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Members present:

Chairman Jeffrey Assemblyman Sena

Vice Chairman Robinson Assemblyman FitzPatrick
Assemblyman Bennett Assempblyman Rusk
Assemblyman Bremner Assemblyman Tanner
Assemblyman Chaney Assemblyman Weise

Assemblyman Horn

The meeting was called to order at 2:10 p.m. and Chairman
Jeffrey announced that due to a sub-committee meeting being
held at 3:00, the committee would first hear testimony on
SB 26, then AB 597 and AB 622.

SB 26: George Vargas, general counsel for the Nevada Banking
Association, was first to address this issue and his comments
are attached and marked as Exhibit "A" (a letter to Senator
Wilson). In answer to a question from Mr. Weise, Mr. Vargas
stated that he felt the matter of competition between banks
and thrift companies will take care of itself. There was a
discussion between Mr. Vargas and Mr. Weise regarding the rela-
tive risk which is taken by the loan officers of the bank in
determining what the prime rate actually is at the time of
finalizing the loan to the customer. Mr. Vargas stated that
there is currently litigation under way between Valley Bank
and the Riverside, wherein Valley Bank is being charged with
usurious conduct.

In answer to a question from Mr. FitzPatrick, Mr. Vargas stated
that this portion of the law only pertained to commercial loans
and not to any of those provided for under the Installment Loan
Act which has an 18% ceiling, i.e. automobile loans and credit
card charges.

Mr. Weise asked Mr. Vargas if someone wouldn't have to prove
intent in order to prevail in a case charging a loan officer
with charging a usurious rate of interest. Mr. Vargas stated
that they would probably have to, but that there were many
aspects to be considered and it would not be a simple thing to
prove or disprove.

Mr. George Aker, President of Nevada National Bank, in response
to a question from Mr. Weise stated that the reason loans are
being made at such a high rate in Nevada currently was because
Nevada is extremely capital short. He also pointed out that one
of the reasons for that is that other states do not want to work
with the banks of Nevada because of current law and also outside
investors feel the same way due to the fact they can invest
their money elsewhere are receive a higher yield on it. He said
by raising the interest rate allowable, as proposed in this bill,
you would encourage all types of borrowing within the state be-
cause there would be more money available to lend.
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Mr. Ken Sullivan, President of Valley Bank, explained to the
committee the problem their bank is faced with currently rela-
tive to a loan for $135,000,000 to Del Webb due to our existing
12% ceiling. He stated that other state's banks are allowed to
charge up to 122% of the prime rate and therefore are making
more money than the Nevada banks off this loan. In answer to

a question from Mr. Weise, Mr. Sullivan stated that this loan
is divided up between several banks, in and out of this state,
and that the paper held by each bank is considered a separate
loan and therefore it is difficult to determine exactly what is
the "final loan document”. Mr. Sullivan stated that with a
"floating interest rate", a person borrowing money would pay
more when the interest rates were high, but they would pay less
if the money market were to loosen and interest rates declined.

Mr. Aker pointed out in a normal kind of participation on a very
large loan, the Nevada bank would hold the whole loan and resell
interests therein to other banks as shares. However, with the
current law, the other out of state banks will not work with
Nevada banks in this manner.

Mr. Sullivan also pointed out to the committee that it's true
on charge card accounts the banks can charge 18% on retail sales;
however, they are limited to 12% interest on cash advances.

Mr. Sullivan stated to the committee that with the current tight
money market in the state and the loan capabilities of the

banks being what they are, many people cannot get loans because
the money is being channeled into the larger loans for the simple
reason that it is easier to write one large loan than several
small ones, plus the fact that the large loan, more often than
not, is promptly repaid with few problems for the lender.

In answer to a question from Mr. Tanner, Mr. Sullivan stated that
it is the opinion of their attorneys that they cannot make float-
ing interest rate loans.

After a discussion among the committee with Mr. Sullivan regard-
ing the inflationary trend in interest rates, Mr. Sullivan stated
that he felt the cejiling on interest rates would be reached when
people finally stopped borrowing money and he had no idea where
or when that would be.

Mr. Aker pointed out that when this area was discussed in 1975,
there was some agreement that 18% ceiling might be workable; how-
ever, since interest have risen so much since that time, that
figure would no longer provide as much leeway.

In answer to a question from Mr. Rusk, Mr. Sullivan stated that
it was his opinion that the Del Webb Corporation felt the current
law was not good for them. He also stated that there has been
only a .2% increase in banking in Nevada in the recent past be-
cause of the limit of the law. He stated further that people are
going to invest their money where they can get the highest return
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and they are, therefore, taking their money to California
banks. He also stated that more. money is available in Cali-
fornia for lending and so many people in the banking industry
are sending their clients to California banks to obtain loans
and then the banks are buying back those loans from the Cali-
fornia banks.. In answer to a question from Dr. Robinson, Mr.
Sullivan stated that though Regulation Q is still in effect,
the Federal govenment is currently studying it and is, in fact,
trying to eliminate it.

In answer to another gquestion from Dr. Robinson, Mr. Sullivan
stated that the banks are currently making only short-term
loans because of the lack of capital and that though they could
make investments outside the state which would result in higher
interest income, they prefer to keep what money they do have
available active within the state.

George Vargas stated that the association had originally planned
to submit a bill of their own patterned after the California

statute, which is attached and marked as Exhibit "B". But, that
when this bill was introduced, they decided to support it instead.

At this point, Mr. Tanner explained to the committee that he
conducts business in many different states, some of which have
restrictive usury laws and some of which do not. He stated that
it had been his experience that when there was a ceiling and
interest rates climbed over that point, all capital for the
general public and business effectively dried up; while in other
states, which did not have such limitations imposed, at the same
time, had ample money for lending to all sectors.

Mr. Weise pointed out that it is very difficult to convince the
general public of the advisability of having no restriction on
interest rates, and asked Mr. Sullivan if he felt that a 3-1/2%
cushion over the prime rate would be enough of a buffer to allow
capital to be available. Mr. Sullivan stated that that would

be enough of a buffer for the big borrowers; however, he did not
feel it would show much relief to the general borrower.

Mr. Aker stated that presently capital for equipment, etc. in
the gaming industry is $100,000,000 short of need (and some
estimates say that it may be more severe than that)and he felt
that encouraging investments of capital from out of state is
necessary to keep any kind of growth pattern working for the
state.

Mr. Sullivan stated that the small borrowers will be benefitted
if the ceiling is raised to 18% because it will result in more
competition in that area of lending due to the availabilty of
funds which will be generated. Mr. Aker pointed out that pass-
age of this bill would bring additional financing capability to
the state's banks.
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' At this point in the meeting Dr. Robinson, Mr. Horn and

Mr. Rusk were excused from the meeting to attend the Mobile
Home sub-committee meeting.

Joseph O. Sevigny, Superintendent of Banks for Nevada, was

next to address the committee and submitted to the committee

for their information a packet of material which is attached

and marked as Exhibit "C". He stated that he was not speaking
on behalf of or against the bill, but to provide the committee
with information in this area. Mr. Sevigny highlighted from

the exhibit those areas which are circled and/or underlined.

He pointed out to the committee that the letter from Walter E.
Heller, Inc. which is included in the packet was not solicited
by his office, but was sent to him when that company had con-
tacted his office regarding their problems with the state laws.
He pointed out that, according to the news release from the
Comptroller of the Currency included in the exhibit, the Federal
government is going to take away the state's right to increase
or decrease usury ceilings if the states don't do it themselves.
He stated that he did not feel it was right for the federal gov-
ernment to take all control away from the state in this area and
he admonished the committee to consider this matter very care-
fully.

. He stated that the current law makes it very difficult, under
the circumstances, for the banks in Nevada. He stated that as
. a regulator, it is extremely difficult for his agency to regu-
late the law as it is now because they have to use so many deter-
miners in checking these loans under present law. That concluded
Mr. Sevigny's comments on this bill.

Don Brodeen, Weyerhaeuser Mortgage Company of Nevada, represent-
ing the Southern Nevada Mortgage Bankers Association, stated

that those organizations do support the bill. He stated that
those people who are not going to get a loan from the banks,
savings and loans, or the mortgage bankers are going to be going
to the thrift companies and get their loans, but that it will

be at a higher rate. He stated that the 18% rate which had been
discussed in the meeting was really going to mainly help those
who were looking for money to use for building proijects, business
investments, etc.; that it was not really going to help the "little
quy”. He also stated that there had been an amendment to the
bill proposed by the Kissell Co. of Las Vegas and that he had
been notified by that company that they no longer wished to have
that amendment made to the bill; that their companies liked the
bill as originally printed.

Rennie Ashleman, Nevada Mortgage Brokers representative, stated
that they had no objection to the bill, but that section three
of the bill contained an amendment which they were in favor of;
however, he stated the amendment needed to be technically re-
vised because Chapter 645B had been inadvertantly abolished by
the wording in the amendment, which had not been the intent of
the amendment. The wording in the amendment should have been
added to that section of NRS. He stated that the Counsel Bureau
(Committee Minutes)
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was aware of the error and he thought they were working on
the correction.

Lester Goddard, Commissioner of Savings Associations, commented
that he was in favor of the bill, and, in fact, there should be
no usury bill, but this would be an acceptable compromise. He
stated that he felt the law of supply and demand would level
out the interest market if allowed to do it on its own. He said
that he thought mortgage loans would be at eleven (11l) percent
by mid-summer and that if the ceiling were not raised to 18%

or so, it would be very difficult for the mortgage industry to
continue on a sound basis because when the initial loan points
(2 points, or 2%) is added to the 11%, the companies are over
the 12% and might, therefore, be accused of usury.

Jim Joyce, Savings and Loan League of Nevada, stated that they
do find a large problem with the points (referred to by Mr.
Goddard) when applied to a 10-1/2% to 11% interest rate. And,
that his association would agree with Mr. Vargas and Mr. Aker's
comments regarding to the market taking care of controlling the
interest rates which would be charged.

In answer to a question from Mr. Weise, Mr. Goddard stated that
he felt by opening up the market and allowing people who wanted
to invest their money in the market to get a higher return, it
would supply more money and, therefore, make it more competitive
for the lenders so that they might, eventually, lower the fees
involved in obtaining the loans (points).

It was noted by Mr. Weise that the record should reflect that
there was no one present at the meeting who opposed this bill.

