so in July of 2000, and a month later Fremont Na-
tional Bank submitted a request that referenced the American
Bankers Association’s request.

After considering the factors specified in the Gramm-Leach-Bliley
Act and other relevant information and consulting with the Federal
Reserve Board and its staff, in December of 2000 the Treasury
agreed with the Board to issue a joint notice of proposed rule-
making with a 60-day comment period. The proposal was published
in the Federal Register on January 3, 2001.

Following publication, it soon became apparent that there was a
great deal of public interest in the proposal. Given this wide public
interest and our desire to give the public sufficient time to consider
and comment on the proposal, and in view of letters we received
requesting an extension, the Treasury and the Board decided to ex-
tend the comment period another 60 days.

As I mentioned, the comment period closed on May 1, 2001. Of
the 34,735 comment letters we have received, most have come from
real estate brokers. We are giving serious consideration to the
views expressed.

In conclusion, Mr. Chairman, we intend to carefully consider the
issues raised by all of the commenters. As we move forward next
year, the Treasury will work closely with the Federal Reserve to
ensure that this and other rulemakings under the financial in na-
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ture authority are consistent with the criteria Congress prescribed,
the legal process, and the public interest.

Thank you.

Mr. BARR. Thank you, Ms. Bair.

[The prepared statement of Ms. Bair follows:]

PREPARED STATEMENT OF SHEILA C. BAIR

Chairman Barr, Mr. Watt, and Members of the Subcommittee, I appreciate the
opportunity to appear here today to discuss administrative and procedural aspects
of the joint Federal Reserve-Treasury rule proposal on whether to permit financial
holding companies and financial subsidiaries of national banks to engage in real es-
taée bll;okerage and real estate management under the Gramm-Leach-Bliley Act
(“ LB ”).

The four-month public comment period for this proposal ended May 1st of last
year. Based on the substantial number of comment letters that the Treasury and
the Federal Reserve Board (“Board”) have received, there clearly is wide public in-
terest in this proposal. The volume of letters demonstrates the sensitivity of this
particular determination as well as the difficulty of the task that Congress gave us
in promoting competition in financial services.

We also received letters from 160 Members of Congress, some of whom trans-
mitted comments from their constituents and some of whom set forth comments of
their own. We are carefully reviewing the issues raised by all the commenters.

On April 22nd, Secretary O’Neill informed Chairman Oxley by letter that, in con-
sultation with Chairman Greenspan, he had decided that the Treasury will not
make a final determination on this proposed rule until next year. It is incumbent
on us to carefully review all the issues in keeping with the statutory criteria and
purposes of the GLBA and to carefully articulate criteria that can guide our review
of future requests. Given other Treasury priorities in the wake of September 11, we
do not believe such a deliberative review can be completed until next year.

Because the rulemaking is pending, I will not be able to discuss the Treasury’s
views on substantive issues involved in making a final decision about the proposed
rule. Instead, my prepared remarks will briefly describe the process and factors we
considered in making the proposal and where it stands today.

By way of background, let me begin by highlighting the key provisions of the
GLBA that relate to the rulemaking.

RULEMAKING PROVISIONS OF THE GRAMM-LEACH-BLILEY ACT

At its core, the GLBA stimulates greater competition and innovation in the finan-
cial services industry. At the same time, the legislation promotes consumer protec-
tion and safety and soundness, and restricts the mixing of banking and commerce.

To accomplish these outcomes, the GLBA amended the Bank Holding Company
Act to permit financial holding companies to engage in a broad range of activities
specifically listed in GLBA, as well as other activities that the Board determines,
in consultation with the Treasury, to be “financial in nature or incidental to a finan-
cial activity.” According to the Conference Report, the “financial in nature or inci-
dental” standard represents a significant expansion of the “closely related to bank-
ing” standard that the Board previously applied in determining the permissibility
of activities for bank holding companies.

The GLBA also amended the National Bank Act to allow national banks to control
qualifying “financial subsidiaries” that are permitted to engage in most of the same
“financial in nature or incidental” activities that the GLBA authorizes for financial
holding companies. Activities in which financial subsidiaries may not engage under
the GLBA generally include insurance underwriting and merchant banking. GLBA
also explicitly prohibits financial subsidiaries from engaging in real estate develop-
ment and investment.

Just as GLBA requires the Board to consult with Treasury before approving new
activities as “financial in nature” or “incidental to a financial activity” for financial
holding companies, GLBA also requires Treasury to consult with the Board in deter-
mining whether a new activity should be approved as financial in nature or inci-
dental for financial subsidiaries. Under the GLBA’s consultation requirement, nei-
ther the Treasury nor the Board may determine that an activity is financial in na-
ture or incidental to a financial activity if the other agency disagrees with such a
determination in writing. Treasury and the Board have developed procedures for
those requesting determinations under the financial activities provisions of GLBA
and for coordinating and consulting with each other. Treasury and the Board are
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working cooperatively in considering these determinations, as the joint proposal on
real estate brokerage and management demonstrates.

In making determinations for financial subsidiaries, the GLBA requires Treasury
to take into account, among other factors:

¢ the purposes of GLBA and the National Bank Act,
¢ changes in the marketplace in which banks compete,
¢ changes in the technology for delivering financial services, and

¢ whether the activity is necessary or appropriate to allow a bank and its sub-
sidiaries to compete effectively with any company seeking to provide financial
services in the United States.!

Let me turn now to a description of the process that the Treasury and the Board
are following and where the rulemaking stands currently.

STATUS OF THE RULEMAKING PROCESS

The rulemaking process was initiated after Treasury and the Board received re-
quests from the American Bankers Association, the Financial Services Roundtable,
and the New York Clearing House Association asking that we determine that real
estate brokerage and real estate management activities are financial in nature or
incidental to a financial activity. Shortly thereafter, the National Association of RE-
ALTORSY sent a letter opposing such a determination.

In March 2000, the Treasury issued an Interim Final Rule setting forth specific
procedures for requesting determinations under the GLBA, and invited the Amer-
ican Bankers Association and the Financial Services Roundtable to resubmit their
requests to conform to these procedures. The American Bankers Association did so
in July 2000, and a month later Freemont National Bank submitted a request that
referenced the American Bankers Association’s request.

After considering the factors specified in the GLBA and other relevant informa-
tion, and consulting with the Federal Reserve Board and its staff, in December of
2000 the Treasury agreed with the Board to issue a joint notice of proposed rule-
making with a 60-day comment period. The proposal was published in the Federal
Register on January 3, 2001.

Following publication, it soon became apparent that there was a great deal of pub-
lic interest in the proposal. Given this wide public interest and our desire to give
the public sufficient time to consider and comment on the proposal, and in view of
letters we received requesting an extension, the Treasury and the Board decided to
extend the comment period another 60 days.

As I mentioned, the comment period closed on May 1, 2001. Of the 34,735 com-
ment letters we have received, most have come from real estate brokers expressing
the sa(rlne or similar views. We are giving serious consideration to the views ex-
pressed.

CONCLUSION

In conclusion, Mr. Chairman, we intend to carefully consider the issues raised by
all the commenters. As we move forward next year, the Treasury will work closely
with the Federal Reserve to ensure that this and other rulemakings under the fi-
nancial in nature authority are consistent with the criteria Congress prescribed, the
legal process, and the public interest.

Thank you. I am happy to respond to any questions.

1Section 5136A(b)(2) of the Revised Statutes (the National Bank Act) provides that:

“In determining whether an activity is financial in nature or incidental to a financial activity,
the Secretary shall take into account—

(A) the purposes of this [National Bank] Act and the Gramm-Leach-Bliley Act;
(B) changes or reasonably expected changes in the marketplace in which banks compete;

(C) changes or reasonably expected changes in the technology for delivering financial services;
and

(D) whether such activity is necessary or appropriate to allow a bank and the subsidiaries of
a bank to—

(i) compete effectively with any company seeking to provide financial services in the United
States;

(ii) efficiently deliver information and services that are financial in nature through the use
of technological means, including any application necessary to protect the security or efficacy
of systems for the transmission of data or financial transactions; and

(i1i) offer customers any available or emerging technological means for using financial services
or for the document imaging of data.”
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Mr. BARR. Mr. Edwards, you are now recognized for your opening
statement.

STATEMENT OF MARTIN EDWARDS, JR., PRESIDENT,
NATIONAL ASSOCIATION OF REALTORSH

Mr. EDWARDS. Thank you, Mr. Chairman.

On behalf of more than 800,000 REALTORSE across this country
engaged in all aspects of commercial and residential real estate, I
want to thank you and Congressman Watt and the Members of the
Subcommittee for the opportunity to testify today.

Like you, we want to know about the process involved in the pro-
posed rulemaking by the Federal Reserve Board and the Treasury
Department. Both entities have proposed to let financial holding
companies and national bank subsidiaries operate real estate bro-
kerage, leasing and property management companies.

As you know, we adamantly oppose the rule. We firmly believe
that redefining real estate brokerage, leasing, and property man-
agement as financial in nature is totally acceptable because it
mixes banking and commerce. It is our contention that Congress
never intended to delegate such authority to the regulators. In fact,
given the criteria set by Congress to determine new financial ac-
tivities under Gramm-Leach-Bliley, we believe this proposed rule
would circumvent congressional intent.

The bottom line is that the banks who petitioned the Federal Re-
serve and Treasury for this proposed rule cannot gain through reg-
ulation what they failed to get through legislation.

In 1999, as you pointed out, Congress clearly went out on record
in supporting separation of banking and commerce. We believe that
congressional intent was clear that section 4(k)(3) of the Bank
Holding Act was added to give banks new powers to help with de-
livery of existing financial products and those that evolved as the
financial services industry changed over time. But section 4(k)(3)
was not meant to give banks the authority to operate whole new
commercial businesses; and there is nothing in the law, the legisla-
tive history to infer that such broad legislative powers could be del-
egated to the regulators.

Let me direct your attention to two charts set up to my left. The
first chart shows how the commercial and banking industries com-
pete in the financial services areas. REALTORSP don’t take depos-
its or run ATM machines, and banks don’t sell real estate. It is
that simple. Otherwise, why shouldn’t banks sell automobiles?
Both banks and GMAC finance automobile purchases.

The second chart I would like to point out to my left clearly
shows that REALTORS” do compete on mortgage originations.
Banks clearly are the winner here. REALTORD-affiliated mortgage
lending companies only originate about 1 percent of the mortgages,
while banks originate 44 percent.

Clearly, the time to consider granting of real estate powers was
during the debate of Gramm-Leach-Bliley and certainly not
through regulation now, after the close of that debate.

Even if one believes that Congress intended to delegate the au-
thority, the factors, as spelled out in section 4(k)(3), haven’t been
met by the regulators. For example, the agencies didn’t address all
of the necessary factors or explain what determinations they are
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making. They also failed to offer explanations of why the regula-
tions should apply to the leasing of real estate or to commercial
real estate transactions.

There is no indication whether the OMB has reviewed the Treas-
ury’s proposed regulation. Generally, any regulatory action deemed
significant by an executive branch agency must first be reviewed
by OMB.

Mr. Chairman, the National Association of REALTORSE believes
that Congress should assert its authority to prevent the regulators
from determining if it is in the Nation’s best interest to mix bank-
ing and commerce. We also believe that letting financial holding
companies and national bank subsidiaries enter into the real estate
business, brokerage, leasing and property management industry
would have wide-ranging adverse market effects, including a de-
cline in competition, consumer choices and quality of service.

That is why we called upon Congress to enact the Community
Choice in Real Estate, H.R. 3424, and in the Senate a companion
bill. REALTORSE from across this country have sent more than
75,000 letters to congressional representatives urging support of
these bills.

We have sent more than 40,000 to the Federal Reserve and to
the Treasury expressing our opposition to the proposed regulation;
and we have sent more than 50,000 letters, by CD-ROM I might
add, to President Bush urging support.

So far, H.R. 3424 in this House has generated a tremendous sup-
port. We have today over 231 cosponsors; and, last month, Sec-
retary of Treasury O’Neill postponed a decision of this issue until
next year. The ball is clearly back in Congress’s court, and you
must act now to resolve this issue.

In conclusion, Mr. Chairman, REALTORSE aren’t alone in this
issue. A diverse group of trade associations and consumer groups
stand with us on this issue.

We look forward to today’s testimony as well as those questions
rising out of this hearing. We hope that they will shed more light
on how this whole process by the Federal Reserve and Treasury
evolved. Thank you.

Mr. BARR. I would ask the audience to refrain from applause,
please.

Mr. Edwards, thank you very much for your testimony.

[The prepared statement of Mr. Edwards follows:]

PREPARED STATEMENT OF MARTIN EDWARDS, JR.

Chairman Barr, Congressman Watt, and members of the Subcommittee. Thank
you for inviting me to testify on this important issue. My name is Martin Edwards.
I am a REALTORP and a partner with Colliers, Wilkinson and Snowden, Inc. in
Memphis, Tennessee. I am appearing here today as President of the National Asso-
ciation of REALTORS® (NAR) on behalf of over 800,000 REALTORSE engaged in
all aspects of the commercial and residential real estate industry.

Mr. Chairman, we are pleased you are holding this hearing today to explore the
process involved in the proposed rulemaking by the Federal Reserve Board and
Treasury Department that would allow financial holding companies (FHCs) and na-
tional bank subsidiaries to operate real estate brokerage, leasing and management
companies. As you know, we are opposed to this rule. We believe that redefining
real estate brokerage, leasing and property management as a financial activity is
an impermissible mixing of banking and commerce that Congress never intended to
delegate to the regulators. Moreover, given the criteria Congress established for de-
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termining new financial activities under the Gramm-Leach-Bliley Act, we believe
that the proposed rule does not conform with the intent of Congress.

The procedure followed by the regulators in proposing this rule raises many ques-
tions. It will be enlightening to hear responses to questions that would explain how
and why the proposed rule came so soon after the law was enacted.

« What analysis was provided regarding the impact of the rule on the real es-
tate industry?

¢ What role did the Office of Management and Budget play in reviewing the
proposed real estate regulation?

¢ Congress authorized the Federal Reserve Board and the Treasury Depart-
ment to jointly agree on new financial activities based on criteria established
in Section 4(k)(3) of the Act. Do the Agencies view their authority to des-
ignate new financial activities as license to effectively hand entire industries
over to FHCs and bank subsidiaries?

« Were all the criteria examined and met before the rule was issued? What
weight, if any, was given to each of the enumerated criteria?

* How is it possible that in less than three months after the Act became public
law the real estate industry, particularly brokerage, leasing and property
management, could have changed so dramatically to merit consideration as
a financial activity?

¢ Congress gave considerable attention to the regulation of insurance activities
that are traditionally the purview of state regulators. Real estate is similarly
regulated, yet the Act makes no provision to resolve conflicts of regulatory ju-
risdiction that most certainly will occur should FHCs and national bank sub-
sidiaries engage in real estate brokerage and management as proposed. Have
the Federal Reserve and the Treasury Department considered how real estate
activities of FHCs and bank subsidiaries would be regulated?

¢ Was federal preemption of state regulatory and licensing authority con-
templated?

In February 2000, barely a month after the Gramm-Leach-Bliley Act became pub-
lic law, several banking institutions and representatives petitioned the Federal Re-
serve Board and the Treasury Department to grant financial holding companies and
national bank subsidiaries real estate brokerage and management powers. They ar-
gued that they were allowed to participate in virtually every aspect of the real es-
tate transaction except for brokerage. What the bankers failed to recognize was that
there is a clear difference between these other aspects of the real estate transaction
and the brokerage activity—the brokerage service is a commercial one. It is the pro-
vision of advice, analysis, and marketing of a tangible piece of property-real estate.
It is unlike a financial or fungible product that has some monetary value. It is just
like an automobile, boat, jewelry, electronic equipment or groceries. To argue that
the use of some financing mechanism grants banks the power to broker the sale of
the underlying durable product is to argue for elimination of the separation of bank-
ing and commerce. That debate occurred during consideration of the Gramm-Leach-
Bliley Act (GLBA) and Congress upheld the continued separation of these activities.
The bankers cannot now gain by regulation what they failed to gain by legislation.

We believe that Congressional intent was clear that Section 4(k)(3)! was meant
to authorize new powers to banks to assist in the delivery of existing financial prod-
ucts or those that evolved as the financial services industry changed over time. Such
powers might include the authority to operate a new technology to assist in the elec-
tronic delivery of financial or investment instruments. Section 4(k)(3) was not meant
to grant banks the authority to operate whole new commercial businesses. There is
nothing in the law or legislative history to infer that such broad legislative powers

1The Gramm-Leach-Bliley Act (GLBA) allows the Federal Reserve Board and the Treasury
Department to determine activities that are “financial in nature.” In their consideration, the
regulators are required to examine several statutory factors. They are (1) the purposes of the
Bank Holding Company Act (BHCA) and the GLBA; (2) changes or reasonably expected changes
in the marketplace in which financial holding companies compete; (3) changes or reasonably ex-
pected changes in the technology for delivering financial services; and (4) whether such activity
is necessary or appropriate to allow a financial holding company and the affiliates of a financial
holding company to: (i) compete effectively with any company seeking to provide financial serv-
ices in the U.S.; (ii) efficiently deliver information and services that are financial in nature
through the use of technological means, including any application necessary to protect the secu-
rity or efficacy of systems for the transmission of data or financial transactions; and (iii) offer
customers any available or emerging technological means for using financial services or for the
document imaging of data. BHCA section 4(k)(3).
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were to be delegated to the regulators. The time to consider the granting of real es-
tate powers was during debate on GLBA, not through regulation after the close of
that debate.

Even if one were to believe that Congress intended to delegate this authority, the
factors enumerated in Section 4(k)(3) have not been met by the regulators.

The agencies did not address all the necessary factors. Although the agencies re-
cite in cursory fashion that they have considered all of these factors, the only one
they actually discuss is the first prong of the fourth factor, dealing with competition
with other companies seeking to provide financial services. There is no discussion
of what weight the other three factors may have been given in the agencies’ deci-
sion-making process.

Furthermore, even as to the factors the agencies did consider, they undertook no
factual investigation of their own. They simply cite, in a footnote, a petition from
the American Bankers Association, reporting a review of various companies’
websites. They merely repeat the bankers’ plea to move into this area. Their anal-
ysis fails to consider the most important aspect of the issue—that real estate broker-
age is a commercial activity. If anything, the mortgage is incidental to the commer-
cial activity. Just the opposite of what the bankers argue.

Twenty percent of real estate transactions involve no institutional financing at all.
They are either cash transactions, or owner financed sales. Here there is absolutely
no bank involvement. There is still the commercial real estate brokerage transaction
though. Logic dictates that the financing may complement certain real estate trans-
actions, but to argue that the brokerage is incidental to the financing is to put the
cart before the horse.

Congress held that commercial businesses and banks would compete in the finan-
cial services arena. This “gray area” consists of financial activities that support ei-
ther a commercial or banking activity. For instance, automobile manufacturers such
as General Motors provide financing for their auto purchases. Banks also provide
financing for auto purchases. The competition comes in the financing arena—not in
the sale of the auto. Likewise for real estate, boats, or jewelry. Congress has granted
specific legislative authority to banks to include securities and insurance powers
within that gray area. Thus you have both commercial firms and banks offering
these products. But they were gained only by a legislative action. Even mortgage
lending was granted by specific legislative authority. These examples make clear
congressional intent that new industry powers can only be granted by legislation.

Existing mortgage activity in this gray area provides banks with little reason to
complain. Commercial banks account for almost half of the mortgage originations
in this country. Independent mortgage companies and savings and loans combined
account for about the same amount. Credit Unions and real estate firm affiliated
mortgage operations account for only about two percent of mortgage loan origina-
tions. The banks dominate this market already.?

While bankers argue that some 26 states allow their state chartered banks to con-
duct real estate brokerage and management, further analysis shows that in fact
only eighteen state banks in six states were doing any kind of real estate brokerage
last year. These banks typically served the smallest communities in those states,
with 0.57 percent of the U.S. population.3 There are even fewer thrifts operating
real estate brokerages. There is no evidence to suggest that large national banks
would serve smaller communities. Today, many of these communities have seen the
local bank replaced by a national bank’s ATM machine.

The agencies do not explain what determination they are making. Under the most
natural reading of the GLB Act, an activity may be “financial in nature,” or it may
be “incidental” to some other financial activity. The agencies lump these two con-
cepts together, without explaining which determination they are making. If the
agencies are claiming that real estate brokerage and management are “incidental”
to some other financial activity, they should explain what that activity is.

The agencies offer no explanation for why the regulations should apply to leasing
of real estate. The agencies’ rationale for describing real estate brokerage as “finan-
cial in nature” rests on the theory that “banks and bank holding companies partici-
pate in most aspects of the typical real estate transaction other than brokerage.”
66 Fed. Reg. at 309. That may be true as to residential purchases of real estate,
for which banks commonly provide mortgages and incidental services like apprais-
als. But it is not generally true as to leasing of real estate, often a relatively simple
transaction that does not require financing, appraisals, settlement services, escrow
services, or insurance. Yet the proposed regulations would apply to brokerage for
lessors and lessees of real estate, as well as purchasers and sellers. The agencies

2See Mortgage Loan Origination chart
3See “State Banking and Real Estate Activity” chart
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offer no explanation as to why bank affiliates should be permitted to engage in these
activities.

The agencies offer no explanation for why the regulations should apply to commer-
cial real estate transactions. The agencies’ reasoning also appears to focus primarily
on the purchase of residential real estate by individuals. See 66 Fed. Reg. at 310.
Yet the proposed regulations would apply to both commercial and residential real
estate brokerage. Commercial enterprises frequently buy, sell, or lease real estate.
The agencies offer no explanation why such transactions should be viewed as “finan-
cial” activities, rather than as part of a business’s ordinary commercial activities.

There is no indication whether the Treasury Department’s proposed regulation
have been reviewed by OMB. Under Executive Order No. 12,866 (3 C.F.R. 658
(1994)), any “significant regulatory action” by an Executive Branch agency must
generally be reviewed by the Office of Management and Budget (“OMB?”).

A “significant regulatory action” includes any action that is likely to result in
a rule that may * * * [h]lave an annual effect on the economy of $100 million
or more or adversely affect in a material way the economy, a sector of the econ-
omy, productivity, competition, jobs, the environment, public health or safety,
or State, local, or tribal governments or communities.

Id. ’ 3(f). Although that requirement does not apply to the Federal Reserve Board
(an independent regulatory agency), it does apply to the Treasury Department.
There is no indication in the proposed regulations whether Treasury considers them
to be a “significant regulatory action,” or whether it plans to submit them (or has
submitted them) to OMB.

Congress needs to reassert its authority to prevent regulators from usurping the
power to determine whether it is in the best interests of our country to mix banking
and commerce. This decision should not be left to unelected regulators.

We are calling on Congress to enact The Community Choice in Real Estate Act
(H.R. 3424/S. 1839) to clarify congressional intent to prohibit the mixing of banking
and commerce. REALTORS" have let members of Congress know where they stand
on the issue. More than 75,000 REALTORS" sent letters to their elected representa-
tives urging support for The Community Choice in Real Estate Act. Before the legis-
lation was even introduced, the Federal Reserve Board and the Treasury Depart-
ment received more than 40,000 letters each opposing the proposed regulation that
would allow financial holding companies and national bank subsidiaries to broker
real estate and manage property. REALTORS® from all over the nation sent over
50,000 letters to President Bush urging his support.

But REALTORSE are not alone on this issue. A number of diverse trade associa-
tions and consumer groups stand with the National Association of REALTORSE.
Consumers Union testified before the House Financial Institutions Subcommittee
and raised significant questions about the diminished consumer choices and quality
of service that would likely follow from banks brokering and managing real estate.
The National Community Reinvestment Coalition, the National Fair Housing Alli-
ance, and the National Association of Hispanic Real Estate Professionals have for-
mally urged members of Congress to support H.R. 3424 and S.1839.

The issue of banks in real estate cuts across the entire spectrum of real estate
and related industries, and the FHCs’ aggressive attempts to use regulations to de-
fine real estate brokerage and property management as financial activities in order
to expand their powers threatens other related industries. Consequently, other trade
groups representing both residential and commercial real estate interests have sent
comment letters to the Federal Reserve and the Treasury Department opposing the
proposed regulation. The National Association of Real Estate Professionals
(NAREP), the National Association of Home Builders (NAHB), the National Associa-
tion of Real Estate Investment Trusts (NAREIT), the Real Estate Roundtable, the
Institute for Real Estate Management (IREM), the International Council of Shop-
ping Centers, and the National Apartment Association are all standing with the Na-
tional Association of REALTORSY in keeping large banks out of real estate broker-
age and property management.

We look forward to the testimony and questions at this hearing and hope they
will shed further light on how this process unfolded. Our written materials include
further information and data from surveys conducted on this issue.

Well over a year ago, the Federal Reserve and the Treasury Department issued
a proposed rule that would allow financial holding companies (FHCs) and financial
subsidiaries of national banks to engage in real estate brokerage, leasing, and prop-
erty management activities. The National Association of REALTORSE (NAR)
strongly opposed this regulation on the grounds that real estate brokerage and prop-
erty management are not financial activities, nor are they incidental to finance, and
approval of the proposed rule would thus effect a mixing of banking and commerce.
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This regulation would not only result in negative market and consumer con-
sequences. An affirmative decision by the Federal Reserve and Treasury on this pro-
posal would also violate Congressional intent, evident in several key banking laws
which make it very clear that Congress specifically intended to maintain the separa-
tion of banking and commerce.

Congress adopted the Gramm-Leach-Bliley Act in 1999, which established a legal
and regulatory framework for financial subsidiaries of banks and financial holding
companies to engage in designated financial activities under the new law. The Act
created a new entity, the financial holding company that would compete in the fi-
nancial services area offering services that were prohibited to bank holding compa-
nies. By distinguishing the permissible activities of bank holding companies from fi-
nancial holding companies, the Act also reaffirmed the longstanding national policy
that separated banking from commerce because of the unique powers and advan-
tages granted to banking institutions by their federal charters.

NAR-supported legislation was introduced in both the U.S. House of Representa-
tives and the U.S. Senate (H.R. 3424 and S.1839) that will clarify Congressional in-
tent that real estate brokerage and management are not incidental or complimen-
tary to a financial activity. The proposed legislation, The Community Choice in Real
Estate Act, will maintain the status quo regarding FHCs ability to expand into real
estate brokerage and property management activities through regulation. The Com-
munity Choice in Real Estate Act returns the issue back to its proper forum—the
U.S. Congress.

The National Association of REALTORS"-supported legislation and its position on
this issue is based primarily on two strong beliefs:

1. The Congress, not the Board of Governors of the Federal Reserve or the Sec-
retary of the Treasury, is the proper judge of what is commerce and what
is banking or financial services. The 535 elected Congressional representa-
tives, not the seven Federal Reserve Board Governors or the Secretary of the
Treasury, should be responsible for any changes in current law that would
result in a dramatic restructuring of the real estate industry. Real estate
brokerage and property management are clearly commercial activities. This
view was central throughout the 25-year debate on the Glass-Steagall Act
and the passage of the Gramm-Leach-Bliley Act of 1999, and clearly is re-
flected in historical and present Congressional intent.

2. Permitting financial holding companies and national bank subsidiaries to
enter the real estate brokerage and management industry would have wide-
ranging, adverse market effects. Industry concentration would increase, com-
petition would decline, and consumer choice would be limited with no real
benefits from economies of scale or scope. The unprecedented expansion of
banking powers into the real estate brokerage/management industry would
clearly expose the financial holding companies’ and their banking subsidi-
aries’ inherent conflicts of interest in selling financial services (banking prod-
ucts) rather than serving customers in the brokering of real estate property.

NAR’s position was eloquently stated by Congressman Jim Leach of Iowa, the
sponsor of the Gramm-Leach-Bliley Act:

“The movement to go beyond the integration of financial services and eliminate
the traditional legal barriers between commerce and banking is simply a bridge
we should not cross. It is a course fraught with risk and devoid of benefit and
one for which there is no justification.

Such a step would open the door to a vast restructuring of the American economy
and an abandonment of the traditional role of banks as impartial providers of
credit, while exposing the taxpayer to liabilities on a scale far exceeding the sav-
ings and loan bailout. At issue with financial services modernization is in-
creased competition. At issue with mixing commerce and banking is economic
conglomeration, the concentration of ownership of corporate America.”

Financial holding companies, their representative associations and other groups,
including some large real estate brokerage companies, argue against the National
Association of REALTORS position. They claim that the Association is being “pro-
tectionist,” and that the entry of banks into real estate would encourage more open
competition in the real estate marketplace. On the contrary, the National Associa-
tion of REALTORSE position promotes open and fair competition. Indeed, its mem-
bers would welcome FHCs as competitors if FHCs truly competed in a free market
without the advantages of their bank subsidiaries’ federal charters and without cre-
ating the risks outlined by Chairman Leach.
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Currently we have a balanced marketplace for commerce, banking and financial
services. Real estate brokerage firms do not engage in banking. Financial holding
companies do not engage in commercial activities, such as real estate brokerage and
property management. Banking and commerce are separate. The arena of financial
services allows competition from both financial holding companies and commercial
firms. Both real estate brokerages and financial holding companies (banks) have di-
versified their business lines into financial services that have served as a buffer be-
tween commerce and banking activities. This was the intent of Congress throughout
its deliberations on financial modernization.

The reality is that the entry of federally chartered banks or financial holding com-
panies into the real estate brokerage business would tilt this balanced marketplace
toward the FHCs. It would pit government-subsidized banking companies (putting
taxpayer money at risk) against privately funded real estate enterprises. Further-
more, if FHCs are permitted to enter the real estate business, REALTORS" and
builders would be placed in the awkward position of having to go to banks which
are subsidiaries of FHCs—their direct competitors—for loans and financial services.

WHY REALTORSY SUPPORT THE COMMUNITY CHOICE IN REAL ESTATE ACT

The Community Choice in Real Estate Act of 2001 was introduced by Congressmen
Ken Calvert of California and Paul Kanjorski of Pennsylvania. The Act, H.R. 3424
was introduced with more than 30 original cosponsors and today has more than 225
co-sponsors. The legislation, along with its companion bill in the Senate, S.1839, is
designed to address concerns expressed by both real estate professionals and con-
sumers if financial holding companies and subsidiaries of national banks (FHCs) are
permitted to engage in real estate brokerage and property management activities.

In brief, The Community Choice in Real Estate Act stipulates that federal regu-
lators prohibit these financial institutions from engaging in real estate brokerage
and management activities. More specifically, H.R. 3424 and S.1839 specify that the
Federal Reserve Board and the Secretary of the Treasury may not determine that
real estate brokerage or real estate management activities are financial in nature,
incidental to any financial activity, or complementary to a financial activity.

THE COMMUNITY CHOICE IN REAL ESTATE ACT RETURNS THE ISSUE TO
THE PROPER FORUM—THE U.S. CONGRESS

The National Association of REALTORS"Y position on banks entering the real es-
tate business aligns with both historical and current Congressional intent. The leg-
islative history of banking laws demonstrates that real estate brokerage has been
consistently interpreted as a commercial, not a financial activity. Although the
Gramm-Leach-Bliley Act of 1999 (GLB) made specific reforms in the nation’s bank-
ing and financial services laws, the separation of banking from commerce remains
a tenet of national policy. And while the Federal Reserve and the Secretary of the
Treasury are authorized by Gramm-Leach-Bliley to expand the list of financial ac-
tivities, Congress has clearly indicated its intent to maintain the separation of bank-
ing and commerce.

Financial modernization—the term that advocates used to characterize the legal
changes that allowed banks, securities firms and insurance companies to enter each
other’s businesses—has been interpreted by some as removing all barriers to banks
entering non-banking businesses. But in its deliberations on the Gramm-Leach-Bli-
ley Act, Congress stopped short of mixing banking and commerce. The GLB Act was
quite specific from the outset in describing what a financial activity may be. The
current activities of banks and financial holding companies principally relate to fi-
nancial instruments: loans, checking accounts, mortgages, etc. While these represent
value between two parties (usually a bank and a depositor or borrower), they are
not tangible goods and rarely take any physical form.

Commercial activities, such as real estate brokerage and property management,
offer to consumers something that is tangible—a house, an appliance, a car, for ex-
ample. Although banks argue that real estate has financial attributes, even the Fed-
eral Reserve Board and the Secretary of the Treasury in the proposed real estate
regulation observed that bank-ascribed financial attributes might not be enough to
treat real estate as a financial asset.* And while purchasing tangible assets, such
as a car, computer, or a home, may entail the use of financial instruments—usually
cash or loans—this does not mean that commerce is “financial in nature” or “inci-
dental to a financial activity.” Rather, it can be argued that financial activity is inci-
dental to the real estate transaction.

4See Federal Register, Vol.66, No.2, Wednesday, January 3, 2001, p.310.
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In the GLB Act, Congress enumerated those activities that it deemed to be finan-
cial in nature, but specifically omitted real estate brokerage and management. (For
specifics, see 12 U.S.C. 1843 (k)(4)).5> Congress did make provisions to expand the
list of financial activities. It devised specific criteria that such activities must meet,
based on new technological developments to deliver financial products to consumers
and how the marketplace itself evolved. Congress also authorized the Federal Re-
serve Board and the Treasury Department to agree on such new financial activities.

However, Congress did not anticipate nor intend for that list of financial activities
to include commercial ones. There has been no significant change in the relevant
technology, or in the business of real estate brokerage or management, since enact-
ment of the GLB Act in late 1999. The businesses of real estate brokerage and man-
agement remain, for all practical intents and purposes, the same today as they were
on the date of enactment: the transfer of real property and such commercial activi-
ties related to such transactions. The very purpose of the regulation proposed by the
Federal Reserve and the Treasury Department is to overturn the long-held under-
standing that real estate is commerce by re-designating it as a financial activity for
purposes of the Gramm-Leach-Bliley Act. The proposal from the Federal Reserve
and the Secretary of the Treasury runs counter to Congressional intent.

The proposal to redefine real estate brokerage as a financial activity has met op-
position from a full spectrum of consumer and industry groups. In support of that
opposition, Congress is reasserting its authority in the arena by introducing The
Community Choice in Real Estate Act. This bill amends the Bank Holding Company
Act to preclude any such action by the Federal Reserve or Treasury, and clarifies
Congressional intent by prohibiting banks and financial holding companies from en-
tering real estate brokerage or property management. The bill’s intent is to main-
tain the status quo; it does not seek to preclude any current activities that banks
and their affiliated businesses are authorized to do. It reasserts Congressional in-
tent in maintaining the separation of banking and commerce.

Members of Congress overwhelmingly are signaling their support for retaining the
commercial distinction of real estate activities and their intention to maintain the
separation of banking and commerce. In fewer than five months after The Commu-
nity Choice in Real Estate Act was introduced in Congress, more than 225 members
of the House of Representatives and at least 10 members of the Senate signed on
as co-sponsors of the bills.

THE ACT SUPPORTS A DIVERSIFIED REAL ESTATE SERVICES MARKETPLACE

During the past two decades, the financial services marketplace has grown sub-
stantially due, in part, to the entry of both commercial firms and banking compa-
nies. Commercial firms that are involved in the selling and/or brokering of durable
goods (such as refrigerators, automobiles and homes) have naturally expanded into
financial services to facilitate the transaction by offering consumer financing that
is complementary to their primary service—the brokering/selling of a tangible prod-
uct. Similarly, banking companies that are involved in the selling of banking serv-
ices (such as consumer loans and commercial and industrial loans) have also ex-
panded into financial services so that they can capture a greater market share by
gfferl;ing their customers financial services that complement their primary service—

anking.

However, unlike a commercial firm, which risks its own capital funds, a bank’s
ability to expand its powers and diversify into financial activities has historically
been constrained by Congressional oversight. Because of the “special nature” of
banks and the many federal subsidies that flow through a bank (e.g., deposit insur-
ance, privileged access to credit), Congress has continually repeated its intent to
separate banking activities from commerce activities in an effort to avoid conflicts
of interest, adverse market outcomes and fairness issues that can be caused by a
bank’s special privileges.

The Gramm-Leach-Bliley Act provided an opportunity for financial holding compa-
nies to expand their product/service lines into financial activities and activities that
are incidental to finance. It is very clear that the GLB Act set the foundation for
a shared competitive playing field for both commercial firms and banks—the finan-
cial services marketplace. Commercial firms that have subsidiaries involved in fi-
nancial activities compete head on with bank-owned financial subsidiaries. This
competition was not “created” by the GLB Act; it already existed because bank-affili-

5Further evidence of Congressional intent regarding holding company expansion into non-fi-
nancial areas can be discerned by the vote in the House of Representatives in 1998 in which
an effort to permit banks to engage in commerce—up to five percent of their annual net revenue
and five percent of their total assets—was defeated by a vote of 229 to 193.
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ated mortgage lenders already existed and, in fact, dominated—and still dominate—
mortgage originations. (In 1999, commercial banks and subsidiaries of commercial
banks accounted for the largest market share—44 percent—of mortgage origina-
tions, according to the Home Mortgage Disclosure Act. The top 25 diversified real
estate brokerage firms accounted for only 0.8 percent of mortgage originations.) For
example, the General Motors Acceptance Corporation (GMAC)—a financial services
subsidiary of General Motors competes against Wells Fargo and other banks to sell
financing services to customers purchasing a General Motors automobile. Similarly,
Circuit City competes directly with Bank America to sell financing services to cus-
tomers purchasing Circuit City-electronic products.

In the real estate marketplace, companies like John Doe, REALTORY, compete di-
rectly with banks, like BankAmerica, in the financial services marketplace by pro-
viding real estate-related financial services—principally mortgage brokering services
and title insurance—to customers purchasing a home that was brokered/sold by
John Doe, REALTOR". Both the real estate brokerage company and the bank offer
a number of real estate related financial services to homebuyers and sellers.

In the post-GLB Act marketplace, the real estate brokerage company does not
offer banking services and banks do not offer commercial services—real estate bro-
kerage and management. The separation of banking and commercial activities is in-
tact. The competition is in the financial services arena where it belongs. Consumers
benefit from this arrangement because the direct competition for financial services
between commercial companies and banks results in greater consumer choice and
customer service. Prohibitions against the encroachment of federally subsidized
banks into the world of commerce limit conflicts of interest or unfair competition.

Congress Determined that

Banking & commme are Separate

COMmERCE B *

i ¢ HYZE%AP;IMN‘

* Property management 1.

& Department stores

* firplanes, autos and
hoats

. Appliance and
consumer electronics

The ability of real estate brokerage companies to diversify their business lines
into the financial services marketplace has produced a number of diversified real
estate services companies to better serve consumers. Even the smaller and less di-
versified real estate brokerage companies now look to offer ancillary services to their
homebuying and selling clients. Moreover, there are examples where banks and real
estate brokerage companies have joint ventured in the financial services market-
place. A prominent example is Prosperity Mortgage, which couples Wells Fargo
Bank and Long and Foster, REALTORSU.

Diversified real estate brokerage companies compete directly against the large fi-
nancial holding companies (banks) in the financial services marketplace each and
every day. The competitive dynamics in this marketplace are no different from the
competitive nature of the automobile and electronics marketplaces. The beneficiaries
in all of these markets are consumers.

THE COMMUNITY CHOICE IN REAL ESTATE ACT WILL BENEFIT CONSUMERS AND THE
REAL ESTATE INDUSTRY

The Community Choice in Real Estate Act will help to maintain a competitive,
efficient, and balanced real estate marketplace, providing consumer choice at low
cost and with no risk to the U.S. taxpayers. The entry of federally insured deposi-
tory lending institutions into the real estate brokerage business would tilt the com-
petitive playing field by pitting government-subsidized financial holding companies
and national bank subsidiaries against privately funded real estate enterprises. Pas-
1s‘;agelof the Act will help preserve a fiercely competitive real estate brokerage mar-

etplace.
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The real estate brokerage industry as it exists today has large numbers of inde-
pendent real estate professionals and brokerages actively competing for prospective
buyers and sellers. Competition is fierce, efficiencies are high, and there are rel-
atively few barriers to entry. These characteristics make it highly unlikely that the
proposed regulation would benefit either business or consumer interests.

The residential real estate brokerage industry is a competitive marketplace,
where more three quarters of a million REALTORS ¢ and tens of thousands of real
estate brokerages compete for customers’ business each day. The underlying cost
structure of the industry and the relative ease of entry into the market serve as
checks to the concentration of market power. The large number of industry players
ensures homebuyers and sellers access to service providers who best meet con-
sumers’ needs at the lowest price possible.

Real estate firms tend to compete actively for business in three different arenas.
First, firms compete for the best real estate agents. Second, firms compete for sell-
ers’ listings and homebuyers against other real estate firms in their market area.
Finally, real estate firms and agents compete against the other homebuying and
selling options, including For Sale by Owner (FSBOs). The result of this three-
pronged competition revenue and cost pressures that limit profitability for most real
estate brokerages. But this competition also results in excellent service provided ef-
ficiently by real estate firms and agents for both buyers and sellers. The Community
Choice in Real Estate Act would preserve this system.

MIXING BANKING AND COMMERCE WILL STIFLE COMPETITION IN THE
REAL ESTATE INDUSTRY

Today any commercial firm can enter real estate brokerage, but FHCs have gov-
ernment-imposed barriers to entry. National banks and financial holding companies
have long been able to own mortgage companies and engage in joint ventures with
real estate firms. They now claim that real estate brokerage and management are
financial activities, without acknowledging their current competition in this area
through their existing mortgage lending affiliates. Financial holding companies now
want to directly own commercial firms in the form of real estate firms and compete
with other commercial firms using the federal subsidies available to their banking
subsidiaries. This is not the sort of competition that Gramm-Leach-Bliley envi-
sioned.

The expansion of banking powers that would permit FHCs to engage in real es-
tate brokerage activities will have a detrimental effect on the real estate brokerage
industry. The federal banking charter provides federal deposit insurance and privi-
leged access to credit—advantages not offered to real estate brokerage firms. Most
of the advantages of the bank charter directly add to bank profitability that would
flow up to the financial holding company, thus offering FHCs and their real estate
brokerage subsidiaries a competitive advantage over commercial firms in the real
estate industry.

Allowing FHCs to provide brokerage, funding and investment services for real es-
tate would increase the power of these integrated firms. This power could be used
to limit the entry of new real estate firms and thus limit the competition character-
izing the market today in two distinct ways.

First, FHCs would have the ability to fund new real estate brokerages with reve-
nues from the banking side of the business, thus tilting the playing field towards
FHCs. Financial holding companies would be able to use banking fees or even prof-
its from their mortgage operations both to increase profitability and to subsidize
their entry into insurance and other financial services. Few traditional real estate
brokerages have access to outside income streams to subsidize the real estate bro-
kerage business. The result could be an increase in industry concentration as real
estate brokerages exit the industry unable to respond to their well-financed new
competitors. The same dynamic would limit entry of new real estate firms.

Second, FHCs could leverage their privileged access to capital, access to numerous
subsidiaries and outside income streams to engage in a sustained period of below-
cost pricing designed to eliminate other firms providing the same service. This could
damage any real estate brokerage firms that do not have the resources to defend
themselves against a well-financed and subsidized FHC. Again, formerly viable real
estate brokerages could be forced to dissolve—not because of an inability to provide
efficient and quality service to consumers, but because below-cost pricing can un-

6There are approximately two million people who hold real estate licenses. However, not all
of those are active practitioners. It should be noted that REALTOR®, REALTORSY, and REAL-
TOR-ASSOCIATE(r) are registered collective membership marks that identify, and may be used
only by, real estate professionals who are members of the National Association of REALTORSY
and subscribe to is strict Code of Ethics.
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fairly eliminate the competition. The result could be a smaller number of firms that
are less likely to provide the benefits that competition brings to today’s real estate
brokerage market.

MIXING BANKING AND COMMERCE HURTS CONSUMERS

The National Association of REALTORSU agrees with the message sent by the
U.S. Congress: mixing commerce and banking will adversely affect the real estate
industry. If big banks are allowed into the real estate business, the market could
soon be dominated by a smattering of large banking conglomerates whose primary
goal is to cross-sell various financial products, not to put people in homes and com-
mercial properties. The end result could be fewer choices for consumers, higher fees
and less competition.

In the banking industry a few dominant firms control a significant share of the
total market. FHCs’ entry into the real estate brokerage market would likely in-
crease concentration and introduce unfair competition because of their federal sub-
sidies. There is likely to be a significant decline in the number of firms and the
number of small firms that represent a key segment of the industry. The real estate
brokerage business could change from a localized, highly competitive industry to one
that is dominated by nationwide federally chartered firms.

It is unclear what FHCs could bring to the market that would increase competi-
tion. Any additional entry will not necessarily lower costs. FHCs claim that con-
sumer costs will go down, but those lower costs can only be realized by introducing
economies of scale or scope, cross-subsidization, or predatory pricing. The latter two
reasons are not permanent benefits for consumers. Only the first—economies of
scale—enhances consumer welfare. Without an increase in efficiency, there would be
no cost savings to pass along to consumers. But there are limited economies of scale
in the real estate brokerage industry.

Even if FHCs were able to reduce real estate brokerage fees temporarily, any sav-
ings to homebuyers would be offset by higher costs for bank customers. Absent
economies of scale, lower real estate brokerage fees can only come via cross-sub-
sidization from other business arenas. The higher banking fees are likely to become
permanent features of the banking system, given barriers to entry and concentra-
tion of market power, while reductions in real estate brokerage fees could be tem-
porary as firms exit the industry.

The expansion of banking powers that would permit financial holding companies
into the real estate brokerage business could also limit consumer choice in the selec-
tion of a real estate professional and other real estate-related service providers.
FHCs have an inherent conflict of interest in selling financial services (banking
products) rather than serving customers in the brokering of real property. The pa-
rental relationship between FHCs and their subsidiary real estate brokerage busi-
ness would likely steer consumers to the FHCs’ subsidiaries. Agents working for an
FHC-owned real estate brokerage firm would have less incentive to find an outside
loan provider or other real estate settlement service vendor that best fits their cus-
tomers’ needs.

There is also the likelihood that FHCs entering the real estate brokerage industry
would retain their real estate agents as salary-based employees, rather than as com-
mission-based independent contractors. As FHC employees, these real estate agents
would focus on the FHC’s profits, cross-selling the holding company’s other services.
This is contrary to the current real estate market where there is fierce competition
among a large number of firms ensuring that consumers receive valuable, impartial
advice when they most need it.

THE ACT BENEFITS CONSUMERS AND THE REAL ESTATE INDUSTRY

In summary, passage of The Community Choice in Real Estate Act will ensure
more competition, and thus more consumer choice. More competition will maintain
the lowest cost real estate brokerage services as well as lower banking fees. Tax-
payers will be protected from risks associated with commercial endeavors under-
written by federally insured depository lending institutions. Consumers will con-
tinue to be served by real estate professionals whose interests are aligned with
theirs.

The Community Choice in Real Estate Act defines real estate brokerage and man-
agement as commercial activities, outside the scope of a federal bank charter. The
Community Choice in Real Estate Act will limit banking institutions to activities
permitted under their current charters, and maintain the current environment that
provides for an efficient and competitive real estate brokerage market that benefits
both the real estate industry and America’s consumers.
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OVERWHELMING INDUSTRY SUPPORT FOR THE NATIONAL ASSOCIATION OF REALTORSY
POSITION

The National Association of REALTORSEY represents all of its members and the
real estate industry as a whole. In the last 14 months, the Association has spoken
for its 800,000 members with one voice, as The Voice for Real Estate. A unified voice
is crucial in maintaining a competitive and highly efficient real estate industry that
serves America’s property owners. It is even more vital on the issue of allowing fi-
nancial holding companies and national bank subsidiaries (FHCs) to engage in real
estate brokerage and property management activities.

Recent research indicates that the National Associatino of REALTORSE does
speak for an overwhelming majority of its members who oppose FHCs’ entry into
the real estate brokerage and management business. In a recent survey (February
2002), more than nine out of 10 REALTORS" oppose the pending Federal Reserve
and Treasury Department rule that would allow big banking conglomerates to enter
real estate brokerage and management. Perhaps more importantly, 96 percent sup-
port efforts by the National Association of REALTORSE to prevent FHCs from en-
tering real estate brokerage management.

Do you support NAR's efforts to prevent big banks
from entering real estate brokerage and management
(percent of REALTORS®)

Large Brokers/Owners, Presidents,

AIREALTORS® CFOs, CEOs & Founders

Yes Yes
96.0% 82.0%

Source: NATIONAL ASSOCIATION OF REALTORS®

The survey found widespread support among broker-owners as well as sales
agents. Some 82 percent of large brokers support NAR’s position, according to the
survey. The survey also found that 81 percent of REALTORSE want NAR to be even
more aggressive in its efforts, and majority of large brokers also want NAR to do
more to stop FHCs from entering the real estate business.
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Should NAR do more to stop big banks
from entering the real estate business
(percent of REALTORS®

Large Brokers/Owners, Presidents,

All REALTORS® CFOs, CEOs & Founders

Yes Yes

81.0% 53.0%

~
Less

) Same 20.0%
Same Less 27.0%

16.0% 3.0%
Source: NATIONAL ASSOCIATION OF REALTORS®

Mortgage Loan Originations

%

Commenial Bmdkcs  Endependent Bakers  Suvings & Loams Credit Usios.  Real Betate Fioms

* Data acconding to 1999 Home Mortgage Disclosure Act
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State Banking and Real Estate Activity

Few state-chartered banks engage in real estate brokerage
> Only 6 states have banks with residential real estate brokerage operations
% Only 18 banks in these states have residential real estate brokerage
operation
» These banks represent 0.2 percent of all banks and serve areas with 0.57
percent of U.S. population.

Source: Research conducted by the NATIONAL ASSOCIATION OF REALTORS® July 2001, Information colfected through
telephone calls with state banking and real estaie rogulators and state REALTOR associations.

Mr. BARR. Mr. Yingling, you are now recognized for a 5-minute
opening statement, sir.

STATEMENT OF EDWARD L. YINGLING, EXECUTIVE DIRECTOR,
AMERICAN BANKERS ASSOCIATION, UNITED STATES PUBLIC
INTEREST GROUP

Mr. YINGLING. Thank you, Mr. Chairman and thank you for in-
viting the ABA to testify this afternoon.

We believe that it is clear that the Fed and the Treasury are cor-
rectly following the process established in the Gramm-Leach-Bliley
Act and under established principles of administrative law.

The provision of law under which the real estate issue has been
raised is really the heart and soul of the Gramm-Leach-Bliley Act.
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In more than 15 years of debate leading up to the act, Congress
often found itself in the middle of arguments between financial
services sectors about who should do what. The result was gridlock
and an out-of-date financial system that did not reflect changes in
consumer needs or in the use of technology.

Now, unfortunately, the Congress is being asked to ignore the
primary purpose of Gramm-Leach-Bliley and to once again become
a referee deciding who should do what.

In enacting Gramm-Leach-Bliley Congress created a flexible yet
conservative process. For a new activity to be approved, not one
agency but two must approve it. The Fed and the Treasury were
chosen for their obvious expertise in financial services and on the
economy.

Under the statute, the Fed and the Treasury determine whether
a new activity is, “financial in nature or incidental to a financial
activity.” The regulators must consider, among other factors,
changes in the marketplace and technology and whether the activ-
ity would enable a bank to compete with any company providing
financial services.

The marketplace and technology are rapidly changing. Moreover,
combining real estate brokerage and banking services is not a new
or unusual activity. Real estate firms combine banking services and
real estate brokerage. Insurance companies do it, securities firms
do it, and well over half of the federally insured depository institu-
tions in this country today have the authority to do it. The ABA
believes that all banks should have the same opportunity to pro-
vide services to meet the needs of our customers.

Despite comments to the contrary, anyone who paid attention
during the years of debate that led up to the Gramm-Leach-Bliley
Act should not have been surprised to see the current proposal.

I can add from personal experience that over 10 years ago I nego-
tiated at length with my counterpart at the National Association
of REALTORSE the rules under which banks could provide real es-
tate brokerage services. This negotiation was in the context of a
previous version of Gramm-Leach-Bliley, which was actually more
restrictive than the one that was enacted in 1999.

Thus, over 10 years ago, the National Association of REAL-
TORSE recognized that a more restrictive version of financial mod-
ernization could be interpreted as permitting banks to offer real es-
tate brokerage. Furthermore, in 1995, the National Association of
REALTORS" testified on another forerunner of Gramm-Leach-Bli-
ley before the House Banking Committee and stated unequivocally
that the language must be amended to exclude brokerage and man-
agement.

It was not amended then, nor was it amended in 1999; and, of
course, the marketplace has changed dramatically in the 10 years
since I first negotiated with the REALTORSE. Just look at the ads
attached to my testimony to see what is really going on today.

No one has been able to point to any specific language in the leg-
islative history that supports the argument that Congress intended
to exclude real estate brokerage.

Congress, on the other hand, did specifically exclude one aspect
of real estate in Gramm-Leach-Bliley, and that aspect was real es-
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tate development. Certainly the real estate brokerage issue would
have been raised in that context if it was going to be raised.

