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The Of f i ce  of t h e  Auditor General has conducted a  performance aud i t  of t h e  

S t a t e  Banking Department i n  response t o  a  January 18, 1982, r e s o l u t i o n  of 

t h e  J o i n t  L e g i s l a t i v e  Oversight Committee. This  performance a u d i t  was 

conducted a s  a  pa r t  of t h e  Sunset Review s e t  f o r t h  i n  Arizona Revised 

S t a t u t e s  (A.R.S. ) §§41-2351 through 41-2379. 

The S t a t e  Banking Department, c r ea t ed  by t h e  L e g i s l a t u r e  i n  1922, 

supe rv i se s  S ta te - l icensed  f i n a n c i a l  i n s t i t u t i o n s  and e n t e r p r i s e s .  The 

Governor appoin ts  t h e  Superintendent of Banks, who oversees a l l  

opera t ions .  The Department c h a r t e r s  and examines banks, savings and loan  

a s s o c i a t i o n s ,  c r e d i t  unions,  t r u s t  companies and small  loan  companies. 

The Department a l s o  l i c e n s e s  f i n a n c i a l  e n t e r p r i s e s  and i n v e s t i g a t e s  

p o t e n t i a l  mismanagement of t h e  e n t e r p r i s e s .  The Department does not have 

j u r i s d i c t i o n  over f e d e r a l l y  char te red  banks, savings and loans  and c r e d i t  

unions. A v a r i e t y  of Federa l  agencies  have r e s p o n s i b i l i t y  f o r  f e d e r a l l y  

cha r t e r ed  i n s t i t u t i o n s .  

Licensing Small Loan Companies Is 
Not Necessary t o  P ro t ec t  Consumers ( s e e  pages 15-25) 

P ro t ec t ing  consumers does  not  r e q u i r e  l i c e n s i n g  small  l oan  companies. 

Arizona s t a t u t e s  au tho r i ze  t h e  Banking Department t o  l i c e n s e  consumer 

f inance  companies but do not  r e q u i r e  any small  l oan  companies t o  o b t a i n  a  

l i c e n s e  from t h e  Department. Loan companies may determine t h e  ex t en t  t o  

which they w i l l  be sub jec t  t o  departmental  r egu la t ion  by dec id ing  whether 

o r  not t o  seek a  l i cense .  Because companies choosing t o  be l i censed  a r e  

sub jec t  t o  more regula tory  requirements t han  unl icensed companies, t h e  law 

provides  a n  economic i n c e n t i v e  f o r  companies t o  not  be l icensed .  A s  a  

r e s u l t ,  many small  l oan  companies i n  Arizona have discont inued t h e i r  

l i c e n s e s  i n  recent  years .  

Although borrowing money poses some r i s k ,  consumers can  assume t h e  

r e s l . ons ib i l i t y  f o r  p ro t ec t ing  themselves i f  they have s u f f i c i e n t  

information t o  eva lua t e  terms o f f e red  by lenders .  However, e x i s t i n g  



d i s c l o s u r e  requirements d o  not  provide t h e  borrower wi th  s u f f i c i e n t  

information t o  permit comparisons among lenders .  Although S t a t e  law and 

Federa l  truth-in-lending r egu la t ions  e s t a b l i s h  requirements governing 

loans ,  n e i t h e r  r e q u i r e  l ende r s  t o  inform borrowers about t h e s e  l e g a l  

requirements.  A s  a r e s u l t ,  consumers may be unable t o  compare charges 

aga ins t  requirements t o  determine i f  they a r e  being t r e a t e d  f a i r l y  . 

The Leg i s l a tu re  should cons ider  amending A.R.S. 544-1201 e t  seq t o  1 )  -- 
i nco rpora t e  p rov i s ions  of Federa l  truth-in-lending r egu la t ions  i n t o  S t a t e  

law, 2) r e q u i r e  a l l  l ende r s  t o  f u l l y  inform each borrower about S t a t e  and 

Federal  requirement s concerning al lowable charges and met hod s of computing 

i n t e r e s t  r a t e s ,  and 3)  s p e c i f i c a l l y  au tho r i ze  t h e  Attorney General t o  

enforce  a l l  S t a t e  laws governing loans.  The Leg i s l a tu re  should a l s o  

cons ider  amending A.R.S. $6-601 et t o  remove a l l  l i c ens ing  

requirements f o r  small  loan  companies including i n t e r e s t  r a t e  l i m i t a t i o n s  

placed on t h e s e  companies. The Banking Department should prepare an  

informat ion  brochure which i n £  o m s  consumers about l e g a l  requirements 

governing loans.  