AB 597: Joseph 0. Sevigny, Superintendent of Banks, stated that
he was in favor-of the bill and had asked for it to be introduced.
He stated that the most important part of the bill was on page

2, line 7 through line 18. He stated this would allow the state
banks to increase the amount of money they could invest in build-
ings, fixture, and furnishings, etc. and this change would allow
them to be more competitive with national banks. He stated that
Nevada banks are currently under-branched. Accerding to infor-
mation from the conference of state banks supervisors, in 1976
Nevada was 6th worst in the nation in branch banks per capita and

that situation has not improved over the past two years. He

said that one of the reasons for that lack of growth was the

fixed asset ratio limitation. He stated that it was his feeling
that there should be more branch offices in the state and that
passage of this bill would enable the banks to expand, including
more computer and automatic teller facilities. He stated that
this would increase the banks' asset base by approximately 50%,
comparable with national banks. In answer to a gestion from Mr.
Weise, Mr. Sevigny stated that those banks which would be affected
by this change would be: Valley Bank; Nevada State Bank; Bank of
Nevada, Pioneer Citizens Bank; and Nevada Bank and Trust.

In answer to a question from Chairman Jeffrey, Mr. Ken Sullivan,
(Committee Minutes)
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President of Valley Bank, stated that this had been a problem
for them in their expansion program and passage of this bill
would help them a great deal. The committee generally dis-
cussed wvarious aspects of this bill.

Mr. Bob Sullivan stated that if this bill is not passed, they
will not be able to open any more branches. He stated that
they had been opening two to three branches per year in the
past few years. He said that passage of this bill would also
allow them to enlarge other portions of their business, such
as computer centers to better service the people of the state.

Ken Sullivan stated that considering the advanced technology

in the industry today, banking is not the same as it was when
the restrictive laws were originally put on the books. And,

the expense relative to those technological advances are tre-
mendous and if they aren't allowed to invest in these areas,

they can't keep up and best serve their clients.

Richard A. Carlson, Nevada State Bank, stated that he wished to
concur with what had been said by the other bankers and the
Superintendent of Banks, and stated that they are ranked as

6th in size in the state and they have experienced the same
kinds of growth problems as Valley Bank and would encourage the
passage of the bill.

Mr. Sevigny covered for the committee some of the historical
background of the banking business and the development of the
laws relating thereto. And, how the needs of banking and the
public have changed over the past few decades.

AB 622: Assemblyman Paul May stated that this would add to

the pawnbroker section of NRS provisions for personal property
to be taken from the possession of the pawnbroker only by au-
thorization and presentation of a writ for such property. He
stated that many times people would simply show up and claim
property, stating that it had been stolen, and walk out with

the property (sometimes accompanied by a deputy and sometimes
not). He stated that though the value of the property is not
always great, they have been taking these losses for quite some
time and this would provide relief from people taking advantage
of the situation without some sort of judicial mandate. He
stated that the Metro Police in Las Vegas had indicated to him
that they were not in opposition to the bill. In answer to a
point brought out by Chairman Jeffrey, Mr. May stated that this
would prowvide that the person making claim to the property would
have to provide a report to the police stating that the property
belonged to them or that the property was included in an indict-
ment or information as being stolen property.

Chairman Jeffrey asked if the committee would introduce a bill
which had been given to Mr. FitzPatrick by the Director of
Commerce which would require the licensing of insurance consult-
ants. There were no objections to the introduction.
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‘ Chairman Jeffrey assigned further study of AB 597 to Mr. Tanner

and asked him to return to the committee with his suggestions
on the matter.

There being no further business to come before the committee,

the meeting was adjourned at 4:20 p.m.

Respectfully submitted,

é;a D. Chandler
Secretary
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January 3, 1979

The Honorable Thomas R. C. Wilson
State Senator

241 Ridge Street

Reno, Nevada 89501

Re: Nevada Bankers. Association Proposed -~
Amendment To Nevada's Usury Statute

Dear Spike:

I enclose herewith a copy of a bill which is
proposed by the Nevada Banker's Association.

I became general counsel for the Association as of
September 1, 1978, and hence, had nothing to do with previous
attempted legislation on this usury subject.

I am advised that a bill of this type, which in
essence exempts regulated users from the limitations of the
current usury statute, was introduced in the 1975 session,

I believe in the Senate, as SB 372. I understand that the
proposal was chiefly opposed by Senators Raggio and Dodge
and that after hearings before the Senate Commerce Committee,
it was finally agreed that loans of $50,000 or more would be
exempt from any interest restriction, and in this form the
bill passed the Senate and was sent to the Assembly. The
Assembly refused to accept this version and amended the bill
to provide no restriction on interest rates for regulated
lenders, i.e., the identical bill which was agreed to by all
groups appearing at the first Senate Commerce Committee
hearing. I am further advised that the Senate refused to
concur in this amendment and that three conference committees
met, the third meeting on the last day of the session, as a
result of which agreement was reached among the committee
members to the 1875 amendments.

EXHIBIT "A"
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I am further advised that although approximately
‘13 different drafts of the bill were submitted to the two
committees, the language which was finally adopted was
drafted by the joint committee and that representatives of
the financial institutions did not have an opportunity to
review the language prior. to passage.

Apparently, among other results, a paragraph of
the pre-existing law was left out, probably unintentionally.
I have re-drafted this paragraph in the proposed legislation
enclosed herewith as Paragraph 2, Page 2.

: In drafting the enclosed, I did not refer to or
use the original version of SB 372 of the 1975 session as
the same was not available to me. Rather I took the general
wording of the proposal from the California exemption
which, as you know, is contained in the California consti-
tution. As the language of the California constitution is
fairly verbose, I simply listed the regulated institutions
who are seeking exemption by a repetition of their exemption
under the Nevada Small Loan Act, NRS 675.040.

I am advised that this exemption of regulated
lenders has existed in California for many, many years, and
apparently has operated without creating difficulties or
problems. On the other hand, there are numerous problems
and difficulties with the current Nevada Act, NRS 99.050,
particularly in view of the current situation with reference
to high interest rates.

In the first place, the current Act requires a
certification "under penalty of perjury" of the lowest prime
rate on the date of execution "of the final document." A
felony is created under this wording without any regard
whatsoever as to whether or not any improper certification
was willful, inadvertent, occurred as a result of incorrect
information, or any other cause or reason. Normally,
felonies are not created by statute excepting in the case of
intentional or willful acts. Consequently, this very '
situation places a very onerous, and in my opinion, unjusti-
fied burden on every loan officer in Nevada who is currently
handling day to day loan transactions where, by reason of
the current high interest rate and high cost of money
situation, most loans can only be made under the provisions
of Subdivision 2 ¢f NRS 99.050.
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By the same token, if the loan officer should mis-~
determine what is meant by "the final loan document" and
thereby certifies the lowest prime rate on some other docu-
ment, again he would be guilty of the "penalty of perjury",
a situation which in my opinion makes absolutely no sense at
all when one is dealing with daily routine commercial
transactions. The statute does not define "the final loan
document"” and hence, there are no guidelines whatsoever
whereby a loan officer can rest assured that he is putting
the certificate on the right document, and hence, he is not
committing a felony "under the penalty of perjury."

While the three largest United States banking
institutions mentioned in Subdivision 2 of this section are
generally believed to be Bank of America, First National
Citibank, and Chase Manhattan, I suppose that for any loan
officer to be assured that he is not unwittingly committing
a felony "under penalty of perjury" he should verify each
day whether or not this is the case. As you know, there are
other large banking institutions and it is unreasonable to
suppose that with foreign deposits, etc., some bank other
than the three named above might on any given day be properly
listed as one of the three largest United States banking
institutions. '

There is another serious problem which is currently
existing by reason of the current interest rate situation,
and that is how does one handle, or perhaps is it legally
permissible for a lender to handle, loans at a floating
rate. The statute in question does not deal with this
problem and if a loan is granted at a floating rate, that
rate may well become in excess of the lowest daily prime
rate on the date of execution of the final loan document.

The question immediately arises with such a turn of events
rendering the loan usurious although it was not usurious at
the outset.

A further very serious problem arises in the event
a loan is made pursuant to this Subsection 2 at the lowest
daily prime rate plus 3.5% for six months or a year. At the
end of that time, i.e., at the maturity date, the borrower
comes in and asks that the loan be extended for two or three
months. A change in the prime rate in the interim may
simply make such extension impossible under sound banking
practices unless a new lending is made, and a new interest |

EXHI giT A _ 1<%8
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rate set, with the proceeds used to actually pay off the
then existing loan. In many, many instances, as you know,
banks do not go to all this rigmarole and formality when a
customer, by reason of some temporary circumstance simply.
requests an extension of his loan. Hence, again the oper-
ation of this statute is very awkward in the day to day
market place. :

Certain of these problems have come under con-
sideration of the Nevada Banking Division. The Superin-
tendent of Banks has expressed an opinion that an interest
rate of up to 3 1/2% over the prime rate would be effective
for the entire term of the loan unless the rate is floating.
While the statute is not clear, the Superintendent has
expressed the opinion that it is permissible to charge a
rate of up to 3 1/2% over prime on a floating basis. As to
the problem of what to do when dealing with a floating
prime, the Superintendent has suggested that possibly an
agreement should be reached between the lender and the
borrower indicating when, periodically, during the term of
the loan the prime will be established and each time prime
is established, that should be certified on the locan document
or an addendum permanently affixed to the loan document and
that the terms of that agreement should be entered on the
loan document or an addendum to the loan document.

While I appreciate this suggestion as a possibility
of the solution to the dilemma created by the current statute;
I am sure you will agree with me that this is very awkward
red tape rigmarole which would have to be considered in
ordinarly loan transactions between what we usually consider
regulated lenders and corporate borrowers. As a matter of
fact, one would not necessarily need to restrict this to
corporate borrowers. I am sure that even all individual
. borrowers who deal in floating rates are fairly sophisticated
borrowers, yet this extra rigmarole,. red tape and paper work
is encountered in each instance if one is permitted at all
to use floating rates under the current statute.

To demonstrate the totally unsatisfactory un-
certainities of the current situation, the Superintendent
comments on N.R.S. 99.050-2 "The lender shall not reguire
any compensating balance or use any other device to increase
the cost to borrower of borrowing the net amount of the

EXHI BT A
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loan" by stating, "Therefore, a commitment fee consisting of
a certain number of points would be included in the interest
calculation as thus defined and that points can be spread
over the entire term of the lcocan for interest calculation
purposes.” ’

To finally underscore and highlight the uncertainty

of the current statute, the Superintendent states "In de-
termining what charges would not be included in the interest
calculation, I think it reasonable and prudent to uss Reg.
Z, Section 226.4 -- Determination of Finance Charge."

So much for trying to carry on a day to day
commercial lending business under this maze.

As you know, there is ample competition in the
field in Nevada today. Plus the nine banks there are
savings_and loans, insurance companies, trusts, thrift
companies, etc., etc. When it comes to the situation of
regulated lenders, it seems that the California exemption
has worked very well and without difficulty.