Finally, I would point out that the language in question is in the
form of amendments to section 4 of the Bank Holding Company
Act, which has been in existence since 1956; and section 4 has a
long history of regulatory action and court review, including nu-
merous Supreme Court reviews, particularly since 1970. So there
is a long history with regard to this process. We strongly believe
that the Fed and the Treasury have correctly followed the letter
and intent of the law.

More importantly, increased competition clearly benefits con-
sumers and the economy. It is a catalyst for innovation, more cus-
tomer choice, better service and competitive prices.

Thank you, Mr. Chairman.

Mr. BARR. Thank you very much, Mr. Yingling, for your testi-
mony.

[The prepared statement of Mr. Yingling follows:]

PREPARED STATEMENT OF EDWARD L. YINGLING

Mr. Chairman, thank you for inviting the American Bankers Association (ABA)
to testify this afternoon. My name is Edward L. Yingling, and I am the Executive
Director of Government Relations at the ABA. The American Bankers Association
brings together all categories of banking institutions to best represent the interests
of a rapidly changing industry. Its membership—which includes community, re-
gional and money center banks and holding companies, as well as savings associa-
tions, trust companies and savings banks—makes ABA the largest banking trade
association in the country.

Mr. Chairman, in addition to my role in government relations at the ABA, I am
also an attorney with over 25 years of experience in the banking field. Both in pri-
vate practice and at the ABA, I have been directly involved for well over two dec-
ades in the Congressional and legal debates that led eventually, after so many
years, to the enactment of the financial modernization legislation known as the
Gramm-Leach-Bliley Act (GLBA). Hopefully, with this background, I can provide
some useful insight to the Subcommittee with respect to the administrative process,
as requested in your letter of invitation.

In my testimony today I would like to make the following points:

In enacting GLBA, Congress created a flexible, yet conservative regulatory process
to allow banks to offer new services—a process that the Federal Reserve Board and
the Treasury Department have correctly followed.

We have grave concerns about the broader effects of the current controversy and
whether it sets a precedent that could hinder future approvals of new services under
GLBA. The Act was designed to keep our financial system up-to-date by delegating
those decisions to the FRB and the Treasury. This goal is being frustrated by efforts
to take the case for determining what is financial in nature back to Congress, plac-
ing Congress in the very role that it delegated in GLBA to the agencies with the
greatest level of expertise.

The request by the American Bankers Association and others to have real estate
brokerage and management approved fully meets the statutory standard contained
within GLBA.

I. OVERVIEW

We believe it is quite evident that the Federal Reserve Board (FRB) and the De-
partment of the Treasury are following the process laid down in GLBA, as well as
the normal process under established principles of administrative law. Of course, we
do not know, nor does anyone know at this point, what the result of this regulatory
process will be, although we believe there is a strong case that real estate brokerage
and management activities should be approved under the standards of GLBA.

While much of the public discussion during consideration of GLBA was on securi-
ties and insurance activities, which had been the focus of the most controversy over
a number of years, it is quite clear that GLBA had a more general and broader pur-
pose. In fact, the provision of GLBA under which the real estate issue has been
raised is really the heart and soul of that Act. The primary purpose of GLBA was
to create a mechanism to bring our financial services laws up-to-date both at the
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time of its enactment, and also going forward. It was widely believed that the
contentiousness, turf wars, and delays that preceded GLBA were harmful to our fi-
nancial system, our economy, and the consumers of financial services. Therefore,
Congress provided a mechanism to keep our financial system up-to-date going for-
ward, and, importantly in this context, to remove the need to have Congress referee
between industries every time any change to our financial system was proposed. It
is ironic, but really very sad, that on the first issue of modernization raised under
this new regulatory process, the Congress is being asked to ignore this primary pur-
pose of GLBA, and to once again become a referee, deciding whether or not a spe-
cific industry should be exempt from the criteria Congress set up less than three
years ago.

In enacting GLBA, Congress created a flexible, yet conservative, process. In order
for a new activity to be approved, not one agency, but two, must approve it. The
two agencies chosen were, not surprisingly, the FRB and the Treasury. These are
the two agencies that have the most expertise with respect to the entire financial
services industry, as well as the economy. They are also two conservative agencies.
It is worth noting, since the National Association of REALTORS™ (NAR) has
raised the specter of banking and commerce, that the FRB has, for many years,
been the primary opponent of breaching the wall between banking and commerce.
Based on this record, one would certainly expect the FRB to look very closely at any
question relating to commercial activities.

It is important, of course, to look at the specific language in the statute. Under
the statute, the FRB and the Treasury determine whether or not a potential new
activity is “financial in nature or incidental to a financial activity.” In making that
determination, GLBA directs the regulators to consider a variety of factors. Those
factors include: 1) the purposes of the GLBA; 2) changes, or reasonably expected
changes, in the marketplace in which financial holding companies compete; 3)
changes, or reasonably expected changes, in the technology for delivering financial
services; and 4) whether the proposed activity is necessary or appropriate to allow
a financial holding company to compete effectively with any company seeking to pro-
vide financial services in the United States.

As discussed more fully below, we believe that real estate brokerage and property
management, in the context of the changes taking place in the marketplace for
these services, clearly meet the criteria of the statute. However, that is something
for the regulators ultimately to determine. One thing is for certain—it is quite clear
that a strong case can be made that these criteria are met.

While many of the issues are discussed further below, at this stage it is worth
emphasizing a couple of points. First, while the purchase of a home has many as-
pects, it is clearly the most important financial transaction for the great majority
of people. It is not only the largest monetary transaction in which most people en-
gage, but also the mechanism through which they accumulate a great portion of
their wealth over time. Second, the criteria in the statute specifically refer to com-
peting with companies providing financial services in the United States. It is a fact
that a significant majority of insured depository institutions can already offer real
estate brokerage services under the laws of many states and under federal statutes.
More importantly, as demonstrated by the advertisements attached to this testi-
mony, many real estate brokerage firms are actively engaged in providing financial
services in direct competition with banks.

The NAR has tried to make a simplistic argument that the proposal involves
“commerce” and is, therefore, beyond the scope of GLBA. However, the issue is not
at all that simple. GLBA does not prohibit commercial activities; rather it sets out
specific criteria to determine permissible activities. The authors of GLBA clearly
recognized that there was no exact or permanent line to define financial services.
That is why they set up a mechanism to have the FRB and Treasury make deter-
minations going forward, and why they developed the specific criteria that are in
the statute.

Despite comments to the contrary, anyone who paid attention to the debate over
the many years that led up to GLBA would not have been surprised to see the cur-
rent proposal. I can add from personal experience that over ten years ago I nego-
tiated, at length, with my counterpart at the NAR, the rules under which banks
would enter the real estate brokerage business. This negotiation took place with re-
spect to criteria in a previous version of GLBA which was, in fact, much more re-
strictive than the criteria enacted in 1999. Thus, over ten years ago, the NAR recog-
nized that even a more restrictive version of financial modernization could be inter-
preted as permitting banking companies to offer real estate brokerage. Furthermore,
in 1995, NAR testified on another forerunner of GLBA before the House Banking
Committee. In that testimony, NAR stated unequivocally that the language must be
clarified to exclude brokerage and management. It was not clarified then, nor was
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it in GLBA. That bill, the “Financial Services Competitiveness Act of 1995,” con-
tained similar, but less broad, language to that ultimately enacted in GLBA.

The NAR has conducted an extensive lobbying and public relations campaign on
this issue. Yet, it has been unable to point to any specific language in the legislative
history that supports its argument that Congress intended to exclude real estate
brokerage. In fact, Congress did specifically exclude one aspect of real estate—real
estate development and investment—in GLBA. Certainly the real estate brokerage
issue would have been raised in that context, if it were going to be raised.

The FRB and Treasury have correctly followed the letter and intent of GLBA, as
well as all administrative law requirements, in this matter. Their approach is pre-
cisely what Congress intended. It is NAR’s efforts to have Congress serve as referee
that is a prime example of what Congress was seeking to avoid in enacting GLBA.

II. LEGAL ANALYSIS

The Regulatory Process

The FRB and Treasury began the regulatory process over two years ago, on March
17, 2000, when the agencies published an interim rule in the Federal Register enu-
merating those activities determined specifically under the statute to be “financial
in nature or incidental to such financial activity, “as well as proposing a process by
which any party could seek to have additional activities included in the list. This
process was approved by the FRB and Treasury without amendment and repub-
lished in the Federal Register on January 13, 2001.

The regulatory process adopted by the FRB and Treasury requires the petitioner
to do the following: 1) identify and define the activity for which the determination
is sought; 2) provide specific information about what the activity would involve and
how it would be conducted; and 3) explain in detail why the activity should be con-
sidered financial in nature or incidental to a financial activity and provide informa-
tion that is sufficient to support a finding that the activity is financial.

On July 25, 2000, the ABA petitioned the FRB and Treasury under the interim
rule for a determination that real estate brokerage and real estate management ac-
tivities were permissible activities for financial holding companies and financial sub-
sidiaries under GLBA.

On January 3, 2001, the FRB and Treasury published a request for comments as
to whether the agencies should determine that real estate brokerage and manage-
ment were activities that were “financial in nature or incidental to a financial activ-
ity.” On April 30, 2001, ABA responded to the request, stating that real estate bro-
kerage and management activities fall squarely within the language of GLBA. Au-
thorizing these activities, we believe, would increase competition in the real estate
markets and provide consumers with innovation, more choices and lower prices. The
proposal raises no new consumer protection or safety and soundness concerns and
will enable banks to compete with integrated real estate firms that currently pro-
vide brokerage and mortgage lending activities.

While I will outline the compelling market and technological factors in a moment,
the point that existing federal and state laws protect consumers from the potentially
adverse effects of combining banking and real estate brokerage is also an important
one. The simple fact is the same potential for abuse the NAR alleges will occur if
banks offer real estate brokerage services exists any time one of the many real es-
tate firms engaged in financial services deals with a customer. However, while these
firms, along with some insured depository institutions, have been selling real estate
and funding mortgages for years, there has been no outcry about these conflicts of
interest. Why?—Because the Real Estate Settlement Procedures Act (RESPA)?! re-
quires realtors affiliated with lenders to disclose that fact to customers before the
purchase occurs.

The RESPA disclosure,2 which must be on a separate piece of paper, must state
the relationship between the real estate agent and the lender and provide the esti-
mated charges or range of charges by the lender. It must also notify the customer
that he or she is not required to use the lender and is free to shop around for a
better deal. If the real estate agent requires the use of its affiliated lender, that
agent violates the kickback and unearned fee provisions of Section 8 of RESPA. The
customer is expected to sign an acknowledgement of the disclosure.

Bank involvement in real estate brokerage and management services is also con-
sistent with safe and sound banking. First, providing these services will help to di-
versify the income stream of these institutions and help to improve their financial

112 U.S.C. §2601 et seq
2The requirement for affiliated business disclosures is part of the regulations of the Depart-
ment of Housing and Urban Development that implement RESPA. 24 C.F.R. §3500.15.
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base. Real estate brokerage and management services are activities where a bank
acts only as an agent for a third party, but does not take an ownership position in
the property. By their very nature, agency activities pose very little risk to the safety
and soundness of depository institutions.

Second, under GLBA, the bank regulators must deem a bank to be well-capital-
ized and well-managed before a banking organization can participate in any of the
expanded financial activities permitted under the GLB Act, including real estate
brokerage and property management. Thus, only financially strong institutions
would be authorized to engage in these activities.

Third, banking organizations are also subject to Sections 23A and 23B of the Fed-
eral Reserve Act, which limit the amount of credit and other forms of support a
bank could provide to a real estate brokerage affiliate or subsidiary. Such limits en-
sure the safety and soundness of the bank will not be negatively impacted by its
subsidiaries or affiliates.

Fourth, many banking organizations already have years of experience in providing
real estate activities. In fact, the purchase, sale and management of real estate are
frequently significant aspects of fiduciary asset management in many bank trust de-
partments. Because banks currently have trust personnel who provide real estate
brokerage and management services on a daily basis to trust customers, providing
the service outside of the trust department would not be a new activity in which
banking organizations lack expertise. Thus, no new safety and soundness issues
would be raised.

Finally, a precedent already exists for bank involvement in real estate activities.
In over half of the states, state banking regulators have the authority (either explic-
itly, through regulatory interpretations, and through wildcard and parity statutes)
to allow state-chartered banking organizations to engage in real estate activities.
(See the attached state-by-state listing developed by the Conference of State Bank
Supervisors.) Moreover, savings institutions and credit unions already have broker-
age authority. Thus well over a majority of federally insured depository institutions
already have this authority. Allowing all banks the same rights and privileges
should enhance the competition for real estate services.

In July, it will be two years since the filing of the original petition requesting a
determination that real estate brokerage and management be deemed financial in
nature. It is now certain that this determination will not be made until 2003. As
you are aware, in a letter to Congressman Michael G. Oxley, dated April 22, 2002,
Treasury Secretary Paul H. O’Neill indicated, in consultation with the FRB, the
Treasury will not make a final decision on this proposed rule until next year.

A fundamental purpose of GLBA was to enable banking institutions to compete
with other financial services providers, and ABA has amply demonstrated that the
competition is touting the advantages of one-stop homebuying services. While we as
an industry have always looked at real estate brokerage and management as pro-
viding us with more options to compete in the long term, with each passing day,
real estate firms become more deeply involved in financial services such as mort-
gage and insurance. And with each passing day, the case for allowing banks to offer
real estate services only gets stronger.

As an industry we have grave concerns about the broader effects of this con-
troversy and whether it sets a precedent that could hinder future approvals of new
powers under GLB. The Act was designed to keep our financial system up-to-date
by delegating those decisions to the FRB and Treasury. This goal is being frustrated
by efforts to take the case for determining what is appropriate back to Congress,
placing Congress in the very role that it delegated to the agencies with the greatest
level of expertise to make these decisions based on specific statutory criteria.

H.R. 3424 not only frustrates the GLBA process, it reduces consumer choice. Con-
sumers would have fewer choices of whom to do business with; agents would have
fewer choices of whom to work for; and businesses would have fewer choices for joint
marketing, fewer potential merger partners, and fewer potential buyers. We believe
a competitive market is the best way to provide quality real estate brokerage and
management services.

The Statutory Standard

Congress did not give the FRB and the Treasury unfettered discretion to make
the determination that an activity is appropriate for approval. GLBA specifically
sets forth certain traditional banking activities that Congress knew were clearly fi-
nancial in nature.

In addition to these currently-recognized activities, the Act authorizes activities
that the FRB and Treasury determine, by regulation or order, to be “financial in
nature or incidental to such financial activity.” This authority to permit new finan-
cial activities is considerably broader than the FRB’s comparable authority before
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GLBA was enacted, which had only extended to a new activity that was “so closely
related to banking as to be a proper incident thereto.”

One specific aspect of this new authority is that the FRB is directed to define the
extent to which three types of activities are “financial in nature:” 1) lending, ex-
changing, and engaging in certain other transactions with financial assets other
than money or securities; 2) providing any device or instrumentality for transferring
money or other financial assets; or 3) arranging, effecting, or facilitating financial
transactions for the account of third parties.

ABA believes the proposed real estate activities qualify under the first and third
statutory categories. For example, real estate brokerage is generally the business of
negotiating a contract for the purchase, sale, exchange, lease, or rental of real es-
tate—which we believe is a financial asset—for others.

The FRB and Treasury, in their request for public comment, note that many of
the essential aspects of real estate brokerage are already permissible under national
bank “finder” authority. The regulators already authorize financial holding compa-
nies, as well as national banks and their subsidiaries, to act as finders in bringing
together buyers and sellers for financial or nonfinancial transactions. Permissible
finder activities include “identifying potential parties, making inquiries as to inter-
est, introducing or arranging meetings of interested parties, and otherwise bringing
parties together for a transaction . . .”3 This description of finders authority is the
essence of every real estate transaction.

Apart from their authority with respect to these three specified activities, the FRB
and Treasury have broad discretion to determine that other types of activities are
“financial in nature or incidental to such activity.” In making such a determination,
the regulators are directed to consider a number of factors. Among the specific fac-
tors to be considered are:

P> Changes or reasonably expected changes in the marketplace in which finan-
cial holding companies compete or the technology for delivering financial
services; and

P> Whether the proposed activity is necessary or appropriate to allow a finan-
cial holding company to -
+ Compete effectively with any company seeking to provide financial serv-
ices;
 Efficiently deliver information and services that are financial in nature
through the use of technology, including applications involving systems for
data transmission or financial transactions; and

e Offer customers any available or emerging technological means for using
financial services or for the document imaging of data.

The GLBA standard is a significant expansion of the FRB and Treasury’s capacity
to consider the competitive realities of our nation’s financial marketplace when de-
termining permissible activities for financial holding companies and financial sub-
sidiaries. It is our contention that the marketplace, and the technology associated
with it, in the case of real estate brokerage and property management, have already
changed and will continue to change dramatically in ways that significantly impact
the ability of banks to effectively compete with other companies that provide finan-
cial services.

Finally, in addition to the newly-authorized financial activities described above,
the Act authorizes financial holding companies to engage in certain nonfinancial ac-
tivities. Specifically, a financial holding company may engage in a nonfinancial ac-
tivity, or acquire a company engaged in a nonfinancial activity, if the FRB and
Treasury determine by regulation or order that the activity: 1) is complementary to
a financial activity; and 2) does not pose a substantial risk to the safety or sound-
ness of depository institutions or the financial system generally.

III. THE MARKETPLACE AND TECHNOLOGY

Clearly, combining real estate brokerage and banking services is not a new or un-
usual activity. Real estate firms do it. Insurance companies do it. Securities firms
do it. And well over half the federally insured depository institutions in this country,
including many of the largest banks and savings institutions, can do it. The ABA
believes that all banks should have the same opportunity to provide services that
meet the needs of our customers.

In 1990 there were 150,000 residential real estate firms. Today there are about
half that many. In this new, competitive environment, bankers and real estate pro-

312 CFR 7.1002.
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fessionals have much to offer to each other—and to consumers. Banks could provide
needed capital and cross-marketing opportunities to support the growth of local real
estate firms. Real estate professionals could provide the personalized services and
experience that is their strength. Many real estate brokers have told the ABA that
they would welcome approval of the proposal because it would provide a potential
local partner to help them compete with the large national chains that are increas-
ingly dominating the real estate market.

The benefits of competition are well known. In a free market, businesses choose
to offer new products if they believe they can provide better services at competitive
prices. Obviously, not all banking organizations will choose to offer real estate serv-
ices, but those that do will enter the market because they believe they can meet
or beat the competition. Increasing the number of providers raises the bar for all
the participants, forcing improvements in efficiency, pricing and service levels—all
to the benefit of homebuyers.

If banks were allowed to offer real estate brokerage and management services
there would be more choices for everyone.

P More Choices for Consumers
More players in the real estate business mean more and better products for
consumers. In any competitive market, new participants bring new, creative
ideas to the market—all designed to provide better service and greater con-
venience, at reasonable prices. In fact, businesses can only be successful in
new markets by providing services that meet the needs of customers. Free
competition among a wide variety of providers is the cornerstone of our eco-
nomic system.

P> More Choices for Real Estate Agents
Real estate agents pride themselves on being independent contractors,
choosing the best companies to work for. If there are more companies to
choose from, agents’ employment opportunities will be much broader. Banks
will only be able to attract good agents by offering competitive commissions
and other incentive-based compensation packages. And because the real es-
tate business requires expertise, licensing, and other requirements, banks
would look to hire experienced real estate agents. Banks know that con-
verting tellers to real estate agents would be a poor business strategy.

P> More Choices for Real Estate Companies
Forward-looking businesses are always looking for opportunities to improve
their franchise value—strengthening, expanding, merging, or even selling
their business. Allowing banks to engage in real estate brokerage and man-
agement services gives real estate companies more options for bringing addi-
tional capital and technology to the table, through joint ventures, for exam-
ple. Banks also represent potential buyers if agencies choose to sell their
businesses. Indeed, in some communities, partnering with the local bank
may be the only way for the local real estate brokerage to compete with the
growing national chains. This is one reason why many real estate firms also
oppose H.R. 3424 and S. 1839. It is interesting to note that many insurance
agencies thought that bank involvement was going to hurt their business—
until they realized that it provided many more options than they had before.

The Marketplace is Changing—Real Estate and Banking Services Combined

Ironically, the NAR is now objecting to the very combinations that their members
have undertaken—offering brokerage, mortgage banking, and, often, insurance
under one roof. As I previously noted, securities firms, insurance companies, credit
unions, savings associations and state-chartered banks in half the states can offer
end-to-end services.*

Take, for example, two of the biggest real estate companies in the Washington
D.C. area—Weichert and Long & Foster. Both offer the full range of financial serv-
ices. Weichert calls it “One Stop Gold” and Long & Foster calls it “Real-Edge Serv-
ices.” These packages provide cost, convenience and service options for customers.
They may not be right for every consumer, but they give those consumers choices.
These examples show the importance companies—and their customers—place on
having the option to combine real estate brokerage, mortgage and insurance serv-
ices. I've included as an attachment several pages of examples—in their own
words—of real estate companies that offer both banking and brokerage services.

All banks should have the same options. In fact, according to NAR’s own survey
in 1999 and a recent 2002 survey by Murray Consulting, not only is one-stop shop-

4For example, recently several credit unions in Wisconsin jointly purchased a majority inter-
est in one of the state’s larger real estate brokerage firms.
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ping viewed very positively by homebuyers, but banks, mortgage companies and real
estate companies are all viewed equally as appropriate providers of these services.

Restricting some banking organizations from offering the same end-to-end com-
bination of real estate services and mortgage lending as others will place those
banks at a tremendous competitive disadvantage—losing not just an opportunity in
the brokerage field, but also the opportunity to interact with the customer in the
first place and to offer one of the most traditional of banking products—the mort-
gage loan.

Simply put, if real estate services and other financial products are already com-
bined by real estate firms, securities firms, insurance companies, credit unions, sav-
ings associations and state-chartered banks in half the states, there is no reason
why all banks should not be accorded the same opportunities to provide these prod-
ucts to their customers.

Many Real Estate Agents Support Open Competition and Oppose H.R. 3424

Many agents and real estate companies are not concerned by the prospect of
banking organizations offering real estate services. Many look forward to the oppor-
tunity to partner with a local bank. Independent agents who provide good service
today know that they will be competitive with anyone, whether the competitor is
another independent agent or one affiliated with a bank. Here are a few examples
of comments filed by real estate agents with the regulators on this proposal:

P> A real estate broker in North Carolina writes: “I am a 38-year veteran of
the real estate industry and do not agree with our National Association of
[REALTORS"] . . . There are several reasons I feel this way, primarily be-
cause our small family-owned business has always faced stiff competition
from large real estate firms, yet we have been able to earn a good, honest
living. I believe that competition is the American way and if you’re good at
what you do, you can survive whether large or small.”

P> A real estate broker in Wisconsin writes: “I don’t recall the NAR concerning
themselves with real estate brokers having access to on-line companies
therefore cutting the independent mortgage banker and local lender out of
the transaction.”

P> Another real estate agent notes: “I would welcome the hopefully more pro-
fessional business management that banks would likely bring to this busi-
ness. With most real estate being part-time people with limited training, the
real estate business is full of misinformation, poor service, etc., a situation
that could be improved with bank involvement. Furthermore, the American
consumer deserves more true competition in this business. Bank owned real
estate agencies may be able to lower transactions costs to consumers
through aggregation of services benefiting the public as a whole.”

P> A broker from California writes: “Additional competition will be healthy for
the industry. Banks and other financial institutions have learned how to
meet the needs of consumers and to handle their financial matters. One’s
home is the biggest financial asset most consumers will ever deal with. If
agents are so special for consumers, then they have nothing to fear. Maybe
we could see commissions come down!”

P> Another real estate agent writes: “NAR [National Association of REAL-
TORS™ ] predicted the doom and gloom many, many years ago when fran-
chise brokerage was in its formative stages. ERA, RE/MAX, Coldwell Banker
et al were all predicted to end 'mom and pop’ real estate firms. These fran-
chises have come, many have gone or merged with others. And yet still,
‘mom & pop’ brokerage firms continue to survive because of the personal at-
tention. I welcome the competition, and I will continue to survive.”

Many Real Estate Companies Also Support Open Competition and Many Oppose
H.R. 3424

For example, Paul Harrington, president of DeWolfe New England, which is one
of the largest real estate firms in the Northeast, was quoted in the Boston Globe
as saying: “We believe that banks ought to be able to compete with us as long as
there are safeguards to insure that deposits are not being improperly invested. It
would be hypocritical for us to say otherwise because we promote the fact that we
offer customers convenience through one-stop shopping.”?

The Realty Alliance—comprised of many of the nation’s largest and most success-
ful independent real estate companies with a total of 62,000 agents—went on record

5The Boston Globe, February 25, 2001
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in February in opposition to NAR’s position. In its letter to NAR, the Realty Alliance
stated: “Our members favor and support a fair, free-market environment unbound
by legislative restrictions. We find it hypocritical and fundamentally wrong to ask
that national bank subsidiaries be barred from real estate brokerage activity, while
real estate brokerages operate mortgage banking, insurance and title insurance
businesses. . . . We believe, in fact, that consumers would benefit from the influx
of capital that may result from nationally chartered banks entering this arena. We
also believe that increased competition from companies of size would benefit con-
sumers by making all of us sharpen our skills and improve the services we provide.
In our view, the role of government is not to limit competition, as your legislation
would do, but rather to foster a business environment in which consumers benefit
from competition. The members of The Realty Alliance look forward to working, and
prospering, in such an environment.”

This is an Issue for All Banks, Not Just Large Banks

Despite the rhetoric about “big” banks, small banking organizations have a deep
interest in this issue. It is also a misconception that all national banks are large.
More than 40 percent of all banks—over 4,000 institutions—have fewer than 25 em-
ployees. As Chart 1 demonstrates, over ninety percent of national banks are commu-
nity banks. These are truly small businesses that would like the option to broaden
the financial products they can offer their customers and to compete with real estate
firms offering loans and homeowners insurance.

Chart 1 - Over Ninety Percent of
National Banks are

Community Banks*
Large Banks

* Defined as banks with lessthan $1 billion in assets

In fact, the ability to offer real estate brokerage may be more important for small-
er institutions. Rural communities may lack real estate agents or are served only
by branches of brokers in other towns because there is insufficient business to war-
rant a local brokerage office. In such small communities, the bank is perceived as
the place that will have the greatest amount of information on what properties are
for sale, including farmland acreage in agricultural communities.

As such, in communities where there are no real estate firms, community banks
would typically contemplate establishing a subsidiary and hiring real estate brokers
(fully subject, of course, to state real estate licensing provisions). In other instances,
small banks are likely to partner with existing real estate brokers to provide these
services.

Moreover, of the ten largest banking companies, four already have depository in-
stitutions which have authority to engage in real estate activities. There certainly
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has been no market disruption from the fact that well over half of the depository
institutions in this country have the ability to offer real estate brokerage and man-
agement services today.

The GLB Act Was Designed to Allow Flexibility to Adjust to the Marketplace

Technological innovations have also had a dramatic impact on real estate mar-
kets. Perhaps the biggest change is the development of the secondary market for
mortgage loans and the efficient process that bundles individual home loans into
highly liquid, globally-traded securities (see Chart 2).

Chart 2
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The increasing importance of the secondary market has facilitated the rapid
growth of mortgage lending outside traditional banking and savings institutions (see
Chart 3). In fact, securitization has significantly changed the very nature of mort-
gage funding, enabling real estate firms to establish their own mortgage companies
and to offer end-to-end real estate transactions—helping a buyer find a home, fi-
nance it, and insure it. The result is that traditional deposit-based lenders—banks
and thrifts—are often bypassed completely. These are exactly the kinds of techno-
logical changes the GLB Act authorized the Treasury and the Fed to address.
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Chart 3 - Mortgage Originations
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The dominance of the secondary market is clear evidence that this form of funding
for plain vanilla mortgage loans is generally superior in terms of costs to funding
with bank deposits. If banks somehow enjoyed some special benefit from deposits,
or deposit insurance (which banks pay for through premiums and extensive regu-
latory costs), banks would not be selling into the secondary market, and the sec-
ondary market would not control an ever-increasing share of the marketplace. More
importantly, access to this secondary market source of funding is available equally
to mortgage and banking organizations, and is clearly why real estate companies
increasingly are affiliating with mortgage banking companies.

CONCLUSION

Mr. Chairman, increased competition clearly benefits consumers and the economy.
It is a catalyst for innovation, more customer choice, better service, and competitive
prices.

In fact, promoting competition in financial markets was the primary motivation
for passage of the GLB Act. Congress also recognized the need for regulatory flexi-
bility in an environment where the bright lines between financial activities and be-
tween financial providers has all but disappeared. Providing real estate brokerage
and property management is no exception to this rule. We strongly believe that both
real estate brokerage and property management meet the criteria set forth by Con-
gress in enacting the GLB Act.

Not only would consumers benefit from bank involvement in real estate services,
but also bank involvement is consistent with safe and sound banking. All consumer
protections that apply to independent realtors would apply to bank-affiliated real es-
tate agents—plus bank-affiliated agents would be subject to additional anti-tying
regulations. And because brokerage and management are agency activities, they
pose no financial risk to the safety and soundness of the banking organization.

I thank you, Mr. Chairman, for this opportunity to present the views of the Amer-
ican Bankers Association.
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@“’Nﬁ& Long & Foéfﬁf-uMore Than
A Great Real Estate Company.

We're Also A Gre;t_f Mortgage, Title, And Insurance Company, Too!

Since 1968, the LONG & FOSTER COMPANIES have
grown to become the largest and most respected real
_estate company throughout our five-state Mid-Atlantic

@ region, with annual sales of $13.3 billion.

" We've also become quite a powerhouse in mortgages,
title, and insurance, too.

[magine the convenience of buying a heme, securing
the mortgage, arranging the title work, and getting
homeowners’ ingurance—all in one place!

| That's precisely what the LONG & FOSTER
COMPANIES do for their clients and customers:
deliver top-quality real estate and related financial
services—allin one place—from a name synonymous
with customer satisfaction and trust.

ouiieniénoe costs o more with the LONG & FOSTER 2 € (M)
ANIES. In: d cost you much less. .
¥ ; 1 Sales

ER, PROSPERITY MID-STATES LONG&F0S
MORTGAGE TmiEsurance  INSU
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B BAIRDAVARNER

F

The largest independent real estate broker in lllinois, with more than $4 billion
in annual sales.

The narion’s oldest real estate company actually started in the financial arena nearly 150
years ago, when Baird & Warner began making loans on downtown Chicago properties.
We continue to play a dominant role today, with Key Mortgage Services and its subsidiary,
North Shore Mortgage, closing more than $500 million per year in residential mortgage
loans — ranking among the top five mortgage companies in Illinois. Baird & Warner is
once again leading the field, offering the convenience of “one-stop shopping” for a wide
variety of real estate-related services.

Emphasis added
Source: hitp:/fwww.bairdwarner.com/about/defaultasp

///"\"'LH
WEICHERT
ONE STOP.

GOLD

The nation’s largest individually owned real estate company, with over 370 loan
products to choose from, including Conventional, FHA, and VA loans.

Weichert Financial Services’ Weichert Gold Services Program is raising the perform-
ance guarantee from $250 to $1,000 for all new Gold Services applications. If
Weichert Gold Services fails to meet its performance guarantees, the homebuyer will
receive a $1,000 credit towards their mortgage related costs at the time of sertlement.*

*To participate, the buyer must elect to use Weichert Financial Services to obrtain a
mortgage, Weichert Insurance Agency to obrain homeowners insurance and Weichert
Title Agency or Weichert Closing Services to obtain title insurance,

Emphasis added
Source: hitp:ffwww.weichert.com/
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Mr. BARR. As I mentioned earlier, the entire testimony—the en-
tire written testimony of all of the witnesses will be submitted as
part of the record; and, again, any additional testimony or informa-
tion you all wish to make a part of the record, please feel free to
do so for up to 7 days following this hearing during which time the
record will remain open.

I would like to recognize—we have been joined by a couple of
other Members of the Subcommittee, including our distinguished
former Chairman, the gentleman from the Commonwealth of Penn-
sylvania, Mr. Gekas. Did you have an opening statement, Mr.
Gekas?

Mr. GEKAS. I will waive that, Mr. Chairman, and await the ques-
tion period.

Mr. BARR. Very good.

There being no other Members that have not had an opportunity
for an opening statement——

Ms. WATERS. Mr. Chairman, I would like unanimous consent to
submit my real opening statement for the record.

Mr. BARR. Without objection, so ordered.

[The prepared statement of Ms. Waters follows:]

PREPARED STATEMENT OF THE HONORABLE MAXINE WATERS, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF CALIFORNIA

Thank you, Chairman Barr, for holding this hearing to look at the Rulemaking
Process used in making the Proposed Rule Concerning Competition in the Real Es-
tate Brokerage and Management Markets. It is important that we focus our atten-
tion on that process to be sure that it is done in an appropriate and legal manner.
I look forward to hearing the testimony of the witnesses.

I especially am concerned that the process used to develop this particular rule was
done properly, because the Rule could potentially have a devastating impact on con-
sumers. Under this Proposed Rule, banks would be allowed to enter into the real
estate business. This would constitute a true breach of the division between banking
and commerce. That separation has been a hallmark of U.S. banking law since the
Great Depression, and is critical to ensuring that this country does not end up fol-
lowing the Japanese system model. There, the indiscriminate mixing of banking and
commerce arguably has had disastrous consequences for the banking system and the
economy as a whole. During consideration of financial modernization, we looked at
this issue and Congress decided to maintain our tradition of separating banking and
commerce.

Some parties have advocated in favor of permitting banks to engage in real estate
activities. I am very concerned that we would be embarking on a slippery slope if
real estate brokerage activity is considered a financial activity. Where would it end?
Would appliances, cars and anything purchased with a credit card be deemed “fi-
nancial in nature?”

As a result of these concerns, I became an original cosponsor of H.R. 3424, the
“Community Choice in Real Estate Act.” HR 3424 will make it clear that banking
and commerce should not be mixed and will prevent financial institutions from en-
gaging in real estate management and brokerage. These activities are not “financial
in nature” and should not be conducted by financial institutions. HR 3424 will pro-
hibit federal regulators from issuing regulations that would permit banks to engage
in real estate activities.

This legislation will protect consumers and small businesses operating in our com-
munities. If big banks were allowed to enter the real estate business, it would lead
to industry consolidation, higher costs and fewer choices for consumers, and conflicts
of interest for the lenders and brokers. HR 3424 will ensure that consumers main-
tain choices and control in their real estate transactions.

I understand that the comments received by the Federal Reserve and the Treas-
ury have been overwhelmingly negative. In 1971, a similar Proposed Rule was not
made final in part because of a substantial amount of negative public comment. It
is my hope that this Proposed Rule will follow a similar course.
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Mr. BARR. We will now proceed with questions in 5-minute incre-
ments, and the Chair recognizes himself for 5 minutes.

Ms. Bair, with regard to the various different laws and executive
orders that have to be taken or that must be taken into account
by an executive agency prior to issuing a proposed rule, as you
know, Executive Order 12866 requires agencies to submit rules
that would constitute a significant regulatory action to the Office
of Management and Budget. Would this proposed rule have an an-
nual effect on the economy of more than $100 million?

Ms. BAIR. The previous leadership of the Treasury Department,
which issued this rule jointly with the Federal Reserve Board, de-
termined that this was not a significant regulatory action, thus did
not do a cost-benefit analysis. If and when we proceed with this
rule, we will have to revisit that determination.

Mr. BARR. Thank you.

Do you know whether the proposed rule was submitted to the Of-
fice of Management and Budget for a cost-benefit analysis under
Executive Order 128667

Ms. BAIR. It was. They did not exercise their authority to review
it.

Mr. BARR. Thank you.

The Regulatory Flexibility Act requires agencies to consider the
small business impact of proposed rules when they are noticed for
public comment. Are most real estate brokers considered small
business, Ms. Bair?

Ms. BAIR. Again, I have no record basis on which to answer that
question. Because when this rule was issued under the prior ad-
ministration, a determination was made that it would not have a
significant economic impact on a substantial number of small busi-
nesses. Again, we will be required to revisit that determination,
make it—look at it again if and when we go to a final rule on this.

Mr. BARR. Thank you.

Mr. Edwards, being at least tangentially familiar with the real
estate business yourself, could you provide some enlightenment to
the Subcommittee with regard to the nature of most REALTORSH
in terms of the number that might be affected by this proposed rule
if it does go into effect and the nature of those REALTORSY, their
size, and would they be considered small businesses?

Mr. EDWARDS. Thank you, Mr. Chairman.

First of all, most REALTORSE are independent agents or inde-
pendent contractors. So if you really want to go to the heart of the
issue, each one of them is a small business. They are not—by great
margin, they are not employees. They are free—they are inde-
pendent contractors. So they are, by your definition, a small busi-
ness onto themselves.

Also, from a firm size, the individual firm size, about 80 percent
of our firms across the country are less than 10 or 12 members,
something like that. So it is, for sure, a very significant small-busi-
ness business.

So if you want to just say it one way, you know, every agent that
is an independent contractor is a small businessperson, but then
the firms themselves which hire independent contractors are small
businesses, the great preponderance of them.

Your second question? I am sorry.
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Mr. BARR. I was wondering if the National Association of REAL-
TORSY, have they made an analysis with regard to the overall im-
pact on the economy of the proposed rule? As you know, we men-
tioned in my question to Ms. Bair the hundred million dollar
threshold. Have you all done an analysis to determine whether that
would be a—whether that threshold would be met if this proposed
rule goes into effect?

Mr. EDWARDS. That is a question that I do not have an answer
to. I will tell you that over the last several years, and this is a di-
rect—this is a result of the marketplace as much as anything else,
we have—over the last 8 years we have added 11 million new
homeowners. We have—home ownership is up, has increased to
about 68 percent. There has been about a 44 percent increase in
minority ownership.

But for me to be able to tell you how it would be affected, I do
not have that answer. It would be a pretty good-sized undertaking,
I am sure, to do that, because you have to figure out how many
of those independent contractors would be removed from business.

Mr. BARR. It might be a worthwhile exercise to go through that.

Mr. EDWARDS. It would be a big exercise, but I think it would
be a very worthwhile exercise.

Mr. BARR. Ms. Bair, there is, of course, the many other different
laws that are applicable or might be applicable to the rulemaking
procedures. Is the Negotiated Rulemaking Act—is this something
that the Federal Reserve Board or, in the case of your expertise
and jurisdiction, the Department of Treasury would consider uti-
lizing when looking at this proposed rule in an effort to try and
bring the parties together and see if there is a consensus that could
be reached?

Ms. BAIR. Yes. Anticipating that, I consulted with the career staff
who were involved in the preparation of the original proposed rule
for publications. To our knowledge, that issue was not considered
at the time it was proposed. I would have to consult with our gen-
eral counsel to determine whether that is a process, given the cur-
rent state of the rulemaking, that we could utilize. But it is a fair
question. I will be happy to consult with them and get back to you
in writing.

Mr. BARR. Thank you. We appreciate that.

Recognize the distinguished Ranking Member, the gentleman
from North Carolina, for 5 minutes.

Mr. WATT. Mr. Chairman, I think that I do not have any ques-
tions. I am happy to yield back. Or if the Chairman has a series
of questions that he wants to ask, I am happy to yield him my
time. Either way is fine with me.

Mr. BARR. I appreciate very much the gentleman’s eloquence.
What we will do is proceed. If myself or any other Members have
additional questions, we will have a second round. So if there are
some other things you think of, Mr. Watt, certainly just jot them
down, and you will have more time.

Mr. WATT. I yield back.

Mr. BARR. The gentleman from Arizona, Mr. Flake, is recognized
for 5 minutes.

Mr. FLAKE. Thank you, Mr. Chairman.
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Mr. Edwards, one of the arguments that is raised against this is
that if banks get involved in the real estate business they default,
taxpayers are on the hook. Do you want to—because of FDIC. Do
you want to elaborate on that?

Mr. EDWARDS. Mr. Flake, I would be happy to.

I happen to have been in the business, as I said, 30 years; and
I went through the savings and loan issue in the late 1980’s. The
real estate business is not in—my firm is not insured by any Fed-
eral agency. And when we in our business—our capital comes from
at-risk capital. So if we make a mistake, we don’t do something cor-
rectly or we get—we expand our business, we are in the commer-
cial business too far, we pay for it.

We went through a series of years in the late 1980’s and early
1990’s where we did have an industry—and, as a matter of fact,
it was a very significant industry for the real estate industry—in
the financial world called the savings and loans. There are a few
left. But I felt at that point in time that some of those expanded
powers that were given to savings and loans got them in a position
where there was a lot of default.

Certainly, there were other areas that caused that huge bailout,
as we will call it, that has been probably totalled at $500 or $600
billion. Our concern is that the banking industry

And let me just say this. I started off as a bank. You know it
is an insured—that capital comes from insured deposits. My capital
comes from borrowing from those banks. So it would be hard for
me to say that I don’t fear—I fear that mixing banking and com-
merce is something that I don’t think this country is wanting to do
or willing to do, and I would question what is broke that we are
trying to fix.

Mr. YINGLING. Can I comment?

Mr. FLAKE. Yes. You mentioned that half of those who can al-
ready engage in real estate are federally insured. Do you want to
expand on that? Or several organizations or institutions?

Mr. YINGLING. Right. Thank you.

First, with respect to deposit insurance, this is an agency activ-
ity. It is not a principal activity. And, as the Members of the former
Banking Committee, now Financial Services Committee, could tell
you, there is a big difference with respect to agency versus prin-
cipal activity. That is because you don’t make big investments.

We are not talking about owning any homes here. We are not
talking about real estate development. In fact, it is interesting that
the Congress specifically said, there is one thing you cannot do,
and only one thing in this law we are talking about; that was real
estate development.

Second, under this proposal, the bank can’t do it. It has to be
done in either a subsidiary of the holding company or a subsidiary
of the bank. Under banking rules, those subsidiaries are walled off.
They are not subject to the use of deposit insurance, and they are
protected from the bank. So there is series of protections to wall
them off.

Now, with respect to the rights of others to do it today with re-
spect to insured depository institutions, not under this rule but
under current law in 25 States, State-chartered banks have this
authority, as do all Federal savings institutions. You would not
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know whether it was a commercial bank or a savings institution
if you walked in the door. They can all do it. All Federal credit
unions can do it, and a lot of State-chartered savings institutions
and credit unions can do it. The only group that really can’t do it
are national banks and those State-chartered banks in the States
which have not yet given them that authority.

Mr. FLAKE. Thank you, Mr. Chairman. I yield back.

Mr. BARR. Thank the gentleman from Arizona.

The gentlelady from California is recognized for 5 minutes for
any questions.

Ms. WATERS. Thank you very much, Mr. Chairman.

Some of this may have been answered, but I think it is very im-
portant for me to delve into it a little bit more.

As I understand it, the act is silent on this particular question;
is that correct?

Mr. YINGLING. It is correct that the act nowhere uses the word
real estate brokerage, correct.

Ms. WATERS. At no time, no place does it use that word. And it
seems to me that the fact that we are now trying to determine
whether or not real estate brokerage and management activities
are financial in nature kind of bypasses the work of Congress in
some way. It seems to me that this is not simply a gray area to
be decided through rulemaking. It seems to me this is a question
for the Congress of the United States in the same process that
passed the act in the first place to come back if it has to be revis-
ited and go through the Congress of the United States.

How, in fact, did we get to the point where we are asking the
Board of Governors of the Federal Reserve and the Secretary of the
Treasury to get involved in this? How? Would you explain, please,
Ms. Bair?

Ms. BAIR. The Gramm-Leach-Bliley Act delegated fairly broad
authority to the Treasury Department and the Federal Reserve
Board to determine what activities are financial in nature or inci-
dental to a financial activity. There are some factors that are listed
that the Treasury and the Federal Reserve are required to consider
in making that determination. But the delegation of authority is
fairly broad.

Ms. WATERS. Have you ever had a question put before you that
you refused to deal with and say we think that this question does
not fall within our jurisdiction, that you are asking us to decide on
something that really should be decided by Congress? This is
not

Ms. BAIR. Under Gramm-Leach-Bliley or in general?

Ms. WATERS. In general.

Ms. BAIR. I would like to consult with our attorneys.

Ms. WATERS. Have you ever turned one down because you didn’t
think it was within your authority?

Ms. BAIR. I can’t cite you any specific examples. I mean, clearly
if we were petitioned to promulgate a rulemaking that we felt out-
side of our congressionally-delegated authority we would decline to
do so. We can’t off the top of our heads think of any specific exam-
ples where that has happened, but they may have.

Ms. WATERS. Well, then, could you specifically tell me why you
think this is within your authority?
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Ms. BAIR. Because—well, again, I think one of the issues we will
have to decide as we proceed with this rule, a lot of the comment
letters, most of them in opposition, raised the issue whether we
were mixing financial banking and commerce, which would be, if
that is what in fact the rule entailed, that would be exceeding the
delegation of authority. But Congress is fairly clear about wanting
to maintain that separation. However, the devil is in the details,
and definitely not a lot of guidance is provided.

Again, on the face of it, the grant of authority to us and the Fed
to determine what is financial in nature as opposed to a commer-
cial activity is fairly broad. But I think that is exactly a key issue
that we will have to decide if and when we go final with this rule.

Ms. WATERS. Let me suggest something to you. Let me suggest
to you this would be an economical, financial, structural change in
the way we do business in this country. This is big. This is not sim-
ply a gray area where a decision by regulatory agency would decide
a structural change.

I would suggest to you that this could have such a huge economic
impact that the Congress of the United States is the only body that
should be in the business of deciding whether or not we want to
make this structural change.

I would suggest to you that it is absolutely reasonable to take a
look at this and the regulatory agencies turn it back and say, this
is too big. This is out of our authority. We should not be involved
in this. If you people over there want to do this, then you had bet-
ter come out with a law that spells it out, but don’t throw this in
our laps. I think you would do yourselves a big favor, and you
would do all of us a big favor.

Because I really do believe that it is not specifically addressed in
the act. You don’t see it anywhere. And I think that for those who
are trying to make this change, they shouldn’t be able to hide be-
hind the act and say, somehow you have the right to determine
whether or not this is financial activity.

Wash your hands of it. Get rid of it. Put it back over here. We
will take care of it.

Mr. YINGLING. Ms. Waters, I don’t want to take your time. On
your question about kind of the history of it, again, this provision
amends section 4 of the Bank Holding Company Act. There is a
long history to that. It was under the Fed’s jurisdiction totally.
Now, this new procedure, you have to have two approve it, the Fed
and the Treasury.

Now, during that history there was something called the closely
related to banking test that I am sure you are familiar with. And
from time to time the Fed approves things, and from time to time
they turn down approvals. And there are instances where they first
turned them down, then as the market changed they approved
them.

Now, in the House Banking Committee, as the report said in
1999 when they did Gramm-Leach-Bliley, they indicated they were
building on that history. And what they said about this section is,
“it greatly expands permissible activities for bank holding compa-
nies from the current requirements in section 4 that affiliations be
closely related to banking to those that are financial in nature.”
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So it is clear, at least to me, that what the Congress was saying
is, we are going to build on that. We cannot decide in advance, just
like we couldn’t in 1970 when we enacted this, what is appropriate.
And when we try to do that we get gridlocked. So we are going to
delegate that to these two agencies, which is more conservative
than one, and have this new test.

But there is a precedent under which they approve it. They
sometimes turn it down. And that is what the Committee, I believe,
was building on and what the legislative history would show.

Ms. WATERS. Reclaiming my time. I suppose that is a fair inter-
pretation, you know, based on your point of view. But again, I don’t
think so. I don’t agree with that at all. Again, even if the act refers
to expanded authority and to two agencies in order to ensure the
kind of review that you may be alluding to, again, this is a struc-
tural change in the economic business of this country.

This is big. This is not simply something that we say, oh, we
think that falls within. No. It has got to be clearly legislated by the
Congress of the United States, in my opinion, in order to take a
whole industry and literally undermine it and open up opportuni-
ties for others who will be in an advantaged position. If I got a
bank and I can sell real estate, I am in a very good position to be
able to grab all of the business. Because the REALTORSE don’t
own banks for the most part. They are shopping. They are helping
their clients to connect.

And that is another thing. I am hoping—as I have seen real es-
tate agents who can help their clients find the best financial serv-
ices for them to be able to shop around. If I am stuck with a bank,
I don’t know, you may be a predatory lender, you may be giving
me interest rates that I could do better if I didn’t have—I was not
your captive coming to your bank. I may can pay a lot less in
charges, in fees and on and on and on. I don’t know if I want you
to have that much power.

I think it is very important to have this kind of separation by
way of distant industries so that that real estate person out there
who is the advocate for the buyer remains in position to be able
to not only assist the buyer but to help that buyer make good deci-
sions about the financing and to get them the best buy. So this is
not a little gray area where you think that perhaps that is what
we intended.

I think that it is a good thing that we are having this hearing
today, because it gives us an opportunity, having been able to see
some of this, to talk about how we grab this back, Mr. Chairman.
As Members of the Financial Services Committee in this House, we
need to take it out of this arena altogether.

Thank you for the extended time.

Mr. BARR. I thank the gentlelady from California.

The Chair now recognizes the distinguished former Chairman of
the Subcommittee, the gentleman from Pennsylvania, Mr. Gekas.

Mr. GEKAS. Yes, I thank the Chair.

I recall in the former life of this Subcommittee that we engaged,
back in 1996, in reauthorizing the rulemaking—how did we phrase
that—the Negotiated Rulemaking Law, which was, I thought, in-
tended to try, at least at the outset, to deal with these kinds of
problems. And, Ms. Bair, did that ever come into play at all? Did
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anyone suggest that, in this issue, that the negotiated rulemaking
process should come into play?

Ms. BAIR. Again, this rule was proposed under the previous ad-
ministration. I was not there when the rule was proposed. My con-
sultations with the career staff that were involved have suggested
to me that, no, that was not considered. And I can’t—since I wasn’t
there, I really don’t know. I can’t tell you much more.

Mr. GEKAS. Since you took office, you don’t remember any one
proposing this or falling back to a negotiated rulemaking posture
before future action should be taken?

Ms. BAIR. In response to Chairman Barr’s expression of interest,
we are going to take a look at whether at this stage in the process
that is something that can be utilized, but we will have to get back
to you in writing.

Mr. GEKAS. Then maybe we can add your comments to this hear-
ing book later on.

Mr. GEKAS. One thing that fascinated me, Mr. Yingling, when
you were describing how the separation of entities within banking
places a firewall, some separation between the banking portion and
that which would take up real estate in the future under this rule,
in other words, you would be—you are saying that, in effect, it is
an arm’s-length transaction with another entity created in different
ways. That is really not the bank itself. Is that what you were try-
ing to imply?

Mr. YINGLING. Well, there are two aspects. You may be raising
both of them.

I was responding to the question about, really, safety and sound-
ness; and there are a whole series of rules which are used to seg-
regate activities in affiliates and subsidiaries from the bank. The
whole purpose of those rules is to protect the deposit insurance
fund. For example, there are very strict limits on the ability of a
bank to lend to any of its affiliates. And there are rules about how
much you can lend and what interest rates have to be. In other
words, they have to be arms-length, as you say. There also are a
series of rules that relate to the ability to cross-market and that
type of thing.

Now there is one set, the Real Estate Settlement Procedures Act,
which actually applies to all real estate transactions and would
apply to a bank with a real estate affiliate. It also applies, for ex-
ample, to Long & Foster here in this area, which has a mortgage
bank and has an insurance company. They are also subject to those
rules that protect consumers. For example, nobody can tell a con-
sumer, if you are going to use me as the REALTORU, you have to
use my mortgage company. Long & Foster couldn’t do it. A bank
couldn’t do it.

Now, in banking, there actually is another rule, a specific anti-
tie-in rule which applies only to banks, which basically says, I can’t
tell—I, the bank, can’t tell you, the customer, that if you are going
to get a loan from me, you have to use this service. I can’t tie those
services.

Mr. GEKAS. But the fact remains that you are trying, in the way
you described it, to demonstrate that banking as the principal
would not be engaged in all of the necessary functions of the real
estate portion under a subsidiary. Is that correct?



49

Mr. YINGLING. Well, the bank itself couldn’t. This would have to
be a separate company that would be a regulated like any other
real estate firm.

Mr. GEKAS. What you have described, sir, it seems to me, is what
the situation is today. That is, banking and real estate, and that
the wall that you are talking about to allow this separation of ac-
tivities and protection for consumers and all of that exists under
the current market system in which real estate people and the
bank are separated by a wall of noncompetition, as it were.

So I want to analyze—and I haven’t really thought it through
fully—how the holding company, the separation you are talking
about and so forth really benefits banking anyway, if they are
going to be talking about separate entities and separate bottom
lines and separate rules and separate corporate officers and all of
that. Maybe we should leave it as it is, because that is what the
situation is now.