Changes Needed i n  Regulat ion of 
F inanc ia l  En te rp r i s e s  ( s e e  pages 27-37) 

Two of t h e  s i x  e n t e r p r i s e s  under t h e  superv is ion  of t h e  Banking 

Department, motor v e h i c l e  d e a l e r s  and s a l e s  f i nance  companies, pose 

l imi t ed  harm t o  consumers. Continued l i c e n s i n g  i s  not required f o r  t hese  

e n t e r p r i s e s  because consumers can  adequately p ro t ec t  themselves i f  t h e  

Leg i s l a tu re  s t r eng thens  truth-in-lending s t a t u t e s  a s  recommended i n  

Finding I. The Leg i s l a tu re  should cons ider  amending A.R.S. 544-281 - e t  seq 

t o  d e l e t e  a l l  l i c e n s i n g  requirements f o r  motor veh ic l e  d e a l e r s  and s a l e s  

f i nance  companies and t o  empower t h e  Attorney General t o  i n v e s t i g a t e  

v i o l a t i o n s  of t h e  Motor Vehicle Time Sa le s  Disc losure  Act. 

I n  c o n t r a s t ,  t h e  remaining fou r  e n t e r p r i s e s  can  c r e a t e  s e r ious  f i n a n c i a l  

harm t o  i n d i v i d u a l s  and businesses  who use  t h e i r  s e rv i ces .  Banking 

Department r egu la t ion  i s  necessary t o  p ro t ec t  consumers who have l i t t l e  

recourse f o r  p ro t ec t ing  thense lves  aga ins t  f i n a n c i a l  l o s s e s  from mortgage 



brokers ,  escrow agents ,  c o l l e c t i o n  agen t s  and debt  management companies. 

However, t h e  Department does not  rou t ine ly  examine t h e s e  e n t e r p r i s e s  and 

t h u s  l a c k s  a n  e f f e c t i v e  means f o r  d e t e r r i n g  p o t e n t i a l  f raud  and abuse. 

The Department should develop procedures t o  implement r o u t i n e  examinat i ons  

of a sample of f i n a n c i a l  e n t e r p r i s e s  each year .  Audit work a t  each 

e n t e r p r i s e  should focus  on a v a l i d  sample of p r i o r i t y  t r a n s a c t i o n s  and 

document s . 

The Department Can Improve U t i l i z a t i o n  
of I ts  Examiners ( s e e  pages 39-44) 

Although t h e  Banking Department adequately supe rv i se s  f i n a n c i a l  

i n s t i t u t i o n s ,  i t  can  improve t h e  u t i l i z a t i o n  of i t s  p ro fe s s iona l  s t a f f .  

The Department should review examination procedures  used by o the r  s t a t e s  

and Federa l  agenc ies  t o  determine t h e  f e a s i b i l i t y  of i nc reas ing  t h e  

e f f i c i e n c y  of examination procedures.  The Department should develop a 

personnel  management system which provides  accu ra t e  e s t ima te s  of s t a f f  

resources  needed f o r  examinat ions.  

The Conf l i c t  of I n t e r e s t  S t a t u t e  f o r  Banking Department 
Employees Is Unnecessar i ly  R e s t r i c t i v e  ( s e e  pages 45-47) 

The law p r o h i b i t i n g  Banking Department employees from holding loans  a t  

i n s t i t u t i o n s  regula ted  by t h e  Department i s  more s t r i n g e n t  t han  necessary 

t o  prevent  c o n f l i c t s  of i n t e r e s t .  The p r o h i b i t i o n  may l i m i t  t h e  

Department's a b i l i t y  t o  a t t r a c t  q u a l i f i e d  s t a f f  o r  cause  hardsh ip  t o  new 

employees. Less r e s t r i c t i v e  requirements w i l l  reduce t h e  p o t e n t i a l  

hardsh ip  without i nc reas ing  t h e  r i s k  of c o n f l i c t s  of i n t e r e s t .  The 