On the other hand, there are many knowledgable
authorities who assert that usury laws are harmful when
effective, and contend that interest rates in credit markets
are relatively efficient when left alone to operate freely.
I enclose herewith certain articles covering that subject
taken from the Federal Reserve Bank of St. Louis Review,
August, 1974; The Consequences of Usury Ceilings, in an
article by the Chairman of the Federal Deposit Insurance
Corporation, and a letter from the Superintendent of Banks
of October 30, 1978 including his entire memorandum of
October 25, 1978. These articles, in essence, point out
that usury laws in effect place controls on the price which
may be paid for funds. This in turn can cause severe dis-
locations while at the same time harming the very people the
ceilings are intended to protect. It is further asserted
that the facts demonstrate rather clearly that direct compe-
tition among financial institutions through the pricing
mechanism and greater reliance on the direct operations of
a free market, rather than on a system of controls and
mechanisms, is a more efficient and effective way to allo-
cating funds.

EXHI 1T A
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) Finallv I weculd like to call vour attention to the
fact that in the Nevada Thrift Companv Act, adcopted bv the
leagislature in 1975. the followina appears:

NRS 677.730 Loans of $5,000 or more; Charges, repaymeng;
collateral security requirements for specified loans or
obligations. .

1. A licensee may lend $5,000 or more;
(a) At any rate of interest;

(b) Subjebt to the imposition of any charge in any
amount; and

(c) Upon any schedule of repayment,
to which the parties may agree.

This law has been on our boocks for three years
without, apparently, creating problems excepting, I think,
it may well render the usury statute and its application as
against other regulated lenders in Nevada an unconstitutional
discrimination. I have only spoken with Senator McCorkle
who favors the enclosed, and who as a member of the Senate
Commerce Committee, approves its introduction by that Committee.

I am reguesting that you, as Chairman, consider

the introduction of this proposal as a committes bill. I
would also like the opportunity of wvisiting f you on this
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back and subsequent nonindustrial injury to
back should be completely severed and that
award should made only for temporary
disability resulting from first Injury. Col-
lins v. Workmen’s Compensation Appeals
Bd. (1970) 87 Cal.Rptr. 601, 8 C.A.2d 618.
30, -~ Orders of Commission
Court properly refused to instruct jury in
_language of general safety order relating to
barriers over wall openings where it was
plain that requested safety order was not
applicable to evidence showing that de-
fendant fell through door opening into open
basement. ‘Graves v. William J. Nicolson
Co. (1963) 43 Cal.Rptr. 883, 233 C.A.2d 8¢5.
30.5 — Judicial review, administrative
proceedings )
Roofing subcontractor’'s employee, whose
claim for future benefits in workmen'’s
compensation appeals board proceeding

* from employar after recovery from third-

party tort-feasor might be atfected by de-
termination in civil action that employer
was free of concurrent negligence, and who
if prohibited from appealing special finding
that employer was free of concurrent negli-
gence would suffer inequity of being bound
by decision without any right of review,

§ 5. Labo;- of convicts; benefit of staté
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could appeal from such special finding.
Short v. State Compensation Ins. Fund
(1975) 125 Cal.RptF. 15, 52 C.A.3d 104.
33, —— Parties liable ; .
Where proceedings pending in superior
court and before industrial accideat com-
mission cover same subject matter, juris-
diction of commission and superior court
are exclusive, not concurrent, In every re-
spect except as ta power to determine Jju-
risdiction. Scott v. Industrial Acc. Com-
mission (1956) 293 P.2d 18, 46 C.2d 78.

34, —= Jurisdiction :

By entertaining a workman’'s defense of -
an employer's concurrent negligence to an
employer's claim to recover its workman’s
compensation outlay from the employee’s
recovery from the third-party tort-feasor
the appeals board violates neither the
spirit nor letter of constitutional provisions
which speaks of a purpose to compensate
workmen irrespective of fault and which
expresses an oblective to accomplish sub-
stantial justice in all cases_expeditiously
and without incumbrance. Roe v. Work-
men’s Compensation Appeals Bd. (1974) 117
Cal.Rptr. 6383, 628 P.2d 771, 12 C.3d 884.

Sec. 5. The labor of convicts shall not be let out by éontrdét to any perso'n{ co-
partnership, company or corporation, and the Legislature shall, by law, provide for
the working of convicts for the benefit of the state. . N

(Added June 8, 1978.) . owm F

Similar provisions formerly contained in
Art. 10, § 1 [now Art. 18, A

1976 addition of this section was identi-
cal in text to Art. 20, § 5, prior to its
repeal June 8, 1976.
. erivation: Former section 5 of Article
20, added Nov. 7, 1372. .

Law Review Commentaries .
Prisoner's right of access to the courts.’
(1968) 4 C.W.L.R. 99.
1. in generai . ’ ‘
Constitutional provision of this section
that labor of convicts shall not be let out
proscribed the letting out by state of con-
vict labor by contract to private employers
regardless of whether state or convicts or
both received attendant consideration, and

‘periods of alleged

wan e

state’s practice of using convict labor for
harvesting privately owned crops during
labor shortages, for
which work convicts were paid wages by
growers from which state deducted ex-
penses, 2ll of which was done without indi-
vidual contracts between growers and pris-
oners, was violative of this section. itts
;’izﬁeagan (1970) 92 Cal.Rptr. 27, 14 C.A.3d
In the event of riot or other major dis-
turbance at a state correctional institution
the warden or superintendent assumes
command of responding mutual aid forces,
but overall mutual aid command responsi-
bilities may also be delegated by contrac-
tual or other means to a sherif{f or chief of
police. 55 Ops.Atty.Gen. 169, 4~-17-72. P

Sec. .
1. Interest rates.

2. Repealed. I
3. Repealed. . : .

e R

AT

§ 1. Interest rates SOt

" Article 15 was added June 8, 1976.

.. Former Article 15 was repealed June 8, 1976.

o . 5 T

Section 1. The rate of Interest upon the loan or forbearance of any money,

Capd
o e

goods or things in action, or on accounts after demand or judgment rendered in any
court of the State, shall be 7 per cent per annum but it shall be competent for the
parties to any loan or forbearance of any money, goods or things in action to con-
tract in writing for a rate of intcrest not exceeding 10 per cent per annum.

No person, association, copartnership or corporation shall by charging any fee,
bonus, commission, discount or other compensation receive from a borrower more
than 10 per cent per annum upon any loan or forbearance of any money, goods or
things in action. ’ : i

However, none of the above restrictions shall apply to any building and loan as-
sociation as defined in and which is operated under that certain act known as the

82
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CONSTITUTION Art. 15,81
Dnilding and Loan Asseelation Aet,” approved May 3, 1231, as amended, or to any
T e wanner preseribed in and operating under that cer-
wxin act entitled “An act defining indnserind loan companies, providing for their In-
arperation, powers and supecvision,” approved May 18, 1017, as amended, or any
corporation incerporated in the manner preseribed in and operating under that
rortain aet entitled “.An act defining credit unions, providing for their incorpora-
*ion, powers. managemenc and \uperﬂmed March 31, 1927, as amended
vroany duly lieensed pawnbroker ov persenal property broker, or_any bank as de-
fined. in and operating under that certain act known as the “Bank Aet,” approv
March 1. 1909, as amended, or any bank created and operating under and pursuant.
o any laws of this State or of the United States of Ameriea or_any nenprofit
eonnerprive associnticn organized under Chapter 1 (commencing with Seetion 53001)
ot Division 20 of the Food and Agricultural Code in loaning or advaneing money
in conticetion with any activity mentioned in said title or any corporation, as-
socintion, synidicaze, joint stoelk compuny, or partuership engaged exclusively in the
business of markerting agricultural, horticulrural, viticultural, dairy, live stock, -
poultry and vee products on a couperative nonprofit basis in loaning or advanc-
ing money to the members thereof o in conneetion with any such business or any
corporation sccuring money or credit from any Federal intermediate credit bank,
organized and existing pursuant to the provisious of an act of Congress entitled
“Agrieultural Credits Aet of 1923, as amended in loaning or advancing credit so
sceured, nor shall uany sueh charge of any said exempted classes of persons be
considered in any action or for any purpose as increasing or affecting or as con-
nected with the rate. of interest -hereinbefore fixed. The Legislature may from
time to time preseribe the maximum rate per annum of, or provide for the super-
vision, or the filing of a schedule of, or in any manner fix, regulate or limit, the
fees, bonus, eommissions, discounts or other com]mus.mon which all or any of
the @ald exempted clusses of persony  may charge or reeceive from a borrower in”
connection with any loun or furbearance of any money, goods or things in action.

The provisivus of ‘this section shall supoersede all prov isums of t_hH Conscxmtiuu
and laws enocted thercunder in cmxflur therewith. " ; : :
(Added June 8, 1976.) - .
imr'ﬂdmmt of this .scctum. pr'r)pmed hy b«,nate ((mxt Amcnd \'0. 18 1977- 2
78, see Volwe 1 Pocket Purt. . - - 58 18

Former section 1 twas repealed Jnne 8.
1976, Se=, now, Article U3, § 1. H
Propused amenament of Avt. 13, § ‘1, by

Sl CTTIoNn aeo

- “ven e

election and thlq constitutlonal amendment
receives the lower affirmative vote of the
two measures;

Senate Const. .unend. No. 449, 1073-75, was
rejocicd by the voters at the Rt.ueml elee-
tion held Nov. 2, LI76.

The second resolved clause of A.C.A.
No. 4v, 127C, providing that the 35th clause
of A.C.A. No. i, U6 (adding aArt. 13)
shall not be operative U S.C.A. . No. 19,
1976 were adopted, was deleted by A.C.A.
No. 99, 137, : . R

The third,
cintses of Assembly Const.
1274, provide:
by the thirty-fifih clause of tais constitu-
tional amendment shall not hecome opera-
tive if the amenchments to Seciion 22 of

Amend. No. 49,

Article XX as prouosed by Senate Consti- -

tutionar Amerndment No. 19 of the 1875-78
Regular Session (Resolution Chapter 132,

statures aof 1973) (S.C.A. No. 19. 1')70-.5;
Proposition 12, was rejected by the people.
June 8, 19761 are adepted by the npeople -t
the same election, anad this constitutional

amendmant recefves the higher affirmative -

two meusures; in which case
Article XV as added by the thirty-zixth
clause of this coastitutional
=tiall beeome operative; :
“Chat neither Article X\ as add;d by
the tharry-tifth clause of this constitution-
al amendmont nor Article X\ as added by
the thirty-~ixth ctnuse of tnis constitution-

vote of the

at amerdment shadl become operative if the -
amendments to Yection 22 of Article XX
s proroled by Senate  (Constilucinnal

Amerndiment No. 19 of the 1975-75 Reasular
Jession (Resolntion Chapter 132, Statutes
of 1973y (Pronosition 12, rejected June S,
1473) are adepted by the neopla at the sama

fourth and  fifth resolved -
“‘That Article XV as added -

axnendmum

**That Article XV as ad«led by the thlrty-
sixth clause of this constitutional amend-
ment shall not become operative if the
amendments to Section 22 of Article XX as |
proposed by Senate Constitutional Amend- :
nient No. 19 of the 1975-76 Regular Session |
(Resolution Chapter 132, Statutes of 1975)
are refected by the people {Proposition 12,
rejected June 8, 1978 in which case
Arttele XV as added by the thirty-fifth -

shaill become operative.”*
Derivation: ‘F’ormer Artlc!e 20

Interest Rates. 5 |3 a

PR A9 2
Law Review Commentarles o
Accounts receivable financing and th
gv,rsoam pr%perty brokers act.. (19b2) 14
tan i
Alternative to the LC(, (1974) 4 Gold- =
en Gate L.Rev. 239.
Background of ‘conde; nnuuon ‘of usury.
Eugene i, Glushon (19638) 43 S.Bar J, 56.
Bank cre:lit carda and the usury l'u.\s. 2
(1971)  U.C.D.Law Rev. 335, B
l_omp chensive view ol C‘Ln{omlu usury
law., (1970 u Southwestern U.L.Rev. 166,
Conrlict of laws and usury,
J. Curotto (1373) 9 U.S.I". L.B.