Mr. YINGLING. If I might comment. I don’t want to use up all of
your time. Let me just give you an example of what we hear from
a community bank, and that is that in a small town in Pennsyl-
vania it could be that——

Mr. GEKAS. Why did you say Pennsylvania?

Mr. YINGLING. It seemed like a good State in my hypothetical—
that what may have happened is there may be four or five inde-
pendent real estate firms a few years ago that are doing quite well.
Then one of them has been bought by Century 21. One of them has
been bought by Prudential. There is a tremendous amount of con-
solidation. So what is happening to the local bank is that, as the
customer—it may be a new person that moved to town or it may
be an existing bank customer—goes to buy a home, they go to the
REALTORE first. The REALTORE now is affiliated with somebody
that has a mortgage arm, an insurance arm. The bank never sees
the customer. The customer goes and buys the house. The bank
never has a chance to make the loan, never has a chance to sell
the insurance.

So what they may want to do is in some fashion go to one of the
remaining independent REALTORSP. That remaining independent
REALTORH may be saying, I am having a little trouble because I
have got these deep-pocket companies now that can market like
crazy; and the two of them might want to get together. They could
become affiliated. The bank could make an investment in the real
estate firm. Quite frankly, what they want to be able to do is say
to each other, I have got a customer here who wants to buy a
house. You would have a chance to make the loan. You would have
a chance to sell the insurance. So that’s what they want to be able
to do, basically, is not lose the entire customer.

Mr. GEKAS. Do you endorse the concept of an independent REAL-
TORE?

Mr. YINGLING. Sure.

Mr. GEKAS. And, therefore, the structure that you described to
me, which I have to delve into farther, maybe, with your help, re-
sults—if this rule were to become effective, results in a bank with
a wall, with a subsidiary, that deals as an independent REAL-
TORPE, in effect; is that correct?
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Mr. YINGLING. That is largely correct. We would be subject to all
of the State rules. But we would own—we would have an invest-
ment—the bank, if I am the bank, has an investment in the REAL-
TORE, or the realty firm could have an investment in the bank, or
the bank could own the realty firm. But they would be subject to
all of these kind of firewalls and consumer protections that I am
talking about.

Mr. GEKAS. Well, I think we are talking about the same thing
in different terms.

I yield back the balance of my time.

Ms. WATERS. Will the gentleman yield?

Mr. BARR. We will have another round of questions. Will that be
sufficient? We will have a second round of questions, and I will rec-
ognize myself for 5 minutes.

One of the matters that we sort of touched on a little bit—I think
it comes into play certainly in my mind with the last questions be-
tween Mr. Yingling and Mr. Gekas—are privacy concerns with this
legislation. Of course, one of the—Mr. Yingling, there has been
pressure to revisit the privacy aspects of Gramm-Leach-Bliley; and
a number of us have resisted that as being premature, preferring
to let a couple of years go by, during which time all of the different
provisions of Gramm-Leach-Bliley could be, you know, allowed to
sort of run their course and we will see how they work before going
back in and tinkering, upsetting the apple cart as it were, by retin-
kering with the privacy provisions of the bill. And the banking in-
dustry has been supportive of that approach.

Given the fact that, I think, any way you look at it, this is—as
Ms. Waters said, this is a very significant proposal before the
American people now. And already, because I think of the complex-
ities of it and the issues raised and the amount of public comment,
the Treasury and the Fed are taking a considerable amount of
time, as I think that they should, to look at it, make sure the proc-
ess operated properly, make sure that substantially it is good or
bad to proceed.

What will be wrong to take the same consistent approach with
regard to this that the banking industry has taken with regard to
privacy? Let’s see how the provisions of Gramm-Leach-Bliley oper-
ate for a few years before we immediately go back in and try and
reconfigure it and tinker with it. Will there be a great harm in al-
lowing the procedures as are already implemented through the pas-
sage of the bill and the signing into law operate for a while before
we address this very important issue?

Mr. YINGLING. Well, first of all, that is one possible response of
the agencies. I referred in my discussion with Ms. Waters to the
history of the Bank Holding Company Act and the Fed; and there
are instances wherein the Fed said, we will delay starting for a
while or we will start small. If you look at the history, for example,
of bank holding company entry into the securities area, that was
done.

One of our big concerns here, though, is that this section of
Gramm-Leach-Bliley is, in our opinion, the heart and soul of it.
And the purpose, we believe, of Gramm-Leach-Bliley was to set up
a process to permanently keep our——
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Mr. BARR. Excuse me. Do you mean to say that allowing banks
to involve themselves directly in real estate brokerage and manage-
ment is the heart and soul of Gramm-Leach-Bliley?

Mr. YINGLING. The general provision that we are talking about
under the statute, the financial and incidental to financial section.
Because it is the provision under which we will be able, for the
foreseeable future, to go back and look at what happened in Glass-
Steigel, that future turned out to be about 60 years long.

Mr. BARR. But my point was, is there any harm that would
ensue? In other words, the banking industry, I think correctly, has
told those who want to go in and tinker with Gramm-Leach-Bliley
even a year or a year and a half ago on privacy issues that the po-
sition of the banking community was, hold on, let’s not tinker with
this thing. Let’s see how this law plays itself out. Correctly, I think,
arguing that there would be harm if, you know, somebody went in
and did the opposite.

What harm would befall the banking industry if this rule—this
proposed rule, you know, did not go into effect immediately but we
have a couple of years at least to see how the provisions of the
bill—as you say, if the heart and soul of it, let’s assume, is the
breaking down of the barriers between financial and commercial, at
least to some extent, let’s see how that operates first.

Mr. YINGLING. Well, first, I want to add, we appreciate what you
do in the area of privacy. But first there is a distinction there. We
are talking about the Congress coming back and legislating. Here
we are talking about the regulators implementing a part of the
law.

Mr. BARR. We have already seen—you might be pushing Con-
gress to come in and legislate. There are a number of ways that
that might happen. Of course, the legislation currently before the
House. In addition, the Congressional Review Act, which could
come into play if, in fact, the Administration makes a final deter-
mination to move forward with the proposed rule and finalizes it.
The Congressional Review Act could come into play, as it did about
a year and a half ago with regard to the ergonomics rule.

So there are a number of areas where I am not sure that you—
I certainly can’t tell you what to do, but you are almost pushing
Congress into acting in an area, whereas maybe it would be better
to just wait a little while to see how the bill plays itself out.

Mr. YINGLING. One of our big concerns is the precedent here.
This is the first attempt to implement what this section which we
are arguing is the heart and soul

Mr. BARR. It is a big one.

Mr. YINGLING. It is a big one. But if Congress enacts something
that says we intend for the regulators to have a process for mod-
ernizing the system and we don’t want to be in the position of re-
ferring that every time there is a new proposal and the first one
out of the box gets basically beat back, how are we going to ever
test it? Because the next one out of the box

Mr. BARR. You might take a small step first, instead of a giant
leap for mankind.

Mr. YINGLING. It is taking us—it is taking a long time, I would
point out. And just—since we are allowed to get into it, Ms. Wa-
ters, maybe the alternative—maybe the equal of that is, if real es-
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tate firms would stop getting into the mortgage business and the
insurance business during that period, maybe there is a deal there.

Mr. BARR. You heard it here first. There is room for a deal.

Mr. YINGLING. I said maybe.

Mr. BARR. We do hope—that is one reason why several of us
have mentioned the Negotiated Rulemaking Act, which was a
mechanism that was passed a dozen or so years ago and reauthor-
ized, which would seem, at least on the surface, to have been a
mechanism that might lend itself more to this.

But, anyway, I have a few more questions, but I don’t want to
monopolize the time.

The gentleman from North Carolina is recognized.

Mr. WATT. Is the Chairman trying to finish and avoid coming
back, or are you planning to come back anyway?

Mr. BARR. I am informed that we do have a vote. What we might
try and do is, we have maybe just 5 or 7 more minutes, and then,
you know because I don’t want to keep the witnesses—and, you
know, I also want to recognize we do have many REALTORSC in
town. We very much appreciate you all being here and partici-
pating in this public process. My admonition before not to applaud
had nothing to do with all of us being very pleased with you all
being here. It is just normal protocol in our Committee hearings.
But we do very much appreciate you all being here in town and
coming by today.

Mr. WATT. Are you planning to come back?

Mr. BARR. No. What I would like to do is finish up.

Mr. WATT. Okay. All right. Let me just ask Mr. Edwards and Mr.
Yingling a question which I think they probably will not have the
information readily available to answer. But I would ask you to
submit the information just so we will have a complete picture
here.

I think this mortgage loan origination chart indicates that there
is 1 percent real estate firms currently doing banking or lending
origination activities. It would be interesting for me to know how
unprecedented what is being proposed here is, to have the reverse
of that, which would be the number or percentage of real estate
transactions that are currently being originated by non-national
banks and other financial institutions.

Mr. Yingling testified that there were a number of State-regu-
lated banks, non-Federal financial stations that are authorized now
to do real estate. Just for the completeness of the record, it seems
to me we—it would be good to have a chart that basically tells how
much banking is now doing real estate, as opposed to how much
real estate is now doing banking, just for completeness.

Mr. EDWARDS. Mr. Watt, I think we have that information. We
would be glad to supply it to you.

Mr. WATT. If you all could—then we could compare you-alls two
charts, and hopefully they would correspond—but might not nec-
essarily.

Mr. YINGLING. While we are at it, we would like to take an op-
portunity to maybe do our own chart. Because that 1 percent really
puzzles us. Because, for example, Cendant is one of the largest
mortgage lenders in the country.
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Mr. WATT. I would invite you to do that, too. If there is a counter
chart that you want to originate. That would be helpful.

Other than that, Mr. Chairman, I would just ask unanimous con-
sent to insert for the record a statement which has been submitted
by the Financial Services Roundtable, so we will have that in the
record, and a copy of a news article from Inman News Features
dated February 22, 2002, about, apparently, some real estate—RE-
ALTORS" who may be on the opposite side of this issue, so we will
have that on the public record, also.

Mr. BARR. Without objection, so ordered.

[The information referred to follows:]
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ARTICLE FROM INMAN NEWS FEATURES, DATED FEBRUARY 22, 2002

Bring on the banks!

The Realty Alliance opposes Realtors association
effort to bar banks from brokerage

Friday, February 22, 2002

By Marcie Geffner
Inman News Features

The Realty Alliance, an organization that represents many of the nation’s biggest names among
independent residential real estate brokerage companies, has taken a stand against legislation
pending in Congress that would bar banking institutions from getting into the real estate
brokerage business. The group’s position reveals a stunning level of dissention within the
National Association of Realtors’ membership on the issue of whether the business should be
opened to new competition from the financial sector.

Realty Alliance Chairman Richard Christopher, CEO of Patterson-Schwartz Real Estate in
Hockessin, Del., on Feb. 8 sent a letter by overnight mail to NAR 2002 President Martin Edwards
Jr., along with a copy of a white paper, "Why the Real Estate Industry Should Allow Banks to
Enter the Business."

The letter calls NAR's position "hypocritical,” "fundamentally wrong” and “"objectionable" because
it would bar banks from real estate brokerage activity even though brokerages operate mortgage
banking, insurance and title insurance businesses and certain state-chartered banks and
subsidiaries of the Federal Savings & Loan Association are permitted to engage in real estate
brokerage.

The letter also warns that NAR's legislation—if it proves successful—could trigger "retaliatory”
legislation from the banking industry. "If federal banks were indeed prohibited from engaging in
real estate brokerage, how long would it be before the powerful banking lobby took steps to
prevent real estate brokerages from participating in the mortgage banking, insurance and title
insurance business?" the letter asks.

The letter also argues that allowing nationally chartered banks into reai estate brokerage would
increase competition, attract more capital to the industry and benefit consumers. "increased
competition from companies of size would benefit consumers by making all of us sharpen our
skills and improve the services we provide," the letter said.

The letter closes with a not-so-subtle warning that NAR's failure to reconsider its position could
result in "a breakdown of the relationship between The Realty Alliance and NAR."

Charles McKee, CEO of The Realty Alliance, said the group hasn’t received a reply from the
Realtors’ association.

McKee also said alliance members are taking their message directly to members of Congress
and that the white paper already has found its way to the hands of some influential
representatives.

The Realty Alliance is comprised of 44 companies with 62,000 sales associates who closed more
than 800,000 home sale transactions last year, according to the group. The membership roster
includes Arvida Realty Services in Clearwater, Fla., The DeWolfe Cos. in Lexington, Mass., Ebby
Halliday Realtors in Dallas, Texas, Edina Realty in Edina, Minn., F.C. Tucker in Indianapolis, Ind.,
First Team Real Estate in Costa Mesa, Calif., Fonville Morisey Realty in Raleigh, N.C., Frank
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Howard Allen in Novato, Calif., Howard Hanna Real Estate in Pittsburgh, Pa., John L. Scott Real
Estate in Bellevue, Wash., The Keyes Co. in Miami, Fla., Latter & Blum Cos., in New Orleans,
La., Long & Foster Real Estate in Fairfax, Va., Michael Saunders & Co. in Sarasota, Fla.,
Prudential Fox & Roach in Deven, Pa., Real Living (formerly HER Realtors) in Columbus, Ohio,
Royal LePage in Canada, William Raveis Home-Link in Southport, Conn., and Windermere Real
Estate in Seattle, Wash.

McKee said 37 of the Alliance’s 44 member companies agreed with the decision to oppose the
legislation. He declined to name which of the companies took no position or supported NAR'’s
position on the matter.

The NAR-supported legislation—H.R. 324 and S. 1839—would block a proposal by the Federal
Reserve and U.S. Treasury that would define real estate brokerage as a financial activity,
opening that business to banking institutions under the Gramm-Leach-Bliley Act of 1999. The
regulatory proposal has been on the table and the subject of intense debate in both industries

since early last year.

NAR has waged an all-out effort to "stop the big grab” by the banks. The latest tactic is a
newspaper advertising campaign that's intended to spark a consumer movement in favor of
NAR’s position. The print ads urge consumers to contact their Congressional representatives and
ask them to co-sponsor the legislation.

Do you have a comment about this story?
Send a note to the editor. Please include the
headline of the story in your message.

Copyright 2002 Inman News Features
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PREPARED STATEMENT OF THE FINANCIAL SERVICES ROUNDTABLE
(WITH ATTACHMENTS)

The Financial Services Roundtable (“Roundtable™) appreciates the opportunity to
submit testimony on the proposal by the Federal Reserve Board (“Board”) and Treasury
to allow greater competition in the real estate brokerage industry by permitting financial
holding companies and national bank subsidiaries to enter the business. The Roundtable
represents 100 of the largest integrated financial services companies providing banking,
insurance, and investment products and services to the American consumer. Member
companies participate through the Chief Executive Officer and other senior executives

nominated by the CEO.

Roundtable member companies provide fuel for America’s economic engine,
accounting directly for $12.4 trillion in managed assets, $561 billion in revenue, and 1.8

million jobs

The Roundtable strongly opposes the “Community Choice in Real Estate Act”
(H.R. 3424 and S. 1839). Despite its name, the Act would limit the ability of consumers
to choose the real estate agent or broker of their choice, and would artificially restrain
competition in the brokerage industry. As a result, the Act would harm both consumers

and the financial services industry.

The “Community Choice in Real Estate Act” would prohibit the Board and the
Treasury from completing the administrative rulemaking process required by the Gramm-
Leach-Bliley Act (the “GLB Act”) and from ruling — if the statutory factors are met — that
real estate brokerage and real estate management are “financial in nature” and therefore

permissible for financial holding companies and national bank subsidiaries.

The Roundtable believes that the Board and the Treasury should be allowed to
complete the rulemaking process. In addition, the Roundtable believes that the Board
and Treasury should ultimately rule that real estate brokerage is a permissible activity, for

several reasons. First, permitting financial holding companies to enter the real estate
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brokerage business is good for consumers. Second, it is good for the financial services
industry. Third, real estate brokerage is a financial activity consistent with the Gramm-

Leach-Bliley Act.

Consumers Will Benefit From the Proposed Rule,

The Roundtable strongly believes that consumers will be the real winners if the
proposed regulation is adopted. Adoption of the rule will increase competition in the
brokerage industry. More competition means more consumer choice, lower prices, and

better customer service.

Adoption of the regulation is necessary to meet the demands of consumers for
one-stop shopping for all their home buying needs. [n 1999, a study of recent home
buyers was conducted on behalf of the National Association of Realtors (“NAR™). (See
Attachment A). According to this NAR study, 76 percent of home buyers said that
getting all or some of their home buying services handled through one company was
appealing. Eighty-one percent supported the idea of one-stop shopping for all of their
home buying services and were evenly split on whether the best provider of such services
would be a bank, a realtor, or a mortgage company, although a slight majority stated they
would prefer a bank as the one-stop shopping provider. The NAR study concluded that
77 percent would consider using a bank for those one-stop shopping services in future

transactions.

If the proposed regulation is adopted, consumers will be able to receive in one
location all the services necessary to buy a home: pre-approval for a mortgage loan;
assistance in finding a home; a mortgage loan after a contract to purchase a home has
been signed; and insurance for the property (including title insurance, property insurance,
and private mortgage insurance) prior to closing. The consumer’s life will be simplified
and services will be expedited. Many traditional real estate brokers already have
responded to consumer demand for one-stop shopping and are offering mortgage and

insurance services in addition to real estate brokerage services.

3
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Proponents of the “Community Choice in Real Estate Act” oppose letting financial
holding companies compete in the real estate brokerage business. They argue that
consumers are worried about their privacy when purchasing a home, and that letting
financial holding companies compete would hurt consumer privacy. Concluding that
brokerage is a financial activity in fact greatly enhances consumer privacy. While
customers of financial holding companies and national banks are entitled to the GLB
Act’s far-reaching privacy protections, customers of real estate brokers currently have no

federal privacy protections.

If adopted, the Board/Treasury regulation will afford brokerage customers the
same federal privacy protections now afforded to bank customers: real estate brokers
will have to disclose their privacy policies to home buyers and will be prohibited from
sharing certain nonpublic information about the home buyer with any nonaffiliated third
parties unless the home buyer has been given notice and the opportunity to opt out of
such information sharing. Ironically, enactment of H.R. 3424 would in effect harm
consumers by depriving them of the federal privacy protections currently afforded the

consumers in other sensitive financial transactions.

Proponents of the Act also argue that allowing financial holding companies to
offer real estate brokerage services could result in harmful tying and other coercive
practices. This argument is easily refuted by the fact that many brokerages are already
affiliated with mortgage lenders, insurers, thrifts, credit unions, and state banks, and there
is no evidence of these harmful practices occurring. Moreover, existing banking laws are
more than adequate to preclude these types of practices within a financial holding
company. Sections 23A and 23B of the Federal Reserve Act prohibit a bank from
making belowmarket loans to any affiliates or subsidiaries, including those that would
be engaged in real estate brokerage, and severely restrict a bank’s ability to provide

equity contributions and other support to the real estate brokerage affiliate." Furthermore,

" Sce 12 US.C. §§ 371¢, 371c -1 and 1828(j).
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Section 8 of the Real Estate Settlement Procedures Act” and the anti-tying provisions of
Section 106 of the Bank Holding Company Act Amendments of 1970° preclude any
coercive practices against the bank’s (or brokerage’s) customers. In fact, a customer
dealing with a brokerage affiliated with a bank will enjoy far greater consumer protection

than if he or she were dealing with a real estate brokerage firm not affiliated with a bank.

The Financial Services Industry Will Benefit From the Proposed Rule.

Adoption of the regulation is prudent for the financial services industry.
Traditional real estate brokers are now actively competing with banks and financial
holding companies by offering financial services — in particular, loans and insurance. Of
the ten leading real estate brokers cited by Realtor magazine, nine provide financial
services and compete with financial holding companies by offering loans or insurance.
According to the “1999 National Association of Realtors Profile of Real Estate Firms,”
56 percent of its residential real estate brokerage firms with more than 50 agents are

involved in mortgage lending. (See Atrachment B).

Additionally, federal thrifts* and credit unions’, as well as state-chartered banks in
26 states, are permitted to act as real estate brokers. (See Attachment C for data on the
states). In fact, the only financial institutions that uniformly cannot engage in real estate
brokerage are financial holding companies and national banks. The Roundtable asks only
that more competition be allowed by permitting financial holding companies and national

bank subsidiaries to offer these services as well.

NAR argues that permitting financial holding companies to engage in real estate
brokerage would create an unlevel playing field due to alleged “federally chartered
advantages.” NAR contends, without support, that federal deposit insurance and access

to the Federal Reserve system, for example, creates “federal subsidies” enjoyed by

2 12U8.C.§2607.

12 US.C. § 1971, ef seq.

fS_cc 12 C.TLR. §§ 559.4(c)(3) (thrift service corporations), 584.2-1(b)(8) (thrill alfiliates).
> Sce 12 C.FR. § 712.5(g) and (p).
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depository institutions which give banks an unfair advantage. NAR further alleges that

the proposed regulation would result in an unsafe and unsound banking system.

Brokerage poses very little risk to the banking system. A real estate brokerage
company does not act “as principal,” but rather acts in an “agency” capacity by being an
intermediary in a transaction between a buyer and a seller. Banks have historically been
permitted to conduct “agency” activities either directly or through affiliates. Financial
holding companies are currently permitted to provide their customers with a wide array

of agency services, including travel, securities, commodities, and insurance brokerage.

Any federal subsidy is far outweighed by the heightened regulatory burden and
cost of supervision borne by depository institutions. The proposed regulation would
permit real estate brokerage only in nonbank affiliates and financial subsidiaries — entities
which, by law, are firewalled away from their affiliated depository institutions and
therefore cannot enjoy any such alleged “federal subsidy.” In any event, NAR’s
contention that the proposal would result in an unsafe and unsound banking system has
not been evidenced in the 26 states that currently permit real estate brokerage by banks,

or by the thrift or credit union industries.

There is no evidence that consumers have been hurt in any way by the current
involvement of these depository institutions in the real estate brokerage industry, and
there is no evidence that depository institutions in these markets dominate the brokerage
industry or enjoy significant market power. Prohibiting real estate brokers from
affiliating with financial holding companies seems to be out of step with the current

marketplace.

The most vocal proponent of the Act— NAR — does not speak for the entire real
estate industry. The Realty Alliance, a real estate brokerage trade organization with over
62,000 members (most of whom are also members of NAR), publicly opposes NAR’s

efforts. (See Attachment D for a copy of a White Paper delivered by The Realty Alliance
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to the NAR). The Realty Alliance, like the financial services industry, welcomes
increased competition and recognizes the potential benefits to consumers that the

regulation could bring.

Real Estate Brokerage is a Financial Transaction Consistent with the Gramm-
Leach-Bliley Act.

Finally, the Roundtable believes that the proposed regulation is entirely consistent
with the GLB Act, which was designed to modernize and expand the financial services
marketplace. The specific purpose of financial modernization, as stated in the preamble
to the GLB Act, was to “enhance competition in the financial services industry by
providing a prudent framework for the affiliation of banks, securities firms, insurance
companies and other financial service providers, and for other purposes.” [emphasis

added]

Title I of the GLB Act created the “financial holding company” structure and
permitted financial holding companies to conduct a much broader range of financial
activities than was historically permissible for bank holding companies. The GLB Act
permits financial holding companies to engage in all activities that have been determined
by the Federal Reserve Board to be “financial in nature,” or incidental or complementary
to a financial activity.® Given the historical experience of the Glass-Steagall Act and the
practical limitations of creating a rigid regulatory structure, the GLB Act established a
flexible framework that allows regulators to respond to changes in technology, the
marketplace, and consumer demand. The GLB Act provides the Board, in consultation

with Treasury, the authority to expand the statutory list of financial activities.”

Consistent with Congress” directive and following the request of the American
Bankers Association, the Roundtable, and others, the Board and Treasury issued a joint

notice of proposed rulemaking in December 2000 to determine that real estate brokerage

fS_ccBank Holding Company Act § 4(k)(1)(A), (B) (12 U.S.C. § 1843(k)(1)(A), (B)).
* Sce Bank Iolding Company Act § 4(k) (12 U.S.C. § 1843(k)).

7
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and real estate management activities are “financial in nature” or “incidental to a
financial activity” and, consequently, permissible for financial holding companies and
national bank subsidiaries. By issuing this proposal, the agencies were simply fulfilling
their obligation under the GLB Act to ensure that financial holding companies and
national banks have the ability to compete with other financial service providers. In
doing so, the Board and Treasury have followed the objective rulemaking process
contemplated by the GLB Act and have sought public comments on the rule. We ask that

the Board and Treasury be allowed to continue their deliberative process.

The broader scope of the “financial in nature” standard for non-bank activities of
financial holding companies is reflected in both the legislative history of the GLB Act
and the diverse range of activities that financial holding companies are currently
permitted to conduct. First, the Conference Report to the GLB Act states that
“[p]ermitting banks to affiliate with firms engaged in financial activities represents a
significant expansion from the current requirement that bank affiliates may engage only

in activities that are closely related to banking.”®

Second, financial holding companies
are currently permitted to conduct a broad range of activities that bank holding
companies are prohibited from conducting, such as unrestricted securities underwriting,
merchant banking, unrestricted insurance underwriting, unrestricted insurance agency,
travel agency, and acting as finder.” The financial services marketplace has changed
dramatically in the past 30 years, and what may have been inappropriate for bank holding
companies in the early 1970s may be entirely appropriate for the diversified financial

holding companies of the early 21* century.

With respect to the permissibility of real estate brokerage under the GLB Act, the
GLB Act permits the Board to define certain activities as “financial in nature,” including
“transferring ... for others financial assets other than money or securities.” The

Roundtable believes that real estate brokerage is exactly that type of activity. Real estate

Y H.R. Conf. Rep. No. 106-434, at 153 (Nov. 2, 1999).
? Sce BIICA § 4(k)(4) (12 U.S.C. § 1843(k)(4)): 12 C.FR. § 225.86(d)(1) (finder activitics).

8
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is the largest financial asset owned by most consumers and is the most widely used
source of collateral for consumers seeking credit. The purchase of real estate is the
largest financial transaction for most consumers. For many, real estate is the largest
source of individual wealth; the decision to purchase, sell, and finance real estate plays a
significant part in retirement planning. Real estate is conferred special status under
federal and state tax laws, distinguishing real estate from other large-ticket items. For
these reasons, we believe that real estate is a “financial asset” and that brokerage is

“financial in nature.”

In addition, the GLB Act defines as “financial in nature™ all activities that involve
“arranging, effecting, or facilitating financial transactions™ for others.'’ Real estate
brokerage is part of the overall financial activity of helping a consumer receive pre-
approval for a mortgage loan, find a home, appraise the property, receive final approval
for the mortgage loan, close the transaction, and insure the home with property insurance,
title insurance, and, in certain cases, private mortgage insurance. Each of the services
and products offered as part of the overall financial transaction are integrated with one
another. Such integration is reflected in several ways. First, consumers frequently enlist
the services of a real estate broker at the same time that they seek the products of a
mortgage lender and an insurance agency. Second, consumers generally pay the loan
fees, the realtor’s commission, and the initial insurance premiums together at the closing.
Third, the documents that consumers sign with respect to the mortgage loan, real estate
brokerage, and the insurance generally cross-reference and are conditioned upon each

other.

In determining whether an activity is “financial in nature,” the GLB Act also
requires the Fed to consider “changes in the marketplace in which financial holding
companies compete” and whether such activity is “necessary or appropriate” to allow a

financial holding company or its affiliates to “compete effectively with any company

' See Bank Iolding Company Act § 4(k)(S}B)iii) (12 U.S.C. § 1843(k)(5)(B)i)).
9
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seeking to provide financial services in the United States.”'" As highlighted earlier,
approval of the regulation is both necessary and appropriate to allow financial holding
companies to compete effectively with real estate brokerage companies, as well as with

federal thrifts, credit unions, and state banks in 26 states.

As a result, the Roundtable firmly believes that real estate brokerage is “financial
in nature,” consistent with the GLB Act. At the very least, the Board and Treasury
should find that it is “incidental to a financial activity.” Banks and financial holding
companies are involved in virtually every other aspect of residential and commercial real
estate transactions, ranging from rendering advice; acting as a finder; appraising the
property; issuing abstracts of title and performing title searches; selling and underwriting
hazard, title, and mortgage guaranty insurance; arranging or providing financing;
providing loan closing, settlement, and escrow services; and securitizing mortgage loans
or underwriting and selling mortgage backed securities. Clearly, acting as a real estate
broker is incidental to the performance of these other real estate related services that are

already considered to be “closely related to banking” or “financial in nature.”

In sum, assertions that the Board and Treasury may not rule on real estate
brokerage are without basis under the GLB Act. Such an interpretation of the GLB Act
would chill future proposals for activities to be considered “financial in nature” and

would effectively turn the clock back on financial modernization.

Conclusion

In conclusion, the Roundtable strongly supports the proposed regulation and
believes that its adoption would be a win-win proposition for consumers and the financial
services industry. The regulation would allow financial services companies to build
alliances with real estate brokerages, creating tremendous benefits for consumers,

including one-stop shopping, lower prices, more choice, and increased competition.

1 Qection 103( a), new Buank ITolding Company Act (“BIICA”) section 4(k)(3)(A)&(D)(i).
10
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The “Community Choice in Real Estate Act” is nothing but an attempt to derail
the deliberative rulemaking process — thereby preserving artificial barriers to entry in the
brokerage market for the purpose of preserving market share and reducing threatened
competition. While NAR wants to compete in the financial services markets by making
loans and selling insurance, NAR wants Congress to protect them from competition in

their own back yard.

For the foregoing reasons, the Roundtable opposes H.R. 3424 and supports the
rulemaking process commenced by the Board and the Treasury in December 2000. This
rulemaking process is an appropriate delegation of authority to the regulators, who have
expertise and experience in this area and are fully equipped to consider all the substantive
issues and make an objective ruling in the best interests of both the consumers and the

industry.

Thank you for the opportunity to submit our views.
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ATTACHMENT A
Back to homepage
Appendix T
MEMORA NDUM
T0: National Association of REALTORS®
FROM: Hart-Riehle-Hartwig Research
DATE: . -Angust 23,1999

SUBJECT: Findings of a Survey among Recent Home Buyers

From July 25 to 30, 1999, Hart-Riehle-FHartwig Research interviewed a representative cross section of 801 home buyers
nationwide who purchased their homes within the past two years. This reporr pre:erm the key findings of this resgarch, Jor
the internal strategic purposes of the National Association of REALTORS.

Key Findings

1. Most people find the concept of one-stop shopping to be appealmg The intensity of support for the
idea, however, is not as strong as it was in 1997.

* Three in four recent humebuyers (76%) say that getting all or some of thelr home-buying services handled
through one pany is app
® Only onein three (31%), however, find this idea to be very appealing.

The shift in the recent-home-buyer andience may explain the decline in intense support, In 1997, -the market was comprised
largely of core homebuyers, who were wi.lling to buy even in a poor housing market and who were service- and
hassle-conscious. In 1999, recent | t ded pool that inchud; wany non-t ditional homebuyers, for
whom the home purchase is a financial stremh, and who are, therefore more price-conscious when it comes to services.

2. Recent home buyers may have been satisfied with the process that led them to a successful home purchase, but they
still see the need for many improvements in that process. One would expect these people to be strong defenders of the
status quo, but they endorse changes that would make the home-buying process quicker, cheaper — particularly regarding
upfront costs -- more convenient, and more objective. Changes that would allow companies (specifically real-estat
companies) to receive referral fees for homebuyers' using services that they recommend, however, are not seen as measures
that would signiﬁcantly improve the home-buying process.

. Two in three (65%) recent home buyers feel that a change in current rules in order to give companies 2
ial incenti top ther a kage for home buyers would be an improvement in
the home-buying process —- 33% feel that it would be 2 blg improvement,

* Two in three (68%) recent home buyers say that banning the practice of mortgage lenders' requiring a large,
apfront payment from mortgage applicants would be an improvement - 48% say that it would be'a big
nnprovement

* Two in three recent home buyers (67%) believe that increasing the use of Internet npplicnhons to reduce the
time it takes for a home buyer to get full mortgage approval would be an improvement -- 39% believe that this
would be a big improvement,

* And nearly two in three (62%) recent home buyers say that mcreasmg the use of computer credit scoring to
make mortgage approval decisions more objective would be an improvement - 33% say that this would be a bxg
improvement. .

Support for one-stop shopping is on par with support for such popular changes as eliminating upfront mortgage application
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costs. Clearly, however, fewer new b y d one-stop shopping when it is described from the point of view
of real-estate companies or coripanies in general. The one-stop shopping idea works miuch better when described in
terms of what is In it for the home buyer — price reduction and a quicker, more objective process,

3, The current pool of recent home buyers is highly cost-conscious. Becanse of the past few years' strong housing
market, more non-traditional homebuyers are in the market, and these buyers often are stretching their family
finances in order to buy a home. When asked to evaluate several reasons for supporting the idea of one-stop shopping,
home buyers today put saving money, along with making the process easier, at the top of their list. Neither brand-name
service nor speed of process prove as compelling as Jower cost and simpler process in framing the concept of one-stop

shopping for home-buying services.

* Today's home buyers are much more likely than they were in 1997 to say that the idea of saving money
through discount-priced one-stop services has a great deal of merit. In fact, four in five (81%) recent home buyers
believe that this idea has at least some merit, including 50% who say that'the idea has a great deal of merit -

ing a 17-point i since 1997, when 33% said that the idea had a great deal of merit.

¢ Home buyers are as likely now as they weré two years ago to support the pt of stop shopping If it
means dealing with only one person in order to achieve a more simplified home-buying process. Four in five
(81%) recent home buyers say that there is merit in.thig ides, including 50% who say that the idea has a great deal of

. merit - nealy the same proportion as in 1997 (52%). . .

‘e Many homebuyers see merit in the idea of one-stop shopping if it would speed up the home-buying process.
More than three in four (78%) recent home buyers believe that this idea has merit, including 44% who believe that it
has a great deal of merit.

. ® Receiving a standard level of service does not prove as important as other reasons for having onestop
shopping. Although two in throe (63%) new home buyers believe that the idea of brand-name service has merit, only
one in four (23%) say that it has a great deal of merit. :

* Repeat buyers are more loyal to the status quo. First-time home buyers range from six to 10 percentage points
more likely than repeat buyers to endorse each change as having a great deal of merit.

* Core home buyers — the kind of people who by a home even in 2 bad housing market — are perhaps the best
targets for one-stop shopping. Today, in a hot market that attracts many non-traditional buyers, nearly half (45%) of
all recent homebuyers say that if they had to go through the whole process again, they would use a company that offers -
one-stop shopping, In 1997, however, when the housing market was much less vibrant than it is today, two in three
(66%) new homebuyers said ttiat they would use a company that provides one-stop shopping.

That nearly half of today's home buyers would consider using a company that offers one-stop shopping may be due to
core home buyers' interest in relieving the hassles of home buying, although it also may reflect non-traditional home
buyers' cost-consciousness. - .

4. When recent home buyers consider where to go for one-stop shopping, only realtors, banks, and mortgage
companies make sense to them. About two in three recent homebuyers say that they would consider each of these types of
companies for one-stop shopping, with about one in four strongly idering each one. Companies that are not given

idespread ideration include i firms (39% strongly/ so! ider), religious or fraternal organizations
(36%), stock and mutual fund brokerage firms (33%), Internet Web sites (28%), tax preparati panies (24%), shoppi
clubs or price clubs (15%), and credit card companies (10%). About half (5 1%) of recent homebuyers would consider using a
professional organization of which they are a member to provide one-stop shopping for home-buying services. In the
one-stop shopping world, realtors are royalty.

5. A msjority (58%) of new home buyers say that they would consider using a company that offers a simplified,
one-stop shopping process of referrals or recommendations for service providers, Only one in three recent homebuyers -
express serious concern about referral fees. Fewer than one in five (18%) homebuyers, bowever, say that they would strongly
consider using such a service. And as further evidence of the tenuous support of such a service, only one in five (20%) recent
‘home buyers indicate that they would be willing to pay more for one-stop shopping through a real estate company, down from
one in three (32%) home buyers willing to do so two years ago. o .

Recent homebuyers have several concerns about the one-stop shopping concept. Their biggest worries include the idea that
this would give one company a f ial incentive to r d only home-buying senfice providers who pay thema )
commission or referral fee — a majority (54%) of home buyers say that this would give them a great deal of concem -- and the'
expectation that home buyers would pay a higher price for the convenience of handling the services through one company
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(53%, up from 37% in 1997). Another major concern among recent homebuyers is that one-stop shopping would give one
company too much control over the home-buying process — half (49%) say that this is a great concern to them. These findings
suggest that the new, non-traditional homebuyers have pocketbook concerns ~ ty, whether they are getting the
best price for each service, .

6. Overall, half (49%) of all recent home buyers would prefer to use a one-stop shopping company if they could go
throngll the home-buying process again Certain demographic groups are more likely than others to prefer using a one-stop
rather than shopping around for each service.

Ppatg Loy

¢ Recent homebuyers who live in large cities are more likely to prefer a one-stop shopping company (55%) than
are those who live in the suburbs (45%) or in & medium/small city (49%). .

¢ Recent homebuyers in the traditional homebuyer market (those under age 50) are much more likely to prefer
one-stop shopping (52%) than are their older counterparts (41%). :

® White new home buyers (50%) are more likely than are blacks (43%) to say that they prefer one—stop shoppmg
for home-buying services.

¢ Recent home buyers with less than a college degree (52%) are more hkely than their nexghbors who have at
least a bachelor's degree (46%) to prefer one-stop shopping.

7. A majority (55%) of recent home buyers report that the home-buying process was either excellent or very good.
Slightly less than half (44%) say that the process was either just okay (32%), not very goad (7%), or poor (5%).

® Among the groups most satisfied with their recent home-buying process are 18- to 29-year-olds (68%
excellent/very good), new home buyers age 50 and over (61%), those with an annual income less than $65,000
(60%), and those who live in a snburb (58%) or a medium/small city (57%).

* Among those least satisfied with their home-buying process are 30- to 49-year-olds (48% just okay, not very
goad, poor), those with an annual income less than 365,000 (47%), and residents of large cities (49%).

That nearly half of all recent homebuyers say that they were not happy with their home-buying experience shows that there is
room for improvement and change. '

8. Most home buyers are not adverse, per se, to using service providers recorumended by real estate agents. In fact, in
most cases in which the real estate agent recommended a service provider (with the exception of homeowners insurance
providers), home buyers were at least two-and- a-half times more likely to use the provider recommcnd.ed than not.

* Recent home buyers were four times more likely to use a home inspector recommended by a real estate agent
(43%) than to use a home inspector other than the one recommended by the agent (10%).

® Recent home buyers were four times more likely to use a title insurance company recommended by a real estate
agent (42%) than to use one other than was recommended (10%).

¢ Recent homebuyers were four times more likely to use an appraiser recommended by a real estate agent (37%)
than to use a different appraiser (9%).

¢ Recent home buyers were more than two times more likely to use 2 mortgage coppany recommznded by areal
estate agent (35%) than to use another mortgage company (14%). :

® Recent home buyers were five times more likely to use a termite inspector recommended by a real estate agent

(34%) than to use one other than was recommended (7%).

Recent homebuyers were four times more likely to use a settlement attorney recommended by a real -estate

agent (25%) than to use a different one (6%)

Hart-Richle-Hartwig Research FINAL

1724 Connecticut Avenue, NW Interviews: 801 recent homebuyers
Washington, DC 20009 Dates: July 25- 30, 1999

(202) 234-5570

Study #5522 N.A.R. Tuly 1999
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Plaase note: all results are shown as percentages unless otherwise stated.

la. Which of the following phrases best describes your involvement in the home-buying process?
You were the sale decisionmaker.... : 20 - 138
You wers one of the primary decrsmnmakars . 18 CONTINUE
You played a major roie in researching and recommending, but the

You-played litlie of no role in the decision, and the decision was TERMINATE
mads by someons elge .. .
Refused.. . -
IO SUIBL. ..o ottt oo s cm e oo ses e st s s s s e e s s .

1b. Is this the first home you have purchased? (IF "NO", ASK:) How many homes in total have you bought in your life,
including the one you just bought?

Yes, thisIsthe first home purchasad........... 34 [140}

No, iwo homes, including currsnt purchase ... 26

Mo, three homes 18

No, four homes.. g .
Ng, five ar more homes 12-

Not surefrefused......... -
lc. Did you get a mortgage loan to purchase your home?
Yes. oot mortuace 0an.... g0 [141]

10

No. did not ast mortaace laan ..
Not surefrefused...........v..-

2a. You have just been through the home-buying process. From a homebuyer's point of view, how would you rate the process
overall-is the overall home-buying process for homebuyers excellent, very good, just okay, not very good, or poor?

[142]

Not very aood

13

4

32
7
5
1

2b. Thinking about the real estate agent who was the most involved with you in your recent home purchase, would you rate
the job that the real estate agent did for you as excellent, very good, just okay, not very good, or poar?*

799 | 897
Exceflert ... 31 43 [143}
Ver aood .. 30 25
Just okav.... 15 15
Not verv aood 4 2
Paor ....... 4 5
Not sure . 18 10
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(READTTEM) - did the real estate agent who helped you buy your home recommend s list of possible
service providers or assist you in finding somieone to-provide this service? (IF "YES," ASK:) Did you use
someone recornmended by the real estate agent, or did you use someone other than the ones recommended by

the agent?
THIS TABLE HAS BEEN RANKED BY THE PERCENTAGE WHO SAY THEY USED S‘OMEONE THEAG
RECOMMENDED |
Agent Recommended
Agent Did -
NOT Offer
Used S8omeone  Recommerdation
Used Someohe Other Than Or Assistance In
Agent OnesAgent Finding This . Nd
Rscofnmended Bervice Sure
Horne inspector............. 43 40 . 37 10
Title Instrant s corpany 42 10 - 12
Appraiger................. 37 £} 41 13
Mortgage company . 35 14 44 7
Tarmite ingpector 34 7 © 4B . %3
Settlement attornsy . 25 ] 54 16
Homeowners Insurance ..

18 1§ 60 . 8

As you have just been through the traditional home-buying process, let me describe a new home-buying process ﬂut is bemg
discussed, Under current law, it is illegal for anyone, based pnar or to receive a commission, 8
finder's fee, or a referral fee when a home buyer chooses to use one of the services we just mentioned, such as 2 settlement -
attorney, home inspector, mortgage, or insurance company. As a result, there is no financial incentive for any company to
offer a one-stop shopping program for home buyers that includes referrals to other companies that might provide these
services. Under this new law, referral fees could be paid if a homebuyer used the ded service provider, and those
referral fees or commissions would have to be disclosed to the homet in adva The home buyer would be under no
obligation to use any of the services recommended and could shop for their own services if they wanted to, just as they can
TDOW.

3a. Suppose you were buying a home. If a company offered to setup & snnphﬁed, one-stop shopping process for you, in
which they would offer referrals or tecomm:mdauons for service providers that the home buyer could use, is that somethmg

you would consid gly, t, ider a little, or would you not cmmder using it at all?
Consider stronaly 18 [151}
Consider somewhat.. 40 :
Consider a littie..... 17
Would not consider at ail.. 22
Not sure.... 3

3b. Many d.\ﬁ'crent kinds of cmames might offer this kind of one-stop shopping for homzbuyem For each one I nams, tell
me whether you would consider using THAT KIND OF COMPANY for one-stop shopping for a hore.
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THIS TABLE HAS BEEN RANKED BY THE PERCENTAGE WHD SAY CONSIDER STRONGLY OR SOMEWHAT

. . Would Not

Consider  Consider Considsr Consider Mot

Strongk  Someowhat Aliltle Sure
A motgade lendsr or mortoage provider.... 2 44 14 18 1 [158]
A bank or cradit UNIoN.. ..o enen s 26 38 13 ) 22 1 [167]
A real estate cormanv - 23 40 14 22 1 (162}
A professinna! argamzauonthat vnu area
mamber of .. . 18 33 13 34 2 {145]
An lnsurance comnanv 9 30 18 42 - 1 [181] -
A religious or fratemal crgan!zatlon that ' .
you ars a membar of ... i 25 11 51 2 - [156)
A stock and mutuat rund bmkaraueﬂrm 8 27 16 49 2 {154}
An internst Webrsite.. [ 7 21 17 82 3 [180]
A tax-preparation cnmpamf, such as H&R
Block e 4 20 13 62 - 1 (182}
A shcmlna cubor nﬂce tiub 3 12 14 70 S [159%
A cradk card corpary.......... 2 [} 10 79 1 [1531,

3¢. Let me read you a list of changes that some people have suggested could be mads in the hnme—buymg process. For each
iter, tell me whether you feel that it would be a big improvement, a small impr , or whether it would nét make any
difference to you as a homebuyer,

THIS TABLE HAS BEEN RANKED BY THE PERCENTAGE WHQ SAY BIG MFPROVEMENT

improverent
Would Make
Would Make Things
No Worse Nat
B ’ Bis  Small Difference [LZ¢1B] Sure
Ban the current practice of morigage
Ienders requiring & targe, upfront payment
from morigage applicants, to cover the cost
of credit checks, and equiingthe
mottgage company to pay forcneck!ng an ’ .
applic ant's credit... - . 48 20 24 -4 4
. Increasethe use nf lrtemex applcatimsto
reducs the tima that it takes for a home
huyerto get ful mortgage approval............. 38 . 28 27 : 4 2
Change current rulesin order to give .
companies a financial incentive fo put
together a ane-stap shopping packags for
home buysrs, Including inspections, Rle
insurance, and mortgage approvel.............. 33 3z 25 7 3
Incraage the use of computsr credit scoring .
to make mortgage approval decisions more
objective and iess subjectto human hias..., :
33 28 26 7 5
Allow companies to receive a referral fee :
. for home buyers who use home-buying
savices from partners they recommend, in
order to encourage closer taoparation
betwsen corpanies invaved in the home-
buying process... 13 30 38 11 7
Change current rulss In nrderto allow real .
ostate companias to accept referral fees
fram thelr pariners whan they offer home
buy ers a brand-name Inspection, ttle R
insurante, or mortgage sevices. ... 10 29 42 13 ]
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3d §uppnse you could do it all over again, but this time you had the choice of handling some or all of the steps involved in-
buying & home--from feal estate listings, to the mortgage application, inspections, appraisals, title insurance, legal work, and
settiement attorney--directly through oze company. Ifyou had that choice, which would you personally prefer?

Option A: Shopping around for each settlement service yourself, OR

Option B: Using a company that offers many éettlement services or "one-stop shopping.”

Ontlon A: Shoooing around for each seftiément service vouwrsalf........, 40

Option B; Using a company that offers many settlement services or “one-stop .

shoopire”. 1o svaeaname eve s ons 4505044 0 48 0 1 0 ot e anmsnmonnon e s 49
Neither (YOL).........c. . a 1
Denendg/both (VOL).. 7
Nat sure... 3

4a. Overall, how appealing would it be t6 have the choice of getting some, or all, of your home-buying services handled
through one compaay, instead of individually hiring all of them yourself--very appealing, hat appealing, not very
appealing, or not appealing at all? : .

597
42 CONTINUE ~ [170]

YOIy anpealing ... 31
4. 45
Not verv appealing .. e @ )
Not abpealina at all.. . 13 11 Skip to Q.52
NOt SWB.. v s reas 2 3

(ASK ONLY OF RESPONDENTS WHO SAY IT WOULD BE "VERY" OR "SOMEWHAT" APPEALING IN
Q4al)

4b. Would you have been willing to pay more for these services for the convenience of having some or all of the services
handled through the real estate company? .

289 | 91
Wiliing to pay more 20 32 [171]
Not willing to pay more . 48 a7

Nat sure 7 9
Not Very/Not Appaalng At AllINot Sure (Q.4a)...... 24 " 22

5a. I'd like to read you various reasons why some homebuyers say that they would like to handle some or all of their
home-buying services through one company. For each one I read, please tell me how much merit you feel that reason has,
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THIS TABLE HAS BEEN RANKED BY THE PERCENTAGE WHQ SAY A GREAT DEAL OF MERIT

AOreat . OnyA  No
DealOf Some  Lile MertAt  Not
All Sure

It would mean Just one person to
contact, making the process easier to

manage for the buyer . [173]
July 1989... ettt rn e s s e s s on 50 31 9 g 1
. May 1997... ORI - 30 8 L] 1

The home huyer muld save troney If
. companies offer these sarvices at
discount prices [178]
July 19889... 50 N g 9 2
May 1997" . "33 41 1 14 1
1t would speed up the home-buying .
process ’ ’ . 17
July 1889... 44 34 8 13 1

it means umlnn ong stmdard Iwal of

brand-name service from ali the

individual home-buying service [174]
providers

JUY 1999 e 23 40 17 18 2
"in May 1397, ths question was phrased "The home bm)er could save money if real estate companies..."

Sb. Now I'd like to read you some concerns that people have about getting soms or all of their home-buymg services througt
one company. For each one I read, please tell me how much that would concern you.

THIS TABLE HAS BEEN RANKED BY THE PERCENTAQGE WHO SAY A GREAT DEAL OF CONCERN

A Oreat Oniy A No .
Deal Of Some Litle Concam Nat

Concern ~ Concermn  Concem  AtAl Sure
It gives the one company afinancial '
Incentive to. recommend oniy those
home-buying service providers that pay
them a commission or referral fee- {178]
July 1999... 54 31 8 ] 1
it would meanthd the horm huyer pays
a higher price for the convenience of
handling the senices through ons :

. cormpany ) {176}
Ju1988...... 53 30 g - 7 1
May1897". 37 43 12 7 1
it would give one company too much
control over the home-buying process . ’ . Mnm
July 1898.. 49 3 ] 10 1 :
May 1987 .. 38 . 34 14 13 1
It would mean that a company would get
referral fees or comniissions when

hame buyers use services that the )
company recommends [179]

JUY 1989 . vcnn e rimemeens 33 34 15 17 1
in May 1997, the phrasing "real estate company* was used In place of“one canpary .
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6. Suppose you could use this kind of one-stop hom: buying process to ldenhfy some o all of the individuial home-buying
services you might use, with the recommended companies cooperating with each other to simplify the home-buying process.
‘Thinking about it again, how appealing would it be to have the choice of getting some or all of your home-buying services
handled through one company, instead of individually hiring all of them yourself—very appealing, somewhat appealing, not
very appealing, or not appealing at all?

Very appsaing ....... 27 [180]
Somewhat appealing.. 48
Not very appaaling 8
Naot fing at ail 14
Not surs... 3

7. If you were dissatisfied with one of the services provided, who would you hold most accounteblé—the one-stop shopping

company you used, or the individual service provider ded by that T
' The one-stap shopging service ... - 61 {208]
The individual service provider..... 32
Both equaly (VOLJ 12
Net sure.. s 5 N

8. Suppose a real estate company offered you one-stop shopping for home—buymg services and a law required that company to
give you complete disclosure on the amount of any referral fee it would receive if you used a service recommended by them.
In that case, how much confidence would you have about handling some or all of those services through that real estate
company, instead of hiring each one yourself—a great deal of confidence, quite 2 bit of confidence, only some confidence, or
very little confidence?

Great deal of tonfidencs.. 16 [209}

Quite a bit of confidenca.. 29
Only some confidence .. 35
Very Ittie confidence. 18
Not SUIE..cooevcecireans n2

9. Finally, thinking about all the issues we have discussed, do you feel that the government should make it easier for any kind
of company to offer one-stop shopping services, should it leave the rules as they are now, or should the government put more
Testrictions on companies’ abxhty to offer one-stop shopping services?

1

Lgg . 597
34 48 1210
41 0

Make It sasier...........
Leave rulesthe same

Maore restrictions.... 13 12
Nans of them (VO 5 4
Not sure....... 7 8

"In May 1897, the phrasing "real estate conpary” was usedin
placa of "any kind of company”.
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FACTUALS: Now I have some questions for statistical purposes only.

F1. In what age groups are you?

12 2112121

2

16

21

13

11

]

5

. 3 .

85 and over .. 6
‘Refused.... 2

F2. Are you currently employed?
(IF CURRENTLY EMPLOYED:) What type of work do you do?

(IF NOT CURRENTLY EMPLOYED:) Are you a student, 2 homemaker, retired, or unemployed and looking for wark?

Currently Emajoved
Professional! managsr. 38 [213-214]
Yhite collar worker.. 21

Blue collar warker 18

Farmer, ranchar .. . -

10

Other......
Mot sure

F3. What is the last grade you completed in school?

Eighth grade or less. - [221.222]
Soms high school 2
High school gradu
Some college, no degres
Technical degree ............
2-yesr college graduate ..
4-yoar cotlege graduste ..
Postgraduate work, master's degree. 18
Doctoral/law dagrae.
Net surefrefused ...