«,on,,itutmna! usur, D!'OV]:;QHS (1960) i
7 UC.C.L..A. Law R. 6 .
Consuiner code {or (‘a.llrornh " Richard
Wrisht (1974) 3 Paeific L.J. 529. iy
Defenses and claims of the buyer. -(1971)
4 U.C.D.Law Rav, 5. .
Due-on-sale clause In California. (1975)

27 Hust. I, 5.
Federal
ruate.

83

usury law—uniformity at any
(1971) 4 U.C.D.Law Rev. 421,
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STATE OF NEVADA
DEPARTMENT OF COMMERCE

BANKING DIVISION
CAPITOL COMPLEX
406 EAST 2ND STREET

CARSON CITY. NEVADA 89710 S —
SUPERINTENOENT OF BANKS

ROBERT LIST
GOVERNOR (702) 883.-4260

JAMES L. WADHAMS
DIRECTOR

April 11, 1979

FOR _YOUR INFORMATION:

John G. Heimann is the Comptrollier of the Currency of the United States.
The Comptroller of the Currency of the United States regulates all
national banks.

George A. LeMaistre is the recent former chairman of the Federal Deposit
Insurance Corporation. The Federal Deposit Insurance Corporation regu-
lates approximately 8400 state non-member (Federal Reserve) banks.

The Federal Reserve is the third and last Federal bank regulator. The

Federal Reserve regulates -all state banks who are members of the Federal
Reserve. '
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“As Money. Cost Rlses Usury Laws Cause
Lenders to Abandon the Mortgage Mzu'ketE

T ———

THE WALL STREET JOURNAL. Tutsdny. Jav. 2. 1979

S

By Jamzs Cansgrey
.nm Reportev of THE WaLL STREET JOTANAL
When Richard Inman was traosterred o

¢20 charge up to ona percentage point above
the Federal Reserve discount rate, currentdy
$%4%.)

_ | Buying CDs

One example of the increased cost of

™ money for lending institutions: AL the end of

mwm».mwmm.m:mmmpﬂanr
for a down paymest om 2 home in Buffaia, |l0g3 deposits it the nation's savings banks
. $ G : was 8.03%, but that figure was ‘“substam-
te pest few mowtha, 5o BAS De€R |y, bgher~ £t 1978 yearend, s1ys Georgs
diepiag dewy iz Lis pockst 1n kaep T 27" | Hane, chel economist for the Natioeal Asxo-
meuts “‘“"’mm‘n clation -of Mnonial- Savings Bazks. A major
mortgsges. 1 can’t aiford (0.kesp makiRg | .oony 15 that in order to compets for invest-
paymests ou twe komes for Jong,” b8 SEYE. | yeus doilars, thrift tstinations lasz summer
Mr. Inmaa’s situation poists up 3 prob-| were anthorized to issue stx-month savings
fem: Morigage lenders across the country|certificatss at yieids siightly above the rate
have tghtensd thetr requirements ofjon 26-week Tressury bills. That rate has
dropped out of the home-loan market. The|jumped to nearly 10% from %% in Juse.
So, bankers banks are

ket investments that yield at lea.st u%
rather than in mortgages.

*“Any bank that took that expenavo new
money and invested it in a 30-year mortgage
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The appeal is peading. °

In Florida, savings and lcan associations
have argued before the state supreme court
that they are exempt from Flonda's 10%
ceiling on home loans. A lower court had
ruled in favor of the S&Ls in 2 suit brought

eirs. an 'I’ml'l m camua
iing w1 E

o BT

munlav;u-mq
Trmﬁﬁﬁuﬁﬁﬁ?ﬂ!‘!m’
but flexible ceiling. That ceiling will be two
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'hg Consequences
f @ ury Ceilings

+ George A. LeMaistre
wafirman ‘
:deral Deposit Insurance Corporation

is particularly timely to discuss the
ubject of usury ceflings — a form of price
antrol over the rates of interest which
nancial institutions may charge on loans.
Ithough usury ceilings have not. as a
eneral rule. been terribly restrictive in the
ast. they did lead to serious difficulties in
974 when interest rates literally went
1rough the ceiling for both borrowers and
:nders, and may have had adverse impacts
n the economi€s of those areas where the
eilings were binding. Even now. though
ot so binding as then. usury ceilings are
ausing problems-and. in the case of
rkansas and Tennessee. these problems
re not insignificant.

Both Arkansas and Tennessee have

onstitutional provisions limiting interest

a

S BANK REGULATION/AUTUMN 1977

IV\V\\/ NN VOV IV VSV VANV

rates to a maximum of 10% per annum.
However. until a Tennessee Supreme Court
dectsion on August 22, 1977, the usury
provision (Article 11. Section 7) in that
state’s constitution had been interpreted by
the state legislature as permitting it to set
the “legal rate”™ of interest at any rate. As a
result, the Tennessee state legislature
passed the Industrial Loan and Thrift Act
and the Bank Instaiment Lending Act in the
late 1960s which permitted finance
companies and banks to charge add-on and
discount interest rates on instalment loans
producing an annual interest yield in excess
of 10%. The Industrial Loan and Thrift Act
was declared unconstitutional on August
22. 1977. Many informed observers feel,
however, that the same decision would be

et e e,
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rdcred on the Bank Instaiment Lending

f a case were brought before the court.

flc interest rates are not as high now,

the recent events in Tennessee may have
harmful conscquences. This certainly
appears to have been the case in 1974 when
the 10% restriction on commercial loans
was binding. In response (o that situation.
some relief was provided at the federal level
until July 1, 1977. At the urging of former

Senator Brock. Congress passed Public Law

93-501 on October 29, 1974. which
permitted financial institutions on a
temporary basis to set interest rates on
commercial and agricultural loans
exceeding $25.000 at five percentage points
above the Federal Reserve discount rate. As
the recent lapse of this legislation indicates,
it was relief that was far from certain. A
constitutional convention commenced in
“FTennessee on August 1, 1977, which,
among other matters. Is considering the
usury provision, The recent lapse of federal
legislation and the Tennessee Supreme
Court’s decision place the entire burden for
relief in Tennessee on the constitutional
vention.

A Historical Perspective

To understand the existence of usury sta-
tutes and even constitutional provisions,
one must have an awareness of history.
From Biblical times usurious lending has
been viewed as immoral: it was thought
wrong to profit through the lending of
money. In the Old Testament (Dueteronomy
23:10) it is stated, “Thou shalt not lend
upon usury to thy brother . . .” This ad-
monition was repeated in the Sermon on
the Mount in the New Testament (Luke
6:35). “. . . Do good. and lend. hoping for
nothing again . . .” With the advent of the
renaissance and later the industrial revolu
tion, the harsh views of the past were
modified to permit lending at interest but
with limitations on the amount of interest.
For the most part. these admonitions re-
flected the ethic that one should not live be-
yond his or her means and that. given

human frailties, Individuals should be pro-
tected by law from those who would exploit
their weaknesses.

In more recent times other arguments
have been made. It has been argued that fi-
nancial institutions are not competitive and
therefore usury ceilings are required to pre-
vent these institutions from making exces-
sive profits by charging usurious interest
rates. It has also been argued that interest
rates must be kept low so that lower-income
people will have the means to borrow. This
argument is ecmphasized {n particular by
those who espouse the principle of home
ownership and by those who are interested
in promoting housing. Paralleling this line
of reasoning is the proposition that low
interest rates will encourage investment and
consumption and thereby help the
economy.

Effects of Usury Ceilings ‘

Most economists and other observers of fl-
nanclal markets discount the validity of
these arguments and agree that usury ceil-
ings tend to have highly undesirable effects.
There is considerable evidence that poten-

~ tial borrowers. whom the ceilings are aimed

at protecting. suffer as much as the lenders
who are restricted in their charges. Let us
review both the issues and the evidence on
the effects of usury cellings.

First, it should be made clear that usury
ceilings harm rather than help the un-
sophisticated and the poor who are viewed

as greater credit risKS;/WHen money is tight \
and interest raies rise above usury ceilings.

as they did in 1974, a financial institution
may continue to make loans, sometimes

even at a loss, to its best customers. but
will cease making loans to riskier potential
borrowers who would be creditworthy at a

higher rate of interest. Thus, in such times.

those whom usury ceilings are designed to
protect are in effect shut out of the market

for bank credit.
oger L. Miller contends in
Economics Today, published in 1976 by
Canfield Press. that the reduction in the
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Usury ‘Crmngs

it card maximum lending rate from

to 12% in Washington State in 1968
had just such an effect. At the lower rate,
the amount of credit demanded exceeded
that which financial institutions were will-
ing to supply and. as a result, those who
were least creditworthy were denied credit.
Miller stated that those most likely to be
denied credit include welfare mothers,
people with unstable employment records.
students and the elderly. Similarly, in Ar-
kansas, where the usury ceiling is 10% on
all types of loans, finance companies, which
tend to cater to lower income and more
risky borrowers, closed a majority of their
offices during 1974. The few remaining of- '
fices were used primarily to collect on out-
standing balances and not to make new
loans.
"" As a result of the recent Tennessee Su-
preme Court decision that the Industrial

Loan and Thrift Act is unconstitutional, CIT

Commercial Corp. closed 26 of its 39 offices
and Associates Capital Corp. closed 1 of 53

ces and laid off 107 employees. In addi-

. banks have severely curtailed direct

talment lending. (Under a curious ruling
that treats credit card transactions as pur-
chases of goods and not loans, rates in ex-
cess of 10% apparently are legal.) Kenneth
L. Roberts, president of First American Na-
tional Bank. was reported as saying in the
September 13, 1977, issue of the American
Banker that, “Our studies show us that we
cannot make a profit, or even break even,
on about 75% of our consumer loans if we
are limited to 10% interest.” Almost over-
night.consumer credit has become unavail-
able. Although much business has been re-
located just across the state line, many con-
sumers will find 1t difficult. if not impossi-
ble. to borrow.

When people are shut out of the legiti-
mate market, they become the potential
prey of unscrupulous loan sharks, who not
only charge exorbitant and usurious inter-
est rates but may otherwise place onerous
terms and conditions on the extension

f credit.
Moreover, even individuals who are not

3 ISSUES IN BANK R.EGULAT!ON/AUTUMN 1977

shut out of the legitimate loan market may
be compelicd to accept more onerous terms,
{ncluding higher down payments. larger
front-end fees and shorter loan maturities.
James Ostas. in his article, “Effects of
Usury Ceilings in the Mortgage Market,”
which appeared in the June 1976 issue of
the Journal of Finance, proved that as
down payments relative to the price of the
home iIncrease. loan maturities decrease
and fees may increase in proportion to the
amount by which market rates exceed usury
cellings.

Another group of potential borrowers
may also be shut out of the market for simi-
lar reasons. Although some new business
ventures are so risky as never to be bank-
able, others are not and financial institu-
tions would be willing to extend credit at
high but reasonable rates. Thus, usury ceil-
ings may inhibit entrepreneurs and in-
novators from starting their own busi-
nesses.
n addition to forcing entreprencurs and
innovators to seek credit elsewhere or forego

v o T 4 b D2 a

it altogether, usury ceilings may well havu

deleterious effects upon the economy of a
state or localityJIn an article tn the March
1968 issuc of Tennessee Survey of Bust-
ness on Tennessee usury ceilings, Professor
Harry Johnson of the University of Tennes-
see stated that, “Among the more im-
mediate and discernible economic ills which
have occurred in the past and which will be
aggravated by unrealistic limitations on
interest rates are: 1) A decline in residen-
tial buildin an increase in the level of
unemployment in construction, 3} a decline
in the sales of building supplies, 4) an out-
flow of savings, 5} an increase in the rate of
interest and yields on bonds issued by the
State of Tennessee and its political subdivi-
sions and 6) increased competition for
Tennessee’s financial resources by out-of-
state individuals and businesses.

According to Robert Keleher of First
Tennessee National Corp. in “The Economic
Impact of the State Usury Law in Tennes-
see,” the unavailability of credit in Tennes-
see during 1974 may be reflected by a 25%

t
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ase in business fallures compared to a
crease nationally, and a 20% decrease
vestment expenditures on expanded
“manufacturing plant facilities compared to

a 22% increase in seven other Southeastern_

 States,_

In a study of the “Impact of the Tennes-
see Constitutional Usury Limit on the Ten-
nessee Economy.” completed by Richard
Gustely and Harry Johnson of the Untver-
sity of Tennessee in June 1977, the authors
conclude that usury ceilings caused a loss
in output of goods and services averaging
#150 million annually between 1974 and
1976. They note: “Over the same period the
loss of new jobs averaged 7.000 per year.
Loss of retail sales averaged $80 million per
year and loss of assets of commercial banks
and savings and loan associations averaged
$1.25 billion per year.” The authors believe
-that these adverse economic consequences
will continue over the 1977-1984 period.

Besides shutting out potential borrowers
or forcing them to seek credit elsewhere,
usury ceilings force financial institutions to
look for borrowers that are not protected by

ngs. Institutions may accomplish this
lir by seeking borrowers in geographic

where there are no usury ceilings or

by making leans to specific types of borrow-
ers who are not covered by ceilings. For
example, a 1976 study, “The Impact of New
York’s Usury Cellings on Local Mortgage
Lending Activity,” prepared by Emest Kohn.
Carmen J. Carlo and Bernard Kaye of the
New York State Banking Department. shows
that during 1974 commercial banks shifted
funds from in-state to out-of-state mortgage
loans.

It was further discovered that financial
institutions in Minnesota diverted funds
from conventional mortgage loans that were

~_covered hy a usury ceiling. to FHAand-VA

%g_rgg_aggmmwunwm-

oreover, Philip Robins in "The Effects of

State Usury Ceilings on Single Family
Homebuilding™ which appeared in the
March 1974 issue of the Journal of Fi-
nance, demonstrates that in cities where
market interest rates were above usury ceil-

ings. new housing starts were 28% below
those i1n cities where market interest rates
were below the usury ceiling, If one existed.
Altering lending patterns to avoid the
carnings burden of usury ceilings may lead
to serious difficulties for the financial in-
stitutions affected. This may be caused by a
lack of lending experience and knowledge in
certain types of loans, or it may be caused
by a lack of familiarity with prospective bor-

. rowers and conditions in market areas that

the institution has not lent in before. The
fallure of Hamilton National Bank of Chat-
tanooga illustrates graphically what can
occur when a bank. unable to earn a return
in its own market sufficient to cover its
costs, seeks to make up ground in an un-
famillar market. Although the reasons for
Hamilton's demise are more complex than
this, there are certainly many who believe
that the banking effect of Tennessee usury
ceilings s one reason why Hamilton
Bancshares. Inc. chose to use Hamilton
Mortgage Co. based in Atlanta, Ga., as a ve-
hicle to generate increased revenues — a
decision which ultimately led to the fallure -
of Hamilton National Bank.
Usury laws in effect place controls on the
price which may be paid for funds. This.can.
-cause severe dislocations while at the same
time harming thevery_people the ceilings
“are intended to protect. Moreover, it secems
_that the JTacts demonstrate rather clearly
that direct competition among financial in-
" stitutions through the pricing mechanism
and greater rellantedn the direct opera-
“tions of a free market. rathef than on a sys-
“tem of controls and restrictions, is a more
“efficient and effective way to allocate funds.
Before concluding, it should be pointed
out that many of the same problems that
usury ceilings cause also result from inter-
est rate ceilings limiting the amount of
interest banks may pay their depositors.
However, deposit interest rate ceilings evoke
little concern from bankers. The prospects
for dealing with usury ceilings would be
greatly enhanced {f bankers and other
community leaders also worked to eliminate
deposit interest rate ceilings. [J
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Usui'y Laws: Harmful When Effective

NORMAN N. BOWSIIER .

REOST INTEREST rates have risen to historically
high levels in recent months. This development, in
view of present luw, has caused serious problems to
develop in the credit markets because in most juris-
dictions usury restrictions on the payment of interest
have generally remained at previously established

- lower levels. The consequence of this has been that

borrowers who are willing to pay the competitive rate
for funds often find that they are legally unable to
obtain financing. As a result. they are faced with the
choice of either circumventing the law to obtain: the
desired funds or losing out to other borrowers who
may not be willing to bid as much, but who are
legally able to contract because of the nonuniformity
of usury laws.

Despite the credit market distortions caused by ceil-
ings on interest rates, usury laws have been retained
in most jurisdictions. It is the intent of this article to
provide some insight and perspective on the value’of
such restrictions by reviewing briefly the history and
justiication of such laws, the role of interest rates,
and some of the effects of interest rate restrictions.!

History of Usury Laws

Usury laws have been traced hack to the dawn of
recorded Tustory. Both lesal and religious restiictions
on ntcrest churees were imposed 1 ahient uames.®

The early Babvionians pernmmtted credit but hed
the rate of interest. One of the earliest writings of the

1Previous discussions of interest rate controls were given by
Clifton B. Luttrell, “Interest Rate Controls —— Penspective,
Purpose, and Probiemis,” tlis Reticw (September 1908 ), pp.
6-1-1, and Charlotte K. Rucbline, “The Administration of
Regulation Q.7 this Acvicw { February 19Y70), pp. 29-40.

*Scee Sidirey Homwer, A Histary  of Interest Rates ( New
Brumswick, New Jersey: Rutgers University Press, 1963).

Page 16

e —— et s o & ————

Bible (Deuteronomy 23:19-20) stated, “Thou shalt not
lend upon usury to thy brother, . . . Unto a stranger
thou mayest lend upon usury; but unto thy brother
thou shalt not lend upon usury . .. .” In the New
Testament ( Luke 6:33) the admonition was broadened
“. . .lend freely, hoping nothing thereby.”

In Greece, Aristotle considered money to be sterile,
and that the breeding of money from money was
unnatural and justly hated. During the period of
the Roman Republic, interest charges were forbidden,
but they were permitted’ during the time of the Ro-
man Empire.

During the early Middle Ages religious leaders
treated the subject more thoroughly, and reached the
same conclusion — that interest on loans was unjust.
The exploitation of the poverty-stricken by rich and
powertul creditors who lent money at interest was
considered sinful to the Christians of that period, who
stressed humility and charity as among the greatest
virtues and played down the value of earthly goods.
Secular legislation responded to the Church’s influence
and, in generad, interest charges and usury were re-
garded as synonymous.?

The increase in economic activity and expansion
of personal freedom that came with the Renaissance
forced modifications in the prevailing views concern-
ing interest rates. Recognizing that man was imper-
fect, Martin Luther and other 15th century reformers
began to councede that creditors could not be pre-
vented from charging interest. In the 16th century
John Calvin rejected the scriptural basis for interest
prohibition on grounds of conflicting interpretations
and changed circumstances, but still advocated some
FEugene von  Bohm-Bawerk, Capital and Interest, trans

George Huncke and lHans Senunholz (South folland, -
nois: Libertanan Press, 1939), pp. 13-24.
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control. Turgot, an 1Sth century French economist,
claimed that money was the equivalent of land,
and lience the owner should not be inclined to loan
his money unless he eould expeet a retum as great as
he would obtain through the purchase of land.?

Legal restrictions on the payment of interest were
generally relaxed in the 1Sth century, but the belief
continued that the people who needed to borrow
funds should be protected against overly high charges.
Counscquently, most nations maintained legal maxi-
mum usury rates at “reasonable” levels.

Usury laws in the United States were inherited, in
large part, from the British in colonial days. While
these laws generally remain in force in the United
States, Great DBritain, after intense pressure in the
early 19th century, repealed these and other restric-
tions on commerce and trade in 1834.°

One factor complicating attempts to maintain in-
terest rate ceilings arose from the fact that risks and
administrative expenses in making very small loans
were often so great that legitimate dealers could not
handle such advances with prevailing rate ceilings.
This situation fostered illegitimate loan “sharks” with
exorbitant interest charges. As a result. it was even-
tually recognized that higher rates should be per-
mitted on small loans. and the small loan laws emerged.

Arguments for Usury Laws

As noted. cthical and relizious arcuments' have
been reited on_to o areat extent to justitv_either the
prohibition or limitation of interest pavments. Another
factor wiuch has been ntriental i sustaining sup-

port tor usunv Luws has heen nublic opinion which

gencraliv viewed the small borrower as an_imderdog
at the merev of Targe well-nnanced institutions. As a

consequence ot tns pubiie attitude, Jegislators have
been reluctant to raise or eliminate interest rate
ceilings.