F4, Are you currently singlé, married, sepatated, widowed, or divorced?
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Less than a month aco..
110 3 ronths aco..
4 to B months ago..
" 7 months to 1 vear 2q0..
110 2vears aco..
210 3vearsaco..
Mors than 3 vears auo
Not sure...

§

Rl 0w

F9 Is the amount of your nmrtgage above or below §150,000?

(IF BELOW $150,000, ASK:) Is it above or below 8125 000? (IF BELOW $125,000, ASK:) Is it above or

below $100,000?
(IF ABOVE $150,000, ASK:) Is it above or below $200,000? (IF ABOVE $200,000, ASK: ) Is it above or
below $250 000?

Below $100.000....... 30 [228]

§$100.000 to $125.000.. 18

$125.000 to $150.000.. 13

$150,000 to $200.000.. 15

$200.000 o $250.000.. 8

Above $250.000., 4

Refused......... 14

F10. Was the purchase price of your home when you bought it above or below $150,000?

(IF BELOW $150,000, ASK:) Was it above or below $125,000? (IF BELOW $125,000, ASK:) Was it

above or below $100,000?
(IF ABOVE $150,000, ASK:) Was it above or below $200,000? (IF ABOVE $200,000, ASK:) Was it above
or below $250,000?

Below $100.000....... 24 12301

$100.900 to $125.000.. 16

$125.000 to"$150.000.. 14

$150.000 to $200.000.. 17

$200.000 to $250.000.. 8

Above §250.000.......... g

Refysed 12
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Preface

Changes in the real estate industry have had significant impact on the operation of real estate firms. In response
to those changes, real estate firms are adapting their organizations to meet the industry's challenges. What are
some of those challenges?

o How do technology and other recent developments in real estate practices affect firm structure?

e What services do firms use to attract top salespeople and successfully compete in an ever-
changing marketplace?

.

What relationships with non-real estate firms are being developed to generate new business for the
real estate organization?

o How have the trends in franchising impacted the number and size of real estate firms?

To answer these questions, and to provide a clearer understanding of the size and structure of firms represented
by its members, the NATIONAL ASSOCIATION OF REALTORS® regularly surveys its membership about various
characteristics of real estate firms, including size of firm, type of organization, structure, primary real estate
activity and affinity relationships. Results of the survey allow the Association to fashion a Profile of Real Estate
Firms. The Profile provides NAR Leadership, State and Local REALTOR® Association executives, and firm
owners and managers with information they can use to benchmark their own operations and in planning for future
operations.

NOTES TO THE 1999 FIRM PROFILE

During the spring of 1999, the Economic Research Group of the NATIONAL ASSOCIATION OF REALTORS®
mailed a six-page questionnaire to 30,000 designated REALTORS® nationwide. A total of 2,624 usable surveys
were returned. All information presented in this report is characteristic of 1999. (see methodology)

A note of caution regarding the expressions "all real estate firms" and "typical real estate firm" is called for here. It
is hard to define the typical real estate firm. Firm size varies dramatically. There are large firms with hundreds—
even thousands—of sales agents, while there are numerous firms with a sales force of just one or two agents. In
addition, while the majority of firms specialize in residential brokerage, others deal with commercial brokerage,
appraisals, or property management. Consequently, reporting one figure as representative of the entire industry
would be inaccurate and misleading. Instead, most results in this 1999 Firm Profile are presented with several
cross-tabulations to represent different firm types. Along with the survey results for all real estate firms, there are
additional cross tabulations for all residential firms (those firms that derive at least 50 percent of their revenue
from residential brokerage), smaller residential firms (ten or less agents), medium-sized residential firms (11 to 50
sales agents), and larger residential firms (more than 50 agents).

In addition, we are in the process of improving the survey methodology. In the past, there has been concern that a
greater number of smaller firms respond to the firm survey questionnaire than do larger firms, and so the results
of the survey are biased in favor of smaller firms and thus may misrepresent the true "profile” of the industry. In a
perfect world, we could correct for this bias by oversampling larger firms and then weighting the responses by the
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"true" size distribution of real estate firms. Unfortunately, no database—private or government—currently exists
that contains information that enables us to derive the true distribution of real estate firms. The NATIONAL
ASSOCIATION OF REALTORS® is in the process of developing a membership database. This National
REALTOR® Database System (NRDS) will, among other things, allow for oversampling of traditional poor
respondents and for the proper weighting of responses.

This report consists of five chapters, each of which focuses on specific practices, structural characteristics, or
business arrangements of real estate firms.

REPORT HIGHLIGHTS

It is difficult to define what is the typical real estate firm. A real estate firm may be a single office operation with a
sales force of one agent, or a firm with hundreds of offices and thousands of sales agents and brokers. A firm
may specialize in residential brokerage or in one of a dozen or so specialties. A brokerage may participate in
affinity arrangements, have a relocation department, and have a huge presence on the Internet or they may just
offer a narrow menu of services.

With this caveat, the typical real estate firm:
* |s a single-office operation, operating in 1,250 square feet of office space.
+ Specializes in residential brokerage.
« Has been in business for 13 years.
« Has a sales force of four agents who are independent contractors.

« Is not affiliated with a franchise organization, and operates as a corporation.

.

Provides in-house training and/or educational programs for their sales associates.

s Is a member of at least one multiple listing service (MLS) system.

Uses cellular phones and pagers to communicate with agents and clients.
« Uses scanners and digital cameras to make sophisticated marketing materials.

« Operates a Web page to attract customers.

Posts its listings on REALTOR.COM™ and its Web site.

e Generates at least one percent of its business from on-line services such as the Internet and E-mail.

The diversity of real estate firms is most apparent by firm size:

« Eighty-two percent of residential brokerages have a single office, while five percent of firms have more
than three offices.

« Fifty-one percent of residential brokerages have a sales force of five agents or less; five percent have a
sales force larger than 50.
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e Larger residential brokerages—those with more than 50 salespeople—have been in the real estate
business twice as long as smaller firms (those with ten or fewer agents).

¢ Fifty-six percent of larger residential firms and seven percent of smaller residential firms are involved in
mortgage activities.

+ More than half of firms with more than ten agents have a franchise agreement, compared to just 14 percent
of firms with ten or less agents who are affiliated with a franchise organization.

Compared to smaller residential firms, larger brokerages are more likely to:

« Use part-time sales agents.

Lease at least part of their office space.

.

Offer health benefits to their sales force (although they tend not to contribute to the premiums).

Offer in-house educational training and/or educational programs.

Use outside sources for educational training.

Use personal assistants.

.

Be a member of a referral or relocation company.

Participate in affinity arrangements.

Have a Web site on the Internet.

.

Place their listings with on-line services, such as REALTOR.COM™  their firm's Web site, and other sites.

Generate business from on-line services.

Back to top of Page
Chapter 1: Structural Characteristics of Real Estate Firms
What does today's real estate firm look like?
The number of offices a firm operates, the size of its workforce, its experience in the industry, the business
specialties practiced, and franchise affiliation are all indicative of a firm's strategy to increase business and its
earnings.
The typical real estate firm is, even in this age of industry consoclidation, a single-office operation. It has four sales
agents, specializes in residential brokerage (that is, generates at least 50 percent of their revenue from residential

brokerage), and has been in the business for 13 years.

Larger real estate firms (that is, firms with a sales forces larger than 50) represent a small portion of the number
of firms, but represent a sizeable portion of the industry’s sales force.

Number of offices
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In spite of the continuing trend of consolidation in the real estate industry, the typical real estate firm has remained
a single-office operation (See Figure |-1). Eighty-three percent of real estate firms are one-office operations, just a
small drop compared to 20 years ago. Ten percent of firms have two offices, while two percent of real estate
brokerages have three offices. Four percent of firms have at least four offices—a result consistent with figures in
past Firm Profiles.

Residential firms are more likely to be a single-office operation than are firms that specialize in other real estate
related activities. Eighty-two percent of residential real estate firms have just one office; 12 percent have two
offices. Only five percent of residential firms have more than three offices (See Figure 1-2).

A strong real estate market and the continued consolidation of the real estate industry have led to firms adding
offices to their operations. Consistent with the trends noted in the 1996 Firm Profile, 12 percent of all real estate
firms opened at least one office during 1998; only three percent closed at least one during the same period.
Thirteen percent of residential firms opened an office last year, while three percent closed at least one office
during the same period (See Table I-1).

Size of Sales Force

The typical real estate firm has four sales agents. In 1999, three out of five real estate firms have five or less sales
agents, while just four percent of real estate firms have more than 50 sales agents. Residential brokerages have
slightly more agents than do those real estate firms primarily involved in nonresidential activities. Fifty-one percent
of residential firms have five or less agents, while five percent have more than fifty sales agents (See Figure 1-3
and Table I-2) .

Even though most real estate firms are small, REALTORS® tend to represent larger real estate firms. As found in
the 1999 NATIONAL ASSOCIATION OF REALTORS® Member Profile, the majority of REALTORS® ars affiliated
with a firm of at least 20 sales agents. Those firms with a sales force of more than 50 sales agents represent 38
percent of REALTORS®.

Minority Ownership and Sales Force

Nine percent of real estate firms are at least partly owned by a member of a racial or ethnic minority. There
appears to be little difference in the degree of minority ownership among real estate firms.

Nearly a third of real estate firms have sales agents and/or brokers who are members of a racial or ethnic minority
(See Table I-3 and Figure 1-4). Not surprisingly, nine out of ten larger residential real estate brokerages—which
have large sales staffs—have sales associates who are members of a minority. Blacks are the most widely cited
minarity reported as a part of a firm's sales force.

Years in the business

Today's real estate firms have been in the business longer than brokerage firms have in the past (See Table I-4
and Table I-5). A typical firm in the real estate industry today has been in the business for 13 years (See Figure I-
5). In 1983, that figure was nine years. Thirty percent of all real estate firms, including 28 percent of residential
real estate firms, have been in business for more than 20 years. Twelve percent of all real estate firms, including
12 percent of residential brokerages, have been in business for two years or less.

As would be expected, larger firms tend to have been in the industry for longer periods of time. Residential
brokerages with more than 50 agents have been in business for twice as long as firms with ten or fewer agents.

Primary Real Estate Specialty

Residential brokerage is the dominant specialization of real estate firms (See Figure I-6). More than three-
quarters of real estate firms generate at least 50 percent of their revenues from residential brokerage. This
proportion of real estate firms primarily focused on residential real estate is consistent with that found in earlier
surveys (See Table 1-6).
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Nearly ten percent of real estate firms generate the majority of their revenues from other forms of real estate
activities. These activities include commercial/ industrial brokerage and farm/land brokerage. The remaining 14
percent of firms are involved in some sort of non-brokerage activity. These non-brokerage activities include
property management, appraisal, building/development, and mortgage finance.

Firms that specialize in residential brokerage tend to be larger than firms involved in other specialties. The typical
residential brokerage has five sales agents, while other real estate brokerages and firms that are not brokerages
(such as firms interested in mortgage services, property management, etc.) have a median of two sales agents.

Other Business Activities

A relatively small group of real estate firms conduct non-real estate related activities that complement the firms'
primary business focus (See Table I-7). The most widely cited business activity is business brokerage (17
percent) (See Table 1-8), where real estate firms are not only involved in selling real estate but also in selling
businesses. Other frequently cited other business activities include insurance brokerage , mortgage operations,

The larger the firm, the more likely that it will be involved in other business activities. For example, 56 percent of
residential firms with more than 50 agents are involved in mortgage activities, compared to just seven percent of
residential firms with ten agents or less.

Firms may either offer these services from within the firm or are engaged in the activity through ownership in
another firm. Half of residential firms that offer mortgage services do so through in-house operations, while the
other half offer such services through ownership in another firm.

Franchises

Through the 1980s and early 1990s, an increasing number of real estate firms became affiliated with franchises
(See Table I-16 and Figure |-7). However, through the mid- to late 1990s, the growth of franchise affiliation has
stopped. In 1999, 22 percent of real estate firms are affiliated with either a national or regional/local franchise.
Twenty-seven percent of residential firms are affiliated with a franchise. Larger firms are more likely to be affiliated
with franchises. More than half of residential firms with at least 11 agents are affiliated with franchises compared
to just 11 percent of firms with ten or less agents.

Thirty-sight percent of the nation's sales force is affiliated with franchised firms in 1999. In 1983, the proportion
was 30 percent. Given that larger firms tend to be franchised, the higher proportion of sales agents representing
franchised firms relative to the number of firms is not surprising.

The typical franchised firm has been affiliated with its franchiser for eight years (See Table I-17 ). For the typical
franchised residential firm, the length of the affiliation rises to nine years. Nearly two out of five franchised firms
have been with their present franchiser for more than ten years. On the flip side, 27 percent of franchised firms

have been affiliated with their franchiser for three years or less.

Franchised firms have been in the real estate business slightly longer than non-franchised firms. The typical
franchised firm has been in business for 15 years, compared to 13 years for non-franchised firms.

Firms decide to affiliate with a franchise for a variety of reasons (See Table 1-18 ). They may be attracted by a
franchiser's ability to offer better advertising exposure, offer better training, and assist in recruiting sales agents.
Most franchised firms report that franchisers are successful in meeting these goals. For example, nearly three
quarters of franchised firms feel that the franchise affiliation improved their name recognition considerably, while
half feel that the franchise has considerably improved the ability to generate listings.

As with many other business decisions, the ultimate goal for joining a franchise operation is to improve profitability
(See Table I-19, Table 1-20 and Figure 1-8 ). Seventy-two percent of franchised real estate brokerages feel that
their franchise affiliation has improved their profitability. Larger firms are more likely than are smaller firms to
report that their franchise affiliation has led to higher profits.

Back to top of Page
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Chapter 2: Organizational Characteristics of Real Estate Firms

Real estate firms have several organizational characteristics that affect the way in which they operate. These
features include a firm's legal organization, the relationship a firm has with its sales force, and the amount of office
space used by the company. This chapter presents the most recent information on these organizational
characteristics.

Some of the most dominant organizational traits of real estate firms include the following:

« Fifty seven percent of real estate firms are corporations.
« Most have a sales force comprised of independent contractors.
+ An almost equal proportion of firms own their office space as lease their office space.

Legal Organization

A real estate firm can be a corporation, a partnership, or a proprietorship. The key difference in these three types
of organizational structures is the income tax treatment of the firm.

Under a corporate arrangement, companies expense salary and bonuses of the owners to reduce the taxable
income of corporations. Therefore, the real estate (or other) firm pays taxes on its income at a corporate rate and
the owners pay taxes on their salary at their personal rates.

In contrast, owners of a proprietorship or partnership pay taxes at the owner's personal income tax rate.
Historically, corporations have been popular among real estate firms because of the limited liability and exposure
to personal assets, in addition to the tax treatment of profits.

In 1999, 57 percent of real estate firms operate as a corporation, while 38 percent operate as a proprietorship
(See Figure II-1 and Table II-1). Five percent are partnerships. The larger the firm, the more likely the firm
operates as a corporation. Nine out of ten residential real estate firms that have more than 50 sales agents
operate as corporations.

Working Relationship of the Sales Force

Most real estate firms have an independent contractor sales force. Eighty-five percent of real estate firms report
that their sales force comprises independent contractors. Three percent of firms report that their sales force are
employees, and five percent of real estate brokerages have a mix of employees and independent contractors as
their sales force (See Figure 11-2 ).

With their sales agents and brokers as independent contracters, these firms are not bound by the Fair
Employment Act and do not contribute half of the Social Security taxes (FICA) normally paid by most employers.
As demonstrated in the next chapter, independent contractors tend to receive few, if any, benefits in the forms of
health or life insurance, etc., from the firm they represent.

Residential firms, particularly the medium-sized and larger ones, are more likely to have sales forces that consist
of independent contractors (See Table 11-2). Ninety-six percent of medium sized residential firms and 93 percent
of larger size residential firms classify their sales forces as independent contractors. "Only" 61 percent of non-
brokerage firms have sales forces that are comprised of independent contractors.

Part-time Sales Force

Just over a half of real estate firms use part-time agents as a part of their sales force (See Table 1I-3 ). The use of
part-time sales agents is more prevalent among medium and larger size residential firms.

Sales Force Turnover
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In 1998, real estate firms lost an average of 15 percent of their sales force, down from 18 percent in 1990. On the
flip side, real estate firms gained an average of 19 percent of their sales forces, leaving a net gain of four percent
per firm. This net gain is consistent with that found in other Firm Profiles in the 1990s (See Table Il-4 and Figure
11-3).

While brokerage firms experienced a net increase in their sales forces during 1998, non-brokerage firms had no
net change in their sales force. Franchise firms experienced greater volatility in their sales forces, yet also gained
more sales agents compared to non-franchise firms. Finally, smaller residential firms had a net gain in their sales
force of four percent, compared to a ten percent increase that larger residential firms sustained.

Office Space Occupancy

In 1999, 54 percent of the total office space occupied by real estate firms is leased ( See Figure [1-4). Smaller
firms are more likely to own their office space, while larger residential firms lease relatively more space.

Forty-seven percent of all real estate firms lease all of their office space (See Figure 11-5). Forty-six percent of
firms own all of their space, while seven percent of firms have both leased and owned office space. Smaller
residential firms are more likely to own all of their office space than are larger residential firms.

Size of Office Space

The typical real estate firm has 1,250 square feet of office space, up slightly from the 1996 Firm Profile. Of
course, firms with larger sales forces tend to have larger offices. For example, residential firms, which tend to be
larger than other real estate firms, have a median office space of 1,400 square feet.

On average, firms have 7.4 sales people per office, similar to that found in surveys in the mid-1980s. Larger firms
tend to have more sales staff in each of their offices. For example, firms with just one office have 6.6 sales people
per office, compared to 14.2 sales people per office in firms with four or more offices. (See Table 11-5)

Back to top of Page
Chapter 3: Firm Practices and Services

Insurance and retirement benefits, in-house training, use of personal assistants, agency, and participation in
outside community organizations are all services that real estate firms use to attract top salespeople and
customers.

Typically, real estate firms do NOT provide employer-paid benefits to its sales force. This is because most
salespeople in real estate companies operate as independent contractors. But thirty-two percent of firms with
salaried licensees offer some sort of health benefits to those agents. On the other hand, real estate firms do tend
to contribute towards Errors and Omissions (E&Q) insurance premiums for their sales force.

By attracting and keeping a productive sales force and building a reputation from satisfied clients, firms can
successfully compete with each other in the ever-changing real estate industry.

Insurance and Retirement Programs

Some real estate firms offer benefits as a part of their compensation package. Health insurance, group term life
insurance, profit sharing, and pension plans are all benefit programs real estate companies may offer to their
sales force or employees. However, real estate companies do not typically provide employer-paid benefits
because most firms use independent contractors (See Table II-1).

Eighteen percent of firms with an independent contractor sales force offer health benefits to those sales agents.
Thirty-two percent of firms with salaried licensees offer some sort of health benefits to those sales agents, while
30 percent of real estate firms offer health benefits to their administrative staff.

Residential brokerages offer health benefits less frequently than non-residential brokerages. Larger firms are
more likely to offer such benefits than are their smaller brethren (See Table 111-2).



85

Of those firms that do offer health benefits, most will pay at least a part of the premium for health coverage for
their administrative staff and their salaried licensees. In contrast, independent contractors are generally
responsible for paying all of their premiums. Even so, independent contractors who pay for all of their premiums
still gain the advantages of buying into a group policy that may offer better benefits at a lower price compared to
what they could purchase on their own. (Also, many REALTORS® who are not offered benefits from their real
estate firm rely on benefits from other sources such as their spouse's employment benefit package. )

Real estate firms may offer other benefits such as group term life insurance, pension, and disability insurance. As
is the case with health insurance, residential brokerages, especially the smaller ones, are less likely to offer such
benefits than are other real estate firms (See Table 111-3).

Errors and Omissions Insurance

The increasing complexities of real estate transactions and the rising use of litigation in today's society have
prompted the need for errors and omissions (E&Q) insurance programs to protect sales associates and the real
estate firm they represent against potential lawsuits. These policies cover disputes between real estate
professionals and their clients. E&O insurance may also provide protection against judgements for actual (not
punitive) damages.

Sixty-nine percent of firms with independent contractor licensees offer E&O coverage, while 43 percent of firms
with salaried licenses offer such coverage (See Table I1l-4). Three quarters of residential brokerages offer E&O
insurance, with larger brokerages having a greater probability of carrying coverage compared to smaller firms
(See Table 1I-5).

Unlike other benefits offered, real estate firms do tend to contribute towards E&Q insurance premiums. Nearly 60
percent of firms pay for at least part of the premiums associated with E&QO insurance . Residential brokerages,
especially the larger brokerages, are slightly less likely to pay for at least part of the premiums compared to other
real estate firms.

There are a variety of reasons why real estate firms decide to cease offering E&O insurance or choose to never
offer such insurance (See Table I11-6, Table I11-7 and Figure 1ll-1). Of those firms that cancel the E&QO programs,
24 percent feel the insurance is too expensive, 22 percent believe that it is not necessary, and 17 percent feel it is
the salesperson's responsibility to secure such insurance. Similarly, of those firms that have never provided E&O
insurance, 26 percent feel the insurance is not necessary, 22 percent believe the insurance is too expensive, and
19 percent feel that E&Q insurance is the responsibility of the agents.

Mediation

Mediation offers real estate firms the ability to settle disputes with other agents, clients, and customers without the
time and expense associated with court trials. Half of all real estate firms use mediation services to settle disputes
(See Table 111-8). Residential firms, especially the larger ones, are more likely to use these services with 64
percent of larger residential firms reporting their use of mediation services. For 71 percent of these firms, the use
of mediation services is firm policy. Twenty-nine percent of firms use mediation services because of state
mandates.

Property Disclosure Forms

Most state laws require real estate firms to use property disclosure forms that list known defects of the houses in
their transactions and most firms report their use of such forms. The use of property disclosure forms can protect
REALTORS® and real estate firms from liability that can result from defects in the properties. Most firms use the
form that is developed either by themselves or by their local or state REALTOR® association (See Figure 111-2,
Table 1I-9, Figure 111-3, and Table 111-10 ).

In-house Training and Education

Education is a very important component of a real estate professional’s career. Not only do brokers and
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salespeople take required courses to maintain their license, but REALTORS® acquire additional training to
successfully compete in the today's marketplace.

More than half of real estate firms provide in-house educational training and/or educational programs for sales
associates (See Figure Ill-4 ). Larger residential firms offer such classes more frequently. Most of these firms
provide this training to all of their staff, as opposed to just new sales associates (See Table IllI-11 ). Furthermore,
this training tends to take the form of informal sessions, as opposed to regularly scheduled formal training classes
(See Table llI-12 ).

The typical real estate firm requires 11 to 20 hours of training for its new sales associates, compared to one to ten
hours of training for its experienced sales associates (See Table 1ll-13 and Table 111-14 ).

In additional to in-house training, many firms enlist the services of outside educators/trainers for educational
training . Brokers or owners are most likely to choose the outside training sources for their firms (See Figure 111-5
and Table 111-15). Eighty percent of real estate firms use colleges, private education providers, motivational
speakers, and other outside sources to supplement or replace in-house training. Larger residential firms are more
likely to use outside sources compared to other real estate firms. Firms are more likely to reimburse agents—at
least partially—for real estate sales training than to reimburse agents for college degree programs (See Table [lI-
16, Table 11I-17 and Table I11-18 ).

Personal Assistants

A third of real estate firms (or their brokers or sales associates) employ personal istants (See Figure 111-6 ).
Personal assistants are more prevalent in residential brokerages and in larger brokerages. More than half of firms
with personal assistants have set policies on their use.

Use of licensed and unlicensed personal assistants is split relatively evenly (See Figure 1I-7). Thirty-one percent
of firms with personal assistants use only licensed personal assistants. Twenty-nine percent of firms use only
unlicensed personal assistants, and 40 percent use both licensed and unlicensed personal assistants.

Community Organization Participation of Real Estate Firms

Community organization participation is a great way for real estate firms to promote their commitment to their
surrounding neighborhoods. It is also one way many firms "give back” to their community.

Three quarters of real estate firms report participating in community associations (See Table 1lI-19 andTable 111-
20) . Six percent report participating in the local civil rights organization, while 12 percent participate in the local
fair housing group.

Firm Profitability

The strong housing market in 1998 translated in increased firm profitability (See Table 11I-21). Fifty-nine percent of
real estate firms report that their profitability rose in 1998 compared to 1997. Sixty-one percent of residential
brokerages experienced higher profitability in 1998, while 14 percent of residential brokerages indicate that their
profitability diminished.

Firms in the Northeast are more likely to indicate that their profitability rose in 1998 (See Table 111-22). While all
firm types report stronger profitability, larger firms tend to respond that they are experiencing increased
profitability. Eighty percent of larger residential brokerages report higher profitability, compared to 56 percent of
smaller residential brokerages.

Back to top of Page
Chapter 4: Real Estate Networks

Real estate networks enhance the way real estate professionals gather data on potential customers. Networks
are also used to improve the flow of information enabling REALTORS® to do their job more effectively. The
multiple listing service, referral networks, and relocation companies are ways REALTORS® obtain information
regarding future clients.

This chapter presents the latest information regarding REALTOR® firms' association with these networks. Eighty-
seven percent of firms are affiliated with at least one multiple listing service, and the typical firm with an affiliation
has had an agreement with that MLS service for seven years. More than half of larger residential firms
participates in affinity arrangements. The typical firm participating in affinity relationships has three affinity
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partners.
Multiple Listing Services

The multiple listing service (MLS) system allows real estate firms to share information on properties. This
information has a major role in the ability of real estate firms to serve their customers and clients effectively with
additional marketing power. A listing placed on the MLS is available to numerous other firms in the market,
thereby increasing the exposure of the listing to numerous other REALTORS® and potential homebuyers.

Eighty-seven percent of real estate firms are affiliates of at least one multiple listing service (See Figure IV-
1,Table IV-1 and Table 1V-2 ). Sixteen percent of residential brokerages are members of more than one MLS.
Larger firms, which tend to serve larger geographic regions, have more MLS memberships compared to smaller
firms.

Most MLS affiliated firms access the MLS from office terminals. However, technology has enabled other means of
access. For example, there has been an increase in access from agents' residences and via cellular phones. By
making access to the MLS more flexible, real estate firms give their sales force an additional tool to find the best
house for their buying customers and a better marketing tool to their listing clients.

Referral/Relocation Firms

All real estate firms look for ways to generate business. One source of business is through referrals from national
referral firms and relocation firms. Other broker-to-broker referrals arise from networking activity at state and local
meetings.

Twenty-eight percent of real estate firms are members of a national referral and/or relocation company (See
Figure IV-2). Another 22 percent of firms are not members of such a group, but do occasionally receive business
from the referral/relocation company. The larger the firm, the greater the likelihood that it will be a member of a
referral or relocation company. For example, 84 percent of larger residential firms are members of these groups,
compared to "just” 21 percent of smaller residential firms.

Larger real estate firms tend to maintain affiliations with referral and/or relocations networks for longer periods of
time than do smaller firms (See Table IV-3). The typical firm with an affiliation has had this relationship for seven
years, while affiliated larger residential firms have held such agreements for a median of ten years.

Because of reduced commission rates associated with referrals, some sales agents and brokers are turning down
referrals. More than forty percent of firms report that they had brokers and/or agents who refused a referral
because of the size of the commission (See Table 1V-4). Residential firms with more agents are more likely to
refuse referrals compared to smaller firms.

Twenty-six percent of real estate firms have a relocation department (See Figure IV-3). Nearly eighty percent of
larger residential firms have a relocation department compared to 17 percent of smaller residential firms.

Affinity Relationships

Many firms are entering into arrangements with groups or corporations, in which the real estate firm will provide
discounted services or additional services to the customers or members of such groups or corporations. For
example, members of a fraternal group may be able to receive commission rebates from a local real estate firm.
Given that it is generally the customer who receives the benefits, these "affinity" relationships are a different form
of referral.

The vast majority of firms do not participate in affinity arrangements (See Table 1V-5). Fourteen percent of real
estate firms participate in an affinity relationship with at least one outside group or corporation. Three percent of
firms do not participate because company policy prohibits such participation, while another five percent of firms
operate in states that do not permit these programs.

Participation in affinity arrangements tends to be more common among larger residential firms. A third of medium
sized residential firms and more than half of larger residential firms participate in affinity arrangements.
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The typical firm participating in affinity relationships has such arrangements with three groups and/or corporations
(See Table IV-6). The smallest affiliated firms have arrangements with a median of two groups/corporations while
the largest affiliated firms have arrangements with a median of four groups/corporations.

Corporations (such as airlines, insurance companies, and membership warehouses) tend to be the most popular
groups with which real estate firms establish affinity relationships (See Table IV-7). Professional associations,
employers, special interests are other widely cited affinity groups.

The types of benefits in these affinity arrangements vary greatly from discounted services to access to ancillary
services (See Table IV-8). Popular benefits offered to those eligible include special mortgage packages, "getting
to know you" packages, a reduction in sales commission, and/or "other" goods and services.

Back to top of Page
Chapter 5: The Role of Technology in Real Estate Firms

Technology, including the Internet, is playing an increasing role in the way real estate firms compete for and
conduct business. Cellular phones and pagers have made it easier for sales agents and brokers to communicate
with their clients while out of the office. Because computer usage by real estate firms is nearly 100 percent, this
survey did not ask firms whether they owned/leased computers.

But as we enter the 21st century, the Internet has begun to impact the industry. Some REALTORS® see the
Internet as a threat to business, while others see it as an opportunity to better attract and serve customers. In
either case, this new communication technology is having profound impacts on real estate firms.

Office Technology

Communication technologies, such as cellular phones and pagers, are popular tools among real estate firms.
Ninety-six percent of real estate firms use cellular phones and pagers in their business operations (See Table V-
1.

Nearly a third of real estate firms or their sales forces use personal digital assistants to organize both their contact
information and schedules. The penetration rates of scanners and digital cameras, both of which significantly
improve a real estate firm's marketing capabilities, are at 71 percent and 59 percent of real estate firms,
respectively. Penetration rates for all tools rise as firm size increases (See Table V-2).

Software Packages

Computer software contributes to the efficiency and productivity of real estate firms and allows these firms to
better serve their clients. MLS, comparative market analysis, and document preparation software are the most
widely cited software packages used by real estate firms.

Some software packages are geared towards special fields of the real estate industry. For example, just 47
percent of real estate firms use property management software, while 90 percent of firms that specialize in
property management use such software (See Table V-3 and Table V-4).

Internet

The Internet represents a new marketing opportunity for real estate firms. A 1999 NAR study, "REALTORS® and
the Internet," found that 23 percent of home searchers used the Internet in their home search. As a result, real
estate firms feel that they need a presence on the World Wide Web to be competitive in today's market.

Fifty-seven percent of real estate firms have a site on the World Wide Web (See Figure V-1). Residential firms are
more likely to have a Web site, with larger residential firms having a greater presence on the Internet compared to
their smaller brethren .

A presence on the Internet leads to business. More than seven out of ten real estate firms report that they
generate at least one percent of their business from on-line services (See Figure V-2). Larger firms are more
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likely to generate business from the Internet compared to smaller firms (See Table V-5).

Real estate firms also are turning to the Internet as a place to market their listings (See Figure V-3 and Table V-
6). REALTOR.COM™ is the most popular site on the Internet for real estate firms to place their listings. Sixty-four
percent of residential real estate firms have their listings on REALTOR.COM™. The second most popular site for
on-line listings is the firm's own Web site, followed by local real estate magazine Web sites and local newspaper
Web sites.

Nearly all of the larger residential firms have their listings on REALTOR®.COM™ and 80 percent of them put their
listings on their company's Web site. Other third party providers, such as HomeAdvisor.com and
HomeSeekers.com, lag far behind.

Back to top of Page
Conclusion

Real estate firms take many forms and sizes. There are small firms with a sales force of one competing with firms
with thousands of agents. Whereas most firms are small, REALTORS® tend to represent larger brokerages. Most
real estate firms specialize in residential brokerage, other firms specialize in commercial brokerage, land sales,
appraisal, or some other important facet of the real estate industry. Some firms offer a wide menu of services to
their customers, while others just offer a service or two. Simply said, there is not just one type of successful real
estate firm.

As there are different types of real estate firms, there are different predictions about the future of the real estate
industry. Some industry "experts" predict that only larger real estate firms that offer a wide menu of services will
thrive in the future, leaving no room for those firms that remain. Others feel that smaller firms will continue to
prosper as long as they serve a niche market that does not interest the big conglomerates. Yet another group of
experts challenges the notion that super-sized firms will compete profitably in real estate. Only a clairvoyant truly
knows which scenario will happen.

Looming behind this discussion is the burgeoning role of technology, especially the Internet and the impact it is
having on the real estate industry. Will the Internet enable other parties to displace the role of REALTORS® and
real estate firms in the transaction? Will the Internet open new opportunities for real estate firms to compete in the
future? How will the Internet change the way real estate firms conduct business and how will it impact the menu of
services offered? The answers (o these questions will greatly impact the type of real estate firms and their role in
the future.

However, those answers are not yet obvious, and so it is important to continue tracking trends in the size of real
estate firms types and their business practices. Ongoing data collection and analysis will enable firm owners and
managers, and others in the real estate industry, to make informed decisions on how to successfully manage their
operations in the new millennium.

Back to top of Page
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ATTACHMENT D

Realty Alliance letter Page 1 of 4

AGENCY LAW QUARTERLY
ReAL ESTATE INTELLIGENCE REPORT
HOME LIVESPIKE DOCUMENTS NUMBERS CALENDAR SUBSCRIBE

Toretumto the home  Realty Alliance letter to NAR Members of the
page. click here. February 8, 2002 Realty Alliance are:

. President Realty Once
ation of Reallors Cleveland

Martin Edwar
National As;

430 North Michigan Avenue

Chicago, T1. 60611-4087 Baird & Warncr
Chicago

Dear Mr. Edwards:

I'am writing (o you on behall of The Really Alliance Lo respectfully express Trank Howard Allen
our disagreement with NAR on (he subject of allowing banks to participate in Novato, Calif.
the real estate business. NAR has chosen to introduce bills into both the House
of Representatives (HR324) and the Senate (81839), which would prohibit Tibby Halliday
banks from owning companies that sell or manage residential real estate in the Tallas

United States. This legislation is opposed by over §0% of the members of The
Realty Alliance, whose membership is comprised of many of the nation's
largest and most successful independent real estate companies. The 45 member
firms of The Realty Alliance sold over $150 billion worth of real estate in 2001,
involving 62,000 sales associalcs. Lhis represents more than 800,000
transactions. Patterson-Schwartz

Qur members favor and supporl a [air, [rec-market cnvironment unbound by Hockessi, Del.
legislative resirictions. We find it hypocritical and fundamentally wrong (o ask
that national bank subsidiarics be barred [rom real cstate brokerage activily, Champion Realty
while real cslalc brokcrages operatc mortgage banking, insurance and title Severna Park, Md.
insurance businesses. Lhis is all ihe more objectionable in light of the fact thai
state chartered banks in 24 states, plus the District of Columbia, are permitted to
engage in real estate brokerage as are certain subsidiaries of the Federal Savings
& Loan Association.

Further, the members of The Realty Alliance are loath to invite the sort of

Royal T.cPage
Ontario, Canada

Arvida Realty
Clearwater, F1.

retuliatory legislation that we would expect the banking industry to introduce ("Tye’Lel_ke
should your proposed legislation become law. If federal banks were indeed Memphis
prohibited from engaging in real estate brokerage, how long would it be before

the powerful banking lobby took steps to prevent rcal cstate brokerages from Paul Semonin
participating in the mortgage banking, insurance and title insurance business? Louisville, Ky.

‘We belicve, in fact, that consumers would benefit from the influx of capital
that may rcsult from nationally chartered banks cntering this arcna. We also
belicve thar incrcased competition from companics of size would benefit
consumers by making all of us sharpen our skills and improve the services we
provide. Tn our view, the rolc of government is not to limit compctition, as your
legislalion would do, bui rather io [oster a business environment in which
consumers henelil from competition. The members of The Really Alliance look
Torward to working, and prospering, in such an environment. We strongly urge
you (o reconsider your current posilion on this issue (o avoid a breakdown of
the relationship between The Really Alliance and NAR. Pru liox & Roach

Devon, Pa.

DeWolfe Companies
Lexington, Mass.

Real listate One
Farmington ITills,
Mich.

Sincerely,

Long & Fosier

Richard Christopher, Chairman Fairfax, Va.

(Patterson-Schwartz Real Listate, Hockessi, Del.)
‘The Realty Alliance Prudential Gardner
Melairic, La.

Howard Hanna

Ilere is the while paper developed by the Realty Allignce concerning banks in Pittsburgh, Pa.

brokerage:

http://www.reintel.com/realtyalliance.htm 7/17/2002
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Why The Real Estate Industry Should Allow
Banks To Enter The Business

LLast April at the Realty Alliance meeting in Dallas we debated, voicd, and
ultimately took no position on Banks cnlcring the real estale business, While
there were strong concerns on both sides, the issue seemed distant and mostly
academic. While we debated the impact of a new competitor on our business,
nonc ol us belicved these cvents could have a signilicant impact on our abilitics
to offer diversified service to our customers.

I'he situation has changed. NAR has recently introduced [Legislation in the
ITouse and in the Senate that will directly prohibit Banks from engaping in the
real cslate business, While on the surface this would scem 10 be a positive
development the ramifications for each of our companies are significant and
profound.

The ABA (American Bankers Association) is a strong organization and lobby.
There now exists a significant [ear that il banks are prohibited from entering
rcal cstate, they could turn around and prohibit us from being in the mortgage,
litle, insurance, cte businesscs. (Sce Real Trend Dee 14™, 2001), Since a great
majority of us have built our companies by diversifying into other businesses,
our inability to continue in these businesses would be a huge blow, both
financially as well as stratcgically.

While we were concerned by NAR’s position last April, we didn’t think it was
that important cither way. T'oday our membership has a huge concern that this
debate may cripple our ability to build our companies currently and in the
future.,

I'he following is a bricl summary of why we belicve Banks should be allowed

(o enter our business. There are two other good discussions ol the debate. They
are " Dear Mr. Greenspan", by Steve Murray, Real Trend, February 2001, and

"Real Estate conlronts the Banks" by Stefan Swanepoel.

Open Competition is the American Way

As the real estale induslry has changed, brokerage companies have looked (o
diversily and enier new businesses (morigage, title, insurance, cic). Just as we
should be able to compete in these businesses, so should any other industry be
able (o ealer and compete with us. Open competition is the American way.
Today, more (han at any time in history, it should be apparent (hat open, [ree
markcts are superior to closcd. controlled, or regulated markets. Real estate
brokerage should be treated no differently that any other industry.

There are certain areas of our business that could use a greater level of
competition. With large linancial institutions entering the business, there would
be more competition for the largest entitics. ‘T'oday Cendant, Prudential, and
GMAC have little true competition. T.arge Banks could only create more
competition at this level, which would certainly benelit the industry as a whole.

Capital is Good for Our Business

Residential real eslate has always been a capital-short industry, and we should
encourage clforts 1o bring more capital (o our busincss. We have struggled for
many years to find enough capital to expand our businesses, to imovate, to do
research and development, and to grow our companies. Many ol us have heen
faced with the inability (o raise capilal or borrow money (o [inance our growth
plans. With an open market, capital would most certainly be more available.

Turthermore, capital provides liquidity for those owners who are interested in
selling. Many large, significant capital players have entered our industry over

http://www reintel.com/realtyalliance.htm

Page 2 of 4

Shorewest Realtors
Brooklield, Wis.

Hunt Real istate
Williamsville, N.Y.

Windemere Real Isiale
Seattle, Wash.

1I".C. Tucker Real
Estate
Indianapolis

Lyon & Associale
Sacramento, Calil,

Smythe, Cramer
Cleveland

First Team Real Estate
Cosla Mesa, Calil.

Fonville Morisey
Raleigh, N.C.

Harry Norman
Atlanta

‘I'he Keyes Company
Miami

Tidina Realty
Edina, Minn.

Greenridge Realty
Grand Rapids, Mich.

William Raveis Home-
Link
Shelton, Conn.

I.D. Reece Realtors
Overland Park, Ks.

RealtySouth
Birmingham, Ala.

Insignia Douglas
Elliman
New York

IIER Reallors
Columbus, Ohio

Michacl Saunders &

John L. Scolt
/17/2002
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the years — Scars, Merrill Lynch, Prudential, and Cendanl, (o name a fow. They
certainly have not destroyed or taken over our business, They have competed
with ns shoulder to shoulder with varying levels of success. Some would even
arguc that they have had a positive impact on (he industry as a whole.

Many owners ol real eslale brokerages who sold their companies in prior years
would arguc that these large capital sources provided them exccllent exit
strategies. Banks and financial institutions are a new source of capital and,
therelore, a polential buyer. Their entry inlo the industry would mean that all
companics arc worth more. A rising tide raises all boats. Who would not like
their company to be worth more?

Capital can enter our business in many ways. The ability to joint venture or
create partnerships to grow our businesses or expand into new businesses has
been a successiul strategy for many real estale companics, By having new
capital resources available combined with owr entrepreneurial abilities, the
future possibilities are endless. Tn other industries (insurance, and securities)
banks have (ypically partnered with existing companies more often than
cmploying any other siraiegy.

Compelition Will Make Us Beller

Comnpetition makes us all beuer. The argument that banks would be "anti-
consumer” makes no sense. Ilow could real estate brokerage be less competitive
and anti-consumer il there are more companies oflering new and dilferent
serviees? Some arguc that the banks” only interest is to scll other financial
products. If this were true, it would only emphasize the positive services that
we, ds realtors, provide to our customers.

Even though they are working hard at relationship management, banks are not
known (or their customer service. When they entered the insurance business,
their performance lagged significantly behind existing msurance brokerages.
The negative reaction to raising ATM fees in California and in other states is
another example. Our owners wonld much rather compete with a large financial
institution than a small, local, entreprencurial brokerage that is smart,
aggressive and competitive. And if the banks improve their customer service, it
raises the bar [or all of us.

It Will Affect the Prospects for RE

Reform

Most importantly, our industry will be facing RESPA reform in the near future.
RESPA reform will have a significant impact on how we practice our busincss
and on our ability to build and grow our companies. ITow can we go to
Washington and ask for the things that we feel are appropriate in RESPA
reform and al (he same (ime proclaim (hat banks and f(inancial institutions
cannot be allowed in our business? Not only would. our eredibility be
questioned, but also our ability to lobby on future issues would be significantly
compromised.

This is the area of the greatest danger. The ABA could easily attempt to limit
our abilitics 1o be in other businesses il they arc not allowed to be in real cstale.
Tair is fair. If banks cannot be in real estate then real estate companies should
not be in mortgage, litle, insurance, etc. This is a power(ul argument.

We Should Welcome New Players

Qur industry has succeeded for many years by main(aining an open, competilive

marketplace where all players can compete on an cven (ooting, and we should
welcome new entrants whomever they may be. When we erect regulatory
boundaries or prohibit others from joining our business, it hurts us in the long
rum. Over (he years many companies have come into our industry with new

http://www.reintel.com/realtyalliance.htm
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Bellevue, Wash.

Sibey Cline
Cincinnati

Latter & Blum Co.
New Orleans

Allen Tate Company
Charlotte, N.C.

CBS Real Estate Co.
Omaha, Ncb.

‘The Vaughn Company

Albuquerque, N.M.

Watson Realty Corp.
Jacksonville, Fla.

Prudential Northwest
Beaverton, Ore.

Northwood GMAC
Pittsburgh, Pa.

John R. Wood Realty
Naples, Tla.

7/17/2002
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idcas and new ways ol doing things. Mcanwhile, we have changed and
prospered. The challenges only make us stronger and better

They Will be There Anyway

Tn the long term it is highly unlikely that banks will not be in the real estate
business. They can always find a way if they think there is enough opportunity.
According to the Conference of State Bank Supervisors, the Association of
Stale Bank Regulators, (he [ollowing states and the District of Columbia, permit
their state chartered banks o engage in real estate brokerage ecither direetly or
through a subsidiary. Those states are as [ollows: AL, AZ, CA, CT, DE, DC,
TL, GA, ID, IN, IA, MA, MI, NL, NI, NM, NC, PA, 8D, TN, TX, WA, WI,
WY. Also, licderal Savings Associations arc authorized through service
corporation subsidiaries to engage in real estate brokerage activities. The
L'ederal/ Ireasury Proposal cites the authority in their proposed rule at
12CFR559.4(¢)4) and OTS Tetter dated July 16, 1997 (1997 OTS Lexis 3).
I'his would mean that I'ederal Savings Associations such as Washington
Mutual, for example, could get into the real cslate business today.

We already compete with large financial players (Cendant, Prudential, GMAC)
and we see no difference between them and a large bank or a Uederal Savings
Rank. Why should wc waslc political capital and risk our current way ol doing
business, if they arc going to enter the business anyway?

Lel’s not let the National Association of Realtors® speak for us and ruin our
business. NAR does not represent us on this issue. We need to stand up as a
united force and be counted. Please contact your congressman and/or senator
and explain your view to them as soon as possible.

Articles Aboutus Contactus Advertising

http:/www reintel com/realtyalliance htm 7/17/2002
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Mr. WATT. I yield back any time that I have.

Mr. BARR. The gentlelady from California, did she have some
final?

Ms. WATERS. I don’t think I am going to—I was going to engage
on the walls of separation that have been alluded to and what the
holding company cannot do in relationship to the subsidiary. I
didn’t want us to leave here thinking that there was no connection
that somehow the banks wanted to get into this business, but they
are not interested in what their subsidiary, the real estate sub-
sidiary would be doing.

It seems to me, we all know that we get those little notices that
say, tell us whether or not you will allow us to market your name
to our subsidiaries or to others. Well, I mean, that is what it is all
about. It is about having a captive audience. It is about all of those
people who don’t read this and get to be on the list that can get
marketed to—over in the subsidiary from the bank to say, hey, we
got a great product here for you.

So it is okay. That is the American way. We understand that it
is okay to try and market and to do business in ways that will en-
hance the bottom line of the company. But I just didn’t want us to
kind of think that somehow the separation was such that one
would not in any way be touching the other, because that is not
true. Thank you.

Mr. YINGLING. You are correct.

Mr. BARR. I would like to ask unanimous consent that the state-
ment by the Building Owners and Managers Association be incor-
porated in the record.

Without objection, so ordered.

Mr. BARR. I think this has been a very, very worthwhile hearing.
I hope that we met the burden laid down to us by Mr. Watt at the
beginning and that we did essentially stick to the issues within the
jurisdiction of this Subcommittee, namely the procedures and proc-
esses whereby this proposal has come before the American people.

We have raised a number of very interesting questions, and we
appreciate the testimony. Especially appreciate the Treasury De-
partment being here and indicating a willingness to look at various
aspects of this process. I think that is a fair recognition of the com-
plexities involved in this and the very long-term, significant con-
sequences of it.

And we appreciate very much the REALTORSY being here and
especially taking some time during your very busy trip to Wash-
ington this year. We very much appreciate the banks involvement.
They are an important part of any consideration of matters that af-
fect our economy and businesses in this country. They are one of
the true backbones or underpinnings of our financial structure. We
certainly appreciate that.

There are a number of areas that we certainly will be looking
into, such as the Congressional Review Act and others, as well cer-
tainly the legislation that we all know is pending. But we appre-
ciate you all being here today, and we appreciate very much any
additional material that you wish to submit for the record for the
consideration of this Subcommittee as we deliberate this very im-
portant rulemaking aspect.

With that, I declare this hearing closed.
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[Whereupon, at 3:30 p.m., the Subcommittee was adjourned.]



APPENDIX

MATERIAL SUBMITTED FOR THE HEARING RECORD

RESPONSES TO CHAIRMAN BOB BARR, SUBCOMMITTEE ON COMMERCIAL AND
ADMINISTRATIVE LAW

1. What procedural and administrative law problems does this proposed
rule raise?

Overall Framework

Under §706 of the Administrative Procedure Act, an agency may not act in an
arbitrary and capricious manner. Its decision must be “rational, based on consider-
ation of relevant factors, and within the scope of the authority delegated to the
agency by the statute.” Motor Vehicle Mfrs. Ass'n v. State Farm Mut. Auto. Ins. Co.,
463 U.S. 20, 42 (1983). Furthermore, the agency must comply with procedures re-
quired by law.
Specific Points

1. The agencies did not address all the necessary factors. Congress set forth four
factors that the Board and the Secretary must use in determining whether an activ-

ity is “financial in nature” or “incidental to a financial activity” under 12 U.S.C.
§§ 24a, 1843(k). They are:

¢ The purposes of the Bank Holding Company Act and the GLB Act;

* Changes or reasonably expected changes in the marketplace in which FHCs
and/or banks compete;

¢ Changes or reasonably expected changes in the technology for delivering finan-
cial services; and

¢ Whether the activity is necessary or appropriate to allow an FHC or its affili-
ates or a bank and its financial subsidiaries to:

(i) compete effectively with other companies seeking to provide financial services
in the United States;

(i1) efficiently deliver information and services that are financial in nature
through technological means; and

(ii1) offer customers any available or emerging technological means for using fi-
nancial services or for the document imaging of data.

Although the agencies recite in cursory fashion that they have considered all of
these factors, the only one they actually discuss is the first prong of the fourth fac-
tor, dealing with competition with other companies seeking to provide financial serv-
ices. There is no discussion of what weight the other three factors may have been
given in the agencies’ decisionmaking process.

Furthermore, even as to the factors the agencies did consider, they undertook no
factual investigation of their own. They simply cite, in a footnote, a petition from
‘cheb American Bankers Association, reporting a review of various companies’
websites.

2. The agencies do not explain what determination they are making. Under the
most natural reading of the GLB Act, an activity may be “financial in nature,” or
it may be “incidental” to some other financial activity. The agencies lump these two
concepts together, without explaining which determination they are making. If the
agencies are claiming that real estate brokerage and management are “incidental”
to some other financial activity, they should explain what that activity is.

3. The agencies offer no explanation for why the regulations should apply to leas-
ing of real estate. The agencies’ rationale for describing real estate brokerage as “fi-
nancial in nature” rests on the theory that “banks and bank holding companies par-
ticipate in most aspects of the typical real estate transaction other than brokerage.”
See 66 Fed. Reg. at 309. That may be true as to residential purchases of real estate,
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for which banks commonly provide mortgages and incidental services like apprais-
als. But it is not generally true as to leasing of real estate, often a relatively simple
transaction that does not require financing, appraisals, settlement services, escrow
services, or insurance. Yet the proposed regulations would apply to brokerage for
lessors and lessees of real estate, as well as purchasers and sellers. The agencies
offer no explanation as to why bank affiliates should be permitted to engage in these
activities.

4. The agencies offer no explanation for why the regulations should apply to com-
mercial real estate transactions. The agencies’ reasoning also appears to focus pri-
marily on the purchase of residential real estate by individuals. See 66 Fed. Reg.
at 310. Yet the proposed regulations would apply to both commercial and residential
real estate brokerage. Commercial enterprises frequently buy, sell, or lease real es-
tate. The agencies offer no explanation why such transactions should be viewed as
“financial” activities, rather than as part of a business’s ordinary commercial activi-
ties.

5. There is no indication whether the Treasury Department’s proposed regulations
have been reviewed by OMB. Under Executive Order No. 12,866 (3 C.F.R. 658
(1994)), any “significant regulatory action” by an Executive Branch agency must
generally be reviewed by the Office of Management and Budget (“OMB”). A “signifi-
cant regulatory action” includes any action

that is likely to result in a rule that may * * * [h]lave an annual effect on the
economy of $100 million or more or adversely affect in a material way the econ-
omy, a sector of the economy, productivity, competition, jobs, the environment,
public health or safety, or State, local, or tribal governments or communities.

Although that requirement does not apply to the Federal Reserve Board (an inde-
pendent regulatory agency), it does apply to the Treasury Department. There is no
indication in the proposed regulations whether Treasury considers them to be a “sig-
nificant regulatory action,” or whether it plans to submit them (or has submitted
them) to OMB.

2. Please explain the rationale for Congress’ long-term policy prohibition
against merging “commercial” and “financial” activities.

Congress has continued to separate banking and commerce to prevent inherent
conflicts of interest. An example of this conflict can be explained by the following
example that could occur if the proposed real estate regs were finalized: If a real
estate broker needed operating capital and had to go to a bank who is now a com-
petitor, would that broker get the best rates on this needed loan? Congress voted
against combining commercial and financial activities during debate on the Gramm-
Leach-Bliley Act. In the House, an amendment was passed to not only prevent this
mix, but to require any entity created under the act that had a commercial affili-
ation to divest that operation within ten years of enactment. In the Senate, an
amendment to close the “unitary thrift loophole” that allowed a mix of banking and
commerce was successful. It is interesting to note that the American Bankers’ Asso-
ciation priority for Senate action was to close this loophole. Banks are now seeking
for themselves, through regulation, powers they successfully removed from their
thrift competitors during GLB.

3. Are most realtors small businesses? If so, why did the Treasury Depart-
ment and Federal Reserve fail to consider the impact of the proposed rule
on small businesses as is required by the Regulatory Flexibility Act?

Most REALTORS" are small businesses. Seventy-seven percent of all residential
firms consist of a single office. Ninety-two percent of all REALTORSY are inde-
pendent contractors, who typically earn a gross personal income of $34,100. Eighty-
four percent of all residential firms are independent, not affiliated with a franchise.
Even the vast majority of franchise real estate operations are independently owned
and operated. According to the most recent Economic Census, over 375,000 small
women and minority owned real estate businesses operate in this country. As the
Treasury witness testified during your hearing, they didn’t consider the Regulatory
Flexibility Act. NAR would assert that this should have been considered. Our only
assumption can be that the regulators only looked to the effect on their regulated
industry-banks. How the real estate industry, with many minority and women
owned small businesses would be effected was not considered.

4. The proposed rule defines “real estate management and brokerage” as
“financial” in nature. Please explain why these two activities are more
properly viewed as “commercial” activities? What is the difference between
“commercial” and “financial” activities?
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Real estate brokerage, leasing and property management are commercial activi-
ties. Selling and leasing real estate, although much more complicated, is much like
selling any other durable goods such as automobiles, appliances, groceries, jewelry
or boats. The business of brokering, leasing, or managing real estate does not in-
volve lending. It is financing of the mortgage that facilitates the transfer of real
property that involves lending. More than twenty percent of residential home pur-
chases involve no lender financing whatsoever. See page twelve in NAR testimony
where banking, commercial, and financial activities are charted. Congress added in-
surance and securities brokerage to the gray area of financial activity that both
banks and commercial entities compete in. There are several other financial activi-
ties such as auto or appliance financing that are offered by both banks and commer-
cial entities. But real estate brokerage is not one of those activities. Real estate bro-
kers do not offer banking services, like check cashing and deposit taking, and banks
don’t offer real estate brokerage. It is just that simple.

5. Do all purchases of real estate involve lending activities by banks? Why
is this important?

As stated in the previous question, twenty percent of residential real estate sales
involve no lender financing whatsoever. They may be cash transfers, or owner fi-
nanced sales. In addition, commercial real estate sales often are financed in far dif-
ferent methods than bank financing. There may be development bonds sold or other
more complex financing schemes. Certainly, property leasing and management in-
volve no bank financing.

6. Some have suggested that the National Association of REALTORSF
stands alone against this proposed rule. Is this an accurate statement?

This statement is inaccurate. The Federal Reserve and Treasury Department re-
ceived over 50,000 comment letters opposed to the rule from many different sources
other than REALTORSE . As of the date we are drafting these responses, 240 Mem-
bers of the House and 15 Senators have cosponsored the Community Choice in Real
Estate Act, H.R. 3424. We have been joined by over a dozen business and consumer
groups in calling for passage of this legislation that would prevent the Federal Re-
serve and Treasury from granting real estate brokerage, leasing and property man-
agement authority to financial holding company and national bank subsidiaries.
They include the American Auctioneers Association, American Association of Small
Property Owners, Building Owners and Managers Association, CCIM Institute, Con-
sumers Union, International Council of Shopping Centers, Institute for Real Estate
Management, the National Association of Home Builders, the National Community
Reinvestment Coalition, National Fair Housing Alliance, National Association of
Hispanic Real Estate Professionals, National Association of Industrial and Office
Properties, National Association of Real Estate Brokers, Real Estate Roundtable,
Society of Industrial and Office REALTORS™.

NAR conducted a survey of our membership of over 800,000 members and found
that ninety-six percent of REALTORSE support our efforts to prevent this proposed
rule. Eighty-two percent of large broker/owners support this effort, and over eighty
percent of all REALTORSE said NAR should do more to stop this action.

7. You explain in your testimony a loan to procure real estate is “incident”
to a commercial activity. Please explain why it is important we understand
what you mean by this statement.

The GLBA required the federal regulators to examine if new powers for banks
would be incidental or complementary to banking. Only those powers so defined
could be authorized by the regulators. It is important to understand that all real
estate transactions involve a transfer of real property and most involve a real estate
agent’s assistance. But as explained in previous answers, not all real estate trans-
actions involve financing. Thus the loan is incidental to the commercial real estate
transfer. The transfer itself is a purely commercial transaction involving a contract
between two parties. It may or may not involve financing. Thus the financing or
loan is incidental to the real estate transaction. Using that logic, it might better be
said that a real estate broker should be able to own a bank, as the loan is incidental
to the real estate transaction. This is a huge difference and a major reason why
NAR believes that the regulators are exceeding Congressional intent with this pro-
posed rule.

8. Why is it important Congress retain the “firewall” separating banking
from commerce?

It is important to retain the separation of banking and commerce due to the in-
herent risks that would be created. Congress took explicit action during GLB to
avoid creating that mixture. Great debate was held on whether the United States
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should move to a “universal banking” system like that employed by Japan. Even
Fed Chairman Alan Greenspan made a critical point during hearings on Gramm-
Leach-Bliley: Firewalls leak and in today’s closely integrated financial institutions
they leak quickly. Chairman Greenspan had the “Asian contagion” fear in mind
when making these comments. Given the failure of the Japanese universal banking
system these comments were well founded. The whole point in banks getting these
additional authorities is to cross sell their proprietary products. Banks call this
“one-stop” shopping. We call it “one-bank” shopping. Banks do not have an agency
relationship with their customers. Banks necessarily will promote their bank and
financial products to the exclusion of any competitive products. That’s the nature
of banking. The business of banking requires capturing customers for proprietary
product and service sales. Real estate brokers and agents have a completely dif-
ferent relationship with their clients based on an agency relationship and the
unique nature of selling and marketing real estate. Their only goal is to assist in
the marketing or purchase of their client’s real estate. Although they may rec-
ommend ancillary services, their only compensation comes from the completion of
that transaction. Thus their motivations are completely different from a banker’s.
A real estate agent’s sole obligation is to their client.
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Federal Register
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Wednesday. January 3, 2001

This section of the FEDERAL REGISTER
containg nolices to the public of the proposed
issuance of rules and regulations. The
purpase of these notices is to give i

ADORESSES: Comments should refer to
docket number R-1091 and should be
mailed to Ms. Jennifer J. johnson,

persons an opportunity fo participate in the
fule making prior to the adoption of the final
tules.

y, Board of G s of the
Federal Reserve System, 20th Street and
Constitution Avenue, NW., Washington,
DC 20551 (or mailed electronically to

FEDERAL RESERVE SYSTEM

12 CFR Part 225
[Reguiation Y; Docket No. R-1091]

Bank Holding Companies and Change
in Bank Control

DEPARTMENT OF THE TREASURY
Office of the Under

regs. serve.gov) and
1o Real Estate Brokerage and
Management Regulation, Office of
Financial Institution Policy, U.S.
Department of the Treasury, 1500
Pennsylvania Avenue, NW., Room SC
37, Washington, DC 20220 (or mailed
electronically to
e S N

company or foreign bank that qualifies
as a financial holding company (“FHC")
1o engage in a broad range of activities
that are defined by the GLB Act to be
financial in nature. The GLB Act also
permits FHCs to engage in other
activities that the Board determines, by
regulation or order and in consultation
with the Secretary of the Treasury
(**Secretary"), to be financial in nature
or incidental to a financial activity.
The GLB Act also amended the
National Bank Act (12 U.S.C. 1 et seq.}
to allow a national bank to invest in
ﬁnan(iial subsidiaries. Financial

do.treas.gov).

Comments addressed to Ms. Johnson

also may be delivered to the Board’s
il between 8:45 a.m. and 5:15

y for
Domestic Finance

12 CFR Part 1501

RIN 1505-AA84

Financial Subsidiaries

AGENCIES: Board of Governors of the
Federal Reserve System and Department
of the Treasury.

ACTION: Joint proposed rule with request
for public comments.

‘SUMMARY: The Board of Governors of the
Federal Reserve System and the
Secretary of the Treasury jointly
propose to seek comment on whether to
determine by rule that real estate
brokerage is an activity that is financial
in nature or incidental to a financial
activity and therefore permissible for
financial holding companies and
fi ial subsidiaries of national banks.
The Board and the Secretary also jointly
propose to solicit comment on whether
resl estate management activities could
be considered financial in nature or
incidental to a financial activity. The
Board'’s proposed rule would amend
subpart I of the Board's Regulation Y to
add real estate brokerage and real estate
management to the list of activities
permissible _ﬁ: financial holding

g, s

P e Y
rule would amend its financial
subsidiary regulations to add real estate
brokerage and real estate management to
.82 ; issible for fi Y

p-m. and, outside those hours, to the
Board’s security control room. Both the
mailroom and the security control room
are accessible from the Eccles Building
courtyard entrance, located on 20th
Street between Constitution Avenue and
C Street, N.W. Members of the public
may inspect comments in room MP-500
of the Martin Building between 9 a.m.

may engage, with certain
exceptions, in the same broad range of
activities that are defined by the GLB
Act to be financial in nature and,
therefore, permissible for FHCs.1 In
addition, the GLB Act permits financial
subsidiaries to engage in other activities
that the Secretary determines, in
consultation with the Board, to be
financial in nature or incidental to a
financial activity.
he American Bankers Association

(“ABA"} and Fremont National Bank &

rust C: y, Fremont, Nebrasl

and 5 p.m. on weekdays. C
addressed to the Treasury Department
may also be delivered to the Treasury
Department mail room between the
hours of 8:45 a.m. and 5:15 p.m. at the
15th Street entrance to the Treasury
Building.
FOR FURTHER INFORMATION CONTACT:
Board of Governors: Scott G. Alvarez,
Associate General Counsel (202/452—
3583), or Mark E. Van Der Weide,
Counsel (202/452-2263), Legal Division;
Board of Governors of the Federal
Reserve System, 20th Street and
Constitution Avenue, NW., Washi

have asked the Board and the Secretary
(collectively, the “Agencies™) to
determine that real estate brokerage and
management activities are financial in
nature. Two additional trade
associations, the Financial Services
Roundtable and the New York Clearing
House Association, have requested that
the Board permit FHCs to engage in real
estate brokerage activities.2 The
National Association of Realtors
("NAR") has urged the Agencies not to
determine that real estate brokerage
activities are financial in nature or
Sy P

DC 20551. For users of
Telecommunications Device for the Deaf
(“TDD") only, contact Janice Simms at
202/872—4984.

Department of the Treasury: Gerry
Hughes, Senior Financial Analyst (202/
622-2740); Roberta K. Mclnerney,
Assistant General Counsel (Banking and
Finance) (202/622-0480); or Gary W.
Sutton, Senior Banking Counsel (202/
622-0480).

SUPPLEMENTARY INFORMATION:

1 d

e P
subsidiaries of national banks. The
Board and the Secretary solicit comment
on ali aspects of the proposal.
DATES: Comments must be received by
March 2, 2001.

The Gramm-Leach-Bliley Act (Pub. L.
106-102, 113 Stat. 1338 (1999)) (“GLB
Act”") amended the Bank Holding
Company Act (12 U.S.C. 1841 ef seq.)
(“BHC Act™} to allow a bank holding

toa ial activity.

The GLB Act directs the Board to
consider a variety of factors when
considering a request for a
determination that an activity is
financial in nature or incidental to a
financial activity, including (i) the
purposes of the BHC Act and the GLB

 The exceptions are engaging as principal in
certain insurance underwriting activities, real estate
investment and development (unless i
expressly authorized by law), and merchant
‘banking activiliss permitted in 12 U.5.C.
1843(k)(4)(H) or (1]. 12 U.S.C. 24ala)(2)(B).

2The New York Clearing House Association
submitted its request on behalf of The Bank of New
York Company. Inc.; Chase Manhattan Corporation:
Citigroup, Inc:: |.P. Morgan, Inc.; Bankers Trust
Company; Fleel Buston, Inc.: HSBC: Bank One
Corporation: First Union Corporation: and Wells
Fargo & Company.
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Act; (ii} the changes or reasonably
expected changes in the marketplace in
which FHCs compete; {iii) the changes
or reasonably expected changes in the
technalogy for delivering financial
services; and (iv) whether the proposed
activity is necessary or appropriate to
allow a FHC to compete effectively with
any company seeking lo provide
financial services in the United States,
efficiently deliver financial information
and services through the use of

are financial in nature or incidental to
a financial activity, The Board's
proposed rule would amend § 225.86 of
the Board's Regulation Y to add these
two new activities to the list of activities
permissible for FHCs. Bank holding
companies and foreign banks that
qualify as FHCs would be permitted to
engage in real estate brokerage and real
estate management by using the post-

- .

notice p. dure
described in § 225.87 of Regulation Y.

technological means, or offer
any available or emerging technological
means for using financial services or for
the document imaging of data.? The
Secretary must consider a virtually
identical set of factors in determining
whether an activity is permissible for
financial subsidiaries.’ The Agencies
also may consider other factors and
information that they consider relevant
to their determination.

The Agencies believe that the GLB
Act’s “financial in nature or incidental”

Bank bolding comp and foreign
banks that do not qualify as FHCs may
engage only in those nonbanking
activities that were permissible for bank
holding companies prior to the
enactment of the GLB Act and, thus,
could not provide real estate brokerage
or management services under the
proposed rule. The y's prop
rule would amend its regulations
garding fi ial subsidiaries to add
real estate brokerage and real estate
management to ct‘he acli\"ities .

connection with a real estate
transaction: negotiating price and other
terms on behalf of parties {0 a real estate
transaction; and administering the
closing to a real estate transaction. Real
estate brokerage generally does not
involve purchasing or selling real estate
as principal. The business o?ma] estate
brokerage may only be conducted
pursuant to state licensing Jaws and
regulations.

As noted, prior to the passage of the
GLB Act, bank holding companies were
permitted to engage only in activities
that the Board determined were closely
related to banking under section 4(c){(8)
of the BHC Act. In 1972, the Board
determined that real estate brokerage
was not closely related to banking for
purposes of the BHC Act.® Although the
GLB Act does not explicitly authorize
FHCs to act as real estate brokers, the
statute permits FHCs to engage in any
activity that the Board, in consultation
with the Secretary, has determined to be

standard represents a signifi
expansion of the "closely related to
banking” standard that the Board
previously applied in determining the
Eermissibility of activities for bank
iding panies.5 In idering
whether an activity was closely related
to banking, the Board and the courts
looked to whether banks generally (i}
conduct the proposed activity, (ii}
provide services that are operationally
or functionally so similar to the
proposed services as to equip them
particularly weil to provide the
proposed services, or {iii} provide
services that are so integrally related to
the proposed services as to require their
provision in a specialized form.®
Because the new “financial in nature or
incidental” test appears to be
substantially broader than the old
“closely related to banking” test, the
Agencies believe that they shoul

~ AT

per for § i
Qualifying national banks would be
permitted to engage in these activities
through financial subsidiaries by
providing the Office of the Comptroller
of the Currency (“OCC™) with a notice
under the QCC's rules.

The GLB Act requires that the Board
and the Secretary consult with each
other concerning any request, proposal,
or application for a determination that
an activity is financial in nature or
incidental to a financial activity. The
Agencies have consuited with sach
other concerning the proposed rules,
and each Agency supports the other's
determination to seek public comment
on the proposed rules.”

Proposed Rules
A. Real Estate Brokeruge

Real estate brokerage is the business
of bringing together parties interested in

+

f ial in nature or incidental to a
financial activity. As noted. the GLB
Act's “financial in nature or incidental”
test is broader than the former “closely
related to banking” test.

Similarly, the OCC has not permitted
national banks to engage in general real
estate brokerage.® Although the GLB Act
does not explicitly authorize financial
subsidiaries to act as real estate brokers,
the statute permits financial subsidiaries
to engage in any activity that the
Secretary, in consultation with the
Hoard, has determined to be financial in
nature or incidental to a financial
activity. For the reasons discussed
below, the Agencies believe that they
should seek public comment on
whather real estate brokerage activities
are financial in nature or incidental to
a financial activity within the meaning
of section 4(k)(1}(A) of the BHC Act and
section 5136A(a}(2){A)(i) of the Revised

consider an activity to be in
nature or incidental to a financial
activity to the extent that it meets the
old standard.

After considering the factors listed
above and other relevant informatien,
the Agencies propose to seek public
comment on whether to adopt rules that
would define real estate brokerage and
real estate management as activities that

2 5ee 12 U.5.C. 1843tk)(3},

+See 12 U.S.C. 24aib)(2}.

*See H.R. Conl. Rep. No. 106-434, at 153 {1998}
(“permitting banks to affiliate with firms engaged in
financtal activities represents a signifiant
expansion from the current requirement that hank
offiliates may only be engaged in activities that'are
closely related to banking”).

& Sea National Courier Association v. Board of
Governars of the Federal Reserve System, 316 F.2d
1229, 1237 (D.C. Cir. 1975).

c ing a real estate p
sale, exchange, lease, or rental
transaction and negotiating on behalf of
such parties a contract relating to the
transaction. The activity of real estate
brokerage would include acting as agent
for a party to a real estate ransaction;
listing and advertising real estate:
locating buyers, sellers, lessors, and
lessees interested in engaging in real
estate jons among th lves;
conveying information between the
parties to a potential real estate
transaction; providing advice in

~Under the GLB Act, neither Agenry may
determina that an activity is Bnancisl in nature or
incidental 10 a financial activity if the other Agency
indicates in wriling that it believes that the activity
is not financial in nature, incidental to a financial
activity. or otherwise permissible. 12 U.S.C.
1843(k}2)(A)(ii), 24atb}1HBY)N).

1. General “Financial in Noture or
Incidental” Analysis

Some depository institutions already
engage in real estate brokerage.
Although, as noted, the OCC has not
permitted national banks to provide

12 CFR 225.126(c): Boatmen's Buncshures. Inc.,
58 Federal Reserve Bulletin 427, 428 (1972). In
1987, as part of a proposal to authorize bank
holding companies to sugage in resl estate
investment {the “1987 Proposal”), the Board
proposad permitting a bank holding company to
provide real estaie brokerage services in connection
with real estate in whick the bank bolding company
had an Interest. See 52 FR 543 {(Nov. 4. 1987): see
also 50 FR 4519 {Jan. 31. 1985). The Board never
adopted this proposed rule in final form.

9 See OCC Interpretive Lotier No. 84, reprinted in
{1978-1979 Transfer Binder] Fed. Banking L Rep.
(CCH) 185,159 (Apr. 3. 1979).
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general real estate brokerage services,
several states currently permit their
state-chartered banks to act as a general
real estate broker.1® The Office of Thrift
Supervision ("OTS"} also has permitted
the service corporation subsidiaries of
federal savings associations to provide
general real estate brokerage services. 't
In addition, national and state bank
trust departments have long been
involved as agent in the purchase and
sale of real estate assets that are part of
trust estates,

Al h bank holdi

and financial subsidiaries do not hxve
autharity to provide real estate
brokerage services, banks and bank
holding companies engage in a wide
variety of other real-estate related
activities, mc]udmg (x) holding bank
fqreumzes and acquiring real estate in a
lducmry capacity or in full or pamal
of a debi p
contracted; (i1} m&\ung real eslate
investrents that have ag their primary
0s€ y devel

and bank holding companies participate
in most aspects of the typical real estate
transaction other than brokerage,
1n addition. banks and banksnolding

companies currently engage in a variety
of activities that are functionally and
operahonaliv similar to real estate

br Banking organizations have
provxded their customers with various
agency transactional services, including
securities brokerage services, private
placement services, futures commission
merchant services, agency transactional
services relating to swaps and other

and §

purchase or sale of real estate: and to
place real estate investment properties
by contacting a limited number of
qualified investors, identifying and
engaging real estate brokers, advising
investors regarding the terms of a real
estate sale, and administering a rea!
estate closing.2” A final rule issued by
the Board on December 13, 2000,
authorized FHCs to act as a finder.’®
In addition, the authority of national
banks and bank holding companies to
assist third parties in obtaining
commercial real estate equity hnuncing

derivative instr

agency services, 1% Although these
agency secvices are provided by banking
organizations in connection with an
underlying fi ion {the

des an important subset, although
not the full panoply, of services
provided by the typical real estate
broker.*® In this regard, the Board has -

purchase of securities, derivatives, or
insurance), the agency services provided
by a real estate broker are similar in
nature to those provided by a securities,
derivatives, or insurance broker,

N :‘:lthough the full range of real estate

{subject to certain limits); (3it) providing
real estats appraisal services; {iv)
arranging commercial real estate equity
financing; (v) real estate lending; (vi)
real estate leasing; {vii) providing real
estate settlement and escrow services;
and {viii) providing real estate
investment advisory services.?? Since
the passage of the GLB Act, FHCs and
financial subsidiaries also have been
sble to provide title insurance, private
mortgage insurance, and any other type
of insurance to the parties to a real
estate transaction.’? As a result, banks

W See, e.g.. lowa Code §524.802 (A state hank

aball have * * *thepowerto* * * e in the
‘brok: of insurance and real estate subject to the
prior approval of the su) endent.”): N.J. Admin.

Code tit. 3, § 11~11.5(a){4) {permitting a subsidiary

of a New Jersey stale ered to provide real

astate brokerage services); 1879 Ky. AC LEXIS 224
st

age services would not fit within

the scope of national bank or FHC finder
authority,’* many of the essential
aspects of real estate brokerage are
already permissible finder activities.
The OCC’s regulations provide that “a
national bank may act as 8 finder in
bringing together a buyer and a seller”
for a financial or nonfinancial
transaction and further provide that
perxmssnble finder activities include

1dennfymg potential parties, making
inquiries as to interest, introducing or
arranging meetings of interested parties,
and otherwise bringing parties together
for a transaction that the parties
themselves negotiaie and
consummste.” 18 Pursuant to the finder
and financial counseling authorities, the
OCC has permitted national banks to
locate, analyze, and make
jons regarding the

(“A state bank. through its
and state trust may act as

seal estate brokers or salesmen in the general real
sstate business, regardless of whether it involvey
the institution’s fiducial businesa or net.”’}.

1! Seg 12 CFR 558 i(n)(é) and QTS Latter, July 16,
1997 {1997 OTS LEXIS 3

2 With respect to ban ho ipanies, see,

.12 CFR 225.22(d}{1} and (3] nnd 225 Za(b](i).

(3). "amd (12}. With respect to national banks, see,
2. 12 1L.S.C. 29 fholding bank premises and
acquiring resd estate DPC), 12 U S .C. 922 (goneral
fiduci ive Lotter No.

4 With respact to bank holding companies. see,
6.8, 12 CFR 225.28(b}(7} and 12 U.5.C.
1843{k){4){B). With respect 10 vational banks, ses,
e.g.. 12 U.S.C, 24(7) {securities brokerage services});
OCL interpretive Letter No. 320, reprinted in {1985~
1487 Transfer Bioder] Fed. Banking L. Rop. {CCHY

flowed bank holding companies lo act
as an intermediary for the financing of
tal of industrial §

producing real estate by arran%mg for
the transfer of the title, control, and risk
of such a real estate project to one or
more investors. Bank holding
companies may only arrange
commercial real estate equity financing
with respect to real estate projects that
are not sponsored by or invested in by
the holding company. The OCC
similasly has authorized national banks
to arrange for the placemexg. of equity
in

real estate.20

In determining whether an activity is
financial in nature or incidental to a
financial activity, the GLB Act
specifically instructs the Board and the
Secretary to consider whether the
activily is necessary or appropriate to
allow a FHC or a bank, respectively, io
compste effectively with other financial
services companies operating in the
United States.?1 Before the passage of
the GLB Act. in determining whether an
activity was “closely related to
bomkmg - the law directed the Board to

banks d in the

activity, but did not explmnly authorize
the Board to consider whether ather
financial service providers engaged in
the activity.22 Thij change in law

of the

t 8 i

41 85,499 {Mar. 4, 1985 {private phzemnl
serviges): 12 CFR &, {futw

merchant services and agency tran! sacﬁnn-! sexvices
relating to swaps and derivatives): and 12 U.S.C. 2
agyncy services).

467, :gmtad in hﬂnn—ms Transfer Binder} Fed.
Banking L. Rep. [CCH} ¥ 85,891 {Jan. 24, 1989}
{providing real estate appraisal services); OCC
Interpretive Letter No. 387, reprinted in 19881989
Transfer Binder) Fed. Banking L. Rep. (CCH) 1
85,611 (June 22, 1987} (arsunging commercial

estate equity financing); 12 U.8.C. 371 (real astaty
fending): 12 CFR 3. a«uus)(v) {providing real estate
seitlement and escrow services and real sstate
investment advisary services).

9 Sae 12 U.S.C. 1843(R4IB), 24abX1KANE. The
suthority of a financial subsldiary 10 underwrite
certain types of insurance is, bowever, limited. See
12 U.S.C. 24ala}(2)B)E}

5 Raal estate brokerage would not fit within the
finder activities permitted to national
real ustate brokerage esseutially involves
the real estate broker in negotistion of the real estate
i role ifical bidden to

national bank finders. Ses 12 CFR 7.1002(b). Real
estate brokarage would not fit within the finder
activilies authorized for FHCs because the Board's
finder rale prohibits 2 finder from becomin,
invelvad in negatiation and specifically excludes
any activity that would require the FHC to register
or oltain a Hcense as a real estate agent or broker.
Sue Board press tulease (December 13, 2000},

1612 CFR 7.1002.

7 See OCC Interpretive Latter No. 238, mprlnled
i1 {1983~1984 Transfer Binder] Fed
Rap. {CCH) § 85,402 [Feb. 9, 1962} 'rhzoccme
bas allowad national banks to participate in the
structuring and negotiation of certain real estate
ange transactions. intarpretive Letter
No. 880, rzprmlod in [1908-2000 Transfer Binder]
Fed. Banking L. Rep. (CCH) ¥ 81.373 (Dec. 6, 1999).

5 Sag Board press releass {December 13, 2000).

19 See, ¢.g., 12 CFR 225.26(b}2Mii}.

10 See OCX, Interpretive Letter No. 271, ceprinted
in {1983~1984 Transfor Binder) Fed. Banking L.
Rep. {CCH) Y 65,435 (Sept. 21, 1983},

112 U,8.C. 1843(kHINDNE, 24aib)2DIG).

22 Sep Nutional Coutier Association v. Board of
Gaovernors of the Federal Reserve System, 516 .24
1229, 1237 (D.C. Cir. 1975}
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Board's capacity to consider the
competitive realities of the U.S.
financial marketplace in determining
the permissibility of activities for FHCs.

As the financial marketplace
continues to evolve, it appears that
many financial companies are adding
real estate brokerage to their menu of
services. In this regard, the ABA has
provided evidence that several
diversified financial companies provide
real estate brokerage services in addition
to their more traditional banking,
securities, and insurance services.?? The
ABA also has asserted that buyers and
sellers of real estate are increasingly
loaking to a single company to provide
all of their real estate-related needs.
Purchasers of real estate seem especially
interested in obtaining real estate
brokerage and mortgage finance from a
single provider. The ABA argues that
permitting FHCs and financial
subsidiaries to engage in real estate
brokerage activities would permit FHCs
and banks to compete effectively with
other financial service providers in the
United States. The Agencies salicit
comment on the extent to which U.S.
financial services companies provide
real estate brokerage services.

Existing federal and state laws should
operate to mitigate the potential adverse
effects of combining banking and real
estate brokerage. The antitying rules
should help prevent banks from using
any market power they possess to assist
an affiliated financial subsidiary or FHC

to a customer who obtains real estale
brokerage services from a bank affiliate
(including a financial subsidiarv) to be
on market terms.*¢ Furthermore, federal
and state consumer protection laws.
including the Real Estate Settlement
Procedures Act,27 would help protect
customers of banks and affiliated real
estate brokers. The Agencies solicit
comment on the potential adverse
effects of allowing FHCs or financial
subsidiaries to act as a real estate broker
and whether special restrictions on
transactions or relationships between a
real estate braker and its affiliated
depositary institutions are necessary to
mitigate those adverse effects.22
Permitting FHCs and financial
subsidiaries to engage in real estate
brokerage does not appear to present
significant risks to those izati

other than money or securities.”z9
According to the ABA, real estate is a
financial asset because (i) the home is
the largest asset for many individuals:
{ii) real estate serves as the
underpinning for hundreds of billions of
dollars of mortgage-backed securities:
and (iii) real estate serves as a means of
wealth creation by increasing in value
over time and providing tax benefits.
The Agencies are not convinced that
real estate should be deemed a financial
asset because it is a comparatively large
asset on most individuals’ personal
balance sheet or because it often is used
as collateral for financial instruments.
Airpl boats, and biles are
large assets that are often used as
collateral for financial instruments
(loans and leases in particular), yet

or their depository institution affiliates.
The proposed rules would ensure that
the authorized real estate brokerage
services are agency services only and

these assets are generally considered to
be nonfi ial. The A i

recognize, however, that real estate does
have certain important attributes of a
financial asset; namely, that individuals
often p real estate, at least in

that FHCs and financial subsidiaries
take no principal risk in connection
with real estate transactions that they
broker. As a consequence, FHCs and
financial subsidiaries engaging in real
estate brokerage would not be subject to
either the liquidity risk or market risk
associated with real estate investment
and development. Real estate brokerage
involves operational and legal risks, but
these risks appear similar in nature and
extent to those posed by other agency

in

P ]
1 yas

activities d d by FHCs and
& Pt el

P '8 O
in the real estate b 8
The antitying rules would prohibit a
subsidiary bank of a FHC engaged in
real estate brokerage or the parent bank
of a financial subsidiary engaged in real
estate brokerage from extending credit,
furnishing any service, or varying the
consideration for any loan or service on
the condition that the customer obtain
real estate brokerage services from the
bank or any affiliate {including a
financial subsidiary} of the bank.2¢
Sections 23A and 23B of the Federal
Reserve Act would limit the amount of
credit and certain other forms of support
that a bank could provide to a real estate
brokerage affiliate {including a financial
subsidiary).2s In addition, section 23B
would require mortgage loans by a bank

23 For example. General Motors Acceptance
Carporation operates a thrift, makes mortgage loaas,
and provides real estate brokerage services;
Prudential Insurance Company provides insurance
and securities products and real estate brokerage

2. Real Estate Brokerage as a Statutorily
Listed Financial Activity

The ABA has argued that real estate
is a financial asset and that, accordingly,
the Agencies should find real estate
brokerage to be part of the statutorily
listed financial activity of “(l]lending,
exchanging, transferring, investing for
athers or safeguarding financial assets

2812 U.8.C. 371¢-1(a}(2)(D). Section 23A also
would cover mortgage loans by a bank (o a customer
to the extent that the customer uses part of the loan
proceeds to pay the brokerage commission of a real
estate brokerage affiliate of the bank.

2712 U.S.C. 2601 of seq.

26 Under section 114 of the GLB Ac, the Board
has authority to impose ictions or is

part, for investment purposes and with
a view toward the financial benefits of
the transaction.

These financial attributes of real
estate may, however, not be enough to
justify treating real estate as a financial
asset. Although real estate often is
purchased, in part, for in
purposes, the same can be said of many
nonfinancial assets such as fine art, rare
stamps, and antique cars. Moreover,
whereas loans, securities, and most
other financial assets are held for
investment purposes only, most
purchasers and renters of real estate also
use the property as a residence or in the
operation of a business. Finally,
financial assets are generally thought to
include money, loans, securities, and
other similar intangible properties. Real
estate, on the other hand, is a tangible,
ph_lysica] asset.

he ABA also has argued that the
purchase, sale, or lease of real estate is
a financial transaction and that,
accordingly, the Agencies should find
that real estate brokerage is part of the
listed financial activity of “{a]rranging,
effecting, or facilitating financial
transactions for the account of third
parties.”” 3¢ The ABA contends that the

oo Iransactions or relationships between a
depository institwtion subsidiary of 8 bank holding
company and any affiliate of such depository
institution, if the Board finds that such action
would be (i) consistent with the purposes of

P , sale, or lease of real estate is
a financial transaction because it is the
most important, complex, and
financially difficult transaction that

applicable Federal law and (i) among
other things. to avoid adverse effects such as undua
2. 102 y

services: Cendant Ce provides
mortgage loans. and real estate brokerage services:
and Long & Foster provides mortgage loans,
insurance products, and real estate brokerage
services.

2412 US.C. 1972{1}(B).

212 U.S.C. 371c and 371¢-1.

of d or unfair
competition, conflicts of interest, or unsound
banking practices. GLB Act Section 114{b). Section
114 provides the OCC with similar authority 10
impose restrictions or requi on j

or relationships between a national bank and its
subsidiaries. GLB Act Section 114(a).

2912 U.5.C. 1843(k}5)B)(1), 24a(b)(3)(A). The
GLB Act requires the Agencies jointly 1o define this
activity and two other listed activities as “financial
in nature” and to determine “the extent to which
such activitias are financial in nature or incidental
to a financial activity.” 12 U.S.C. 1843(k)5)(A).
24a(b)(3).

3012 U.S.C. 1843(k)(8)(B){iii), 24a(b}{3)(C).
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most individuals undertake, The
Agencies are not convinced that the
importance, complexity, or size of a
transaction should affect a
determination as to whether the
transaction is financial in nature. On the
other hand. real estate transactions often
are entered into, at least in part, for
investment purposes. To that extent,
real estate transactions do have some
aspects of a financial transaction. The
Agencies seek comment on the above
issues.

3. Arguments of the NAR

As noted, the NAR has asked that the
Agencies not authorize real estate
brokerage activities. The NAR makes
four principal contentions in support of
its position. First, the NAR notes that

FHCs gain experience in conducting the
various other new activities authorized
by the GLB Act.

The Agencies seek comment on
whether real estate brokerage is an
activity that is financial in nature or
incidental to a financial activity. In
addition, the Agencies seek comment on
the particular arguments advanced by
the NAR.

B. Real Estate Management Services

Real estate management is the
business of providing for others day-to-
day management of real estate. Day-to-
day mansgement of real estate could
include procuring d iati

that they should seek public comment
on (i} what activities are included
within real estate management and (ii)
which of these activities, if any, are
financial in nature or incidental to a
financial activity within the meaning of
section 4(k)(1}(A) of the BHC Act and
section 5136A(a)(2){A)(i} of the Revised
Statutes.

1. General “Financial in Nature or
Incidental” Analysis

Neither the OCC nor state banking
departments, to the Agencies’
knowledge, have permitted banks to
provide general real estate management
services. ThriRt holding companies

leases; security ’5,
billing and collecting rent payments:

p ding periodic for such

the GLB Act does not specifi

principal, interest,

authorize FHCs to engage in real estate
brokerage. Although this contention is

F ng
insurance, tax, and utilities payments;
and 1t ing i i

true, the GLB Act also auth each
Agency to supplement the statutory
activities list with additional activities
that it determines, in consultation with

y o P

and upkeep of real
property. Real estate management
generally does not invalve purchasing,
selling, or owning real estate as

incival. Alth

the other Agency, to be fi ial in
nature or incidental to a financial
activity. The NAR points out that the
GLB Act specifically prohibits financial
subsidiaries from engaging in real estate
investment and development activities,
but this prohibition by its terms does
not apply to FHCs or to real estate
brokerage activities.

Second, the NAR suggests that it
would be inappropriate for the Board
now to permit FHCs to provide real
estate brokerage services because the
Board prohibited bank holding
companies from acting as a real estate
broker in 1972. As noted above, the
Board's 1972 decision on real estate
brok was made p to the
former “closely related to banking”
standard; the GLB Act now authorizes
the Board to approve any activity that is
“financial in nature” or “'incidental to a3
financial activity.” The plain meaning
of and legislative history behind the
“financial” and “incidental to
financial” standards suggest that
Congress intended the new standards to
be significantly broader than the old
“closely related to banking” test.
Furthermare, the financial services
environment has changed significantly
in the past 30 years, and what may have
been an inappropriate activity for bank
holding companies in the early 1970s
may be appropriate for the diversified
FHCs of the early 215t century.

Third, the NAR claims that real estate
brokerage is a commercial activity and
not a financial activity. Finally, the NAR
argues that the Agencies should delay
finding real estate brokerage to be a
permissible activity until such time as

principal. gh some states do not
subject real estate managers to special
licensing laws or regulations, real estate
managers in other states are subject to
the same state licensing laws and
regulations that apply to real estate
brokers.

The Board first proposed allowing

(includ itary thrift holding
companies) and thrift service
corporation subsidiaries, however, have
been permitted to maintain and manage
real estate.>+ In addition, as noted
above, banking organizations have long
been engaged in a variety of real estate-
related activities. Moreover, some
(though not all) real estate management
activities appear to be functionally and
operationally similar to various other
activities that banks and bank holding
companies currently engage in. For
example, collecting rental payments;
maintaining security deposits; making
principal, interest, taxes, and insurance
payments; and providing periodic

bank holding companies to provide
property management services in
1971.9! For a variety of reasons,

" including the sub sy

. e
volume of negative public comment
received on the proposal, the Board
determined in 1972 that property
management was not closely related to
banking for purposes of the BHC Act.32
Similarly, the OCC has not permitied
national banks to engage in general real
estate management.3

The Agencies have some doubts as to
whether all aspects of real estate
management are financial in nature or
incidental to a financial activity. The
Agencies also are concerned that certain
forms of real estate management appear
to reserable more closely day-to-day
operation of a commercial enterprise
than serving as the intermediary
between the owners and users of real
estate, Nevertheless, for the reasons
discussed below, the Agencies believe

3% Seg 36 FR 18427 (Sept. 7, 1971},

3212 CFR 225.126(g); 58 Federal Reserve Bulletin
652 (1972). As part of the 1987 Propasal, the Board
propesed authorizing a bask holding company te

lo real eslate management servicss in
connection with real eatate in which the hank
holding company had an interest, See 52 FR 543
[Nov. 4, 1987}; see also 50 FR 4319 (Jan. 31, 1985).
As noted abovs, the Board never finalized this
proposed rule.

23 Spe OCC Interpretive Latter No. 238, supra.

are functionally similar to
collecting loan or lease payments,
disbursing escrow payments, and
performing related accountings. In
addition, banks and bank holding
companies have a long history of
managing real estate assets that are part
of trust estates, that are used by the
banking organization in its own
operations, or that are acquired as a
resutt of foreclosure. 33

As noted above, in determining
whether an activity is financial in
nature or incidental to a financial
activity, the GLB Act instruets the Board
and the Secretary to consider whether
the activity is necessary or appropriate
to allow FHCs or banks, respectively, to
compete effectively with other financial
services companies operating in the
United States. The ABA has contended
that competitive considerations support
a determination to allow FHCs and
financial subsidiaries to provide real
estate management services. The
Agencies solicit comment on the extent
to which financial services companies

34 See 12 CFR 559.4(e}(3), 584.2-1(bj(8).

33 See, a.g., OCC Interpretive Letter No, 238,
supro: OCC Interpretive Latter No. 355, reprinted in
[1985-1987 Transfer Binder| Fod. Banking L. Rep.
{CCH] ¢ 85.525 (Dec, 10, 1985); Bancorp Hawai,
Inc., 71 Fedesal Reserva Bulletin 168, 166 n.2
(1983): United Missouri Bancshares, Inc.. 64
Federal Reserve Bulletin 415, 417 (1978),
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provide real estate management services
in the United States and on whether
permitting FHCs and financial
subsidiaries to provide real estate
management services would help ensure
competitive equity between FHCs and
financial subsidiaries and other
financial firms.

The same laws that would operate to
mitigate potential adverse effects in the
real estate brokerage context also would
help to alleviate adverse effects in the

distribution of principal, interest,
insurance. tax. and utility pavments.
Property management also, however.
appears to have components that go
beyond the facilitation of financial
transactions. The Agencies seek
comment on the above issues.

C. Description of the Proposed Rules
1. Real Estate Brokerage

The proposed rules authorize FHCs
and fi ial subsidiari

provision of real estate
services. The Agencies solicit

to pravide
real estate brokerage services and
H Tad

on the potential adverse effects of
allowing FHCs and financial
subsidiaries to act as a real estate
manager and whether special
restrictions are necessary to mitigate
those adverse effects.

Permitting FHCs and financial
subsidiaries to engage in real estate
management activities does not appear
to present significant risks to those
i s or their depository
institution affiliates. The proposed rules
would ensure that the autherized reat
estate management services are agency
services only and that FHCs and
financial subsidiaries take no principal
risk in connection with real estate that
they manage. The Agencies recognize,
however, that engaging in property
management may increase the

perational, legal, and rep 1 risks
faced by a FHC or financial subsidiary.
Accordingly, the Agencies seek
comment on the nature and extent of
these risks.

2. Real Estate Management as a
Statutorily Listed Financial Activity
The ABA has argued that the
Agencies should find that real estate
management is part of the listed

ples of the sorts of
activities that the Agencies consider to

be included within real estate brokerage.

The Agencies seek comment on whether
any final rules should provide further
guidance regarding the scope of
activities that are included within real
estate brokerage.

Importantly, the proposed rules also
contain restrictions designed to ensure
that a FHC or financial subsidiary, when
acting as a real estate broker, serves only
as en intermediary between buyers and
sellers (or lessees and lessors] and does
not otherwise become impermissibly
involved in the underlying real estate
transaction. In particular, the proposed
rules make clear that they do not
authorize & FHC or financial subsidiary
to (i) invest in or develop real estate; or
(i} take title to, acquire, or hold an
ownership interest in any real estate
that is the subject of the ’s real

customers {not for the purpose of
speculating on the price of real estate},
The Agencies also understand thal
employee relocation services often
include assisting transferred employees
to move household goods to their
destination locations and assisting the
spouses of transferred employees lo find
employment in their destination
locations.

The Agencies request information on
the kinds of employee relocation
services that real estate brokers
currently provide. The Agencies also
seek comment on whether to permit
FHCs or financial subsidiaries: (i} To
provide employee relocation services as
part of real estate brokerage or
otherwise; {ii) to purchase residential
real estate in connection with providing
employee relocation services and, if so,
what conditions or limits should apply
to such real estate purchases; and (iii) to
assist transferred employees to move
their household goods and to assist the

p of ferred employees to find
employment in connection with
providing employee relocation services.

2. Real Estate Management

The proposed rules authorize FHCs
and financial subsidiaries to provide
real estate management services and
include examples of the sorts of
activities that the Agencies consider to
be included within rea] estate

estate brokerage services.
The Agencies understand that many
real estate brokers offer )

The ABA has suggested that the
Agencies’ definition of real estate

Y
relocation services to their corporate
clients. Certain fund 1 2!

should include any
activities that may be defined as “‘real

Y
relocation services—assisting a client’s
transferred employees to sell their
existing homes, buy homes in their
destination locations, and obtain

financial activity of “{ljendi
exchanging, transferring, investing for

mortgage financing for their new home
h pear to be forms of real

aothers or safe diny ial assets
other than money or securities.”?8 If the

Agencies were to conclude that real

1 '
estate brokerage or currently permissible
financial activities.

y

estate is a financial asset, this
would have some textual appeal. Real
estate management could be viewed, in
part, as a form of safeguarding real
estate.

The ABA also has argued that the
Agencies should find that real estate
management services are part of the
listed financial activity of “[ajrranging,
effecting, or facilitating financial
transactions for the account of third
parties.” 37 Part of the role of a property
manager does involve the facilitation of
fi 1 ions: For pl

i of security deposil
collection of rent payments, an

3612 11.5.C. 1343{k}(3)(B){i). 24a(b}(3HA).
3712 U.5.C. 184! C).

ther employ 1 jon activities
seem less obviously a part of real estate
brokerage or otherwise financial in
nature. For example, a real estate broker
providing employee relocation services
often commits to purchase any home
owned by one of its client’s transferred
employees at a fixed price if the broker
fails to sell the home within a certain
time period. The Agencies believe that
such services may be incidental to real
estate brokerage if the homes purchased
by the broker are sold within a short
time period, the broker's total holdings
of unsold real estate do not exceed some
threshold amount, and the broker only
purchases unsold real estate in
connection with praviding bona fide

1 location services to

ploy

estate " under any state
law. The Agencies generally are
rel to del to state legisl

any determinations regarding the scope
of permissible activities for federally
regulated bankin| izati
Nevertheless, the Agencies specifically
solicit comment on whether real estate
management activities should be
defined explicitly to include any
activities that are defined as “real estate
management” under state law, The
Agencies also request comment more
generally on whether any final rules
should contain further guidance
regarding the scope of activities that are
included within real estate
management.

The proposed rules contain
restrictions designed to ensure that a
FHC or financial subsidiary, when
providing real estate management
services, acts only in an agency capacity
as an intermediary between the owners
and users of real estate. In particular,
the proposed rules make clear that real
estate management does not include (i)
investing in or developing real estate; or
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(ii) taking title to, acquiring, or holding
an ownership interest in any real estate
that the FHC or financial subsidiary
manages. In light of these exclusions,
the Agencies request comment on
whether real estate managers receive
compensation in the form of an equity
or equity-like interest in the managed
real estate and, if so, whether the
Agencies should prevent FHCs that
engage in real estate from

certify that the proposed rules would
not have a significant economic impact
on a substantial number of small entities
within the meaning of the Regulatory
Flexibility Act (5 U.S.C. 601 et seq.).
The proposed rules would remove
regulatory restrictions on financial
holding companies and financial
subsidiaries of national banks by
Eermining themn to engage in real estate

receiving compensation in this form.
The proposed rules also prevent a
FHC or financial subsidiary that
provides real estate management
services from itself repairing or
maintaining the managed real estate.
The Agencies have doubts as to whether
repair and maintenance of real estate are
activities that are financial in nature or
incidental to a financial activity. The
proposed rules allow a FHC or financial
subsidiary, however, to arrange for a
third party to provide these services.
The Agencies request comment on
whether FHCs and financial subsidiarie:

ge and real estate management
activities. The proposed rules would
apply to all financial holding companies
and national bank financial subsidiaries,
regardless of their size. The proposed
rules should enhance the ability of
financial holding companies and
I ial subsidiaries, including small

ies, g

financial holding companies and
P o1 subsidi

1844(b). 197211}, 3106, 3108. 3310, 3331
3351, 3907. and 3909.

2. Section 225.86(d). publiched at 65
FR 80740, December 22, 2000, is
amended by adding new paragraphs
{d)(2) and (d)(3) to read as follows:

§225.86 What activities are permissible for
financial holding companies?
* PN

-+

(2) Reul estate brokerage.

(i) Providing real estate brokerage
services, including, among other things,
acting as an agent for a buyer, seller,
lessor, or lessee of real estate; listing and
advertising real estate; providing advice
in connection with a real estate
purchase, sale. exchange, lease, or rental

ion; bringing together parties

ies, to pete with

other providers of financial services in

the United States and to respond to

hnological and other changes in the
marketplace in which they compete.

should be limited in their authority to

engage in any other aspects of real estate

manag;ment..
e

also seek on

Accordingly, a regulatory flexibility
lysis is not required
Paperwork Reduction Act
In accordance with the Paperwork
Roduct

whether they should draw any
distinctions between the management of
single-family housing, multi-family
housing, office buildings, institutional
buildings (hotels, hospitals, etc.),
commercial and industrial properties,
and farms. In addition, the Agencies
solicit comment on whether real estate
management should include
management of the air rights above and
the oil and mineral rights beneath
particular parcels of land. As noted
above, the Agencies are concerned that
certain forms of real estate management
may more closely resemble day-to-day
operation of a commercial enterprise
than serving as the intermedi

between the awners and users of real
estate.

Plain Language

Section 722 of the GLB Act requires
the Board to use “plain language” in all
proposed and final rules published after
January 1, 2000. In light of this
requirement, the Board has sought to
present its proposed rule in a simple
and straightforward manner and has
included in the rule examples of
activities that would be permissible
under the proposed rule. The Board
invites comments on whether there are
additional steps the Board could take to
make the proposed rule easier to
understand.

Regulatory Flexibility Act

Pursuant to section 605(b) of the
Regulatory Flexibility Act, the Agencies

Act of 1995 (44 U.S.C. 3506;
5 CFR part 1320 Appendix A.1}, the
Board has reviewed the proposed rule
under the authority delegated to the
Board by the Office of Management and
Budget. No collections of information
pursuant to the Paperwork Reduction

interested in consummating such a real
estate transaction; and negotiating on
behalf of such parties a contract relating
1 such a real estate transaction.

(i} In providing real estate brokerage
services, a financial holding company
may not:

(A) Invest in or develop real estate as
principal; or

(B) Take title to, acquire, or hold any
ownership interest in real estate
brokered by the company.

(3} Real estate management.

{i) Providing real estate management
services, including, among other things,
procuring lenants; negotiating leases;

Act are ¢ d in the p d rule.
List of Subjects
12 CFR Part 225

Administrative practice and
procedures, Banks, Banking, Federal
Reserve System, Holding companies,
Reporting and recordkeeping
requirements, Securities.
12 CFR Part 1301

Administrative practice and

procedure, National Banks, Reporting
and recordkeeping requirements,

Federal Reserve System
12 CFR Chapter II
Authority and Issuance
For the reasons set forth in the joint
preamble, part 225 of chapter II, title 12

of the Code of Federal Regulations is
proposed to be amended as follows:

PART 225—BANK HOLDING
COMPANIES AND CHANGE IN BANK
CONTROL (REGULATION Y)

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

Authority; 12 U.S.C. 1817(j)(13), 1818,
1828(0). 1831i. 1831p-1, 1843(c)(8), 1843(k),

mai security dep billing
and collecting rent payments; providing
periodic accountings for such payments;
making principal, interest, insurance,
tax, and utility payments; and generally
averseeing the inspection, maintenance,
and upkeep of real estate.

(ii) In providing real estate

services, a fi ial
holding company may not:

{A} Invest in or develop real estate as
principal;

{B]} Take title to, acquire, or hold any
ownership interest in real estate
managed by the company: or

(C) Directly or indirectly maintain or
repair real estate managed by the
company (but may arrange for a third
party to provide these services).

By order of the Board of Governors of the
Federal Reserve System, December 26, 2000.
Jennifer J. Jehnson,

Secretary of the Board.

Department of the Treasury
12 CFR Chapter XV
Authority and Issuance

Faor the reasons set forth in the joint
preamble, part 1501 of chapter XV, title
12 of the Code of Federal Regulations is

d to be ded as foll
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PART 1501—FINANCIAL
SUBSIDIARIES

1. The authority citation for part 1501
continues 10 read as follows:

Authority: 12 U.S.C. 24a.

P TSI

2. Section 1501.2, inan

RAILROAD RETIREMENT BOARD
20 CFR Part 369

RIN 3220-AB49

Use of the Seal of the Railroad
Reti Board

interim rule in this issue of the Federal
Register, is amended by adding new
paragraphs (b) and (c) to read as follows:

1501.2 What has the

AGENCY: Railroad Retirement Board.
ACTION: Proposed rule.

4R

¥: The Rail

determined to be financial in nature or 4
incidental 10 a financial activity?

@« *

{b) Real estate brokerage.

(1) Providing real estate brokerage
services, including, among other things,
acting as an agent for a buyer, seller,
lessor, or lessee of real estate; listing and
advertising real estate; providing advice
in connection with a real estate
purchase, sale, exchange, lease, or rental
transaction; bringing together parties
interested in consummating such a real
estate transaction; and negotiating on
behalf of such parties a contract relating
to such a real estate transaction.

(2] In providing real estate brokerage
services, a financial subsidiary may not:
(i) Invest in or develop real estate as

principal; or

(ii} Take title to, acquire, or hold any
ownership interest in real estate
brokered by the fi ial subsidiary.

Board (Board) proposes to amend its
regulations to add a part explammg
when use of the Board’s seal is
permitted. Federai law prohibits the use
of an agency seal except as authorized
by regulation. The Board currently has
no such regulation.

DATE: C. should be submitted
aon or before March 5, 2001.

ADDRESSES: Any comments should be
submitted to the Secretary to the Board,
Railroad Retirement Board, 844 North
Rush Street, Chicago, 1L 60611.

FOR FURTHER INFORMATION CONTACT:
Marguerite P. Dabado, Assistant General
Counsel, Railroad Retirement Board,
(312) 7514945, TDD {312} 751-4701.
SUPPLEMENTARY INFORMATION: The
Railroad Retirement Board is an
independent agency in the executive
branch of the United States Government
which is charged with the
admlmst:anon of the Railroad

(c) Real estate management.
(1) Providing real estate management
services, mcludmg, among other things,

Act (45 U.S.C. 231 et seq.)
and the Railroad Unemployment

Insurance Act (45 U.S.C. 351 et seq.).
Use of agency seals is governed by 18
U.8.C. 701 which prohibits the use of

p ing leases; .
i security d billing agency seals except as authorized under
and callecting rent payments; providing  regulations made‘pux;suant to law. This
for such pay 3 ption is

to protect the

mnkmg principal, interest, msurance,
tax, and uulny payments; and general!y

and upkeep of real estate.
2} In pruvxdmg real eslate

pubhc agamst the use of a recognizable
assertion of authority with intent to
deceive (U.S. v. Goeliz, 513 F.2d 183
{C.A. Utah 1975), cert. den. 423 U.S.
830). The regulations of the Railroad
Retirement Board do not include

SBWICES a
suhszdnary may not:
(i} Invest in or develop real estate as
principal;
(ii) Take title to, acquire, or hold any

ownershl mleresl in real estate
heidi

for the authorization of use
of the Agency'’s seal. The Board
proposes to add Part 369 to its
regulations to explain when use of the
Board’s seal is permitted,

In order to comply with the

y; or
Iy :

President’s June 1, 1998, memorandum
di the use of plam language for

(m) D\rec\ly ori i
repair real estate managed by the
financial subsidiary (but may arrange for
& third party to provide these services).