Several cconomic arguments also have been ad-
vanced to justify usury laws, and these considerations
tend to bolster the moral and political reluctance to
raise rate ceilings. The first of these arcuments asserts
that whereas most lenders are knowledeeable about

conditions m the particular eredit market in which

thev oparate. 1t s readiv observable that a sizable
NMENDOT Gf DOTOWERS Are tsophisticatod and nive,

[t contended that these dorrowers are concerned
only with abtaining credit and do not even know what

“1bid, pp. 23-60.
SHomer, A History of Interest Rates, p. 187,
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rate of interest they are paying. Furthermore, rela-
tively few make a serious effort to study conditions
or to shop around for better terms or better timing.
Finally it is argued that contracts made with such
unknowing borrowers at rates above those existing in
the market for similar types of loans represent a dis-
tortion of competitive forces and provide a windfall
to lenders.

A similar argument for the regulation of interest
rates is related to .the comparative market power of
borrowers and lenders. Since lenders are usually fewer
in number and larger in resources than borrowers, it
is contended that they have market power which can
be used to command artificially high rates. Hence,
usury laws provide competitive balance between the
two groups.

Another argument for interest rate regulation is
concerned with the impact of lower interest rates on
the economy. It has been contended that low interest
rates are desirable to encourage more investment and
consumption and promote faster economic growth.

Arguments Agzainst Usury Laws

Those who_oppose interest rate restrictions view
credit markets as relatively etficient when left alone
fo opecrate freelv. According to this position free com-
petitive markets lead to an optimum allocation of
resources and maximum individual satisfaction. Con-
sequently, interferences with normal credit flows, by
use of imposed ceilings on lending or deposit rates,
can only create inefliciencies in financial markets
which hamper production and exert an adverse influ-
ence on the distribution of goods and services.

It has been charged that maximum loan rates are
necessary because credit applicants are gullible and
would enter into oppressive contracts without such
protection. But. are not individuals just as likely to
be gullible in their dealings in other markets? Why
then is the credit market singled out as an area to
promulgate legal restrictions against such oppressive
contracts? More importantly, has this. special attention
had its intended effects® That is. can and do these
laws protect the uninformed from exploitation. and
can the benefits of this protection be justified in view
of the attendant social costs? Existing imperfections
in credit markets could probably be reduced to a
greater extent and with less cost by fostering greater
competition among lenders. Also. education and coun-
seling of borrowers may be a more efficient method
to improve their performance than imposing rizid
ceilings. ‘

Page 17
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'}“ In most credit markets competiton is very keen.
Major lenders include commercial banks, savings and
loan assoeiations, insurance companies, mutual sav-
ings banks, mortzage companies, sales finance com-
panies, personal finance companies, credit unions, real
estate investment trusts, farm credit agencices, retail-
ers, and individuals. It is relatively casy to establish
a business for lending funds, except for restrictions
imposed by the Govermment. In most cases where
competition is lacking in a given market, it has resulted

from legal limitations on entry or activities. In prac-
AL UAL

tice. competitive forces have kept most market interest
rates Delow usunv eeilines for mast of the pact foces

Veurs.
B

For a bricf period, artificially holding interest rates
down probably does stimulate investment and con-
tribute to economic expansion. However, maintain-
ing arbitrarily low rates by imposing ceilings discour-
ages saving at the same time that it stimulates invest-
ment demand. placing upward pressure on interest
rates. As a result, rates can only be maintained at the
lower level by some form of nonprice rationing (which
tends to reduce efficiency and offset, in the longer
run, the sought-after investment increases) or by the
creation of money and credit at progressively faster
rates (which contributes to accelerating inflation).

Functions of Interest Rates

Interest rates plav a strategic role in the economy.

Interest rates are prices. and. as is true of all prices.
thew serve o rattoning funcaon. Tiey are the prices
that allocadtd avalanie funas.. and hence command
over resources, among competing uses. Normally, the
term “interest rate” is used in reference to the retum
on marketable securities or a loan of funds. However.
the concept of “interest rate” can be applied to all
goods. The rate of interest reflects the price of the
convenience of earlier availability, the preference for
more certain rather than less certain consumption
rights, and the econemy’s ability to ‘use resources to
increase output.

To the borrower, interest rates represent a cost,
and as such, influence investment and consumption
decisions. To the saver. they represent a return and
affeet decisions regarding the amount to be saved. To
wealth holders and managers of funds. interest rates
or yields are a common denominator for evaluating
alternative forms of holding wealth and alternative
avenues for placing funds.

At any time, some individuals or businesses find
that with their incomes, tastes, and investment pros-
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pects it is not desirable to pay the going rate for
funds. They are “priced out of the market,” just as
there are those who find that at current prices it is
not expedicnt to hire a servant, cat steak, or pur-
chase a luxury automobile. Any movement in interest
rates (as with other prices) will cause a reevaluation
of projects which require the borrowing of funds.

Ceneral Impact of Usury Lawcs

Throushout most of the period since the 1920s,
usure laws have Loen nellective beoime T interest
ceilines were at levels above prevailing market rates.
However, with the rise in inflation, and comsequently
interest rates. since the mid-1960s, usury laws have
had a significant impact on many credit markets.
Their effects have been quite -arbitrary and have
weighed heaviest on those credit seekers generally
considered most risky. - '

Professor Roger Miller contends that usury legislg
tion often adversely affects the ones it is designed to
protect. He illustrates this conclusion by citing the
Washington state experience, where consumer loans
from credit card companies were generally at an an-
nual rate of 18 percent. Consumer advocates felt that
this rate was much too high, and that poor people
would be aided by a lower charge. In 1968, the maxi-
mum rate was lowered by referendum to 12 percent.
However, at the lower rate the amount of credit de-
manded exceeded thie amount supplied. and the peo-
ple with the wecakest credit worthiness were the
ones denied credit at 12 percent. Welfare mothers,
people with records of unstable emplovyment. students.
and the elderly fell into this category. Gainers from
the reduced rates were the ones who had the most
wealth, best jobs, and the highest probability of being \
able to repay the loan.

Sometimes those higher risk borrowers. who are re-
fused credit from legitimate lenders because of usury
laws, scek funds from loan sharks who ignore the legis-
lated ceilings. Costs of operating outside the law are
relatively high, and competition among such unscrupu-
lous lenders is severely limited: lience. sume interest
rates may be several times the level that would have
existed in the absence of ceilings.?

As market rates approach usury ceilings, venture
or developmental eredit, which of course contuins a
higher than average degree of risk, becomes limited.

SRoger L. Miller, Economics Today (San Francisco: Canfield
Press, 19731, pp. 244.250.

TJohu M. Seidl, "Let's Compete with Loan Sharks,” Harvard
Business Revicw { May-June 1U70), pp. 6Y-77.
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Since such credit can only be extended by lenders
at a hicher rate of interest to compensate for the
additional dsk involved, these loans are among the
first to be allected as market rates rise relative to
usury ceilings. Without such venture capital, the en-
treprencur is frustrated, and cconomic progress and
growth is hampered.?

By contrast; the volume of credit flowing to wealthy
individuals and sound established businesses may be
as great or greater under severe usury restrictions as
under free market conditions.” Since low usury maxi-
mums prevent other individuals and firms from effec-
Hvely competing for funds, a greater share of the
available funds tends to flow to lower risk applicants.
The anticompetitive cffects of these laws are thus
spread from credit to product markets.

Usury Laws in the Eighth District

In_aencral, usury Iaws tend to be more restrictive
in_the central section of the country than in states on
or_near Cithcr coast, In several Gighth District states
usury Jaws have been a major obstacle in credit mar-
kets. In Hlinois and Missouri the current general
usury cciling is a very low 8 percent, and in Kentucky
the ceiling is S.5 percent. In_each of these states,
however. excmntions from the ceiling exist such as
for corporations. Despite the exemptions, many credit
flows have been interrupted because of the ceilings,
particularly away from potential individual borrowers.

Arkansas, Mississippi. and Tennessee have some-
what higher usury ceilings — 10 percent in each case.
However, because of the lack of legal exemptions
from the maximums in Arkansas and Tennessee, the
ceilings have been causing substantial disruptions to
borrowers. lenders, and the general economy of these
states. This las been particularly noticeable since
April when the prime rate on business loans nationally
climbed above 10 percent. During May and June of
this year, commercial and industrial loans declined
9.3 perecent at weekly reporting banks in Memphis and
Little Rock. while they were rsing 2.8 percent at
all weekly repurting banks in the nation. In the cor-

KStudies show that in those states permitting hicher rates,
lenders tend to evpand eredit opportunities. Lenders appear
more willing to aceept hivher sk of losses if the rate s
sufficient to compensate for bad  debt. investigation,  and
coflection espenses, Nanrnee By Coudzwaard, “Price Ceilings
and Credt Rationmny,” Journgl of Finance (March 1968),
pp. 1S3-1S L

9This mav not alwavs he the case, hecause the total volume
of loanable funds v hhelv to be smaller under severe interest
mate cethnes, Saving iy discowaved relative to constmption
and funds tend to How out of the jurisdiction or divectly from
savers into venture C;lpx(.xl.
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responding period last year, when market rates were
below the ceilings, these loans changed little in Mem-
phis and Little Rock and rose 2.9 pereent nationally.

In an effort to alleviate hardship, the ceiling in
Mississippi was raised to 10 pereent from the extremely
restrictive § percent level, effective July 1, 1974 In
Ilinois, the ceiling for residential loans was raised on
July 12, 1974 from 8 percent to 9.3 pereent for the
period until July 1, 1973. Among Eighth District states,
only Indiana has had credit markets relatively free
from usury restrictions. o )

Quantitative measures of the volume of potential
loans affected by the rate restrictions are not avail-
able, but comments from market participants indicate
that it is sizable. The following sketchy, indirect evi-
dence also indicates that the impact has been great.

In the first four months of this year, the average
interest rate on FHA 30-year mortzages was 8.78 per-
cent nationally; in the corresponding period last year
the rate was 7.62 percent. Two District states had
usury laws applicable to home mortgages that were
between these rates — Mississippi and Missouri at §
percent. In these two states residential construction
contracts fell 34 percent from the first four months
last year to the comparable period this year, accord-
ing to F. W. Dodge data. In Arkansas, Indiana. and
Temnessee, which had 10 percent or higher usury ceil-
ings, and Kentucky and Illinois, which exempted cer-
tain residences from the ceilings. residential contracts
declined 16 percent. The average decrease for the
nation was 21 percent over the same period.