Dated: December 25, 2000.

Gregory A. Baer,

Assistant Secretory for Financial Institutions,
Department of the Treasury.

iFR Doc. 01—43 Filed 1-2-01; 8:45 am}
BALLING CODE 6210-91-P :

or

all d and final r , the
regulntory paragraphs introduced by the
above rule changes have been written in
plain language:

This rule concerns agency
management and is not & regulation as
deﬁned in Execunve Order 12866.

y impact
is raquued There are no information
collections associated with this rule.

List of Subjects in 26 CFR Part 369

Railroad retirement, Seals and
insignia.

For the reasons set out in the
preamble, the Railroad Retirement
Board proposes to add part 369 to title
20, chapter II of the Code of the Federal
Regulations to read as follows:

PART 369—USE OF THE SEAL OF THE
RAILROAD RETIREMENT BOARD

Sec.

369.1 Unofficial use of the seal of the
Railroad Retirement Board.

369.2  Authority to grant written permission
for use of the seal.

369.3 Proced for abtaini
to use the seal.

369.4 Inapgmpmte use of the seal.

369.5 Penalty for misuse of the seal.

Authority: 18 U.8.C. 701; 45 U.S.C. 231f.

§369.1 Unofficial use of the seal of the
Railroad Retirement Board.
Use of the seal of the Railroad
Board for non-agency
busmess is prohibited unless
permission for use of the seal has been
obtained in accordance with this part.

§369.2 Authority to grant written
permission for use of tha seal.

The Board hereby delegates authority
to grant written permission for the use
of the seal of the Railroad Retirement
Board to the Director of Administration.

§369.3 Procedures for obtaining
permission to use the seal.

Requests for written permission to use
the seal of the Railroad Retirement
Board shall be in writing and shall be
dn-ected to the Director of

of the Railroad
Reuremenl Board. The request should,
at a minimum, contain the following
information:

{a) Name and address of the requester.

{b) A description of the type of
activity in which the requester is
engaged or proposes to engage.

{c}A s(atment of whether the

d use or
imitation to be ccmmercxal or non-
commercial, and why.

(d) A brief description and illustration
or sample of the proposed use, as well
as a description of the product or
service in connection with which it will
be used. This description will provide
sufficient detail to enable the Director of

Administration to d ; heth
the intended use of the seal is consistent
with the interests of the government.

{e} In the case of 2 non-commercial
use, a deseription of the requesting
organization's function and purpose
shall be provided.
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June 5, 2002
The Honorable Bob Barr

Chairman, Subcommittee on
Commercial and Administrative Law
B353 RHOB

Washington, DC 20515

Dear Chairman Barr:

Thank you for allowing me to testify at your hearing on the administrative procedure
ramifications of the Fed/Treasury proposed rule on allowing banks into the real estate brokerage,
leasing, and property management business. Our 800,000 REALTOR® members appreciate
your leadership on this issue, and we look forward to continuing to work with you to prevent this
over-reaching regulatory action.

We agree with your questioning of the regulators on their application of the Administrative
Procedures Act and the Regulatory Flexibility Act. We think their proposal fails to account for
many of the requirements of these laws, and we applaud your efforts to provide congressional
oversight on the issue.

Tn reviewing the proposed rule in preparation for your hearing, we were struck that the regulators
only looked to the effect the rule would have on the financial holding companies. The

Regulatory Flexibility Act requires an analysis of all entities that would fall under the proposed
rule. There was no analysis done on the effect of this rule on the hundreds of thousands of small
businesses operating real estate brokerages today. Many of these businesses are minority and
women-owned and consist of only a single office. In fact, 77% of all residential firms consist of
a single office. Certainly, any consideration of this proposed rule should take into account the
possible consequences to these businesses.

In response to one of your questions to me regarding the economic impact of the proposed rule
and whether it should be treated as a major rule, | have attached a brief analysis that shows the
rule could impact our industry well over the $100 million annually that would make it a major
rule.

This statement shows the economic impact on the residential housing market should banks
broker real estate. The estimated impact is based on where housing and real estate fit in the

RLEALTOR® 1s a registered collective membership mark which may be used only by
real estate professionals who are members of fhe NATIONAT ASSOCIATION OF REALTORS™
and subseribe Lo its striet Code of Ethics.

oFrGEINIrY



112

nation's economy. The assumption is that an economic impact analysis would consider, among
other things, market share and the banks' estimate of their market share targets. We can only
speak to the brokerage question associated with economic impact. We aren't privy to the
petitioners plans regarding real estate brokerage, leasing and management as they pressured the
Federal Reserve and Treasury to issue the real estate regulation.

Left unaddressed are analyses of economic impact on real estate leasing and management, which
to be thorough would require coordination with other commercial and investment real estate
groups.

Tn addition to the economic analysis, T would like to place two white papers in the record of this
hearing. They present strong evidence of the potential negative effects the proposed rule would
have on consumers, small businesses and competition.

Again, thank you for holding this important hearing. | hope it is a step toward congressional
action on the Community Choice in Real Estate Act, HR 3424. This important bill would clarify
congressional intent that real estate brokerage and management are commercial activities that
only Congress can grant to financial holding companies and national bank subsidiaries.

Sincerely,
T Tk y
Martin Edwards, Jr. CCTM

President
Partner, Colliers Wilkinson & Snowden Inc., Memphis, TN.
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ATTACHMENT

THE ECONOMIC IMPACT OF REGULATIONS ON RESIDENTIAL REAL ESTATE

The residential real estate sector of the U.S. economy is large and fulfills an im-
portant role in maintaining economic stability in our economy. The size of the hous-
ing market is immense: there are 115.9 million housing units in the United States
according to the 2000 Census. In 2001, 5.3 million existing homes were sold across
the country. With the median price of an existing home in 2001 at $147,800, the
economic value of homes sold is $783 billion.

The housing sector has an impact on the U.S. economy that goes beyond mere
size. During the 2001 recession, housing has carried the economy through the reces-
sion. While profits declined and payrolls fell off, consumers had confidence in hous-
ing and bought homes in record numbers. Indeed from the fourth quarter of 2000
to the fourth quarter of 2001, the GDP grew only 0.48 percent and the housing sec-
tor contributed 0.3 percent of that amount: 61 percent.

With the economy teetering on the edge of a recovery, now is not the time to dis-
rupt the housing markets with policy changes that have not been carefully consid-
ered. Housing and homeownership play a role beyond the current home sales. The
national homeownership rate is over 68 percent, but just as underrepresented
groups are beginning to enter these markets, changing the rules could disrupt these
gains. Confidence in the system used to buy and sell homes is critical to maintain-
ing an efficient market that allows homebuyers to obtain a home at the best price.

Given the size and importance of the real estate sector, it is vitally important that
a thorough analysis be conducted of the impact of the rule proposed by the Board
of Governors of the Federal Reserve adding real estate brokerage and property man-
agement to the list of activities permissible for financial holding companies. Consid-
eration of the rule in advance of this analysis is short-sighted.

June 7, 2002
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REAL ESTATE BROKERAGE AND PROPERTY
MANAGEMENT ACTIVITIES

THE CONSEQUENCES OF MIXING BANKING AND COMMERCE

in response to

The Board of Governors of the
Federal Reserve System
and
The Secretary of the Treasury

concerning the proposed addition of real estate
brokerage and management activities to the list of
activities permissible for financial holding companies

prepared by

Economic Research

The National Association of REALTORS®
May 2001

APPENDIX A
The Advantages of the Federal Bank Charter

APPENDIX B

An Estimate of Consumer Costs If Financial Holding Companies Enter the Real Es-
tate Brokerage Industry

ATTACHMENTS

“An Economic Analysis of the Proposal to Allow National Banks to Compete in the
Real Estate Brokerage Market,” Consultant Study, Capital Economics, Wash-
ington, DC, April 2001

Bernard Shull, “Real Estate Brokerage and Management Services As Permissible
Activities for Banking Organizations: An Evaluation of the Agencies’ Proposal of
December 2000,” Consultant Study, April 2001

Leonard Zumpano, “The Possible Consequences of Allowing Banks Into the Real Es-
tate Brokerage Industry,” Consultant Study, April 2001

EXECUTIVE SUMMARY

The history of banking legislation and regulation in the U.S. has maintained the
separation of banking and commerce. Both Congress and the Federal Reserve have
consistently interpreted real estate brokerage and property management activities
to be commercial in nature. For nearly two decades, the financial services industry
has lobbied Congress for the right to engage in real estate and other non-financial
activities. A provision of the Gramm-Leach-Bliley Act of 1999 allows for the Federal
Reserve Board and the Department of the Treasury—acting in accord—to expand
the list of permitted financial activities if they determine the activities are financial
in nature or incidental to a financial activity. The Federal Reserve and Treasury
have issued a joint proposal which would effectively remove the barrier between
commerce and finance, by permitting financial holding companies and federally
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chartered banks to operate real estate brokerage firms and engage in property man-
agement. The National Association of REALTORSY strongly opposes this proposal
on the grounds that real estate brokerage and property management is not a finan-
cial activity, nor is it incidental to finance, and that the implementation of such a
proposal would lead to negative market and consumer consequences.

THE SEPARATION OF BANKING AND COMMERCE

The strict separation between banking and commercial sectors of the economy has
been codified in several key banking laws, including the Glass-Steagall Act (1933),
the Bank Holding Company Act of 1956, and the Gramm-Leach-Bliley Act of 1999.
These laws prohibit commercial firms from engaging in banking and prohibit banks
from engaging in commercial activities.

The most recent legislation on bank powers—the Gramm-Leach-Bliley Act—delin-
eates which activities are financial. It does not include real estate brokerage and
property management among them. Indeed, the Act maintains the long-standing
principle that even though banking organizations may be allowed to expand into
norll-banking financial activities, they ought not be permitted to engaged in commer-
cial ones.

Real Estate Brokerage is not a financial activity, nor is it incidental to finance.

Financial activities involve financial instruments—loans, deposit accounts, etc.
Real property is not a financial instrument. Ninety three percent of homebuyers
purchase their home not as an investment, but rather for a place to live.

The assertion that real estate brokerage is incidental to finance is erroneous;
rather, it is the financial activity that is incidental to real estate brokerage. Obtain-
ing a loan is not a requirement for a home purchase any more than getting a loan
is necessary to buy cars, boats or fine jewelry. Those are consumer durables that
frequently are purchased with multi-year financing. While most households use
some kind of financing to purchase their homes, a significant portion do not. The
American Housing Survey reports that up to 20 percent of homebuyers purchase
their homes without a mortgage.

THE RESIDENTIAL REAL ESTATE BROKERAGE BUSINESS

The residential real estate brokerage industry as it exists today has large num-
bers of independent real estate professionals and brokerages actively competing for
prospective buyers and sellers. Competition is fierce, efficiencies are high, and there
are relatively few barriers to entry. These characteristics make it highly unlikely
that the entry of financial holding companies and subsidiaries of national banks into
the commercial real estate marketplace would benefit either business or consumer
interests.

There are approximately two million real estate licensees, of whom more than
760,000 are members of the National Association of REALTORSE, and over 60,000
real estate firms that serve nearly 12 million American homebuyers and sellers
every year. Most real estate firms are small businesses with five real estate sales-
people or less who are independent contractors. These real estate professionals are
generally compensated through a commission. Even franchise brokerages operate as
independent firms; the franchiser does not make policy or price decisions for the
firm, and cannot influence the price of real estate services through wholesale pricing
of the goods sold.

In general, the real estate brokerage business is a local activity. Most real estate
professionals serve one town or city, and as such they are well versed in information
about schools, neighborhoods, and other quality of life issues.

There is little concentration in the real estate brokerage industry. It is relatively
easy and inexpensive to enter the real estate business. There are always new en-
trants in the industry, increasing competition and expanding consumer choice. Com-
petition among agents and firms is also high. A firm’s—and real estate profes-
si(ﬁlal’s—success depends on the level of service they provide to homebuyers and
sellers.

There are limited economies of scale in the real estate brokerage business. Per-
mitting financial holding companies to engage in real estate activities would not
make real estate brokerage more efficient or cost less.

THE RISKS OF COMBINING REAL ESTATE AND BANKING

We conclude that the unprecedented expansion of banking powers into the real
estate brokerage industry would have little, if any positive effects for either the
banking or real estate brokerage industries. FHCs bring with them inherent advan-
tages through the potential upstreaming of the advantages held by their federally
insured bank subsidiary. These advantages could be used to undercut real estate
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brokerage firms and have the potential of making the government a player in the
real estate brokerage market.

Expansion of Banking Powers

In contrast to the real estate brokerage industry, banking is a highly concentrated
industry dominated by a few powerful firms. This concentration has been driven by
mergers and acquisitions that have yet to produce positive outcomes for either the
industry or consumers.

Bank entry into non-banking activities has neither improved bank profitability
and performance nor decreased risk through diversification. Allowing banks to en-
gage in real estate brokerage activities would not yield better results, as profit-
ability for real estate companies is low in comparison to banks, cross selling oppor-
tunities are few, and there are limited economies of scale to exploit.

Banks do not need to enter the real estate brokerage business in order to compete
in the mortgage market. Bank and mortgage company subsidiaries of banks already
dominate both mortgage origination and mortgage servicing markets. Even those
thrift institutions that currently engage in real estate brokerage activities account
for less than five percent of mortgage originations.

Real estate brokerage firms with mortgage banking subsidiaries also pose no com-
petitive threat to FHCs. In 1999 the top 75 real estate firms that had mortgage
banking affiliates originated only 1.1 percent of mortgages. In comparison, the top
25 financial holding companies alone accounted for 39.2 percent.

Impact on the Real Estate Brokerage Industry

Bank entrance into real estate brokerage could actually threaten the safety and
soundness of the nation’s banking system. FHC bank subsidiaries have important
benefits from their federal charter, including a lower cost-of-funds and access to the
Federal Reserve’s discount window. The federal “safety net” would likely be ex-
tended to other FHC affiliated businesses when they are in distress, thus exposing
the nation’s payment and monetary systems to losses.

Bank entrance into the real estate brokerage business would increase market con-
centration. As banks increase their role in real estate brokerage, the real estate in-
dustry would change from a localized, highly competitive industry to one dominated
by large, national firms. This increased concentration would not improve efficiency
of the real estate industry.

Impact on Consumers

Combining real estate and banking services will impose significant costs to con-
sumers. The costs will come in the form of higher prices and fees paid by consumers,
reduced level of real estate brokerage services, limited consumer choice, and discom-
forting intrusion into consumer privacy. Rather than seeing consumer costs go
down, as claimed by the FHCs, the cost, even in the best scenario, will likely in-
crease.

Contrary to FHC claims, allowing banks to enter the real estate brokerage indus-
try will not lead to lower costs for consumers. Any temporary reduction in FHC-real
estate services fees would be offset by higher costs for bank customers.

Combining real estate and banking services would limit consumer choice. In-
creased concentration is likely to reduce the number of independent, local real es-
tate brokerage firms that offer services and expertise currently tailored to local real
estate needs. It would also eliminate the incentives for FHC-employed real estate
professionals to get the “best deal” for their customers, especially in terms of mort-
gages and other settlement services.

Research studies have found that while consumers take advantage of real estate
professional recommendations on lenders and other real estate related service pro-
viders, they still want choice. Seventy three percent of real estate professionals rec-
ommend two or more mortgage lenders to their clients. This is the type of one-stop
stopping consumers value—not the type where they get their mortgage from the
same place as they purchase their home.

The entry of banks into real estate also poses concerns about consumer privacy.
Under the Gramm-Leach-Bliley Act, financial institutions are permitted to share in-
formation with their FHCs and other subsidiaries. If FHCs are permitted to engage
in real estate brokerage activities, consumer information currently kept private to
real estate brokerages would be exposed to a much larger entity, and shared among
affiliated third parties under the provisions of the GLB Act without the prior con-
sent of the consumer.

IMPLICATIONS FOR HOMEOWNERSHIP

Expanding bank powers to allow FHCs to engage in real estate related activities
could prove detrimental to homeownership. Banks would find it more profitable to
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foreclose on delinquent mortgages. Homeowners who experienced foreclosure would
lose their homes and be marked as poor credit risks, and thus be unable to finance
another home purchase.

Since mortgage origination fees and cross-selling opportunities would be greater
for higher income households, incentives for serving those households would in-
crease and those for serving lower-income households would decrease. This would
directly impact first-time homebuyers because they generally have lower incomes
than repeat buyers.

SUMMARY

This research paper clearly demonstrates that real estate brokerage is not a fi-
nancial activity, nor is it incidental to finance. Quite the contrary, finance is inci-
dental to real estate brokerage activities. The expansion of bank powers that would
permit financial holding companies and subsidiaries of national banks to engage in
real estate activities would contravene the long history of banking legislation that
specifically precludes the mixing of banking and commerce. Furthermore, financial
holding companies would bring with them unfair federally chartered advantages,
unleveling the playing field in an already competitive marketplace.

Even if such expansion were allowable under Federal law, it would not be justi-
fied because of negative consequences it could impose on both the real estate broker-
age business and on consumers. The real estate brokerage industry today is a highly
competitive, efficient market with few economies of scale. It is dominated by large
numbers of local firms actively competing for market share. Allowing financial hold-
ing companies to enter the real estate brokerage business would lead to an increase
in market concentration with no appreciable economies of scale or scope. Large fi-
nancial institutions would gain market share at the expense of small, local busi-
nesses. American consumers would suffer from higher real estate and banking fees,
limited choice, privacy threats, and a reduced ability to own a home.

INTRODUCTION

The U.S. Congress has consistently mandated the separation of banking and com-
merce throughout the past two centuries, beginning with the National Bank Act of
1864 and extending through the Bank Holding Company Act of 1956 and the re-
cently adopted Gramm-Leach-Bliley Act of 1999. The Board of Governors of the Fed-
eral Reserve has maintained this view throughout the Federal Reserve’s history.
However, in a dramatic shift in view, the Federal Reserve and the Department of
the Treasury are now considering an unprecedented expansion of banking powers.
They have jointly issued a proposed rule that would enable financial holding compa-
nies (FHCs) and financial subsidiaries of national banks to engage in real estate
brokerage and property management activities.

To effect such a sweeping change in banking powers, the Federal Reserve and the
Treasury Department must first determine if real estate brokerage and property
management activities are “financial in nature” or “incidental to a financial activ-
ity.” If these real estate activities fail to meet this test—as we believe to be the
case—current federal law would clearly prohibit the proposed regulatory change. In
addition, regulatory precedence requires that the agencies also consider the market
consequences of such a change. If allowing FHCs and banks to engage in real estate
brokerage and property management activities would result in reduced competition
and fewer options for consumers—as we also believe to be the case—the proposed
regulation should be rejected.

In considering the market consequences of the proposed regulatory change, it is
important to recognize the size and scope of the real estate industry and its impor-
tance to American consumers and the national economy. According to NAR calcula-
tions, real estate-related activities (both direct and indirect) account for at least 20
percent of total GDP. Real estate brokerage and management are at the core of
these activities, affecting every single community, both large and small. For exam-
ple, the real estate brokerage industry—one of the largest and most competitive in-
dustries in the nation—serves about 12 million homebuyers and sellers in a typical
year, generating over $1 trillion in annual sales.

Any regulatory change that affects such a large and vital sector of the American
economy should be viewed with considerable caution. As documented in this report,
allowing FHCs and banks to enter the real estate brokerage and management busi-
ness would lead to fundamental changes in the structure of the real estate industry.
These changes, in turn, would affect the millions of ordinary American citizens who
buy or sell properties in any year. Because of the proposal’s far-reaching con-
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sequences, both consumer and industry interests need to be considered in any dis-
cussion of the proposed regulatory change.

This paper examines the role of banks and real estate firms in the real estate bro-
kerage and home buying process. It also looks at the market consequences of per-
mitting financial holding companies to engage in real estate brokerage and property
management activities. The first four chapters focus on the residential real estate
brokerage business and the role of banks in real estate. Chapter five focuses on com-
mercial real estate brokerage and real estate property management.

¢ Chapter 1, The Separation of Banking and Commerce, addresses the key issue
of whether real estate brokerage activities are financial in nature or inci-
dental to a financial activity. The analysis begins with a historical perspective
of Congressional intent, including a discussion of the Bank Holding Company
Act of 1956 and the Gramm-Leach-Bliley Act of 1999. It then describes the
critical differences between a financial activity and an activity involving the
brokering of real property. The discussion suggests that Congress clearly indi-
cated its intent to maintain the separation of banking and commerce. The
analysis also indicates that real estate brokerage is not a financial activity
or incidental to finance.

¢ Chapter 2, The Residential Real Estate Brokerage Business, describes the real
estate brokerage industry as it exists today, including its size and scope, its
competitive environment, its market efficiencies, and its ease of entry. The
analysis demonstrates that the real estate brokerage industry, as currently
structured, is a highly competitive and efficient market, with few opportuni-
ties for economies of scale.

¢ Chapter 3, The Risks of Combining Real Estate Brokerage and Banking, as-
sesses the market consequences of allowing financial holding companies and
banks to engage in real estate brokerage activities. Market effects are ex-
plored from three different perspectives: the impact on banks; the impact on
the real estate brokerage industry; and the impact on consumers. The anal-
ysis concludes that the proposed regulation would reduce competition within
the real estate brokerage industry and limit consumer choice without signifi-
cantly improving the profitability of the nation’s banks.

« Chapter 4, Implications for Homeownership, looks at how the mixing of real
estate brokerage and banking could increase the number of foreclosures and
affect the availability of credit to low-income homeowners. This would have
a major impact on the U.S. homeownership rate.

¢ Chapter 5, Real Estate Property Management, addresses the question of
whether financial holding companies should engage in the real estate prop-
erty management business. The issues examined in Chapter 5 are similar to
the ones considered for real estate brokerage, and include: whether real es-
tate management is financial in nature or incidental to a financial activity;
the current size and structure of the market; the existing level of competition;
and the inherent risks of combining real estate property management and
banking.

The analysis presented in this report supports two broad conclusions. The first is
that real estate brokerage and management activities are neither financial in na-
ture nor incidental to finance. If any thing, the opposite appears to be true; obtain-
ing financing for a real estate transaction is incidental to real estate brokerage and
management activities. The second, more important conclusion is that allowing
banks to enter the real estate brokerage and management industry could have wide-
ranging, adverse market effects. Industry concentration would increase, competition
would decline, and consumer choice would be limited with no real benefits from
economies of scale or scope. Thus, even if such activities were allowable under exist-
ing banking laws, the market risks involved would clearly justify rejecting the pro-
posed regulatory change.

CHAPTER 1
THE SEPARATION OF BANKING AND COMMERCE

What is the nature of the real estate brokerage process—is it a commercial activ-
ity or is it incidental to finance? This question is at the core of the debate on ex-
panding bank powers to allow financial holding companies and subsidiaries of na-
tional banks to operate real estate brokerage companies or participate in real estate
property management. While the purchase of a home (or any other property) is al-
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most always a major financial undertaking, the actual property transaction has
been consistently maintained in law and regulation as a commercial one. Indeed,
the financial portion of the transaction is a relatively small part of the homebuying
process. A review of the legislative history of banking laws as they pertain to real
estate-related activities and an examination of both the real estate brokerage and
homebuying process demonstrate that real estate brokerage is a commercial activity
not financial, nor is it incidental to finance. In fact, the opposite seems to be true:
finance is incidental to the real estate brokerage.

A LEGISLATIVE HISTORY

Throughout the history of the U.S. banking system, a central tenet of national
policy has been to maintain a strict separation between banking and the various
commercial sectors of the economy—i.e., industrial, commercial, and agricultural ac-
tivities. This structural division between banking and commerce has been codified
in several key banking laws including the Bank Act of 1933 (Glass-Steagall), the
Bank Holding Company Act of 1956, and the Financial Services Modernization Act
of 1999 (Gramm-Leach-Bliley Act). Collectively, these laws prohibit commercial
firms from acquiring or operating banks and, conversely, prohibit banks from engag-
ing in commercial activities.

The separation of banking and commerce dates back to the inception of the na-
tion’s banking system in 1864,! and the federal laws regulating banking consistently
have maintained this policy. The concern among policy makers was, and is, that
permitting a single business enterprise to engage simultaneously in both banking
and commercial activities would result in the misallocation of credit and extensive
anti-competitive practices. In addition, the federal safety net established for the
banking system (e.g., the Federal Deposit Insurance Corporation [FDIC]) could be
exposed to risks from commercial sectors of the economy. Other concerns posed by
the mixing of banking and commerce include violation of consumer and customer
privacy interests, and reduction of credit availability in local communities.

The Glass-Steagall Act

The Banking Act of 1933, also called the Glass-Steagall Act, was passed in re-
sponse to political charges that the Great Depression had been caused by wide-
spread bank speculation in securities.2 The Act included four sections, which gen-
erally required the separation of commercial banking and investment banking.3
Under the provisions of Glass-Steagall, securities firms were prohibited from engag-
ing in deposit-taking activities, and from being affiliated with entities so engaged.
Commercial banks also could not participate in or be affiliated with securities firms
that dealt in and underwrote securities.4

The Bank Holding Company Act

The Bank Holding Company Act of 1956 (BHCA) was enacted to address concerns
about bank holding companies and the type of assets those companies controlled.
Underlying the Act’s provisions was the Congressional intent that bank holding
companies should confine their activities to bank management, and not manage or
control activities that had no relationship to banking. The legislative history of the
BHCA shows that Congress intended to continue the separation of banking and
commerce.?

The BHCA prohibited bank holding companies from acquiring commercial inter-
ests. It also required those bank holding companies owning interests in companies
engaged in non-banking activities—i.e., ownership or control of any company which
is not a bank or related to banking—to divest themselves of those interests. The Act
also stated that a bank holding company could not engage in a business other than
banking or managing or controlling banks or “furnishing or performing services for
any bank for which it owns or controls 25 percent or more of the voting shares.”¢
The BHCA severely limited the non-banking activities of bank holding companies
that owned or controlled two or more banks.

1Thomas E. Wilson, Separation Between Banking and Commerce Under the Bank Holding
Company Act—A Statutory Objective under Attack, 33 Cath.U.L. Rev. 163 (Fall 1983) (herein-
after “Wilson”) (citing the National Bank Act, ch. 106, §8, 13 Stat.99, 101(1864)(codified as
amended at 12 U.S.C. §38)).

2Jonathan R. Macy and Jeffery P. Miller, Banking Law and Regulations, 22 (2nd ed. 1997).

3E)dward L. Symons, Jr. and James J. White, Banking Law; Teaching Materials 36 (2nd ed.
1984).

41bid.

5S. Rep. N0.1095, at 1 (1956), reprinted in 1956 U.S.C.C.A.N. 2482.

6S.Rep. No. 1095, at 12 (1956), reprinted in 1956 U.S.C.C.A.N. 2482, 2493.



120

One impetus for this legislation was the case of Transamerica.? At the time the
BHCA was being debated Transamerica—a holding company for what would later
become Bank of America—held an ownership interest in many banking and non-
banking activities.® The non-banking activities included real estate, insurance, and
commercial fishing.? After the passage of the BHCA, Transamerica chose to divest
itself of its banking activities.10

In 1970, the BHCA’s prohibitions against the mixing of banking and commerce
were extended to one-bank holding companies.!! Through its enactment of the 1970
amendments to the BHCA, Congress acted both to reinforce and expand the federal
policy of separating banking and commerce.12

The BHCA made all bank holding companies subject to regulation by the Board
of Governors of the Federal Reserve System. The principal regulatory powers of the
Board of Governors concerning bank holding companies were set forth in Sections
3 and 4 of the BHCA.13 Section 3 requires prior Board approval of any proposed
acquisition by a bank holding company of ownership or control of a bank, while Sec-
tion 4 codifies provisions regulating the separation between banking and commerce.

Section 4 specifies that a bank holding company may not retain direct or indirect
ownership or control of any voting shares of any company which is not a bank or
bank holding company.!4 It provides that a bank holding company may not engage
in any activities other than (a) those of banking or of managing and controlling
banks, and (b) those permitted under Section 4(c)(8) of the BHCA.15 This section
of the Act states that the prohibition against non-banking activities contained in
Section 4 (a) shall not bar ownership by a bank holding company of “Shares of any
company the activities of which the Board after due notice and opportunity for hear-
ing has determined (by order or regulation) to be so closely related to banking or
managing or controlling banks as to be a proper incident thereto.” 16

Over the years the Board of Governors of the Federal Reserve has issued a variety
of rulings under Section 4 (c)(8) of the BHCA, allowing that some non-banking ac-
tivities are permissible for bank holding companies, while others are not. But at the
same time, the Board of Governors has consistently interpreted real estate broker-
age and management activities to be among the proscribed commercial activities for
bank holding companies. In 1972, the Board of Governors held that real estate bro-
kerage “is not an activity that the Board has determined to be so closely related
to banking or managing or controlling banks as to be a proper incident thereto.” 17
In the same year, the Board of Governors also ruled that it did not consider prop-
erty management to be a permissible activity for bank holding companies under Sec-
tion 4 (c)(8) of the Bank Holding Company Act.18

The Gramm-Leach-Bliley Act

After many years of deliberation on financial services modernization, Congress
adopted landmark legislation that removed the constraints on banks, securities
firms, and insurance companies affiliating and entering each other’s business. The
Gramm-Leach-Bliley Act of 1999 (GLB Act)—as it became known—further amended
the BHCA.1® The GLB Act delineated which activities are financial in nature. The
Act does not include real estate brokerage and property management among those
activities it deemed to be financial in nature. In addition, real estate development
and investment were specifically excluded from the new activities allowed for banks
and bank holding companies.

The GLB Act dramatically increased the ability of banking organizations to affil-
iate with insurance, securities and other financial firms, and insured depository in-
stitutions by repealing prohibitions against Federal Reserve member banks
affiliating with securities firms and insurance companies. The GLB Act also allowed
for the creation of new “financial holding companies” (FHCs) with broader powers

7John Krainer, The Separation of Banking and Commerce, Federal Reserve Bank of San
Francisco Economic Review 2000.

8 Ibid.

9Ibid.

10 Transamerica Web site, http:/www.Transamerica.com.

11Pub. L. No. 91-607, Tit. 1, §101, 84 Stat. 1760 (1970).

12“The committee agrees that it is desirable to continue our long standing policy of separating
banking from commerce.” S. Rep. No. 91-1084, at 4 (1970), reprinted in 1970 U.S.C.C.A.N. 5519,
5522.

1312 U.S.C. §§1842 &1843.

1412 U.S.C. §1843 (a)(2).

15 Ibid.

1612 U.S.C. §1843(c)(8).

17 Boatmen’s Bancshares, Inc., 58 Fed. Res. Bull. 427, 428 (1972).
1858 Fed. Res. Bull. 652 (1972).

19 Pub. L. No. 106-102
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than traditional bank holding companies to engage in a wide range of financial serv-
ices and activities, but not in commercial activities.

The GLB Act also permitted financial holding companies to engage in any activity
determined by the Federal Reserve, after consultation with the Treasury Secretary,
to be financial in nature, or incidental to financial activities, without posing a sub-
stantial risk to the nation’s banking system or the U.S. Treasury. An application
procedure was established for determining new financial activities. New activities
glqluéi be determined on a case-by-case basis consistent with the purposes of the

When Congress considered the GLB Act, the Board of Governors urged Congress
to proceed cautiously in taking any action that could impair the historical barrier
between banking and commerce. In testimony before the House Committee on Bank-
ing and Financial Services on February 11, 1999, Chairman Greenspan stated:

As technology increasingly blurs the distinction among various financial prod-
ucts, it is already beginning to blur the distinctions between predominately com-
mercial and banking firms. But how the underlying subsidies of deposit insur-
ance, discount window access, and guaranteed final settlement through fed wire
are folded into a commercial firm, should the latter purchase a bank, is crucially
important to the systematic stability of our financial system.

It seems to us wise to move first toward the integration of banking, insurance,
and securities . . . and employ the lessons we learn from that important step
before we consider whether and under what conditions it would be desirable to
move to the second stage of full integration of commerce and banking. The Asian
Crises last year highlighted some of the risks that can arise if relationships be-
tween banks and commercial firms are too close . . . The Federal Reserve Board
continues to support elimination of the unitary thrift loophole, which currently
allows any type of commercial firm to control a federally insured depository in-
stitution.

No reasonable observer would suggest that there has been any significant change
in the relevant technology, or in the business of real estate brokerage or manage-
ment, since passage of the GLB Act in November 1999. The businesses of real estate
brokerage and management remain the same today as they were on the date of en-
actment.

The separation of banking and commerce was part of the Congressional debate
about the scope of activities to be authorized by the GLB Act. During the debate,
the Clinton Administration also urged the Congress to maintain that separation, ex-
pressing concerns about mixing banking and commercial activity under any cir-
cumstance. The Administration, too, cited concerns raised by the then recent finan-
cial crises in other countries (e.g., Thailand and Japan).20

The GLB Act effectively repudiates any policy authorizing the mixing of banking
and commerce.2! As with the Bank Holding Company Act of 1956, the legislative
history of the GLB Act indicates that Congress intended to maintain the separation
between banking and commerce. And while the GLB Act does expand the range of
non-banking financial activities permitted to FHCs, it maintains the distinction be-
tween banking and commercial activities. The Act maintains the long-standing prin-
ciple that even though organizations engaged in banking may be permitted to ex-
pand into non-banking financial activities, they ought not to be permitted to engage
in commercial activities.

A strict statutory separation between banking and commerce has been maintained
in federal law, almost without interruption, since the advent of the national banking
system. Congress has acted on several occasions to reinforce that separation, most
recently in the GLB Act. With the GLB Act Congress determined, yet again, that
the separation between banking and commerce is essential to a sound banking sys-
tem and a fair, competitive, and productive national economy.

THE NATURE OF REAL ESTATE BROKERAGE

The separation of banking and commerce, and so the exclusion of real estate bro-
kerage as a financial activity under historical and current banking legislation, is
based on the difference in the brokered assets of the real estate and banking indus-
tries. All the current activities of financial holding companies relate to financial in-
struments: loans, checking accounts, mortgages, etc. While these represent value be-
tween two parties (usually a bank and a depositor or borrower), they are not tan-
gible goods. Indeed, they rarely take any physical form.

20 Cong. Rec. S4626 (1999).
21 Congressional Record, H11,529-H11,530 (1999).
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The business of brokerage is industry neutral. The key to distinguishing between
financial activities and commercial activities is the nature of the asset. Commercial
activities—such as real estate brokerage—relate to transactions of tangible assets.
And while purchasing tangible assets, such as a car, computer, or a home, may en-
tail the use of financial instruments—cash, loans, etc.—this does not mean that
commerce is “financial in nature” or “incidental to a financial activity.” In fact, it
can be argued that the financial activity involved in real estate brokerage is inci-
dental to the real estate transaction.

Characteristics of the Asset

The characteristics of the underlying real estate asset distinguish real estate bro-
kerage from the brokerage and sale of financial instruments. Real estate is tangible,
has a fixed location and is heterogeneous. Even similar structures—houses in a
planned community that have a similar look and floor-plan—are unique in some
way. One house may face south, another west. One house has a garage; the one next
door merely a driveway. A property that has had extensive remodeling may be
priced differently than the same model across the street.

Financial instruments, on the other hand, are intangible assets. Unlike houses (or
cars, or computers), securities and insurance are not tangible. Deposit accounts, sav-
ings accounts, credit cards, mortgages, car loans, are not tangible, either. These in-
struments represent value between two parties. A mortgage represents the promise
to pay an amount that is owed to the bank. The amount is amortized through a
schedule of principal and interest payments. Stock and bonds represent, respec-
tively, share of ownership in a corporation and the promise to repay a debt from
a corporation or a government.

Bank products often exist as electronic entries on a report. They rarely take any
physical form. A checkbook is not the deposit account. The deposit account is the
promise of the bank to pay the depositor and the guarantee by the U.S. government
that it will pay if the bank does not.

Finally, bank products are not differentiated in any way. Whether a consumer
purchases IBM stock from one bank or another, they purchase the same share of
ownership in the same company. A key feature of the underlying financial instru-
ments is their liquidity, a feature derived from their homogeneity. Financial instru-
ments are easily traded and moved to locations across the country and around the
world through electronic transactions. These instruments are not differentiated
through location or any other characteristic.

Those traits that characterize real property also distinguish real estate brokerage
activities from financial activities. The heterogeneity of real estate properties make
the real estate brokerage process distinct from markets for financial services where
products are homogeneous. The multiple listing services developed by real estate
agents contain over 70 data elements that briefly describe the important features
of a property. However, even the MLS is not sufficient to capture many of the quali-
tative characteristics of properties. Because each property is different in some way,
evaluating properties and educating consumers about them means that the exten-
sive one-on-one contact between buyers and sellers and their real estate profes-
sionals is a vital part of the brokerage process.

The Homebuying Process

Most households that purchase homes use financing of some sort. But securing
a loan is only a very small part of the homebuying process. The heterogeneous na-
ture of housing and the diversity of households result in a complex matching process
between buyers and sellers. This is where real estate professionals play their vital
role. Homebuyers turn to real estate professionals for one main reason: to find them
the home that best suits their resources and needs. According to the 2000 National
Association of REALTORSU Profile of Home Buyers and Sellers, what buyers most
want from real estate professionals is help in finding the “right” home.

The real estate professional also educates potential buyers about housing market
conditions, re-sale value and the relative value of location versus amenities. Based
on the potential buyer’s demand characteristics, the real estate professional advises
on affordability. In addition, the professional begins to guide the potential buyer
through the homebuying process. The typical homeowning American may purchase
and sell a home only three or four times during his or her life. These transactions
often occur years apart. Consequently, very few homebuyers and sellers are experi-
enced in the many steps for these complicated transactions. Even repeat home-
buyers are relative novices with housing transactions.
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While buyers represent current and potential housing demand, current home-
owners and builders are the source of the housing supply. Real estate professionals
match the supply to the demand. After selecting a real estate professional, the seller
and the agent negotiate a listing agreement. The agent works with the seller to de-
velop a marketing strategy. The agent’s recommendations consider the current mar-
ket conditions, the characteristics of the property, and the sellers’ timing require-
ments. Traditionally, a real estate professional represents the seller of a property,
and it is the seller who pays the commission when the sale is complete.22

The process of bringing together a buyer and seller to exchange a high-cost,
unique, immovable property is both art and science. The real estate professional
works with the buyer to draft the offer, discussing the proposed sales price and any
conditions on the offer such as home inspections and financing. When ready, the
buyer makes a written offer through the real estate professional to the seller. (In
many states, the offer becomes the contract for the sale and thus includes many de-
tails such as what items will remain with the property such as washing machines
and draperies.) The seller may accept the offer, reject the offer or may counteroffer.
(The real estate professional also advises the seller on any other offers to buy the
property as well as current market conditions.) If the negotiations fail, the process
begins again.

Once the contract is signed, the buyer and seller must arrange to fulfill the condi-
tions of the contract. If the offer is contingent on a home inspection or financing,
then the buyer is not obligated to complete the transaction if either condition fails.
The seller may have to make some repairs to the property and, if necessary the
buyer must arrange financing. Financing is but a small piece of the entire
homebuying process. The closing itself is conducted by lawyers or other representa-
tives of the title company, the buyer, the buyer’s real estate professional, the seller
and the seller’s real estate agent.

Finance is Incidental to Real Estate Brokerage

While it is true that homes may become a primary source for building household
wealth, real estate is not a financial instrument, nor are homes purchased primarily
for investment or even tax advantages. The primary reason for purchasing a home
is as a place to live. In fact, nearly 93 percent of homebuyers purchase a home for
this reason. Selection of a home is a choice of basic shelter as well as a climate,
a political jurisdiction and a neighborhood.

PRIMARY REASON FOR PURCHASING A HOME
(percentage)

) 5
Needed less space (children left, divorce) 4
- = : s

Other

Source: The 2000 National Asseciation of REALTORS® Profile of Home Buyers and Sellers.

Obtaining a loan is not required for purchasing a home. However, because prop-
erty is often purchased through financing, there is an erroneous perception that the

22In some cases, homebuyers sign agreements with real estate professionals in which the
agent agrees to represent only the buyer. According to The 2000 National Association of REAL-
TORS" Profile of Home Buyers and Sellers, nearly half of all homebuyers in 1999 who used
the services of a real estate professional signed a “buyer’s representative” agreement with their
agent.
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transaction to secure these goods is financial in nature. While it is true that many
consumers may engage in a financial activity—obtaining a loan—in order to buy a
home, a car, or a refrigerator, the actual purchase is a commercial activity. The fi-
nancial portion of the transaction (obtaining a loan) is incidental to the primary ac-
tivity (buying a house). In the homebuying process, financing is but one small part
of the entire transaction.(See flow chart of homebuying process.) In fact, in a signifi-
cant portion of home sales, financial activity is not even incidental. According to the
1999 American Housing Survey for the United States conducted by the U.S. Depart-
ment of Housing and Urban Development (HUD) and the U.S. Census Bureau, up
to 20 percent of all home sales require no financing at all.

In addition, real estate brokerage does not just consist of homebuying. Approxi-
mately six million home sales transactions occur in a typical year. Each of those
sales transactions involves a buyer and a seller—the two “sides” of a real estate
transaction. That totals 12 million homebuyers and sellers. Sellers have no need ob-
tain financing for a home they are selling. That side of the homebuying transaction
involves no financing or banking products of any kind.

SUMMARY

Congress has clearly indicated its intent to maintain the separation of commerce
and banking. The legislative history of banking laws demonstrates that real estate
brokerage has been consistently interpreted as a commercial, not financial activity.
Real estate brokerage is not a financial activity nor is it incidental to finance. Real
property is a unique asset. It is tangible, durable and exists in a fixed location. This
is different in almost every respect from the financial instruments that form the
basis of banking activities. If the asset is not financial, then the buying and selling
of the asset is not a financial activity nor is it incidental to the financial activity.
Rather, it is the financial activity that is incidental to the brokering of real estate
properties.
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CHAPTER 2
THE RESIDENTIAL REAL ESTATE BROKERAGE BUSINESS

The residential real estate brokerage industry as it exists today has large num-
bers of independent real estate professionals and brokerages actively competing for
prospective buyers and sellers. Competition is fierce, efficiencies are high, and there
are relatively few barriers to entry. These characteristics make it highly unlikely
that the entry of financial holding companies and subsidiaries of national banks into
the commercial real estate marketplace would benefit either business or consumer
interests.

By any measure, the residential real estate industry is one of the largest sectors
of the U.S. economy. More than a trillion dollars are exchanged each year in the
sale of both new and existing homes. These transactions provide millions of Ameri-
cans with jobs and produce hundreds of billions of dollars of economic output each
year. Further, housing represents a major source of wealth building for U.S. house-
holds—nearly seven out of ten Americans own the home in which they reside. For
many of these Americans, their home is the largest component of their net worth.

In addition to being a vital part of the U.S. economy, the residential real estate
brokerage industry also operates in a competitive marketplace, where more than
three quarters of a million REALTORS" 23 and tens of thousands of real estate
brokerages compete for customers’ business each day. The underlying cost structure
of the industry and the relative ease of entry into the market serve as checks to
the concentration of market power. The large number of industry players ensures
homebuyers and sellers access to service providers who best meet consumers’ needs
at the lowest price possible.

STRUCTURE OF THE REAL ESTATE BROKERAGE INDUSTRY

The structure of the real estate brokerage industry reflects the trait that real es-
tate is a localized activity. The real estate industry consists of a set of industry play-
ers who differ in size, specialty and training. Real estate professionals are the pri-
mary point of contact for most homebuyers and sellers and typically serve as inde-
pendent contractors to real estate brokerage firms. Real estate brokerages come in
many sizes and operate under varying business models, including affiliations with
regional or national franchise firms. Because real estate professionals and firms
generate business primarily through referrals and personal reputations, these in-
dustry players actively compete for buyers and sellers’ business.

Real Estate Professionals

There is no one “type” of real estate professional, but in nearly all cases, they ex-
clusively serve their local market. The more than 760,000 members of the National
Association of REALTORS differ in experience, expertise, and training. Some focus
primarily on homebuyers, while others prefer to list properties for home sellers.
Some real estate professionals are experts on single-family homes in suburban loca-
tions, while others best serve customers looking for a condominium in a resort loca-
tion. Some real estate practitioners hold a broker’s license. (A broker is a real estate
professional who acts as an intermediary between the buyer and seller of a home
for a fee.) Each real estate office must have at least one broker to operate.

Real estate professionals bring a wealth of experience and education to the real
estate transaction. The typical REALTOR" has been serving homebuyers and sellers
for 13 years; the typical real estate professional holding a broker’s license has been
representing buyers and sellers for 19 years.

23 There are approximately two million people who hold real estate licenses. However, not all
of those are active practitioners. It should be noted that REALTORY, REALTORS", and REAL-
TOR-ASSOCIATE" are registered collective membership marks that identify, and may be used
only by, real estate professionals who are members of the National Association of REALTORSHY
and subscribe to its strict Code of Ethics.



Source: The 1999 National Association of REALTORS® Member Profile

This experience translates into better service for the consumer, as agents gain ex-
pertise not only in transactions, but also increases their knowledge about the neigh-
borhoods they serve. Real estate professionals know the schools and other qualities
of the area that appeal to homebuyers. They have also established contacts with
providers of goods and services that consumers need when buying or selling a home.
Local experience is invaluable in providing good customer service. Real estate pro-
fessionals become experts on the neighborhoods they serve.

Education enhances the experience that real estate professionals possess. New
real estate agents take many hours of educational classes to earn the license re-
quired to practice in their state. Furthermore, many agents continue to take courses
to stay abreast of changes in real estate laws and to learn how to better serve their
customers. The typical residential real estate brokerage requires its agents to take
nine hours of in-house training and education per year.24 These courses teach
agents and brokers about many real estate related issues—from the latest develop-
ments in real estate law to the release of new technologies that enable the agent
or broker become more productive. Further, nearly a third of all real estate profes-
sionals participate in additional coursework to earn a professional designation show-
ing that they have expertise in specific types of real estate transactions or other real
estate related activities.25

Most real estate professionals are essentially small business owners. Nine out of
ten real estate professionals are independent contractors who represent a real estate
brokerage. As independent contractors, they do not receive a base salary; rather,
they earn income by successfully matching homebuyers with sellers. As compensa-
tion, most real estate professionals receive either a percentage or all of the sales
commission paid by the seller of properties. Typically, real estate professionals re-
ceive approximately 60 percent of the commission paid by the home seller to the real
estate firm. With their livelihood based on their ability to successfully match home-
buyers with sellers, real estate agents have the incentive to ensure a high level of
customer satisfaction from the home buying and selling public.26

Real estate professionals work hard to give their customers a high level of cus-
tomer service and, as a result, work many hours each week. The typical real estate
professional works 45 hours a week, with 16 percent working at least 60 hours
every week.27

In addition to being highly motivated professionals dedicated to their clients, real
estate professionals have an additional incentive to serve their customers well. Con-

24 The 1999 National Association of REALTORSU Profile of Real Estate Firms
25The 1999 National Association of REALTORS® Member Profile

26 Ibid.

27 Ibid.
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sumers tend to choose their real estate professional based on “word of mouth.”
While many agents choose to market their services to homebuyers and sellers
through advertising, most homebuyers and sellers choose their real estate agent be-
cause of a referral or from the consumer’s own personal experience in a previous
transaction. In 1999, more than a third of homebuyers chose an agent who was cur-
rently or was previously used by either a friend or relative. Another eight percent
of homebuyers chose their agent because of the agent’s reputation. Referrals from
employers, real estate brokers, and membership organizations resulted in nearly an-
other ten percent of homebuyers matching up with their agent.

REASON FOR CHOOSING REAL ESTATE AGENT
(Percentage Distribution)

For sale sign/brochure box . 7

ny

Personal contact by aent 6

N no

Walked into office and agent was on d

Professional Designation(s) held by real estate agent

*Less than 1%

Source: The 2000 National Association of REALTORS® Profile of Home Buyers and
Sellers

Real Estate Brokerages

Real estate brokerages are in the business of managing independent agents who
arrange for the transfer of real property. There are tens of thousands of real estate
brokerages throughout the United States. They range in size from a single office
with just a few agents to multiple-office firms that serve an entire metropolitan area
or, in a few cases, several states. As brokerages differ in size, so do their business
models. For example, brokerages may choose to affiliate with a regional or national
franchiser (e.g., Century-21, Coldwell-Banker, etc.). They also may offer their cus-
tomers other real estate related services.

Most real estate brokerages are small operations serving local markets, but as in
any other industry there are a group of larger firms. Three out of five brokerages
have five or fewer agents in their sales force and an even greater proportion—82
percent—have just one office.2 Many of these smaller brokerages are “mom and
pop” operations and they operate as either a proprietorship or partnership. Yet

28 The 1999 National Association of REALTORS" Profile of Real Estate Firms
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while the typical brokerage is very small, most real estate professionals represent
a brokerage firm with at least 20 agents.

Brokerages of different shapes and business models are able to compete on a level
playing field because most real estate professionals and firms share their property
listings with other real estate professionals in their region through the multiple list-
ing service (MLS). The MLS, a computerized database featuring detailed informa-
tion of most properties offered for sale, gives all participating brokerages and their
sales force the ability to access and show properties listed by competing brokerages.
The MLS enables real estate professionals, whether representing large or small
brokerages, to show the same homes to their clients.

Both sellers and buyers benefit from this arrangement. Homebuyers do not need
to visit multiple brokerages or even the largest brokerage in town to see the best
selection of homes available. Buyers have choice. They are able to choose a real es-
tate professional or brokerage that best meets their other requirements without
worrying about access to listings. Sellers also gain a similar benefit from the MLS.
It guarantees the widest possible audience of potential buyers for homes, as nearly
all real estate professionals can view detailed listing information. This helps ensure
quick sale of a property at the best price possible.

Regional and National Franchises

Firms can differentiate themselves from their competitors by affiliating with a re-
gional or national franchiser. In exchange for a fee that frequently is a percentage
of the firm’s revenues, the franchiser provides the firm with a recognized name
brand and advertising abilities, training materials, and assistance in recruiting
sales agents and acquiring new technologies. In 1999, 22 percent of real estate
firms, including more than half of all firms with more than 50 agents, held a fran-
chise agreement. These firms represent approximately 38 percent of the real estate
agents in the industry. Among the most widely known real estate franchisers are
those owned by Cendant (Century 21, Coldwell Banker, and ERA), RE/MAX, and
GMAC Realty Services.



Source: The National Assoclation of REALTORS® Profile of Real Estate Firms

Franchised brokerages are still independent local brokerages. Brokerages that
have an affiliation with a national franchiser are owned and operated by a local
broker, who makes final decisions on firm policies and prices. Further, real estate
franchisers do not produce the output sold by real estate brokerages, unlike fran-
chised fast food restaurants and gasoline stations that purchase much of their prod-
ucts from the franchiser. Consequently, the national franchiser cannot even indi-
rectly influence prices of real estate services through the wholesale pricing of the
goods sold; therefore, franchised brokerages are truly local independent firms.

INDUSTRY PERFORMANCE

The residential real estate brokerage industry is characterized as an efficient and
competitive one, with little concentration of market power. The key to this industry
is the relative ease of entry for new professionals and real estate brokerages. With
some education and a bit of entrepreneurship, new firms and agents are able to pro-
vide new choices for consumers.

Ease of Entry

Real estate brokerage is one of the few businesses where it is relatively easy to
enter the business as a real estate professional. It has also been open to entry from
larger corporate organizations as well. Becoming a sales agent requires an indi-
vidual to pass a state licensing exam and then finding a broker who will “hang” that
individual’s license. Many of the largest brokerage companies provide the training
required to pass the exam for a modest fee, which the brokerage would wholly or
partially refund if the licensed agent starts to work with that company.

On the brokerage side, it also is relatively easy to enter the industry as start up
costs and regulatory hurdles are relatively lower than they are for other businesses.
The costs of renting office space and furniture, along with the necessary accounting,
insurance and legal services do not compare with the costs of entering a manufac-
turing, technology, or even medical/dental practice with their substantial capital re-
quirements. Furthermore, since the individual agents are largely the producers of
the services and receive compensation only when a commissioned sale is closed, the
broker does not have the equivalent of “inventory carrying costs” that a large retail
or manufacturing enterprise must maintain.

Traditionally, real estate companies have expanded by opening new offices or ac-
quiring existing firm offices in new locations. The locational aspect of real estate
prior to computerized listing and viewing of properties made this the necessary ap-
proach. The growth of metropolitan areas in the 1950s through the 1980s made
opening new offices the way to go. With the real estate cycles of the 1980s and in-
creasing costs of computerization, litigation, and other factors that have squeezed
profits, the larger, more successful companies have been able to acquire other com-
panies’ assets and locations as a means of expanding. However, there have not been
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significant economies of scale realized. Each new office essentially just replicates the
cost structure of other offices in the firm. The traditional economies of scale from
large plant manufacturing or large distribution centers or marketing capabilities do
not accrue to the real estate firm. The implication is that this industry is a competi-
tive industry of relatively small firms. (See below for discussion of efficiency and
economies of scale in the real estate industry.)

Level of Competition

Today’s real estate industry consists of over three quarters of a million REAL-
TORSU, representing tens of thousands of real estate firms, as well as many other
real estate licensees. It is a competitive industry providing a wide array of choices
and a high level of service to both the homebuying and homeselling public. Residen-
tial real estate brokerage embodies several characteristics of a competitive market,
including the existence of many buyers and sellers, freely available information, and
the ease of entry and exit by firms.

Real estate firms tend to compete actively for business in three different arenas.
First, firms compete for the best real estate professionals. Second, firms compete for
sellers’ listings and homebuyers with other real estate firms in their market area.
Finally, real estate firms and professionals compete against other homebuying and
selling options, including For Sale by Owner (FSBO). The result of this three-
pronged competition is excellent service provided efficiently by real estate firms and
real estate professionals for both buyers and sellers. But this competition also re-
sults in revenue and cost pressures that limit profitability for most real estate
brokerages.

Competition for Agents

More than nine out of ten real estate professionals are independent contractors
of the firms they represent. Typically, they neither receive a guaranteed salary nor
do they receive benefits such as health insurance or paid vacation. Agents fre-
quently switch firms to receive a better commission split or other benefits. The typ-
ical agent has been affiliated with their firm for five years, with over a third of
agents representing their firm for fewer than two years.29 As agents become very
successful, they often seek better compensation terms from either their present firm
or from a firm that is seeking their services.

To attract or keep top agents, firms may raise the commission split paid to those
agents or provide additional marketing assistance. As agents gain more experience
and generate a loyal clientele of buyers and sellers, they tend to earn a greater per-
centage of the commission paid by home sellers. Agents with fewer than five years
of experience tend to split half of the commission with their firm, while agents with
between 16 and 25 years of experience tend to get 60 percent of the commission
split. In some cases, agents will receive 100 percent of the commission paid by the
seller of a property, instead of a commission split.

29 The 1999 National Association of REALTORS® Member Profile
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COMPENSATION STRUCTURES FOR REALTORS®
(Percentage Distribution}

All Broker/
LTORS® Bro i

100% Commission

2on
Compnission Pilis|

if
Median Year End Commission Split 60 65 60

*Less than one percent
Note: Detail may not add due to rounding

Source: The 1999 National Association of REALTORS® Member Profile

Typically, the firm’s portion of the commission split is a major source of revenue
that covers the firm’s overhead and marketing costs as well as its profit margin.
Under a 100 percent commission compensation arrangement, agents pay their firm
“desk costs” that covers the firm’s costs and profit margin. Given the relative high
expense of desk costs, only top agents—approximately 20 percent of agents in
1999—have 100 percent commission agreements with their firms.

In addition to better compensation, brokers may make commitments to their best
agents to make investments in new technologies and advertising campaigns. The
rise of the Internet has increased costs spent on new technologies. To keep and at-
tract the best agents, firms will continue to invest heavily in the Internet and other
computer technologies.

Competition Among Firms for Consumers’ Business

Consumers are able to choose their real estate firms based on many factors—the
commission rate charged by the firm, the firm’s area of expertise, or the firm’s sales
force, among a few. Large real estate firms aggressively advertise on TV and in
newspapers, promoting their brand name to future homebuyers and sellers. More
recently, in an attempt to attract customers on the Internet, many firms have devel-
oped Web sites to attract homebuyers and new listings. With 37 percent of 1999
homebuyers using the Internet in their home search, those firms that have been
slow to invest in the Internet have had trouble competing.3°

Real estate brokerage is an industry that is not particularly concentrated. Accord-
ing to data published by Real Trends in 2000, the top 500 firms “employ” 26.8 per-
cent of the nation’s real estate agents and brokers. These firms also account for 28.9
percent of transaction sides3! in 1999.32 However, even this figure exaggerates the
level of market concentration in the real estate industry. The nation’s largest real
estate firm is NRT, which owns numerous, locally managed real estate brokerages.
NRT has just over four percent of the nation’s REALTORSE, while the second larg-
est firm—Homeservices.com (Minnesota)—has less than one percent. Among the
rest of the top 500 firms, the vast majority has between 50 and 100 agents and
serves relatively small geographic regions, such as a single metropolitan area. With
few large firms accounting for a relatively small proportion of the market, con-
sumers are able to choose among a large number of real estate brokerage firms to
find the one that best suits their specific needs.

30 The 2000 National Association of REALTORS" Profile of Home Buyers and Sellers

31Each real estate transaction consists of two sides, where both the buyer and seller each rep-
resent one side.

32 As stated earlier, franchised firms are managed independent of the franchiser. The local
ownership makes the final decisions on firm policies and on pricing. As a result, franchised
firms are treated individually for these calculations.
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MARKET SHARES FOR 1999
(Percentage)

Source: The 2000 Real Trends 500

The result of this fierce competition is relatively low profit margins for real estate
brokerages. The real estate brokerage industry faces continued low profitability, as
revenues are not able to rise as quickly as expenses. The typical firm earned profits
of just 2.3 percent of the firm’s gross revenue in 1996.32 The two largest areas of
expenses paid by firms are sales commissions and bonuses, which represent more
than half of all gross revenue, overhead, and advertising.

Competition with Other Methods of Buying and Selling a Home

Both homebuyers and sellers have choices when making a real estate transaction.
While the vast majority choose to use a real estate professional for their housing
needs, approximately one out of every five consumers choose to conduct their hous-
ing transactions without one.

Some home sellers eschew the use of a real estate professional when they put
their home on the market. They can place a “for sale” sign outside their home or
buy advertisements in the newspaper. More recently, some sellers have placed de-
tailed information about their home on the Internet. In 1999, 16 percent of home
sellers sold their home without the assistance of a real estate professionals. Another
seven percent of home sellers disposed of their home through a variety of methods,
from selling the property to a home buying company to selling the home to family
or an ex-spouse.

33 Residential Real Estate Brokerage: Income, Expenses, Profits (1997), National Association of
REALTORS®
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Source: The 2000 National Association of REALTORS® Profile of Home Buyers and Sellers

Many homebuyers also choose not to use the services of a real estate professional
when purchasing their home. While real estate professionals are still the most pop-
ular source of information about homes, homebuyers have a variety of information
sources available to them while they conduct their home search, including news-
papers, the Internet, yard signs, home magazines, and open houses. Over a quarter
of homebuyers learned about homes on the market from friends, neighbors, or rel-
atives or directly from the seller. Eleven percent purchased their home directly from
a builder and another nine percent purchased their home directly from the seller.

N Msmt[ ﬂ'hxmm “

Source: The 2000 National Association of REALTORS® Profile of Home Buyers and Sellers
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In spite of these other resources, 79 percent of 1999 homebuyers purchased their
home through a real estate professionals. But because homes can be bought and sold
without a real estate professional, agents and brokers must earn their customers’
business each day during every step of the housing transaction. Consumers’ ability
to complete transactions without the assistance of real estate professionals provides
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agents and brokers with one of their greatest sources of competition, as well as the
additional impetus to better serve their current and future clients.

EFFICIENCY

The current structure of the brokerage industry—large numbers of relatively
small, local firms—is quite efficient. Analyses of the underlying cost structure of the
real brokerage function reveal that there are few, if any efficiencies to be gained
by the entrance of larger, more highly capitalized firms, including commercial
banks. This could explain why the brokerage industry has seen relatively little
movement towards increased concentration over the past 20 years.

Average Costs

One way to measure the efficiency of the real estate brokerage business is to ex-
amine its underlying cost structure. Zumpano34 describes a study that used finan-
cial data from 279 real estate brokerage firms to estimate a cost function relating
the average unit costs of the brokerage to its number of sales agents (see below).
For the most part, the curve was relatively flat. Although they found modest econo-
mies of scale for smaller brokerages, they also found that average costs begin to rise
once the firm has reached a certain size (in this case, 1800 sides). Their analysis
suggests that real estate brokerage firms can operate over a broad range of sizes
without experiencing an appreciable change in average costs. More important, their
findings suggests that “large [real estate brokerages] do not command any competi-
tive advantages over smaller [brokerages], at least as far as unit costs are con-
cerned.” If anything, very large brokerages are less efficient than their smaller com-
petitors.

Source: Zumpano (op. cit.)

These findings are not surprising given the composition of the typical real estate
brokerage’s operating costs and the contractual relationship between the agent and
the brokerage. The single largest component of operating costs is salesperson com-
pensation, which accounts for over 60 percent of total expenditures. Since the major-
ity of sales personnel are essentially independent contractors who work on a com-
milssion basis, unit costs remain relatively constant with increases in output, or
sales.

These general results were corroborated in a study that drew upon a sample of
real estate firms to measure what economists call “X-efficiencies.”35 Such effi-
ciencies are related to the management of resources used in the production of a
product or service, such as offices, agents, and administrative support. The study
found that the average real estate brokerage operates close to its “efficient frontier,”

34 Leonard Zumpano, “The Possible Consequences of Allowing Banks into the Real Estate Bro-
kerage Industry,” Consultant Study for the National Association of REALTORS®, April 2001.
35 Leonard Zumpano, “The Possible Consequences of Allowing Banks into the Real Estate Bro-
kerage Industry,” Consultant Study for the National Association of REALTORSE, April 2001.
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confirming that today’s brokerage firms are quite efficient in managing their re-
sources. In fact, smaller brokerages appear to be somewhat better in this regard
than either their medium-size or larger counterparts. Again, this finding is con-
sistent with the conclusion that the real estate brokerage industry would have little
to gain from the entrance of large-scale organizations like commercial banks.

Indirect Cost Measure

Another way to test for the existence of economies of scale, which is used by the
Federal Trade Commission and the Department of Justice, is through a simple tool
called the “survivor technique.” In principle, the ability of a firm to survive over
time can be viewed as de facto evidence of its efficiency. For example, if firms of
a given size continue to operate over an extended period of time while others lose
market share, the size of the surviving firms can be considered optimal. Likewise,
if the firms that survive are the ones that grow while smaller firms decline, then
economies of scale are most likely present.

Despite this important caveat, an analysis of trends in the size of real estate
brokerages over the last 20 years suggests that the industry does not have signifi-
cant economies of scale. For the most part, the size distribution of brokerages has
remained relatively constant since 1983. Brokerages with a sales force of five or less
currently hold 60 percent of the real estate market, up from about 55 percent in
1983. In contrast, brokerages with a sales force of more than 50 agents have yet
to reach even a five-percent market share. These patterns are consistent with the
analyses of unit costs described above, and again suggest that the real estate indus-
try has little, if any, to gain from potential economies of scale.

DISTRIBUTION OF FIRMS BY SIZE OF SALES FORCE
1983 - 1999
(Percentage)

Five or less 55 51 55 60

More than 50 - 3 4 ~4

Source: 1999 National Association of REALTORS® Profile of Real
Estate Firms

One can find a similar result by analyzing the market concentration of the real
estate industry. As mentioned earlier, an analysis of 1999 Real Trends data shows
that the real estate brokerage industry is not particularly concentrated. Our bottom-
line calculation is that in 1999, the Real Trends Top 500 account for about 28 per-
cent of the national market, based on sides (28 percent) and agents (26.8 percent).
Furthermore, in the 1997 Economic Census, the U.S. Bureau of the Census found
that there were an estimated 60,620 individual establishments in the residential
real estate brokerage business. Given that it is hard for even 500 of the biggest,
richest firms to dominate production, the industry is clearly is competitive and effi-
cient.

SUMMARY

With more than 760,000 REALTORSE (as well as other real estate licensees) and
over 60,000 real estate brokerages competing for the business of homebuyers and
homesellers, today’s residential real estate brokerage industry provides a vast array
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of choice for consumers. Real estate brokerages compete each day on three different
fronts: for agents, for consumers’ business against other brokerages, and for con-
sumers’ business against other methods of buying or selling homes. Further, there
is little evidence that a further increase in market concentration could generate a
market structure that is more efficient. Finally, the relative ease of entry into real
estate brokerage acts as a check on market power that may be generated through
market concentration.

CHAPTER 3
THE RISKS OF COMBINING REAL ESTATE AND BANKING

Ten years ago, the modern assault on what became financial services moderniza-
tion began. E. Gerald Corrigan, then president of the Federal Reserve Bank of New
York, testified before the Senate Banking Committee on the separation of banking
and commerce. Corrigan identified the risks historically associated with mixing
banking and commerce: increased concentration, conflicts of interests, unfair com-
petition and breaches of fiduciary responsibilities.3¢ Corrigan also identified a sec-
ond group of risks associated with the merger of banking and commerce: “the dan-
ger that such arrangements will involve the de facto extension of parts of the safety
net to any firm that would own and control banks.” 37 These same factors, and oth-
ers, are relevant to the current debate on the advisability of allowing banks to en-
gage in the real estate brokerage activities.

This chapter describes the risks involved in combining banking with real estate
brokerage. The first section examines the expansion of bank powers, the resulting
concentration of the industry and the likely impact on the banking industry of fur-
ther expansion into real estate brokerage activities. The second section examines the
impact of the expansion of bank powers on the real estate brokerage industry, in-
cluding the effect on competition, market concentration and market performance.
The third section examines the consequences for American housing and banking
consumers, including the potential for increases in real estate and banking fees, lim-
its on consumer choice and service to consumers, and violations of consumer pri-
vacy. Based on these analyses, we conclude that the unprecedented expansion of
banking powers into the real estate brokerage industry would have little, if any
positive effects for either the banking or real estate brokerage industries. On the
contrary, the proposed regulation poses significant risks to the banking industry,
the real estate brokerage industry, and American consumers.

THE EXPANSION OF BANKING POWERS

Since the 1864 National Banking Act imposed limits on allowable activities of
banks, history records a continual expansion of bank powers38 through legislation,
regulation or court decisions, including the recently passed Gramm-Leach-Bliley Act
of 1999 (see Chapter 1 for details). However, the expansion has not resulted in
meaningful or improved banking industry profitability and performance. The most
significant result has been an increase in market concentration. There is little evi-
dence demonstrating that the addition of real estate brokerage activities to the pow-
erful banking arsenal would meaningfully improve bank profitability or perform-
ance, either. Clearly, banks do not need the addition of real estate brokerage activi-
ties to remain competitive. In fact, there could be risks to expanding the power of
banks to own real estate brokerages.

Expansion of Banks into Insurance and Securities

Traditionally banks have been limited to a narrow range of activities, often ex-
cluding several financial activities such as insurance and securities brokerage. For
instance, the National Banking Act of 1864 placed strict limits on national bank in-
volvement in insurance: banks could sell insurance only in small towns (less than
5,000 people).32 The justification for this exception was based on the economic mar-
ket failure argument that small towns could not support specialists in both banking
and insurance and thus the functions needed to be combined.

36 E. Gerald Corrigan, President, Federal Reserve Bank of New York. Testimony before the

U.g.]ls)e(xilate Committee on Banking, Housing and Urban Affairs, May 3, 1990, p.5.
id., p.6.

38 Bernard Shull, Real Estate Brokerage and Management Services as Permissible Activities for
Banking Organizations: An Evaluation of the Agencies’ Proposal of December 2000. Consultant
study for the National Association of REALTORS", April 25, 2001.

39 Kroszner, Randall S. “The Economics and Politics of Financial Modernization” in the Fed-
eral Reserve Bank of New York Economic Policy Review Oct 2000 6(4), pp. 25-37.
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In 1986, the Office of the Controller of the Currency (OCC) ruled that national
banks could sell insurance anywhere if one of its branches was in a town of less than
5,000 people. The economic basis for the provision was completely lost in this expan-
sion of bank powers. The limits on banking involvement in insurance crumbled fur-
ther with the elimination of restrictions on interstate bank branching in 1994. These
regulatory and legislative changes were inspired by the experience of the 1980s
when the failure of banks and savings and loan institutions cost taxpayers billions
of dollars. While the causes of the crisis in banking were many, the solution in-
volved support for the diversification of financial institutions.40

A similar pattern developed for securities sales by banks. In 1987, the Federal Re-
serve allowed “subsidiaries of a small group of holding companies to underwrite cer-
tain previously prohibited securities—such as municipal revenue bonds, commercial
paper, and mortgage-related securities—on a limited basis.” 4! The desire to expand
the liquidity and provide service to markets that were small and served social pur-
poses, such as the funding of sewers and affordable housing, was a wedge that al-
lowed banks to expand their powers without regard for economic justification. They
based their authority on Section 20 of the 1933 Banking Act language that prohib-
ited affiliation with firms “engaged principally” in securities. Thus they limited the
bank revenues from securities to five percent. Two years later this authority was
expanded to include corporate debt and equities. The revenue limit was raised to
10 percent in 1989, 25 percent in 1996 and eliminated by 1997.

Available evidence also indicates that the integration of insurance and securities
brokerage activities has added little, if any, to bank profitability and performance.
Examination of German universal banking finds mostly diseconomies and inefficien-
cies associated with combining lending and investment brokerage services.#2 Re-
search on U.S. banks has also found little potential diversification gains from com-
bining securities brokerage and bank lending.#3 While simulation analyses of merg-
ers between holding companies and other firms reveal that mergers between bank
holding companies and life insurance firms would likely decrease bank holding com-
pany bankruptcy risk, mergers with all other types of financial firms would likely
increase risk.#* Other research also finds bank economies of scope to be overall in-
significant.45 It is clear that more time and more data is needed to effectively gauge
the impact of the integration of insurance and securities brokerage on bank profit-
ability and performance.

Consolidation in the Banking Industry

The U.S. commercial banking industry is highly concentrated. Even before the
passage of GLB, banks began to consolidate. Banking is increasingly dominated by
a few large firms. Between the 1930s and the 1980s the number of commercial
banks in the United States ranged from 13,000 to 15,000. From 1985, the number
of banks quickly declined to 8,581 in 1999.46 Mergers continued during periods of
poor profitability and high profitability. Industry concentration has increased along
with mergers and acquisitions. From 1980 to 1998, approximately 64 percent of
bank mergers were made by bank holding companies or their bank subsidiaries. The
25 largest banking organizations accounted for 29.1 percent of the assets in 1980,
34.9 percent in 1990, and 51.2 percent in 1998.

40 Ibid.

41Lown, Cara S., Carol L. Oster, Philip E. Strahan, and Amir Sufi. “The Changing Landscape
of the Financial Services Industry: What Lies Ahead?” in the Federal Reserve Bank of New York
Economic Policy Review Oct 2000 6(4) pp. 39-54.

42Lang, Gunter and Peter Welzel, “Technology and Cost Efficiency in Universal Banking a
“Thick Frontier”—Analysis of the German Banking Industry,” Journal of Productivity Analysis,
10(1), July 1998, pp. 63-84.

43 Kwast, M.L., “The Impact of Underwriting and Dealing on Bank Returns and Risks,” Jour-
nal of Banking and Finance, 13(1), March 1989, pp. 101-125.

44Lown, Cara S., Carol L. Oster, Philip E. Strahan, and Amir Sufi. “The Changing Landscape
of the Financial Services Industry: What Lies Ahead?” in the Federal Reserve Bank of New York
Economic Policy Review Oct 2000 6(4), pp. 39-54.

45Berger, Allen N., Gerald A. Hanweck and David B. Humphrey, “Competitive Viability in
Banking: Scale, Scope and Product Mix Economies,” Journal of Monetary Economics, 20(3), De-
cember 1987, pp. 501-520.

46 Historical Statistics in Banking, Federal Deposit Insurance Corporation, various years.
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i
Source: Rhoades, Stephan A., “Bank Mergers and Banking Structure in the United States, 1980-1998,” Staff
Study 174, Board of Governors of the Federal Reserve System, September 2000

Concentration of control over aggregate U.S. bank deposits among the largest
banks increased substantially from 1980 to 1998. The 100 largest banks today con-
trol almost 71 percent of deposits. In contrast, the 100 largest real estate firms con-
trol roughly 18 percent of the real estate market.

The unprecedented level of consolidation in the banking industry has been associ-
ated with a belief that gains can accrue through expense reduction, increased mar-
ket power, reduced earnings volatility, and economies of scale and scope.4? Value
gains have not been verified by empirical findings, whether looking at accounting
data or the stock market returns. Economies of scale apply only to very small
banks.#8 Research on the mergers of bank subsidiaries between 1981 and 1987
found that bank mergers do not improve net profits. Any gains in efficiency were
negated by increases in management fees, director fees, and data processing
charges.49

Research has shown that increased bank acquisition of non-bank companies has
not improved bank profitability. In addition, a variety of studies have indicated that
increasing the scope of permitted activities of bank holding companies has also in-
creased the volatility of bank returns.50 Banking is a highly concentrated industry
whose vertical integration into other lines of business has shown little propensity
to increase competition or benefit consumers.

Since 1997, banks have acquired 140 insurance agencies and by the end of 2001
banks will own 40 of the nation’s 100 largest insurance agencies. Overall, insurance
agencies acquired by banks have performed poorly. In terms of growth, the average
insurance agency is growing at an annual rate of roughly five percent in total com-
missions and fees, while bank-owned agencies are actually shrinking at a 0.3 per-
cent rate. If banks do not fare better in real estate than they have in insurance,

47Pillof, Steven J. and Anthony M. Santomero, “The Value Effects of Bank Mergers and Ac-
quisitions,” in Amihud, Yakov and Geoffrey Miller (eds.), Bank Mergers and Acquisitions. New
York University Salomon Center Series on Financial Markets and Institutions, vol. 3, pp. 59—
78. Boston. Dordrecht and London: Kluwer Academic, 1998.

48 Smith, Roy C. and Ingo Walter, “Global Patterns of Mergers and Acquisition Activity in the
Financial Service Industry,” in Amihud, Yakov and Geoffrey Miller (eds.), Bank Mergers and
Acquisitions. New York University Salomon Center Series on Financial Markets and Institu-
tions, vol. 3, pp. 21-36. Boston. Dordrecht and London: Kluwer Academic, 1998.

49 Chamberlain, Sandra L., “The Effect of Bank Ownership Changes on Subsidiary-Level
Earnings,” in Amihud, Yakov and Geoffrey Miller (eds.), Bank Mergers and Acquisitions. New
York University Salomon Center Series on Financial Markets and Institutions, vol. 3, pp. 137—
172. Boston. Dordrecht and London: Kluwer Academic, 1998.

50 Mester, Loretta J., “Efficient Production of Financial Services: Scale and Scope Economies,”
in Anthony Saunders, Gregory F. Udell, Lawrence J. White, Bank Management and Regulation:
A Book of Readings. Under the general editorship of Alan S. Blinder. Mountain View, CA:
Mayfield, 1992, pp. 27-37. (Previously published 1987.)
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large-scale entry into the real estate business could weaken some financial holding
companies’ standing, and place in jeopardy their federally insured operations.

Additional research ! found that the largest bank holding companies are not nec-
essarily more profitable nor more efficient than smaller banking firms are, indi-
cating a lack of scale or scope economies in banking. A separate study examining
profit performance of the banking industry in an international context®2 concludes
that there are very limited economies of scale, but substantial X-inefficiencies in the
banking industry, suggesting that increases in scale and scope could pose additional
inefficiencies for the banking industry.

Banks Expanding into Real Estate Brokerage

The banking industry’s search for increased profits through expansion into real
estate brokerage activities is likely to prove futile. Real estate brokerage firms, on
average, are not highly profitable. Banks are unlikely to benefit from economies of
scale, cross-selling or diversification.

As demonstrated in Chapter 2, real estate brokerage contains no identifiable
economies of scale to exploit. Entry costs are quite low, suggesting that additional
capital and increases in average firm size that would accompany bank entry into
real estate brokerage would add little, if any, efficiency gains because there are no
economies of scale to exploit.

Bank entry into real estate brokerage would generate few additional profits for
banks from their cross-selling of financial products and services. Real estate firms’
experience with the packaging of real estate related services has demonstrated that
consumers prefer to retain choice among the various components and services sur-
rounding the home sale or purchase. Neither homebuyers nor sellers choose a real
estate firm specifically because of the firm’s comprehensive service package. Just 27
percent of homebuyers said they would choose a real estate agent in the future
based on the availability of a menu of real estate related goods and services. An-
other third of respondents said such goods and service would play no factor.53

Costs savings and additional efficiencies could occur if combining real estate bro-
kerage and banking offered banks greater risk diversification. However, diversifica-
tion opportunities are low since real estate brokerage volatility is low and will not
offset the more volatile banking cycles. Non-brokerage real estate related activities
such as real estate investment may have played a significant role in bank crises and
failures. These activities are very distinct from real estate brokerage. In fact when
a bank is likely to see its mortgage portfolio weaken, due to increased defaults and
delinquencies, it is also likely to see any fee income derived from real estate broker-
age decline.

Without economies of scale, cross-selling revenue or diversification, the synergies
from combining banking with real estate brokerage activities are severely limited.
In fact, the profit of the average real estate brokerage firm is low compared to that
of BHCs. In 1996, the typical real estate firm earned profits of just 2.3 percent of
the firm’s gross revenue.>4 Banks, by comparison earned a profit of more than $52
billion in the same year.55 In contrast to insurance, securities dealing, and banking,
profit opportunities from real estate brokerage activities would be few.

Ability to Compete in the Mortgage Market

Nationally chartered financial holding companies contend that the current law
preventing the FHCs from entering into real estate brokerage business puts them
at a significant disadvantage in gaining access to the real estate related financial
activity, primarily in mortgage loan originations and mortgage loan servicing. Fur-
ther, they argue that under the current law some financial institutions already en-
gage in real estate brokerage and property management activities. According to the
Conference of State Banking Supervisors, 17 states allow state-chartered banks to
engage in real estate brokerage activities. The Office of Thrift Supervision (OTS)
also has permitted the service corporation subsidiaries of federal savings associa-
tions to provide general real estate brokerage services. FHCs believe that they must
extend their powers to include real estate brokerage activity to adequately compete
with these banks and thrifts.

51 Stiroh, K., “Are Bigger Banks Better?” The Conference Board, Research Paper, March 1999.

52 Scholtens, Bert, “Competition, Growth and Performance in the Banking Industry,” Working
Paper Series 00-18, The Wharton School, Center for Financial Institutions, University of Penn-
sylvania, February 2000.

53 The 2000 National Association of REALTORS"® Profile of Home Buyers and Sellers

54 Residential Real Estate Brokerage: Income, Expenses and Profits, National Association of
REALTORS", 1997.

55 Federal Deposit Insurance Corporation, Quarterly Banking Profile, fourth quarter 1996.
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But whatever non-banking activities may be authorized under state law does not
alter the analysis of whether real estate brokerage is commercial or financial in na-
ture, anymore than it would alter the analysis of whether television manufacturing
was commercial or financial. Further, the determination of the OTS to permit
thrifts’ service corporations to engage in an activity does not have anything to do
with the nature of the activity in question, and has no relevance to the issue at
hand.

The data, however, do not support the view that FHCs are at a disadvantage.
Comparative data is meager, and inexact, but a query to OTS determined that there
are 107 diversified thrift holding companies with real estate development subsidi-
aries and agency subsidiaries. Real estate development subsidiaries among these in-
stitutions totaled 229; there were only 14 real estate agency subsidiaries among
these institutions. We would note that total assets among the 107 thrift holding
companies equals $429.3 billion.

A simple comparison of the assets of diversified thrift holding companies to those
of the FHCs petitioning the Federal Reserve Board is revealing. Third quarter, 2000
assets of selected FHCs among the top 150 FHCs reported by the American Banker
revealed that Citigroup had assets of $804 billion, BankOne $284 billion, FirstUnion
$247 billion, Wells Fargo & Co. $241 billion, FleetBoston Financial $179 billion.56
Clearly the financial holding companies have little to fear from thrifts.

The data, in fact, show that FHCs have made large inroads into mortgage origina-
tion and servicing business. Furthermore, the market share of thrifts has declined
and the influence of a few real estate brokerages engaged in mortgage lending has
been minimal.

Mortgage Originations are Dominated by Commercial Banks

According to 1999 Home Mortgage Disclosure Act data (HMDA), commercial
banks and the subsidiaries of commercial banks accounted for the largest market
share with 44 percent of the mortgage originations. Independent mortgage compa-
nies, which are not depository institutions and therefore do not lend depositors’
monies, accounted for 28 percent of the market. Savings institutions and mortgage
companies who are subsidiaries of savings institutions accounted for 26 percent of
all residential mortgage originations. Credit unions held two percent of the market.

Not only do commercial banks dominate mortgage originations, but according to
The REALTRENDS 500, those real estate brokerage firms engaged in mortgage
lending accounted for a minimal amount of mortgage lending. In 1999, the top 25
real estate brokerage firms accounted for only 78,708 mortgage closings or 0.8 per-
cent of total originations. The top 75 accounted for only 1.1 percent.

56 American Banker, Top 150 Holding Companies by Assets, as of September 30, 2000.



Note: Mortgage company share includes those originations from mortgage companies affiliated with real estate
brokerage firms.
Source: Home Mortgage Disclosure Act data.

The thrift share of originations may include those mortgages originated through
real estate brokerage operations. However, only eight thrifts engage in direct real
estate brokerage activities of helping customers buy and sell real estate.

THRIFTS WITH REAL ESTATE BROKERAGE OPERATIONS

Mortgage
Assets Originations

Institution (8000) (in billions)

~ Approximate Value

Note: The exact dollar amount of mortgage originations for three of these thrifis is
not separately reported, but as these thrifts account for less than $4 billion in
assets, the amount of mortgage originzations is likely minimal. The total mortgage
originations by thrifts with agency operations are likely to be under 350 billion, or
less than 5 percent of the total mortgage originations. This would be included in the
savings institution share of mortgage originations

Source: Office of Thrift Supervision, Financial Call Reports database
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Mortgage Originations and Servicing Are Dominated by the Largest Firms

There is a significant concern arising from increased concentration in the mort-
gage origination and mortgage servicing markets. In 1999, the top 25 mortgage
originators represented 54.4 percent of total mortgage originations and the top 25
mortgage services account for 55.9 percent of mortgage servicing outstanding.57

While real estate brokerage markets are local, financial markets are national and
are supported by international capital markets and so can benefit from economies
of scale in financial transactions. Thus there is potential for the largest firms to con-
tinue to grow. It is not surprising that the market shares of the top 25 mortgage
originators and the top 25 servicers have increased dramatically during the 1990s.
The share of originations for the top 25 originators rose from 28.4 percent in 1990
to 54.4 percent in 1999. The servicing share of the top 25 servicers has an equiva-
lent leap, rising from 20.2 percent in 1990 to 55.9 percent by 1999. Projections from
the Mortgage Bankers Association indicate that the shares for the top 25 in both
originations and servicing could be greater than 90 percent by 2008. (The projec-
tions shown assume a continued rate of growth in market concentration based on
recent years.)

Notes: Trend extrapolated for 2001-2008. Fourteen of the top 25 mortgage originators (40. 3%; market share}
and 14 of the top 25 servicers (41.6% market share) are subsidiaries of bank holding

p

Source: Inside Mortgage Finance, Projections by Mortgage Bankers Association

Most of the increase in concentration is occurring from the merger and acquisition
activities of FHCs. Not only do banks dominate mortgage originations, but BHCs
also dominate when one considers the largest firms in the industry. Originations by
BHCs represent 60.1 percent of originations by the top 25 mortgage originators, and
servicing by BHCs a similar proportion—59.4 percent of the servicing held by the
top 25 servicers.

57 Inside Mortgage Finance, 2000.
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Source

The fourteen BHCs in the top 25 group originated $421 billion in mortgages, and
represented 33 percent of total mortgage originations. Similarly, the 15 BHCs in the
top 25 servicers held $1,577 billion, or 33 percent of mortgage servicing outstanding.

These statistics and trends are confirmed by others sources. From 1990 to 1999,
banks’ holding of mortgage debt grew from $373 billion to $879 billion. Thrifts’ hold-
ings fell from $669 billion to $549 billion during the same period. There appears to



147

be no end in sight for the increases, as indicated by estimates from Inside Mortgage
Finance; the share of mortgage originations by FHCs continued upward to 41.4 per-
cent of total mortgage originations in 2000 from 38 percent in 1999. The holdings
of servicing followed the same pattern rising to 43.1 percent of mortgage servicing
held. With the major provisions of the GLB Act still being implemented, the end
is not in sight.

Safety and Soundness Concerns

The historic separation of banking and commerce rests primarily on the fear of
unfair competition arising from banks’ federally chartered competitive advantages.
Another concern is the extension of the federal safety net, and hence taxpayers’ li-
ability, to non-banking affiliates of bank holding companies. Classifying real estate
brokerage as a financial activity would further blur the line between finance and
commerce, possibly opening other lines of commercial brokerage, such as automobile
sales, to bank activity. Further, bank entrance into commerce would likely extend
federal supervision and guarantees to greater and greater segments of the economy.

Real estate brokerage is fundamentally a commercial activity. Brokering the sale
of a house or an office building is a vastly different transaction than selling homo-
geneous financial instruments, like Treasury bonds. While commerce, other than
through barter, inevitably entails the use of financial instruments such as currency,
this does not transform a commercial activity into one that is “financial in nature”
or “incidental to a financial activity.” If real estate were accepted as “financial in
nature”—a possibility raised in the Federal Reserve/Treasury proposal—then how
far behind could commercial operations that are real estate intensive be, e.g., real
estate development and farming? 58 Allowing banks to broker real estate would un-
dermine arguments for separating banking and other lines of commercial brokerage.
Without drawing a clear bright line between commerce brokerage and banking, fed-
eral regulators risk extending the full faith and credit of the federal government to
wide variety of commercial activities.

Federal guarantee of commercial companies should be left to Congress. In 1981
when Chrysler Corporation was on the verge of failure, Congressional guarantees
of its debt and credit extensions from the Federal Reserve were provided. Impor-
tantly, Federal Reserve assistance was not provided until after Congressional sup-
port for Chrysler was established. Chairman Volker characterized Chrysler as
“under government protection.” This protection was not extended until after Con-
gress had an opportunity to debate its merits. If Chrysler at the time had been
owned by a bank holding company, Federal Reserve protection could have been ex-
tended without the benefit of Congressional debate.

Risk of Bank Failure

As discussed above, bank expansion into real estate brokerage would provide little
opportunity for diversification of risk. Research at the Federal Reserve Bank of Min-
neapolis suggests that combining bank holding companies with real estate firms
would increase the volatility of returns and increase the risk of failure.59

While bank failures are relatively rare events; since 1934, there have been 2,133
bank failures. But bank failures do not occur only in economic recessions or depres-
sions. In the Great Depression decade, the yearly average was about 70 bank fail-
ures for a decade total of about 800, including a number of non-FDIC-insured banks.
There were 1,127 failures during the 1980s, and in the 1990s decade, when the
economy grew at a robust pace, there were 440 bank failures.

Threats to the Federal Safety Net

There is also the concern that the federal safety net for the nation’s banks would
be at risk. If banks or bank holding companies are permitted to engage in real es-
tate activities, the federal safety net for banks would de facto extend to affiliated
real estate brokerages. This would expose the nation’s payment and monetary sys-
tems to additional risk, potentially undermining the safety and soundness of the na-
tion’s banking system. It is likely, in times of stress, that financial holding compa-
nies will attempt to extend this safety net to their affiliated businesses, when these
businesses are in distress.

The Federal safety net can be extended to banks of any size. Even allowing only
small banks to engage in real estate brokerage would not insulate the financial sys-

58 Bernard Shull, Real Estate Brokerage and Management Services as Permissible Activities for
Banking Organizations: An Evaluation of the Agencies’ Proposal of December 2000. Consultant
Study for the National Association of REALTORSE, April 25, 2001.

59 Boyd, John and S. Graham, “The Profitability and Risk Effects of Allowing Bank Holding
Companies to Merge with Other Financial Firms: A Simulation Study,” Federal Reserve Bank
of Minneapolis, Quarterly Review, 12 (2), Spring 1988, pp. 3-20.
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tem from possible distress. Approximately 217 small Texas banks went belly-up
from 1987-1989. And large banks can benefit as well. In the mid-1980s, the FDIC
sought to contain the bailout of Continental Illinois to its deposits and creditors.
However, because of the holding company structure, the FDIC payment benefited
the bondholders of the holding company and thus the other affiliates—not just the
depositors and creditors.60 If Continental Illinois had owned a real estate brokerage,
it, too, would have benefited from the federal safety net.

Bank failures were not isolated in a single region. Similar events transpired in
New England. In late 1989, the Bank of New England declared a major loan loss
provision. There were 108 bank failures in New England between 1989 and 1992.
This same pattern was repeated along the mid-Atlantic and even in Washington,
D.C.

Real estate has not only been the cause of banking problems in the U.S. but also
in other countries. Japan is a prime example. Beginning in the early 1980s, bank
lending to the real estate industry grew rapidly, doubling its share of bank port-
folios between 1982 and 1988. Following a rise in discount rates, Japan’s real estate
bubble burst in 1989, leaving many banks burdened with worthless loans. While
American banking has seen its share of nonperforming real estate loans, the close
relationship between Japanese banks and their commercial borrowers, particularly
real estate companies, exacerbated the crisis. Since many Japanese banks held eq-
uity in the companies they had lent to, banks were reluctant to write-down loans
or refuse to continue lending to insolvent clients. Such a system only prolonged a
banking and economic crisis that has yet to be resolved. Allowing American finan-
cial holding companies to extend their activities down this path could have serious
consequences for the safety of U.S. banks and the U.S. economy.

THE IMPACT ON THE REAL ESTATE INDUSTRY

The expansion of banking powers that would permit FHCs to engage in real es-
tate brokerage activity will have a detrimental effect on the real estate brokerage
industry. As discussed elsewhere, the real estate brokerage industry today is a high-
ly efficient, competitive market. It is comprised of many firms competing to best
serve the housing needs of Americans.

The banking industry, by contrast, can best be described as an oligopoly, with a
few dominant firms controlling a significant share of the total market. FHC entry
into the real estate brokerage business would introduce unfair competition to the
marketplace, increase concentration, and could pose particular danger to small real
estate firms which make up a large portion of the real estate brokerage industry.
As banks increase their role in the real estate brokerage business, the industry
would change from a localized, highly competitive industry to one that is dominated
by nationwide, federally chartered firms.

Unfair Competition

The real estate brokerage industry has welcomed competition from all players re-
gardless of size, type of organization or level of capitalization as long as the competi-
tion is conducted on a level playing field. But FHCs bring with them inherent ad-
vantages through the potential upstreaming of the advantages held by their feder-
ally insured bank subsidiary. These advantages could be used to undercut real es-
tate brokerage firms and have the potential of making the government a player in
the real estate brokerage market.

Advantages of the Banking Charter

The federal banking charter offers a wide variety of advantages to federally in-
sured banks and not offered to real estate brokerage firms.

(For a more detailed discussion of the advantages of the federal bank charter, see
Appendix A.)

60FDIC, History of the Eighties: Lessons for the Future, Washington, DC, FDIC, 1997.
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Advantage

Impact on Banks

Federal Home Loan Bank membership

Increased liquidity and lower capital

Federal Reserve payment system guarantees

Reduced borrowing costs

Federal Reserve Fedwire system guarantees

Increases funds available for lending

Bank debt receives preferential risk-based
capital treatment

Reduces the cost of funds for banks

Federally guaranteed deposit insurance

Lowers the cost of capital relative to non-banks

Federal Reserve’s discount window access

Increases funding available for lending

Government-imposed barriers to entry Limits direct competition

Implications for Banks

Most of the advantages of the bank charter directly add to bank profitability via
a reduced cost of borrowing and guaranteed sources of borrowing. A guaranteed and
subsidized source of funds offers banks a significant competitive advantage over
other firms that would be competing in the same market.

Our fractional reserve banking system allows banks to maintain both small
amounts of equity and reserve funds in order to maintain profitability. Researchers
at the Federal Reserve Board find that on average banks carry 2.5 percent less eq-
uity relative to total assets then do non-bank financial holding companies. Not only
do banks have relatively less capital, they also have low levels of capital on an abso-
lute basis. Compared to non-farm non-financial corporations, the Federal Reserve’s
Flow of Funds data indicates commercial banks hold only a penny of equity for
every dollar of financial assets, while non-farm non-financial corporations hold 50
cents in equity for every dollar of assets. This greater leverage allows banks to have
both a much smaller amount of their own money at risk and receive a much greater
return on equity.

Balance Sheet for Commercial Banks
and Non-farm Non-financial Corporations
3rd Quarter, 2000

Banks

Corporations

Total Liabilities 6274 8387.4

Debt to Equity Ratio 89.37 1.01

sets

Source: Federal Reserve, Flow of Funds, Z.1.

Implications for Bank Holding Companies

The advantages described above accrue to banks—not to bank holding companies.
In addition, while not explicitly stated, many financial institutions are viewed by
the public as being too big to fail. Quite simply the capital markets and depositors
believe that the failure of some institutions would have such a dramatic impact on
the nation’s financial and payments systems that the federal government would not
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let these institutions fail. All debt issuances, whether private or government, are
priced to account for the probability of default. One possible reason for defaulting
on a debt issuance is the failure of the issuer. The likelihood of default is one of
the reasons for the large difference in debt prices between government and private
issued debt. While bank debt issuances are not viewed as safe as U.S. Treasury
bonds, the implicit backing of large banks that are “too big to fail,” does allow these
banks to borrow funds at reduced cost.

These advantages are reflected in the reduced cost of debt, not only to the banks,
but also to the bank holding company as well. According to research by the Federal
Reserve, banks have a cost of capital 20 to 30 basis points below that of non-banks.
Bank holding companies have a smaller, but still significant funding advantage, per-
haps as much as 18 basis points.61

Before passage of the GLB Act, the Chairman of the Federal Reserve Alan Green-
span warned that “Losses in financial markets—large losses—can occur so quickly
that regulators would be unable to close the failing operating subsidiary . . . before
the subsidiaries’ capital ran out.”2 Based on this testimony and Mr. Greenspan’s
other concerns, changes were made in the GLB Act to prevent activities in a bank
subsidiary that are now being contemplated in the proposed regulation. Regulatory
controls are inadequate to prevent the use of subsidies to finance real estate broker-
age.

Implications for Competition in Real Estate Brokerage

Because of the advantages inherent in the banking charter, financial holding com-
panies would have an unfair advantage in the real estate brokerage marketplace.
Banks are in a position to undercut existing, mostly small, real estate brokerage
firms, posing a threat to competition and quality of service. The combination of
banking and real estate brokerage provides an incentive for predatory pricing be-
havior, and would result in increased concentration in the real estate industry with
no efficiency gains. Independent real estate brokerage firms could be eliminated
from the market.

Impact on Market Concentration

Allowing banks to expand their powers to engage in real estate brokerage activi-
ties would reduce the level of competition in the real estate brokerage industry.
There is likely to be a significant decline in the number of firms and, specifically,
the number of small firms that represent a key segment of the industry.

The level of competition could decline due to increased concentration and vertical
integration. The banking industry would enter the real estate brokerage industry
with a history and tradition of using mergers and acquisitions to expand leading to
a highly concentrated industry. As discussed in detail above, the number of banks
has declined and continues to do so, and the largest banks are getting larger. In
addition, banks have a business model that defines market coverage in terms of
states and regions.

Contrast this with the profile of the real estate brokerage industry which is made
up of large number of real estate brokerage firms of varying sizes (although pre-
dominantly small) and operates on a business model that defines markets in terms
of localities. FHCs could purchase existing real estate brokerage firms using their
advantages of a low-cost-of-funds and the imprimatur of a federally supported insti-
tution. These bank brokerages could increase in size and come to dominate the real
estate brokerage market, thus increasing the concentration of the industry. Smaller,
independent real estate brokerage firms would be forced to merge in an attempt to
compete. In addition, potential changes to the typical real estate brokerage business
model—from a commission compensation structure to a salaried work force, for ex-
ample—could disrupt the incentive structure and lead to further concentration to
cover the higher fixed costs associated with salaried employees.

The obvious increase in vertical integration of the homebuying and home financ-
ing markets could have the predictable effect of magnifying the market power of the
integrated firms. One of the key aspects of this market power is the ability to raise
barriers and limit the entry of new firms. The fact that the integrated firm includes
a bank whose barriers to entry are high by government fiat only increases the abil-
ity of bank brokerages to limit the level of competition.

If the proposal to expand banking into real estate brokerage activities is approved,
any structural change that has adverse affects on the more efficient sector—real es-
tate brokerage—undoubtedly will be adverse to the interests of consumers of real
estate brokerage services, and is bound to result in an overall decline in efficiency.

61 Federal Reserve Bulletin, June 1999.
621bid., p. 422.
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Impact on Small Local Firms

The increased concentration that would follow from FHC expansion into the real
estate brokerage activities could reduce the number of independent, local real estate
firms offering services and expertise tailored to local needs. Large national corpora-
tions are less likely to provide the range of services and expertise available today.
The local market-specific knowledge that real estate agents possess and convey to
their clients would be lost if real estate agents became employees of large national
financial holding companies. Entry by FHCs into real estate brokerage activities
hurts small real estate brokerage firms and changes the nature of real estate bro-
kerage from a competitive local business reflecting the needs and supporting the de-
mands of America’s communities to a market dominated by federally subsidized in-
stitutions.

Cross-subsidies and Pricing

Cross-subsidization is when a firm is able to take the profits from one activity to
finance the losses from another operation. As will be described later, banks have
been able to use banking fees or even profits from their mortgage operations both
to increase profitability and to subsidize their entry into insurance and other finan-
cial services. Real estate activities of FHCs are no different. FHCs entering the real
estate brokerage industry would be able to take these income streams from other
operations to finance their entry into real estate brokerage. Consequently, all bank-
ing customers, whether or not they purchase or sell a home, would be financing the
entry of FHCs into real estate brokerage. The cost to those customers—actually a
wealth transfer from American consumers to financial holding companies—could be
substantial. Appendix B describes a scenario where the ten-year cost of this cross-
subsidy could be $48 billion.

Further, FHCs’ ability to cross-subsidize their new real estate brokerages tilts the
playing field towards FHCs. Few traditional real estate brokerages have access to
outside income streams to subsidize the real estate brokerage business. Because of
the advantages of the federal charter, FHCs brokerages would be able to make
greater investments in their real estate brokerages compared to owners of inde-
pendent real estate brokerages. The final result could be the exit of numerous real
estate brokerages as they are unable to respond to their well-financed new competi-
tors. In the worst case scenario, these cross-subsidies could finance years of preda-
tory pricing designed to eliminate competition from traditional real estate
brokerages.

The basic definition of predatory pricing is where a firm prices their good or serv-
ice below the cost of production for the sole purpose of eliminating competition. Once
the predator is successful in eliminating its competition, the firm with increased
market power could raise prices well above competitive levels. Traditional models
of predatory pricing rest upon the ability of predator firms to under-price their com-
petitors, or potential competitors. The sustainability of predatory pricing depends
upon the ability of the predator to sustain losses in the short run. This can be ac-
complished through the ability to cross-subsidize from other subsidiaries of the
FHC. However, incumbent firms would not have access to capital or outside income
streams to defend itself from a predator.

The entry of FHCs into real estate brokerage appears to be a prime candidate for
predatory pricing behavior. As described above, FHCs have access to numerous sub-
sidies and outside income streams that could finance a sustained period of below-
cost pricing. At the same time, few real estate brokerages have access to outside
revenue streams or capital that can help it defend itself against a well-financed
FHC. As a result, traditional real estate brokerages would be forced to exit the in-
dustry—but not because of an inability to provide efficient quality service to the con-
sumers. Rather, the exit of these players would be the result of below-cost pricing
designed to eliminate viable competition and to allow monopoly pricing over the long
run. By reducing choice, the detrimental impact of predatory pricing on consumers
would be considerable.

IMPACT ON CONSUMERS

Combining real estate and banking services will impose significant costs to con-
sumers. The costs will come in the form of higher prices and fees paid by consumers,
reduced level of real estate brokerage services, limited consumer choice, and discom-
forting intrusion into consumer privacy. Rather than seeing consumer costs go
down, as claimed by the FHCs, the cost, even in the best scenario, will likely in-
crease.
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Impact on Prices and Fees

Allowing banks to enter the real estate brokerage industry will not lead to lower
costs for consumers. If anything costs could rise. The increase cost will be from two
fronts: real estate brokerage services fees and banking fees.

As demonstrated above, the current real estate brokerage industry can best be
characterized as a competitive industry. Entry barriers are low and little start-up
capital is needed. Continued entry and exit of firms into and out of the industry
assure that prices will remain at the lowest economically feasible level.

It is unclear what FHCs could bring to the market that would increase competi-
tion or efficiency. Any additional entry will not necessarily lower costs. FHCs’ claim
that consumer costs will go down, but those lower costs can only be realized by in-
troducing economies of scale or scope, cross-subsidization, or predatory pricing. The
latter two reasons are not permanent benefits for consumers. Only the first—econo-
mies of scale—enhances consumer welfare. Without an increase in efficiency, there
would be no cost savings to pass along to consumers. But as demonstrated earlier,
there are limited economies of scale in the real estate brokerage industry. Further-
more, FHCs made the same claims of economies of scale in expanding into newer
markets such as investment security brokerage and insurance underwriting. But the
initial claims of economies of scale have never materialized.

Any reduction of real estate services costs will be made up for in other FHC lines
of business. Such cross-subsidization would be anti-competitive to many inde-
pendent real estate brokerages that would be unable to compete effectively. Simi-
larly, predatory pricing is a potential option open to FHCs (see above). Predatory
pricing is not possible in the currently competitive real estate brokerage industry.
Even if real estate services fees were reduced temporarily through predatory pric-
ing, increased concentration would result in increased fees due to the industry being
less competitive. The end result could be that more and more independent real es-
tate brokerage firms are driven out of the market. With fewer competitors and a
fundamental industry shift away from a competitive market structure, a price rise
for real estate services fees is likely.

Even if banks were able to reduce real estate brokerage fees temporarily, any sav-
ings to homebuyers would be offset by higher costs for bank customers. Absent
economies of scale, lower real estate brokerage fees can only come via cross-sub-
sidization from other business arena. The higher banking fees are likely to become
permanent features of the banking system, given barriers to entry and concentra-
tion of market power, while reductions in real estate brokerage fees could be tem-
porary as firms start to exit the industry. According to a recent poll, nearly two
thirds of consumers believed that bank fees would rise if FHCs entered the real es-
tate brokerage industry.63

This is not the first experience of holding companies entering new fields and using
their banking and credit card operations to subsidize their entry. Over the last cou-
ple of years as BHC entered both the insurance and securities brokerage industries;
consumers experienced an increase in ATM fees, checking account fees, and bounced
check fees, with the latter reportedly the most profitable activity for a bank. Accord-
ing to a 1998 Consumer Federation of America report, consumers pay $25 billion
a year on checking and bank card fees each year.

63 National Association of REALTORSU and Public Opinions Strategies



Banks are able to shift these costs to banking customers because they do not com-
pete aggressively for the deposits of average customers. Therefore, rather than low-
ering fees and offering competitive interest rates on deposits, banks have been able
to hike fees to generate new revenue streams. Banks, over the past 10-20 years,
have relied on non-deposit sources, including new bank fees, for an increasing pro-
portion of their revenues and profits. Some examples include fees for ATM usage,
banking with a teller, bounced checks, and late credit card payments. In a five-year
span between 1996 and 2000, the share of BHC income from all non-interest income
rose from 29.9 percent to 40.5 percent.64

Elsewhere, banks have lowered interest rates on customers’ deposits and have
raised interest rates on some loan products. Consolidation of the banking industry
has lessened the number of alternatives for consumers to avoid these new fees. This
consolidation has enabled banks to raise fees without fear of customer retribution.
In addition, to undercut non-bank-affiliated real estate brokerages, banks may use
real estate brokerage as a loss leader, later recouping their costs via higher mort-
gage servicing and origination charges. This could ultimately cost consumers as
much as $48 billion over ten years (see Appendix B.)

Impact on Consumer Service

Combining real estate brokerage and banking services would also decrease the
level and type of services real estate customers would receive, because the incen-
tives to “serve the customer first” would be diminished. Homebuyers rely on their
real estate professional to guide them to other real estate related service providers
such as home inspectors, lenders, and moving companies. A recent study by Weston
Edwards shows that 73 percent of real estate professionals recommend two or more
mortgage lenders to their clients.®5 This is the kind of one-stop shopping consumers
value, not the scenario where one-stop shopping means obtaining their mortgage
from the same place they get their home.