By contrast, contracts for nonresidential construc-
tion, which are frequently exempted from usury ceil-
ings, rose 8 percent in Mississippi and Missouri from
the first four months last year to the first four months
this vear. This was about the same as the 9 percent
gain_in Arkansas, Illinois, Indiana, Tennessee and
Kentucky and greater than the 2 percent nationally
in the same period.

Insured savings and loan associations in Missour
had a 74 percent smaller increase in savings “deposits™
in April and May this year than they did in the cor-
responding months last year. Nevertheless, these asso-
ciations purchased 10 percent more mortgages in
the two months this year when the national market
rate on mortgages was above the state’s usuny ceiling
than in the like period last year when the market
rate was below the ceiling. This seemingly contradie-

Ctory development can be explained by noting that
the bulk of these purchases were from states where the
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State

Alobomo

Aloska
Arizono
Arkaontos

Coliternio

Colorado

Connecticut

Delowoare

District of Columbia
Floride

Georgio

Howaoil
Idoho

ilinais

Indiana

lowa

Kansos

Kentucky
Llovisiano
Maine

Maryland
Massachusetts
Michigan 7
Minnesota
Mistissippi
Mistouri
Montano

Nebroska
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Basic Rate

8%

12%°
10%
10%
10%

12%

‘8%
10%
8%

12%
10%

8%

18%

o

o v
0
o~

STATE USURY LAWS'

Some Major Exceplions
For individuols, firms, partnerships, associotions, and non-profit orgonizations the rate is 8% on loan
to $100,000 and 159 on loans above thal. These some groups may cgree to pay more than 15%
on loans greater than $100,0C0. For corporations the maximum rate is 8% on loons 1o $10.C00,
159 on locns between $10,600 to $100,000 ond no ceiling on iocans above $100,000.

Twelve-and-one-half percent is the rate on real estate controcts.

Eighteen percent is the ceiling for loans over $5000 to corporations.

Savings ond loan ossociations, industrial loan companies, banks, credit vnions, and agricultural associ-
ations are exempt from the usury low, . -~

The mazimum charge on non-supervised consumer loans is 12%. On supervised loans, except for re-
volving ioans, the maximum rofe it the greater of 18% on ol unpaid baolances; or o totol of 36%
on unpaid bolances of $300 or less, 21°: on unpoid balonces over $300 and not over S1000; and
15% on unpoid balances over $1000. The moximum rate on consumer reioted loans is 18%, on
revolving loans 12%, ond oll other loans 459%.

The ceiling rate on loans to corporotions in excess of S10,000 is 18%. The 12% ceiling does not
apply to any loan made by any national or stcte bank or sovings & loan, to any mortgage on reol
property in excess of 55,000, or mode pursuant to a revolving loan ggreement on which the total
principal omount owing is more thon $10,000.

There is no limit on collaterol loans larger than SSCCO. Also the ceiling rote moy be exceeded on
foans secured by real estate only through wriften agreement.

loans guorenteed under the National Housing Act or by the YA are exempt,
The ceiling is 15% for corporate icans and all other locns above $500,000.

No ceiling opplies on loons above $2500 1o corporations ond on loans above $100,600 to individuals.
Loans secured by resity may corry a rate of up to 9%.

The maximum rote on non-supervised consumer loans is 18% and on revolving loons 15%. Supervised
loans carry @ maoximum rote of 18% on oll unpaid bclances, or a total of 36% on unpaid bolonces
of $390 or less, 21% on unpoid balonces between $390 and $1300, ond 15% on unpaid balances
over $1300. A ceiling of 12% opzlies to loans of over SI1C,2930 to corporations. Firms enagcged in
agriculture moy be required to pay o morximum of only 10% on loans.

All corporate loans and business loans to non-profit argenizations; os well as mortgage loans insured
by the FHA or guoranteed by the VA may be coniracted for at any rote. Also secured loans greater
than S5000 may be ot any rate. Effective July 12, 1974 the maximum interest rate that mey be
charged on loans secured by residentiol real estaote ond eatered into before July 1, 1975 was raised

to 9% %.

A moximum rote of 18% applies to non-supervised consumer loans, consumer related loons and
revolving loans. Supervised loans carry o moximium rate of the ¢recter of 18% on all unpoid bolances,
or o totel of 36% on unpaid balances of $3C0 or less, 210 on unpaid bolances over $300 but
under $1000, and 15% on unpoid balonces over $1000. There is no maximum charge on other loans.
There is no ceiling rate on either corporate loans or real estale investmenl Irusts,

Consumer loans other than supervised loans carry o maximum rate of 12%. The meximum charge on -
supervised loans is 18% on the first $1000 ond 14.45% on any odditional. There is no ceiling on
any other lype of loan. :

There is no ceiling on loons over 525,000 which ore not on a single unit foamily residence. No specio!
rate applies on loons to corporations.

loans secured by real estale carry o maximum rote of 10% . However, loans guaranieed by Federad
agencies are exempt from the vsury lows. Corporate loons may be aeny rote. :

No maximum rote applies if the loan is for non-personcl or business purposes and the controct is in
writing and invoives more than $2000.

No ceiling opplies 1o business ioans in excess of $5000. Residentiai mortgoge loons may be ot 10%.

No ceiling rate applies to corporate loans, really secured loons, or federally or state approved loons.
Nao ceiling rate is opplied to loans in excess of $100,000.
Corporations organized for profit moy pay to 15% on lcans in excess of $2500.

Corporate loans moy be al cny rale.

Corporate loans may be of any rote. The moximum rale is waived on certain loons by building aond
loon ossociotions, instoilment loons, induslrial foons, and perional loans by bonk and trust companies

or credit unions,

g
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*
STATE USURY LAWS' (Cont.) .
Stote Basic Rote . Some Mojor Exceplions

Nevada 12%

New Hompshire None

New Jersey 8% The basic rote opplies to foans under $50,000. loans secured by really carry o moximum of 83, %.
The rales cre not applicoble to loon contracts made by savings and loon companies, bonks, or any
department of Housing and Urban Afiairs or FHA opproved loons purchated by Federal government.

New Mexico : 10% A 12% ceiling applies 10 unsecyred loons. -

Rew York 8, % Demand notes of $5000 or over with collateral security may corry o rote of up to 25%.

North Corolina 8% Ceiling rotes on loons are groducted occording to the size and purpose of the loans reoching 'l
on loans of $100,000 and unlimited on loons of $300,000 and larger. First mortgages on singie
family dweilings may be tontracied for in writing ot any rate agreed upon by the parties. Corporations
may pay ony rate.

North Dakoto 9%?* Business loons in excess of $25,000 may carry any rate. Corporate loans regardless of size may carry

. any rate.

Ohio 8% Loans in excess of $100,000 may be at any rate.

Okichoma 10% Okichoma's Uniform Consumer Credit Code ollows 18% 1o supervised lenders ond 10% to others
lending to consumers. The(e is no ceiling rate on other lypes of loans.

Oregon 105 Lloans in excess of $50,000 moy be mode al any rate. The maximum rale on loans smoller than
$50,000 is 12% for corporations and 10% for individuals and non-profil _orgaonizations.

Pennsyivania 6% The maximum rate does not apply to loans of more than $50,000; loans of $50,000 or less secured
by o lien upon real property; ioans to business corporations; unsecured, non-collateralized loans in
excess of $35,000; and business loans in excess of $10,000. The interest rate on residential mortgoges
of an original principe! of 550,000 or less is o fluctucting administered rale, For July 1974 this rate -
was set ot 9.5%.

Rhode Isiond 21%

South Carolino 8% The maximum rote on loans of from $50,000 to $100,0C0 is 10% ond on loans between $100,000
ond $500,000, 12%. Loans larger than $500,000 may be ot any rate. First mortgoge real estate
foans mode by savings end loan componies, the Department of Housing & Urban Afcirs or FHA
approved mortgoges are exempt.

South Dakoto 10% Corporate loans may carry any rate. However, the moximum rate on all loans on reol estole regordless
of borrower is 10%.

Tennessee 10% The ‘contract rate does not! apply to loans extended under the Industricl loan and Thrift Company
Act or to instoliment loons of bonks and trust companies ond building and loon associotions on which
interest is deducted in advance ond added 1o the principal.

Texos 10% Corporate loons above $5000 have an 18% ceiling.

Utah 18% Revolving loans and non- sup-rvnscd consumer loans carry o moximum rate of 18%. Superv'iu.'d loans
carry o maximum rate of 18% on all unpaid baiances, or a total of 3655 on unpaid bolonces of
$390 or less; 21% on unpoid balonces over $390 and net over $1300. All other loans moy be
mode at ony rote, ]

Yermont 8% % No ceiling rote applies to foans for income producing business or activity. loans to finonce real
eslate which is to be used o3 a primary residence or for agriculture is subject to the controct rate, -
However, loans to finance real estote improvements or a second residence may be ot any rote.

Virginia 8% Any rate may apply to non-ogricultural loans secured by o first mortgage or realty.

Washington 12% ,

Wesl Yirginio 8%

Wisconsin 12% Corporate loans may be at any rote.

Wyoming 10% Revolving loans ond consumer loans other than supervised loons may corry @ moaximum rate of 10%.

Supervued loons may be ot o rate of the greater of 18% on all unpoid balances of $300 or less,
21% on unpaid balances over $100 and not over $1000, and 15% on vnpcid balances over $1000.

All ather icans may be al any rote. .

¥This table presents a synopsis of the maze of luws concerning usury in effect in the various states nnd the District of Columbia as of
mid-July 1974, Due to the complex nature of this area of the iaw. the table may not be crmplietely accurate with rexpect to certain xpecilic
technical provisoma It shoaid, however, allow the reader at henst an opportanity to gaia some conception of the wide range of opimion
conceening inteteat rate esulation by virtue of the wreat diserepancy it reveals between the states as to both their basic intevest rate
" evibingy and the nsture of the eaceplions Lo those ratss,

It misht also be noted that national haniks are permitted to charire 1| percentace point more than their Fuderal Reserve Bank's dixevunt
rute. At present nat.onal banki may charge at least ¥ percent on leans even i atales with jower usury tcnhm.; since the discount nite is
8 pereent,

ITre basic contrct mate (ur loans in thic state not involvine real estate is $ pereentae points Rbove the Fuderal Reserve discount rate at
"'v st day of the month precabine the conumencement of the calendar gquarter. The tate

the 12th destnict Resemve Hatk previnhne on th
for o estale ontrnctys of Conumitments 1x 4 . above the Fuleral Reserve rate. At the time of this wrniting that rate stands at 8%, cotiac-

quentiy the basic cothng rates are 1270 and 12 s respectively.,
IWhere the partied acree in writinge, interest mny he charieat and eollect]l at a rate of up to 3% Abmc the maximum bank deposit interest
Fate Authorzel by the state bannme taand, However, the sum of the 37 sdd-on charnee and bank bownl establishad limnt can never f{all be-

low 7'%. The current bunh deposit interest rate hnut set by the baurd is 6'5, thus the prssent V% ceiling rate vn wrnitien contiracts,
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FEDERAL RESERVE BANK OF ST. LOUIS

ceiling was sufficiently high so as wnot to impinge on
market rates. As a result, the amount of new mortgage
loans made on local properties declined markedly.