Many bank mergers have attempted to achieve cost savings via workforce reduc-
tions. While reducing staff redundancies, layoffs in bank staff have also reduced cus-
tomer service. Typical is the recent acquisition of Core States by First Union. While
costs were slashed by reducing staffing levels, customer service suffered. Since there
is little overlap in staff between banks and real estate brokerages, cost savings via
staff reductions would mostly serve to reduce consumer service.

64 Federal Deposit Insurance Corporation, Quarterly Banking Profile, 2000.
65 Weston Edwards and Associates, Changes in the Ways Homes Are and Will Be Bought and
Sold, Consultant Study, 1998.
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In addition, holding companies may provide less attention to those housing con-
sumers who need high-touch customer service the most, such as first time home-
buyers and lower income consumers. High-income customers may be more attrac-
tive, as they would be more willing and able to purchase the bank’s other services
and they purchase more expensive homes. Repeat homebuyers are similar. In 1999,
the typical repeat homebuyer purchased a $150,000 home while a first-time buyer’s
home cost $104,000.66 Higher priced homes represent higher commission rates and,
perhaps more importantly, larger, more profitable mortgages, both of which would
add to the bottom line of the BHC.

Impact on Consumer Choice

It has been demonstrated that the expansion of banking powers that would permit
financial holding companies into the real estate brokerage business will result in in-
creased concentration and decreased competition in the industry. But it will also
limit consumer choice in selection of a real estate professional and other real estate
related service providers.

Homebuyers and sellers rely on their real estate agents for advice on a wide vari-
ety of real estate related goods, services and advice. In fact, three quarters of home-
buyers receive advice about related services from their agents, and 90 percent of
those buyers use at least one of their agent’s recommended providers.67 The inher-
ent parent/child relationship between FHCs and their subsidiary real estate broker-
age business will likely steer consumers to the FHCs’ subsidiaries. Agents working
for an FHC-owned real estate brokerage firm would have less incentive to find a
loan provider or other real estate settlement service vendor that best fits their cus-
tomers’ needs.

It is also probable that the typical “brokerage model” would change. Banks enter-
ing the real estate brokerage industry would likely retain their real estate agents
as salary-based employees, rather than commission based independent contractors.
Their real estate “employees” would focus on the FHC’s profits, attempting to cross-
sell the holding company’s other services to increase its profits. Consequently, con-
sumers would not receive valuable, impartial advice when they most need it. This
shift in focus from the client to the FHC’s profitability would limit the agent’s incen-
tive to ensure that customers find the home and real estate services best suited to
their needs.

For instance, real estate agents have traditionally suggested several different
lenders to their clients, helping their clients find the lowest rate available.68 Real
estate agents tied to a particular financial institution would be less likely to rec-
ommend getting a mortgage with a financial institution other than their employer.
The immediate result would be a reduction in competition among mortgage origina-
tors, thus limiting consumer choice in financing. If banking powers expand to allow
FHCs to engage in real estate brokerage activities, there would be implicit, if not
explicit, disincentives for real estate professionals to recommend that homebuyers
seek financing from unaffiliated banks, and real estate brokerage firms’ practices or
policies of recommending multiple financing sources would be far less prevalent if,
indeed, such practices are not entirely eliminated.

As discussed above, bank-affiliated brokerages would have an unfair advantage
also in the listing of properties, and thus would limit consumer choice of lenders.
A prospective homeseller would naturally want to increase his/her likelihood of hav-
ing prospective purchasers qualify for financing. The sellers’ selection of a real es-
tate professional almost always occurs prior to any direct discussions with a bank.
Thus, even assuming that a bank with a real estate brokerage affiliate were to
make disclosure that the availability of mortgage financing provided by it could not
be affected by whether the property to be financed were listed with its affiliated bro-
kerage company, so listing the property would create no greater likelihood of credit
approval, the seller selection of a broker will have already taken place prior to such
disclosure. As a result, the disclosure will have come too late in the process to affect
the selection of the broker. The anti-competitive advantages enjoyed by the bank-
affiliated real estate professional will already have succeeded in obtaining additional
listings before any disclosure has been made to the listing party—that doing busi-
ness with a bank-affiliated broker will not improve the chances that a prospective
buyer can readily obtain credit approval from the broker’s affiliated bank.

Increased concentration that would follow from FHCs’ expansion into the real es-
tate brokerage industry would reduce the number of independent, local real estate

66 The 2000 National Association of REALTORS"® Profile of Home Buyers and Sellers

67 Ibid.

68 Weston Edwards and Associates, Changes in the Ways Homes Are and Will Be Bought and
Sold, Consultant Study, 1998.
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brokers offering services and expertise tailored to local needs. The local market-spe-
cific knowledge that real estate agents possess and convey to their clients would be
lost if real estate agents became employees of large national financial holding com-
panies. Ownership of real estate brokerages by bank holding companies would di-
rectly reduce the competition among brokerages in a local real estate market, effec-
tively reducing consumer choice along with possible increases in consumer costs.

Privacy Concerns

In addition to the risks to the marketplace, potential bank failures, and the spec-
tre of another “taxpayer” bailout” of financial institutions, there are concerns about
consumer privacy, especially the ability of ever expanding FHC to use private finan-
cial information on a client of another business unit and obtain a competitive advan-
tage and unique price setting power. Access to information regarding real estate
brokerage customers’ home purchases or indebtedness is increasingly a source of
concern as financial companies have access to vast databases of credit and payment
history records. Merging of financial and real estate value/credit records would help
centralize private information holdings with the largest banks.

Financial institutions are permitted to share information with their FHCs and
subsidiaries. The Gramm-Leach Bliley Act of 1999 only requires financial institu-
tions to notify consumers of the institution’s policy on sharing nonpublic personal
information to those third parties not affiliated with the institution.

Recent research demonstrates that consumers are concerned about financial infor-
mation privacy and the use of their nonpublic information. Four out of five (81 per-
cent) of Americans are worried that their bank could use their private information
to sell real estate services to them.®® Americans who have bought or sold a home
in the past ten years are significantly more concerned than those who have not (84
percent vs. 79 percent, respectively) about their bank using their private financial
information to sell real estate services to them.7®

The proposed expansion of bank powers which would allow financial holding com-
panies to own real estate brokerages and property management companies could ex-
pose consumer information normally kept private to a much larger group. Bank
owned real estate brokerage and property management firms would have access to
even more nonpublic information that could then be shared among third parties
under the stated exceptions of the GLB Act.

With the opportunity for extensive information-gathering on a consumer’s demo-
graphic profile, purchase habits, and individual preferences, FHCs will be better po-
sitioned to extract consumer surplus via price discrimination strategies. With the
continued and drastic reduction in computing cost, the use of data mining software
by large corporations is becoming a common practice. Data mining is a process of
analyzing massive databases to automatically “mine” the data for potential relation-
ships between variables using regression, neural networks, artificial intelligence,
fuzzy logic, and other mathematically sophisticated techniques. As one large soft-
ware vendor (Oracle) puts it, the use of this software will “improve customer reten-
tion and acquisition.” By analyzing data such as joint account status, age, when a
home was purchased, how many calls were made to call centers, the time lag be-
tween mortgage rate changes and inquiries regarding refinance, and endless com-
bination of variables, data mining software allows companies to anticipate likely be-
havioral outcomes. For instance, it would enable a company to expect a 40 percent
probability of customer defection within a month of a price increase, and compute
present discounted value of profits of each individual customer. It also allows com-
panies to better identify those customers less likely to switch even with a price in-
crease. FHC-operated real estate brokerage operations could have access to seller/
client financial records and use that private credit information to the detriment of
a home seller to affect the commission rate on a future listing.

SUMMARY

There are substantial risks of combining banking with real estate brokerage. Fi-
nancial holding companies, through legislation, regulation and court decision, have

69Yankelovich Partners, Inc. A Study about REALTORS", March 22, 2001. Yankelovich Part-
ners conducted an omnibus study on behalf of the National Association of REALTORS®. A re-
gionally representative sample of 2,049 Americans aged 18 or older were interviewed by tele-
phone using an unrestricted Random Digit Dialing technique that significantly reduces serial
bias and ensures that respondents with both listed and unlisted numbers are reached. Only one
interview was conducted per household. Interviews were conducted between March 15 and
March 19, 2001. To ensure a reliable and accurate representation of the total national adult pop-
ulation, completed interviews were weighted to know proportions for age, gender, geographic re-
gion, and race. The margin of error for the total sample was +/- 2.2%.

70 Ibid.
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expanded their powers to conduct insurance and securities brokerage with little
positive effect on earnings and/or performance. The most troubling change in bank-
ing over the last two decades has been the dramatic increase in the concentration
of economic power through mergers and acquisitions. The 25 largest banks now rep-
resent more than 50 percent of the assets in the banking industry.

While real estate brokerage is not a profit opportunity, it is also not a threat to
the dominance of banking in mortgage finance. Indeed, there is more concern over
the lack of competition in the mortgage market than too much competition. Com-
mercial banks already have the largest market share—44 percent—of mortgage
originations, compared to 1.1 percent market share for mortgage companies affili-
ated with real estate brokerage firms. And the top 25 financial holding companies
account for more than 41 percent of total mortgage originations and 43 percent of
mortgage servicing. Projections by the Mortgage Bankers Association indicate that
the share of the top 25 mortgage originators and servicers could rise above 90 per-
cent in the next decade.

Another concern is the blurring of the line between commercial and financial ac-
tivities. If financial holding companies are permitted to engage in real estate broker-
age activities, then it is quite possible that real estate development could also be
added to the list of permissible activities. With the federal safety net for banks ex-
tending to affiliated real estate firms, there is the potential for undermining the
safety and soundness of the nation’s banking system.

In the meantime, the competitive and efficient real estate brokerage industry
could be facing unfair competition from FHCs where weak firewalls could provide
access to the federal subsidy. Banks are in a position to undercut existing real es-
tate brokerage firms, and increase their dominance through predatory pricing.

The expansion of bank powers to allow financial holding companies and subsidi-
aries of national banks to engage in real estate brokerage activities also poses risks
to consumers in the form of potentially higher fees for both banking and real estate
services. Without any source for increased efficiencies, reduced real estate services
costs could come temporarily only from cross-subsidization or predatory pricing and
would result in higher banking fees. Higher bank fees could become permanent
given the barriers to entry and concentration of market power in banking.

In addition to higher bank fees, the current high level of customer service pro-
vided by real estate professionals would decline. Not only would real estate cus-
tomers lose their own agent, but there would be limits to a consumer’s ability to
select a real estate professional and other real estate service providers. Finally, com-
bining real estate brokerage and banking under one corporate roof would allow
banks to exploit customer-specific information without giving the consumers the op-
portunity to restrict the sharing of their private data.

CHAPTER 4
IMPLICATIONS FOR HOMEOWNERSHIP

Homeownership is key to achieving the American dream and has both social and
economic benefits. Homeowners are more likely to vote and participate in our polit-
ical institutions.”! Long-term commitment of homeowners to their primary resi-
dence, limits the volatility of home prices. Given the value of homeownership in
American life, federal housing policy as well as that of many states and localities
has consistently supported the growth of homeownership.

The expansion of bank powers that would permit financial holding companies
(FHCs) and subsidiaries of national banks to engage in real estate brokerage activi-
ties is likely to have a long-term negative impact on homeownership in the United
States, particularly through increased foreclosures. It could also effect a reduction
in service to low-income buyers—a group which represents a high potential increase
in homeownership. These threats should be considered seriously given the central
role of homeownership to both economic and political stability in the United States,
and any negative impact of the proposal on homeownership in our society should
be heeded.

71DiPasquale, Denise and Edward Glaser, “Incentives and Social capital: Are Homeowners
Better Citizens,” Journal of Urban Economics, 45, 1999, pp. 354-384.
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After stagnating and sometimes even declining for some years in the 1970s and
1980s, the U.S. homeownership rate has grown throughout the 1990s to an all-time
high of 67.4 percent in 2000. However, not all groups in the population have
achieved this high rate of homeownership. While the percentage increases in home-
ownership rates for Black and Hispanic households were than that of White house-
holds for the last several years, their overall rates remain well below that of White
households. Making changes in the path to homeownership by radically restruc-
turing the real estate brokerage market could create unnecessary barriers just as
some households are beginning to achieve the American Dream.

Homeownership Rates by Race/Ethnicity, 2000

Black Other Race Hispanic

Source: U.S. Bureau of the Census, Current Population Survey

INCREASED FORECLOSURES

If banks or financial holding companies are allowed to expand their powers to in-
clude real estate brokerage activities, then homeowners could be more likely to face
foreclosure in the event of financial difficulties. Many households struggle to achieve
homeownership and most of those who purchase a home find it necessary to arrange
for a mortgage to finance the purchase. They work hard to save money and establish
a good credit record so they can fulfill the stiff requirements of banks to qualify for
financing.
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However, the struggle to achieve homeownership pales in comparison to the impli-
cations of foreclosure. Losing one’s home, and eliminating the possibility of pur-
chasing another home for as long as five years, are devastating for the households
involved. The repercussions can impact neighborhoods as well.

The mortgage agreement provides an initial payment by the bank to purchase the
home in exchange for the timely repayment of principle over 15 or 30 years. The
house serves as collateral for the mortgage. The typical mortgage contract amortizes
the mortgage debt with fixed payments that combine a large initial interest pay-
ment with a small initial principle one. Over time, the interest payment declines
and the principle payment increases while the total payment remains the same.
There are benefits to this amortization. The homebuyer benefits from an immediate
tax break from the mortgage interest deduction. The bank benefits from front-loaded
interest payments.

But, one disadvantage is that, initially, the owner’s equity builds slowly. If the
owner decides to sell the home early in the life of the mortgage, transaction fees
can result in a financial loss. For instance, if an owner faces some financial difficul-
ties and a monthly payment is late, interest charges and penalties accrue. Even if
the home is sold, the owner is still responsible for these fees. If the owner does not
sell the home, the bank may begin foreclosure proceedings to satisfy the debt. The
bank can sell the home, but often the new buyers of the foreclosed property work
with an independent real estate professional. Should the buyer needs financing, the
real estate professional may or may not recommend the bank that foreclosed on the
property.

When selling the home, the bank faces high transaction fees and often loses
money in the early years of a mortgage due to the high loan balance and the accu-
mulated interest and penalty fees. These fees can easily overwhelm the small
amount of equity in the foreclosed property. In such cases, it is not unusual for a
bank to develop a plan that allows the homeowners to keep their homes and also
minimizes losses for the bank. The bank’s and the owner’s incentives are therefore
aligned. By the time a foreclosure becomes profitable for the bank, the owner could
sell the property to recover from the debt without incurring the financial penalty
of bad credit.

If regulators approve the proposal allowing the expansion of bank powers into real
estate brokerage, the alignment of homeowner and bank interests would be elimi-
nated and so a perverse set of incentives could be substituted. These new incentives
could increase the incidence of foreclosure. Owners will continue to become delin-
quent with the same frequency as they do now. If FHCs and their subsidiaries are
permitted to engage in real estate brokerage activities, the FHC would benefit from
other revenue derived from their non-banking subsidiaries that have profited from
the foreclosure. Thus, the bank is less likely to accommodate the delinquent owner.

The bank will refer the foreclosed property to the bank brokerage that will pro-
mote the property so as to eliminate a non-performing asset from the books of the
FHC. The revenue generated from the sale of the property will accrue to the FHC.
If the new owner requires financing, the bank broker—most likely an employee of
the FHC—will encourage the homebuyer to arrange financing through the bank.
The revenues from the real estate brokerage fees and the higher probability of re-
placing the delinquent loan with a performing loan increase the profitability of fore-
closure. Recent research by Capital Economics demonstrates that the bank would
have a larger incentive to foreclose on delinquent borrowers. The perspective of the
owner has not changed so the bank is now willing to foreclose before sufficient pay-
ments have been made to allow the borrower to sell the house and retain the equity.
(See chart below.)
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While the bank and the FHC profit from the transaction, the owner is likely to
receive two penalties: first, the loss of her home, and second, derogatory information
in her credit history that would make it difficult to finance the purchase of a home
in the near future. The neighborhood faces a rapid turnover in ownership. The soci-
ety as a whole suffers from the social cost of foreclosure and the likely decline in
homeownership.

SERVICE TO LOW-INCOME AND FIRST-TIME HOMEBUYERS

The expansion of banking powers into real estate brokerage activities could also
reduce the incentive of banks to serve low-income and first-time homebuyers, and
possibly lead to credit restrictions or misallocations of credit. First-time homebuyers
account for a significant portion of the total homebuying population. In 1999, first-
time homebuyers were 42 percent of all homebuyers.”2 First-time buyers play an im-
portant role in a real estate professional’s business, since real estate professionals

72The 2000 National Association of REALTORS" Profile of Home Buyers and Sellers



160

often build their business through referrals and repeat business, First-time home-
buyers are tomorrow’s repeat buyers. Independent real estate professionals seek out
first-time homebuyer transactions as an investment in their future. These buyers
are also an investment in the nation’s economic health.

But many first-time buyers have lower incomes than repeat homebuyers do. In
1999, the median income for first-time buyers was $49,700; repeat buyers’ median
income was $68,600.73 It is already more difficult for lower-income buyers to acquire
the downpayment and establish a good credit record. Changing long-standing policy
that may limit the opportunities of potential first-time buyers to achieve home-
ownership could have serious implications for home sales and homeownership.

Source: American Housing Survey, 1999

The business of FHCs is to sell financial products and services. They seek to
maximize sales and thus profits by selling these products and services to current
customers of the FHC (cross-selling). Customers who already purchase multiple
products and services (checking accounts, on-line banking, trust services, life insur-
ance, a mortgage, mutual funds, etc.) are more likely to have sufficient resources
and thus demand additional products from the bank. These customers are the high-
er-income customers. The profitability of the FHC depends on attracting customers
to these business lines with higher profits. According to researchers at the Federal
Reserve Bank of Chicago, profitability at large banking organizations is derived
from “less than 20 percent of the customers.”’4 To induce—and to reward—pur-
chases, banks are likely to provide a higher level of service to the customer with
multiple points of contact with the FHC.

Lower-income customers are less likely to require all of these products and serv-
ices, therefore the incentive to invest in the future homebuyer evaporates when the
when the real estate professional is employed by an FHC. As an FHC employee, the
real estate professional need not develop relationships in the community and de-
velop an independent reputation for customer service. Business will come because
of the reputation of the FHC and the reputation for customer service will accrue
to the FHC, not the real estate professional.

The benefits to the FHC would come from referrals and repeat business with the
original, higher-income customer when other sales of FHC products and services
occur months or years in the future. Because the benefits of the transaction accrue
to the bank, not the real estate professional, the bank real estate professional will
target and encourage buyers who are important to the bank holding company: those
who can afford many services. The benefits from working with first-time home-
buyers come from referrals and repeat business only in real estate, but those bene-
fits do not occur immediately. Thus, doing business with first-time buyers would be

73 Ibid.

74 Frieder, Larry and Peter Sherrill, “Customer Value Management: Decision Support and
Knowledge Management as the Missing Links,” Conference on Bank Structure and Competition,
Federal Reserve Bank of Chicago, Proceedings, May 1997, pp. 76-85.
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less valuable to FHCs, and so lower-income buyers may not receive the same level
of service or even the same price for real estate brokerage services.

Another concern is the potential impact of FHCs on mortgage lending for under-
served areas and populations. Nothaft and Surrette 75 examined the period 1993 to
1999 for the effects of consolidation of the financial services industry on mortgage
loan originations to low-income and traditionally underserved families. They con-
cluded that “large organizations tend to do less affordable lending.” Thus, increased
concentration of FHCs with vertical integration may produce some socially undesir-
able lending outcomes, including credit restrictions for low-income households.

SUMMARY

The expansion of banking powers that would permit financial holding companies
and subsidiaries of national banks to engage in real estate brokerage activities may
cause unintended consequences that reduce the nation’s homeownership rate.
Lower-income buyers and potential buyers are not likely to receive the same level
of service from FHC as higher-income, more profitable customers. In the extreme,
access to credit may be denied to this important sector of our society and our econ-
omy—the first-time homebuyer.

For those households who have accomplished the difficult task of saving money
and establishing a good credit record, FHC-owned real estate brokerage firms may
make it more difficult for those households to buy and keep a home. An increase
in the number of foreclosures is likely if the revenue stream from real estate broker-
age is retained by FHCs. Merely redirecting the revenue stream from an inde-
pendent real estate professional to an FHC may be enough to increase foreclosures.
The importance of homeownership requires a thorough analysis of the consequences,
intended and unintended, that could result from the proposed radical change in the
interpretation of the nature of real estate brokerage.

CHAPTER 5
REAL ESTATE PROPERTY MANAGEMENT AND COMMERCIAL BROKERAGE

The joint proposed rule by the Federal Reserve and Treasury Department also in-
cludes real estate management and commercial brokerage to the list of activities
permissible for financial holding companies (FHCs). The activities involved in real
estate management and commercial brokerage are disparate from financial activi-
ties. This chapter examines the activities involved in property management and
commercial brokerage and explains their lack of synergy with banking operations.
In addition, this section will delve into the risks arising from combining real estate
management and banking.

THE COMMERCIAL REAL ESTATE INDUSTRY

Commercial real estate plays an integral role in the U.S. economy. Total commer-
cial real estate in the U.S., including office, retail, industrial, lodging, multifamily
and other special-purpose properties, is valued at $4.0 trillion as of year-end 1999.
An estimated $1.9 trillion of commercial real estate is held by institutions for invest-
ment purposes, while the balance is owned by corporations used for conducting their
business activities. Institutional companies typically include pension funds, life in-
surance companies, real estate investment trusts (REITs), commercial mortgage-
backed securities (CMBS) issuers, foreign investors, saving associations, and com-
mercial banks. Retail and multifamily properties account for the largest share of
commercial properties—at least in dollar value.”6

75 Nothaft, Frank and Brian Surrette, “The Industrial Structure of Affordable Mortgage Lend-
ing,” presented at the Symposium on Low-income Homeownership as an Asset-building Strategy,
Joint Center for Housing Studies at Harvard University, November 14-15, 2000.

76 Miles, Mike and N. Tolleson, “A Revised Look at How Real Estate Compares with Other
Major Components of Domestic Investment Universe,” Real Estate Finance Journal, Spring
1997, pp. 11-20.
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Private Fixed Investment in Commercial Improvements: 2000
(Billions of Dollars)
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It comes as no surprise that commercial real estate is a significant component of
national wealth. Commercial real estate constitutes roughly 21 percent of the na-
tion’s wealth.”7 This large base of assets was accumulated by devoting about two
percent of each year’s GDP to the construction and renovation of commercial prop-
erties. This is also substantiated by the consistently high value of new construction
put in place.

s . L .

Source: Lend Lease Real Estate Investments (1989 to 1998), National Association of REALTORS®, 1999

77DiPasquale, Denise and W. Wheaton, “The Markets for Real Estate Assets and Space: A
Conceptual Framework,” Journal of American Real Estate and Urban Economics Association
1992, 20(1), pp. 181-197.
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Source: U.S. Bureau of the Census

The sustained investment in commercial real estate is attributed to the substan-
tial amount of capital provided by institutional lenders and equity investors for de-
velopment and maintenance of these assets. Loan volumes grew at a compound an-
nual average of four percent between 1989 and 1999, while overall equity contribu-
tions increased at a compound annual rate of eight percent over the same period.

The importance of commercial real estate to the national economy is also reflected
in national employment figures. According to the Bureau of Labor Statistics, about
353,000 worked as property managers in 2000 with two-thirds managing residential
properties. Total wages paid to both residential and commercial property managers
reached nearly $9.0 billion in 2000. Managers of commercial properties received a
higher compensation, averaging $31,944 per year as compared to the annual aver-
age of $21,904 paid to residential property managers. Aggregate revenues generated
by these property management firms totaled $21 billion in 2000, with more than
60 percent contributed by residential property management firms.

COMMERCIAL REAL ESTATE BROKERAGE IS NOT FINANCIAL

The role of commercial brokers encompasses a wide range of activities, which are
clearly commercial and not financial in nature. While the process of bringing buyer
and seller together is the same for whatever type of property, the operations of com-
mercial brokerage firms are different from their residential counterparts.

¢ Commercial real estate brokerage firms that encompass more than one mar-
ket segment (retail, office, etc.) tend to be organized in divisions that focus
on those segments. Similarly, individual commercial real estate professionals
often specialize in a particular segment

¢ Commercial brokers deal with a variety of buyers, sellers, landlords and ten-
ants. This requires them to determine their clients’ precise objectives in order
to “match” them with the appropriate property

* Transactions involve both the lease and sale of commercial space, and can be
completed in a few months and even extend to years especially for complex
ones

Space was the commercial broker’s primary concern in an earlier time. The key
to a successful transaction was knowing what commercial space was available and
what pricing the owner was seeking. Success also hinged on finding a suitable ten-
ant to fill that space before someone else did.

However, the role of a commercial broker today de-emphasizes the “matchmaking”
aspect of the profession. Clients now regard their commercial real estate brokers
(and their teams which include lawyers, CPAs, architects, and computer and tech-
nology consultants) not just as transaction brokers but as strategic advisers and
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consultants. They use their brokers for advice and counsel on myriad issues ranging
from technology utilization to employee commuting patterns and even corporate ac-
quisition strategies.

Not only are clients demanding that brokers play a bigger role in business strat-
egy, but also are looking for brokerage firms to provide a bigger role in business
services. Hence, it is increasingly common to find brokerage firms building expertise
in specific industries such as telecommunications and call center operations as a
means to capture new business.

Commercial brokers often take part in the due diligence process as “strategic ad-
viser and consultant” by providing financial analyses to the “client” and in the
search for financing. Today’s brokers are expected to have a thorough understanding
of financial analysis and financing. But this is only a minute component of their job.

REAL ESTATE PROPERTY MANAGEMENT

The contribution of commercial real estate to the national economy suggests the
constant need for effective real estate management for both maintaining and en-
hancing the value of these assets. Again, the detailed nature of property manage-
ment indicates that it is clearly a commercial activity and thereby requires a
thoughtful and structured approach.

Property management’s goal is to preserve and enhance the value of property
through good management on a daily basis. This can best be done by trying to
achieve the highest and best economic use for the property.

The varied responsibilities involved with property management focus on the oper-
ation and maintenance of real property. The basic functions of property manage-
ment include:

¢ Early involvement with the property development process, including estab-
lishing a management plan

¢ Creating a budget tied to that plan

* Marketing and leasing space, collecting rent

¢ Monitoring and responding to tenant issues

* Maintaining accounting and operating records

¢ Directing and performing preventive and remedial building maintenance
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¢ Supervising staff and contract personnel

¢ Evaluating regulatory issues

¢ Addressing risk management-related issues

¢ Coordinating insurance, managing real and personal property tax valuations
¢ Procuring inventories and supplies

The level of management varies widely depending on the type of property and its
size. Generally, the more services required and the more often space turns over, the
higher the degree of management is needed. But regardless of the type of property,
financial activity plays little part in real estate management. While maximizing the
economic value of the property through increased revenues and decreased expenses
is a financial goal, the actual activities entailed in professional property manage-
ment are not financial in nature.

The complex issues facing property management underscore that managers need
expertise in a variety of areas and the flexibility to continuously adapt properly new
skill sets due to changing market conditions. An examination of the main manage-
ment functions for each property segment supports this view.

Residential

It is common among property managers of apartments, for example, to manage
intensively. Apartments require interior-exterior maintenance, and for some types,
the additional amenities such as clubhouse, pool and sports facilities require addi-
tional maintenance and monitoring. Given the short term nature of residential
leases, property managers strive for a high renewal rate in order to prevent vacated
units that must be repainted, repaired, and re-leased in as short a time as possible.
Most large apartment managers now have sophisticated tenant marketing and re-
tention programs.
Office

Service is particularly important in office building management because that
many office tenants regard the amount of rent as secondary to the efficient provision
of services. Office buildings are also managed intensively. Property managers are
responsible for ensuring that premises are kept clean and secure, that elevators run
reliably, that utilities work, and that the structure looks and is well maintained.
In class A space, the service may be more intense as the buildings feature better
HVAC, cleaning, landscaping and other maintenance along with valet services and
telecommunications.

Industrial

Industrial properties typically require minimal amount of management because
they are frequently leased on a net basis, that is, the tenant is responsible for oper-
ating expenses and sometimes, real estate taxes and insurance. The most critical
function of management is to identify the appropriate tenant, with the objective of
minimizing the cost of tenant improvements.

Retail

The management of retail centers depends on the sub-property type. In free
standing and big box retailers, management has little involvement with the tenant.
In community centers, management may or may not participate in tenant associa-
tion activities such as advertising and common area maintenance. In regional malls,
the management is very involved in the tenant business as tenant mix and common
area maintenance is part of the marketing that draws business to the center.

Hotels

The most important function of hotel management is marketing the hotel. Hotels
require constant management given the high frequency of guest turnover and the
significant number of service offerings. The lease period is very short (i.e. one night)
so that management must find tenants for vacated space. Typical initiatives to boost
bookings and maintain the hotel property’s appeal include promotions, offering of
loyalty programs and corporate discounts, and the addition of services.

Health Care Facilities and Other Special-Purpose Facilities

Service is a crucial factor for special-purpose facilities so they require very special-
ized management talent, frequently recruited from the professions involved.
REAL ESTATE MANAGEMENT IS A COMPETITIVE INDUSTRY

Like residential real estate brokerage, real estate management is a fiercely com-
petitive industry. To evaluate the competitiveness in the industry we assessed the
degree of concentration for the top 75 real estate management firms in 1999. Data
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on real estate properties managed by the top 75 property managers were obtained
from a survey conducted by the Commercial Property News publication (http:/
www.cpnrenet.com) in August 2000. The Herfindahl-Hirschman Index will be used
to determine the level of concentration among the top real estate management
firms.

The Herfindahl-Hirschman Index is defined as:

HEI = isf

i=l

where S; is the percentage of total square footage (market share) by the ith firm and
N is the number of large firms in the industry. Thus, the index is the sum of the
squares of the market share percentages of the top real estate management firms
in the industry. A value of 1, or 100%, for the index would indicate only one real
estate management firm, or a pure monopoly market structure. The HHI is often
presented as an integer where 100% is equivalent to 10,000. The index value de-
clines as the number of firms increase and increases as inequality among a given
number of firms increases. The HHI weights the market shares for large firms more
heavily than the small ones as indicated by the squaring of market shares.

The Justice Department’s merger guidelines suggest that industries with HHI val-
ues below 1000-1800 are competitive. Real estate management firms have an aver-
age HHI value of 387, which is clearly below the threshold set by the Justice De-
partment. Based upon this guideline, we conclude that the level of concentration for
the leading real estate management firms should not be a significant concern. There
is no dominant firm even among the largest 75 real estate management firms. If
iiata on smaller firms are included in the sample, the HHI value is expected to be
ower.

One possible explanation of the low concentration is the relatively low barriers to
entry with numerous real estate management firms offering what is perceived to be
essentially the same service. Moreover, the abundance of information, especially
through the Internet, allows property owners to easily engage property managers,
therefore leading to a higher level of competition with a lower level of concentration
for real estate management firms.

However, the entry of FHCs in the real estate management industry could erode
the healthy competition among existing firms and thereby generate a misallocation
of resources. It is possible that FHCs can exploit their federally chartered advan-
tages to establish a dominant position given their access to capital. They can drive
down management fees in the short term, subsidized by their other operations, and
eliminate small property managers. This could then lead to higher concentration of
firms in the long run, which may push up management fees.

THE RISKS OF COMBINING REAL ESTATE PROPERTY MANAGEMENT
AND BANKING

The apparent lack of synergy between real estate property management with
FHC’s existing operations as explained earlier should translate into more risks that
could ultimately harm the FHCs and impose increased potential claims on the de-
posit insurance fund and the safety net in general.

Allowing FHCs to enter real estate management and commercial brokerage may
also have negative consequences for real estate markets and consumers. The risks
include:

¢ Increased concentration in real estate property management and commercial
brokerage industries

¢ Conflicts of interest
¢ Safety and soundness issues

Market Concentration

Commercial banks continue to dominate the commercial real estate lending land-
scape, accounting for nearly 40 percent of total mortgages in 1999. However, this
share does not accurately reflect the entire influence of banks in the commercial
real estate debt market. Banks also provide substantial amounts of short-term cred-
it to a number of commercial mortgage-backed securities (CMBS) originators and
other real estate-related businesses.

The role played by banks in financing commercial real estate activities under-
scores their massive lending power and influence. Consequently, allowing banks or
FHCs to enter into real estate property management and commercial brokerage
could eliminate the healthy competition among firms and result in concentration in
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these industries. Banks could then use predatory pricing tactics by offering property
management services as a loss leader to cross-sell other financial products, i.e. gain
control of the demand deposit accounts of income producing property owners.

Conflicts of Interest

Conflicts of interest constitute another major concern when banking is integrated
with commerce. For instance, compensation of property managers is typically a per-
centage of effective gross revenue receipts (often three to five percent) and operating
profits. However, it can also be a fixed amount particularly when the services re-
quire a predictable amount of time (for example, maintaining property records) or
when the owner deems that incentives for extraordinary effort is unnecessary.

Property managers may also receive equity shares in the company that owns the
property as shown in the case of public REITs such as Host Marriott and MeriStar
Hospitality. J.W. Marriott, Jr., an equity shareholder and a member of the Board
of Directors of Host Marriott, serves as an officer of Marriott International, a public
company that manages the properties of Host Marriott. Similarly, MeriStar Hospi-
tality shares four members of its board of directors with its management company,
MeriStar Hotels.

It raises potential problems when FHCs are allowed to manage properties and re-
ceive equity stakes in the corporations that own the property. In acting as manager
and owner at the same time, there would be conflicts of interest when making deci-
sions relating to the management agreements.

Other potential conflicts of interest are listed below:

¢ Banks may restrict the supply of credit to the competitors of its real estate
property management and commercial brokerage firms, showing preferential
credit treatment towards their affiliate firms. Notably, any disruption to the
financial flows may have harmful effects on real estate property management
and commercial brokerage industries as well as harming consumers by offer-
ing low deposit rates and high loan rates.

¢ Banks may use their lending powers to tie customers, such as property own-
ers to their affiliate real estate management firms and corporate clients to
their affiliate commercial brokers. Economic theory is very clear in specifying
that the market conditions under which tying arrangements are profitable are
extremely limited. In particular, if a firm has market power in one market
and attempts to tie a customer to product sold in another competitive market,
e.g. by price cutting, its overall profits may well decrease.
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¢ Banks may continue to make loans to failing affiliate real estate property
management and commercial brokerage firms. Such practice might ultimately
threaten the safety of the banks.

« Banks have access to financial information about a property (which would be
disclosed during the loan application process), including the underlying eco-
nomic assumptions of the property, the length of leases and lease terms, as
well as tenant information. This information is often valuable to its affiliate
real estate management company so that a fear exists that there would be
a transfer of information that could be used to undermine the leasing and
marketing of the property by another real estate management firm.

Safety and Soundness

The affiliation of a bank with real estate property management and commercial
brokerage firms could raise the risks of bank failure and thus impose greater costs
on the federal safety net. The federal safety net may be defined as encompassing:

¢ The deposit insurance system
¢ The payments system (especially Fedwire—the wholesale payment system)
¢ The lender of last resort (discount window) facility7®

Central to this fear is that FHCs will alter the competitive environment in which
their subsidiaries operate. Consider the example where the FHC controls the bank
and real estate property management and commercial brokerage firms and exports
the bank’s funding subsidy to its affiliates. The affiliation of real estate property
management and commercial brokerage firms with the bank should cause them to
pass on lower costs to their customers through lower prices. Of course, the amount
of subsidy that leaks out will depend on the demand for their services. If demand
is elastic,”® then a drop in price will result in a demand for more services from these
real estate property management and commercial brokerage firms, which creates an
unleveled playing field. In addition, allowing the safety net subsidy to trickle out
of a bank will result in an enlarging of the absolute value of the subsidy passed
on from the government to the private sector.

FINAL THOUGHTS

It is plain that real estate brokerage and management are activities that are in-
herently commercial, and that authorizing financial holding companies to engage in
such activities not only would contravene the longstanding judgment of Congress
that the mixing of banking and commerce is not in the best interest of the American
people, but would represent nothing less than a sea change in the Board’s consistent
determination to ensure that commercial activities are kept separate and distinct
from financial activities.

The proposal, if adopted, could involve financial institutions in commerce to an
extent that manifestly could threaten the public interest. Allowing bank affiliates
to engage in business as real estate brokers and managers would create an unprece-
dented potential for excessive concentration of economic resources, and for business
combinations uniquely suited to gain advantage from anticompetitive practices in an
industry with which million of the nation’s consumers and businesses transact busi-
ness annually, all to the detriment of public interest.

No regulatory framework, and no mandated regimen of disclosures, would be suf-
ficient to prevent or avoid the potential conflicts of interest that would be created
by permitting business organizations that finance real estate transactions to engage
at the same time in brokering such transactions and in managing real estate. The
governmental subsidies that benefit FHCs would be available to benefit their affili-
ates that are engaged in real estate brokerage and management and that compete
in those fields against firms that enjoy no such subsidies.

78 See Chapter 3 for a more complete explanation of how FHCs could exploit the advantages
their bank subsidiaries have from their federal charter.

79 Elasticity of demand measures the relationship between price and quantity demanded.
When the demand for a good is highly elastic, people are willing to reduce their consumption
significantly in response to a given price increase. This is most likely when a good has many
close substitutes.
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APPENDIX A

THE ADVANTAGES OF THE FEDERAL BANK CHARTER

. The Federal Reserve’s payment system guarantees allow banks to borrow funds at
rate far below that available to firms outside the payment system. The payment
system allows banks to borrow funds at a low cost in exchange for offering de-
mand deposits—accounts with payment on demand used by millions of house-
holds to purchase goods and services. In addition to the interest rate spread
earned on demand deposits, depository institutions also receive interest income
during the time between the request to withdraw funds and the payment to the
third party.

. Being part of the nation’s payments system also allows banks access to the Fed-
eral Reserve District Banks’ Fedwire system. Fedwire reduces the risk facing
banks by offering a Federal guarantee of inter-bank fund transfers. The Federal
Reserve provides overdraft protection to banks similar in nature, but lower in
cost, to the protection banks provide to their account holders. Access to the
Fedwire system allows banks to maintain fewer reserves thus enabling banks to
lend more and generate greater revenues.

. One of the largest advantages offered to depository institutions is federally guar-
anteed deposit insurance. The existence of deposit insurance allows banks to op-
erate with less capital for any given level of risk and thus lowers the cost of cap-
ital relative to any nonbank competitor. Conversely, at a given level of risk,
banks can borrow funds at rates below what they would have to pay in the ab-
sence of federal insurance. In a competitive market, this subsidy would largely
pass to consumers (depositors), however the tightly controlled entry of firms into
banking could allow much of this subsidy to remain with the bank and its hold-
ing company.

. Bank access to the Federal Reserve’s discount window reduces a bank’s prob-
ability of failure, and hence, its cost of capital and borrowing. While solvent
banks facing temporary liquidity problems have to provide collateral to access the
Federal Reserve’s discount window, the discount window does serve as a “lender
of last resort” that is unavailable to non-banks. This source of liquidity allows
depository institutions to take greater risks and hold less in liquid assets—cre-
ating the potential for greater losses. Hence even banks that never use the dis-
count window, still receive a substantial benefit from having the option available.
. Membership of the Federal Home Loan Bank System is open to all depository in-
stitutions purchasing stock in one of the Federal Home Loan Banks. Members
have direct access to advances (loans) from the Federal Home Loan Banks that
allow depositories to fund mortgages at lower costs. In addition, members can
sell conforming mortgages to a Federal Home Loan Bank. The ability of banks
to sell loans from their portfolio to the FHLB system greatly increases bank li-
quidity which encourages both higher volume and higher risk lending. Banks
have joined the Federal Home Loan Bank system as the lower costs and ability
to expand lending help to increase profitability.

. Debt instruments issued by federally insured depositories also receive lower risk
weights for risk-based capital requirements at other depositories. This preferential
treatment provides a ready source of demand for bank debt and allows banks to
pay a lower yield on debt since these securities provide a benefit to the buyer
through lower capital requirements.

. In addition to subsidies received via government backing and guarantees, banks
also receive a substantial benefit from government-imposed barriers to entry into
the banking market. To operate, depository institutions require either a state or
federal charter. One variable used in deciding whether a charter is issued is
whether the market in question is currently being served or not. If there are al-
ready several depositories in a market, the safety of those existing institutions
can weight against the issuing of a charter to a potential competitor. This lim-
iting of direct excess competition allows existing depositories some relief from
competitive market pressures. These limits on entry can have substantial posi-
tive impacts on the profitability and pricing schemes of depository institutions.
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APPENDIX B

AN ESTIMATE OF CONSUMER COSTS IF FINANCIAL HOLDING COMPANIES ENTER THE
REAL ESTATE BROKERAGE INDUSTRY

The ultimate cost to consumers if financial holding companies (FHCs) enter the
residential real estate brokerage industry could total $48 billion over ten years, as
FHCs raise revenue elsewhere to cover for revenue shortfalls in the brokerage in-
dustry. More importantly, the costs would be borne not only by homebuyers and
sellers, but by all consumers of commercial banks. This section describes one sce-
nario by which all banking customers would pay for the FHCs entry into the resi-
dential real estate brokerage industry.

To quickly gain market share in residential real estate brokerage, an FHC may
choose to drop commission rates. The bank will be able to subsidize the resulting
losses at the real estate brokerage by raising new revenues from their banking cus-
tomers. In the past, banks have been able to raise additional revenues through the
implementation of new and increased fees and the raising of other fees. As a con-
sequence, all bank customers—whether or not they are recent homebuyers or sell-
ers—will bear the burden of FHC’s attempts to quickly gain market share.

THE METHOD

Arguably one of the quickest methods for a FHC holding company to gain market
share in the real estate brokerage industry is to significantly reduce commissions
paid by home sellers. Typically, home sellers compensate both real estate agents—
the one representing the buyer and the one representing the seller—involved in a
transaction. Rarely does the buyer of the home compensate either agent. The com-
pensation, which 1s negotiable between the home sellers and the real estate agent,
is usually in the form of a percentage of the final sales price of the home.

A bank holding company wanting to gain market share quickly may choose to
lower these commission rates. One issue that a FHC would encounter with dis-
counting the commission rate is the motivation of buyer agent’s to show the home
to their clients. Typically, a commission is split 50—50 between the buyer’s agent
and the seller’s agent. If the overall commission rate is relatively low, then, natu-
rally, the buyer’s agent’s split is also low. Some argue that real estate agents may
be less likely to show homes where the commission is low.

FHC brokerages can overcome the hurdle by changing the traditional split be-
tween the agent’s from 50-50 to a ratio that results in the buyer’s agent receiving
a commission split approximating what he/she would have received previously. For
example, if commission rates were typically six percent before discounting, where
both the buyer and seller’s agents received three percent each, then adjusting the
split would give three percent to the buyer’s agent and one percent to the seller’s
agent. As a result, the buyer’s agent has the same incentives as before to show the
FHC’s listings.

THE COST

Note that reducing commission rates and changing the traditional split will be a
costly transformation. Most real estate agents are independent contractors and rely
on sales commissions for their compensation. To motivate their sales staff, the FHC
will have to compensate their listing agent for the drop in commission.

The FHC may consider paying the agent directly for lost commission dollars. So,
in the example presented above, the FHC will pay the agent the two percentage
points lost by the discounted commission. Or, the FHC could shift the agent from
independent contractor status to paid employee with a set salary and benefits. With
either option, the FHC will have to tap other revenue sources to cover the commis-
sion shortfall.

Further compounding the costs of this transformation is the fact that real estate
brokerage is not a highly profitable business. In 1996, the typical real estate broker-
age earned a profit of just over two percent of the firm’s gross revenue. Facing al-
ready slim profit margins, FHCs will need to recover the commissions lost from
other sources, such as its banking customers. Over a ten-year period, the present
value of the lost commissions that FHC must recover from other sources may total
as much as $48 billion, or roughly $500 per American household.8°

80 This estimate of $48 billion is based on the following assumptions:

* FHCs enter the market with 10 percent market share

» FHCs gain 5 percentage points in market share each of the following nine years
* FHCs drop commission rates below market rates by two percentage points

* 2000 EHS and Census home sales data is the baseline
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Cost to Banking Customers of FHC Entry in

Real Estate Brokerage
Year Market Share of Commission loss to be recovered
FHC Brokerage from Banking Customers
1 10% $ 1,962,599,332
2 15% $ 2,943,898,998
3 20% $ 3,925,198,664
4 25% $4,906,498,331
5 30% $ 5,887,797,997
6 35% $ 6,869,097,663
7 40% $ 7,850,397,329
8 45% $ 8,831,696,995
9 50% $9,812,996,661
10 55% $10,794,296,327
10 Yr Present Value $48,275,271,208

Source: National Association of REALTORS® Economic
Research

The overall consumer impact of decreased commission rates paid by the bank is
a transfer of wealth from banking customers to home sellers and the FHCs. In-
creased banking fees, in combination with lowered interest rates on deposits and in-
creased interest rates on many loans and credit cards, will pay for the FHC’s below-
market commission rates on real estate brokerage services.

However, these below market commission rates will harm even home sellers (and
buyers, too) over the long-run. The goal of this predatory pricing is to reduce com-
petition from traditional real estate brokerages. As traditional real estate firms exit
the industry, unable to compete with the subsidized FHC brokerages, FHC
brokerages will be able to raise commission rates to levels above current market
rates. At this point, with higher rates along with lowered customer services, even
home sellers would lose.

BIBLIOGRAPHY

The 1999 National Association of REALTORS® Member Profile, NATIONAL AS-
SOCIATION OF REALTORSY, Washington, DC, 1999.

The 1999 National Association of REALTORSE Profile of Firms, NATIONAL AS-
SOCIATION OF REALTORSY, Washington, DC, 1999.

The 2000 National Association of REALTORSU Profile of Home Buyers and Sellers,
NATIONAL ASSOCIATION OF REALTORS®, Washington, DC, 2000.

Anderson, R.I., D. Lewis, and L. Zumpano, “X-Inefficiencies in the Residential Real
Estate Market: A Stochastic Frontier Approach,” Journal of Real Estate Research,
2000, 20, 93-103.

« Usage of real estate agents by buyers, as reported in 2000 Profile of Home Buyers and Sell-
ers, remains constant.

e Future revenue losses are discounted at an annual rate of 5.1 percent, equivalent to the
yield on ten year Treasury bonds



172

Barth, J., G. Caprio and R. Levine, “The Regulation and Supervision of Banks
Around the World,” Brookings-Wharton Papers on Financial Services, Forth-
coming 2000.

Berger, A. N., W.C. Hunter and S.G. Timme, “The Efficiency of Financial
Institiutions: A Review and Preview of Research Past, Present, and Future,” Jour-
nal of Banking and Finance, 17, 1993, pp. 221-249.

Berger, Allen N. and David B. Humphrey, “Bank Scale Economies, Mergers, Con-
centration, and Efficiency: The U.S. Experience,” FDS paper. Board of Governors
of the Federal Reserve System, Washington, DC. 1993.; also published in Revue
Economique Financiere, 27, Winter 1993, pp. 123-154.

Berger, A. and D. Humphrey, “Bank Scale Economies, Mergers, Concentration, and
Efficiency: The U.S. Experience,” Board of Governors of the Federal Reserve Sys-
tem, working paper, Washington, DC, July 1994.

Berger, A. N, R. S. Demsetz, and P.E. Strahan, “The Consolidation of the Financial
Services Industry: Causes, Consequences, and Implications for the Future,” Jour-
nal of Banking and Finance, 23, 1999.

Berger, A. N. and Loretta J. Mester, “What Explains the Dramatic Changes in Cost
and Profit Performance of the U.S. Banking Industry?” FDS paper, February
1999, Board of Governors of the Federal Reserve System, Washington, DC.

Berger, A. N., “The Integration of the Financial Services Industry: Where are the
Efficiencies?” FDS paper, Board of Governors of the Federal Reserve System, and
North American Actuarial Journal, 4, 2000.

Boyd, John and S. Graham, “The Profitability and Risk Effects of Allowing Bank
Holding Companies to Merge with Other Financial Firms: A Simulation Study,”
Federal Reserve Bank of Minneapolis Quarterly Review, 12 (2), Spring 1988, pp.
3-20.

Boyd, J. H., S. L. Graham, and R.S. Hewitt, “ Bank Holding Company Mergers with
Nonbank Financial Firms: Effects on the Risk of Failure,” Journal of Banking and
Finance, 17, 1993, pp. 43-63.

Capital Economics, An Economic Analysis of the Proposal to Allow National Banks
to Compete in the Real Estate Brokerage Market, Consultant Study, Washington,
DC, April 2001.

Weston Edwards and Associates, Changes in the Ways Homes Are And Will Be
Bought and Sold, Consultant study, 1998.

Edwards, Franklin and F. Mishkin, “The Decline of the Traditional Banking: Impli-
cations for Financial Stability and Regulatory Policy,” National Bureau of Eco-
nomic Research, working paper, Cambridge, MA, January 1995.

Federal Deposit Insurance Corporation, An Examination of the Banking Crises of the
1980s and Early 1990s, Vol. 1, 1997.

Federal Reserve Bank of Boston, “Real Estate and the Credit Crunch”, Conference
Series No. 36, September 1992.

The Federal Reserve Board, “Supervision and Regulation in the Next Millennium,”
remarks by Richard Spillenkothen, Director, Division of Supervision and Regula-
tion, at the New York State Banking Department, New York, New York, October
25, 1999.

The Federal Reserve Board, “The G-10 Study of Financial Sector Consolidation,” re-
marks by Vice Chairman Roger W. Ferguson, Jr. at the Task Force on Financial
Consolidation Press Briefing,” London, U.K., January 25, 2001.

Hoshi, T. and A. Kashyap, “The Japanese Banking Crisis: Where Did It Come from
and How Will It End?,” National Bureau of Economic Research, working paper,
Cambridge, MA, July 1999.

Hovakimian, A. and E.J. Kane, “Risk-Shifting by Federally Insured Commercial
Banks,” Working Paper 5711, National Bureau of Economic Research, August
1996.

Hutchison, M. and K. McDill, “Are All Banking Crises Alike? The Japanese Experi-
ence in International Comparison,” Federal Reserve Board of San Francisco,
working paper, April 1999.

Institute for Real Estate Management, Accredited Management Organization: Profile
and Compensation Study, Chicago, IL, 1997.

Greenspan, A. “Statement to the U.S. House Committee on Banking and Financial
Services, May 22, 1997,” Federal Reserve Bulletin, 83, pp. 578-83.

Karaken, J. and N. Wallace, “Deposit Insurance and Bank Regulation: A Partial
Equilibrium Exposition,” Journal of Business, 1978.

Kwast, M.L., “The Impact of Underwriting and Dealing on Bank Returns and
Risks,” Journal of Banking and Finance, 13 (1), March 1989, pp. 101-125.

Lehnert A. and W. Passmore, “The Banking Industry and the Safety Net Subsidy,”
Board of Governors of the Federal Reserve System, working paper, Washington,
DC, August 11, 1999.



173

Ongena, S., D. Smith and D. Michalsen, “Firms and Their Distressed Banks: Les-
sons from the Norwegian Crisis (1988-1991),” Board of Governors of the Federal
Reserve System, November 2000.

Ozawa, T., “The Rise and Fall of Bank-Loan Capitalism: Institutionally Driven
Growth and Crisis in Japan,” Journal of Economic Issues, 33 (2), pp. 351-358.

Pulley, L.B., A. N. Berger, D.B. Humphrey, “Do Consumers Pay for One-Stop Bank-
ing? Evidence from a Non-Standard Revenue Function,” Federal Reserve System,
Discussion Paper series, August 1993.

Rhoades, Stephan A., “Bank Mergers and Banking Structure in the United States,
1980-98,” Staff Study 174, Board of Governors of the Federal Reserve System,
September 2000.

Santomero, A. M. and D. L. Eckles, “The Determinants of Success in the New Fi-
nancial Services Environment: Now That Firms Can Do Everything, What Should
They Do and Why Should Regulators Care?,” The Wharton Financial Institutions
Center, The Wharton School, University of Pennsylvania, for Specialization, Di-
versification and the Structure of the Financial System, a conference sponsored by
the New York Federal Reserve Bank, June 9, 2000.

Shiller, Robert J., Macro Markets: Creating Institutions for Managing Society’s Larg-
est Economic Risks, New York: Oxford University Press, 1998.

Shull, Bernard, Real Estate Brokerage and Management Services as Permissible Ac-
tivities for Banking Organizations: An Evaluation of the Agencies’ Proposal of De-
cember 20