A number of District commercial banks and savings
and loan associations have found that it has been more
expedient to lend a greater share of their availuble
funds in the unrestricted Federal funds market than
to lend locally under oppressive ceilings. For exam-
ple, on the April 24, 1974 call report, member banks
in the Eighth District (outside eight large money
market institutions) lent a net of $36S8 million in
Federal funds, at a time when the cffective Federal
funds rate was 10.3 percent. A year earlier, on the
March 3S, 1973 cuall date, when the Federal funds
rate was 7.3 percent, these same banks advanced $283
million in this market.

Available data also indicate that those who are not
covered by usury restrictons are able to attract a
larger share of available funds when market interest
rates rise relative to effective rate ceilings for others.
Eight large banks in the District advance credit to a
great extent in national money markets where lending
rates are virtually unregulated. Also, during the second
quarter of this vear, total deposits of the eight large
District banks, bolstered by large CD purchases, rose
at a 36 percent annual rate, while deposits at other
member banks in the District increased at a 11.4 per-

‘cent rate.

Avoidunce of Usury Law

The impact of usury laws on credit markets has
been made somewhat more tolerable by legal excep-
tions and other methods devised to soften the impact
of the legislation. Without such exceptions it is con-
ceivable that credit flows could virtually come to a
halt in states like Missouri when the national rate on
business loans with prime credit risk exceeds the §
percent ceiling which prevails in this state.

In a number of jurisdictions small loan laws have
been enacted which permit higher rates on certain
small extensions of credit where operating costs are
high and risk is frequently large. Many other legal
exceptions have been granted for a variety of reasons.
Retail credit charges, time-sales contracts, and loans
to out-of-town residents are subject to higher cetlings
in some states.

In Missour, as in a number of other states, cor-
porate businesses that are supposedly capable of pro-
tecting their interests in dealing with lenders are {ree
to pav any rate that they desire. As might be ex-
pected, these corporations find that they have a tre-
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mendous advantage in attracting funds over unincor-
porated firms and individuals that are “protected”™ by
the state.

In addition, many credit market arrangements have
been devised for circumventing usury laws and per-
mitting credit {lows which otherwise would be halted.
Some of these activities may be an outright violation
of the law, such as simply ignoring the ceiling, or by
calling the puyment something other than interest.
However, violation of usury laws frequently carries
high financial penaltics, such as loss of all interest or
even principal; hence. lenders are generally reluctant
to knowingly violate the statutes.

Other arrangements, which may or may not be
technically legal, but which certainly conflict with the
spirit of the law, have been adopted in order to effec-
tively adjust a loan made at the legal rate to the
market rate. One method is to lend to those who in
some other way help you. Examples include the prac-
tice by lenders of favoring customers who maintain
compensating deposit balances or whose firm does.

The effective rate on mortgages has traditionally
been adjusted upward through the use of “points”
charged either to the buyer, the seller, or both. At
times, loans have been granted by third parties at
the legal rite, after which the real lender then pur-
chases the loan at a discount. Other loans have
been “closed” in a more liberal location, such as across
a state line. Such techniques, although permitting
credit to flow, run risks of illegulity, are inefficient,
and probably cause effective rates to be slightly higher
to the borrower and lower to the. saver than they
would be in a free market setting. B

Lenders in states with low .usury ceilings also have
an option of moving funds into a state with more
liberal laws. Comments from managers of funds indi-
cate that the interstate movement of funds because
of usury laws is sizable. Investment funds leave the
state to finance mortgages in other states and to buy
notes and bonds. Also, banks and savings and loan
associations “sell” nct sizable amounts of day-to-day
Federal funds in the national money markets. This
alternative of lending in another state protects large
lenders to some extent and makes funds more readily
available in states with liberal usury ceilings. How-
ever, such movements tend to be ineflicient since
credit is extended to less urgent projeets and the cost
of administering the loan is increased. Also, in the
low ceiling state borrowers find credit still more dif-
ficult to obtain, lenders with small amounts are foreed
to accept lower yields, and cconomic activity suffers.
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FCOCRAL RESERVE BANK OF ST. LOUIS

Conclusions

Ceilings on interest rates are relics of ancient and
medieval thouzht, and have surnvived to the present
largely because of a fack of confidence in market forces
or beeause of a presumed benelit to higher eredit risks.
Actually, supply and demand for funds, rather than
rate controls, have been the chief forces holding in-
terest rates at existing levels.

Ceilings on rates may, at times, be of some benefit
to borrowers casily deceived by unscrupulous lenders.
However, usury laws cause a loss of individual free-
dom, and in modern economies they are disruptive,
especially during periods of inflation when interest
rates, like other prices, rise. Usury laws are based on
false premises, operate perversely, and are economi-
cally incfiicient. The cheap money which cannot be
obtained is of little usefuliiess.

AUGUST 1974

E{chnVc usury ceilings, which alter the flow of
funds, retard economic growth. The low maximums
tend to prevent credit from flowing to higher risk

individuals and businesses. Funds .w.ul.xl)lc are chan-

nelled into well-established, low- risk functions. As a
result, innovation is discourazed, economic progress
is slowed, and competition is reduced. The recognition
that usury laws arc burdensome, inequitable, and
cause funds to leave the jurisdiction has led some
states to relax the laiv.

Controls also adversely affect the saver. since they
deny him the right to a competitive réturn on his
funds. This is especially true of smaller savers. Those
with large amounts of savings can more easily by-pass
the controllcd market by investing in uncontrolled
central money and capital markets. Not only is the
saver of moderate means injured, but the cconomy
also loses as he becomes discouraged and saves less.
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December 1, 1978

Mr. Joseph O. Sevigny
406 E. 2nd Street
Carson City, Nevada 89710

Dear Mr. Sevigny:

As a matter of introduction, our company is primarily
engaged in the business of providing commercial and indus-
trial loans to companies throughout the United States, Can-
ada, and in nineteen foreign countries on five continents.

We are a public company, trading our stock on the New York

Stock Exchange. Throughout our network we employ over four
thousand people and as of our fiscal year-end, on 12-31-77

we had over four billion in assets!

For many years we've had western regional offices in
California, Arizona, New Mexico, Oregon and Washington.

More recently we have started to do business in Utah and
Texas. In all of these states we have been able to charge
our standard rate of interest in compliance with each state's
usury law. For quite some time we have been desirous of doing
business in the state of Nevada as we do in the other Western
States.

According to the Nevada Revised Statutes 99.050, the
maximum contract rate of interest is the greater of (a) 12%
per annum; or (b) "if the lowest daily prime rate at the three
largest United States banking institutions is 9% or more, the
maximum rate of interest shall not exceed such lowest daily
prime rate plus 3.5%". In these modern times of high cost
money, these interest ceilings do not permit companies in our
industry to do normal business activity in the state of Nevada.
We are all well aware of the great business development dyna-
mics that are going on in these Western States, and of the
tremendous need for many types of aggressive financing to
satisfy this growth. To this end we would like to do business
legally in the state of Nevada to help accelerate their pro-
gressive economic growth.

We have had numerous inquiries from various industries
in the state of Nevada for our financial services. And, of
course, due to the restrictive usury statutes, we have been
unable to respond.
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We're sure the people of the state of Nevada would want
the same financial opportunities as their neighboring Western
States now enjoy.

Walter E. Heller Western, Incorporated will be very
interested in seeing some new interest rate ceiling legislation
introduced in this upcoming legislative meeting. Also, we
are undertaking communications with other companies in our
industry to take an active interest in seeing some legisla-
tive changes made in this regard.

We hope that we may have your help and influence to
change these outmoded usury statutes in the state of Nevada.

Our company and others in our industry can play a part
in the stimulation of business growth in your state provided
that your legislature has the foresight to impliment modern
interest rate ceilings.

Very truly yours,
WALTER E. HELLER WESTERN, INC.

Gilbert D. Bdrrus.
Vice President

GDB:kr
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Comptrolier of the Currency

Administrator of National Banks

Washington, D.C. 20219
ror Immediate release

owe April 5, 1979

Comptroller of the Currency
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John G.Heimann today stated that the

time has come to reconsider whether usury laws serve a useful purpose

in our society.

o

A usury celllng is not supposed to. be 'a form of price control. "It

should function solely to protect the’ financially weak, or unwarj
that is, to

or cupidity. To use it to control

borrower from paying an exorbitant rate of interest;

- prevent what amounts to extortion,
interest rates in free capital.markets is only to guarantee that

money will not be generally available,

said Heimann.

Testifying before the House Subcommittee on Financial Institutions
Supervision, Regulation and Insurance, the Comptroller said his agency
.The bill would exempt business and agricultural
loans of $25,000 or more from state usury ceilings until January 1,
1981, and would establish a ceiling five percentage points above the

' supports H. R. 2515.

Federal Reserve discount rate.
a partial stop-gap measure"

But the bill, Heimann noted,
in relieving the burdens of usury ceilings,

such as the 10 percent constitutional ceiling in Arkansas.

is "only

Experiences with restrictive interest rate limitations show that
conventional credit sources are closed off to high-risk and low-
income borrowers. Additionally, housing credit needs are not met,

and state economies, business firms,

individual borrowers and lending

institutions in restricted areas are adversely affected, Heimann
pointed out. Moreover, he noted, financial institutions in states
with restriective usury ceilings are reluctant to make costly small

and short-term loans.

In additibn, Heimann said,

variations in usury rates can distort the geographic distribution of
credit. Funds flow to states that do not have restrictive usury

ceilings.

Heimann said the failure of many states to adopt the Uniform Consumer
Credit Code, the variance of usury laws from state to
realities of financial and capital markets point up the need to bring
Usury laws even differ from bank
since national banks have the competitive

about change on a national scale.
to bank, he observed, si i
advantage, under 12 U.S.C. 85,
Reserve discount rate.

(more)
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The solution is not to roll back the competitive advantage of national
banks, he said, but to '"recognize the urgency of the situation and to
work toward the removal of artificial credit constraints,' mindful of
the ''legitimate concern for the small, financially weak borrower who
may fall prey to disreputable lending practices."

"If we do not soon release our financial institutions from the grip
of antiquated and labyrinthine laws which restrict competition, we
are condemning them to a handicapped role in the marketplace," said
Heimann.

"We believe that a competitive marketplace in which all providers of
a financial service can compete on an equal footing is a desirable
goal to pursue, and that we should proceed to phase out in an orderly
manner those restrictions that impede attainment of that goal," the
Comptroller concluded. )
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