L e g i s l a t u r e  should cons ide r  amending A.R. S. $6-113 t o  1 )  a l low 

p r o f e s s i o n a l  s t a f f  t o  r e t a i n  l oans  wi th  e n t i t i e s  regulated by t h e  

Department i f  t h e  l oan  ex i s t ed  p r i o r  t o  employment w i th  t h e  Department and 

t h e  employee con t inues  t o  amor t ize  t h e  l oan  under i t s  o r i g i n a l  terms and 

2) r e q u i r e  t h a t  each employee f u l l y  d i s c l o s e  a l l  l oans  wi th  e n t i t i e s  

regula ted  by t h e  Department and t h e  terms of such l o a n s  a t  t h e  t i m e  of 

i n i t i a l  employment. The Department should e s t a b l i s h  a po l i cy  of not  

ass ign ing  personnel  t o  examine i n s t i t u t i o n s  from which they hold a 

p reex i s t i ng  loan.  

iii 



INTRODUCTION AND BACKGROUND 

The O f f i c e  of t h e  Audi to r  General  h a s  conducted a performance a u d i t  of t h e  

S t a t e  Banking Department i n  response  t o  a January  1 8 ,  1982, r e s o l u t i o n  of 

t h e  J o i n t  L e g i s l a t i v e  Overs ight  Committee. Th i s  performance a u d i t  was 

conducted as a p a r t  of t h e  Sunset  Review set f o r t h  i n  Arizona Revised 

S t a t u t e s  (A.R.S.) $541-2351 th rough  41-2379. 

The S t a t e  Banking Department, c r e a t e d  by t h e  L e g i s l a t u r e  i n  1922, 

s u p e r v i s e s  S t a t e - l i c e n s e d  f i n a n c i a l  i n s t i t u t i o n s  and e n t e r p r i s e s .  The 

Governor a p p o i n t s  t h e  Super in tenden t  of Banks, who o v e r s e e s  a l l  

o p e r a t  i o n s .  The Department c h a r t e r s  and examines banks,  s a v i n g s  and l o a n  

a s s o c i a t i o n s ,  c r e d i t  un ions ,  t r u s t  companies and s m a l l  l o a n  companies. 

The Department a l s o  l i c e n s e s  f i n a n c i a l  e n t e r p r i s e s  and i n v e s t i g a t e s  

p o t e n t i a l  mismanagement of t h e  e n t e r p r i s e s .  The Department d o e s  no t  have 

j u r i s d i c t i o n  over  f e d e r a l l y  c h a r t e r e d  banks, s a v i n g s  and l o a n s  and c r e d i t  

un ions .  A v a r i e t y  of F e d e r a l  a g e n c i e s  have r e s p o n s i b i l i t y  f o r  f e d e r a l l y  

c h a r t e r e d  i n s t i t u t i o n s .  

Development o f  Banking Department R e s p o n s i b i l i t i e s  

The r o l e  of t h e  Banking Department h a s  changed s i g n i f i c a n t l y  s i n c e  1922. 

The a s s e t s  of S t a t e - c h a r t e r e d  f i n a n c i a l  i n s t i t u t i o n s  have grown 

s u b s t a n t i a l l y  a l though  t h e  number o f  banks h a s  decreased .  Through i t s  

i n s u r a n c e  of d e p o s i t s  a t  S ta te -char te red  i n s t i t u t i o n s ,  t h e  F e d e r a l  

government now s h a r e s  o v e r s i g h t  r e s p o n s i b i l i t y  w i t h  t h e  Department. I n  

a d d i t i o n ,  t h e  Arizona L e g i s l a t u r e  h a s  made t h e  Department r e s p o n s i b l e  f o r  

s u p e r v i s i n g  a number of f i n a n c i a l  e n t e r p r i s e s .  

F i n a n c i a l  I n s t i t u t i o n s  - F i n a n c i a l  i n s t i t u t i o n s  have changed s i g n i f i c a n t l y  

s i n c e  t h e  Department ' s beginning.  Banks have shown t h e  g r e a t e s t  

t r a n s f o r m a t i o n  i n  numbers and a s s e t s .  I n  1922, Arizona had 58 

S t a t  e-chart  e red  banks w i t h  a s s e t s  of $54.9 m i l l i o n  and 4 S t a t e - c h a r t e r e d  

s a v i n g s  and l o a n  a s s o c i a t i o n s  w i t h  a s s e t s  of $1.4 m i l l i o n .  There were 

a l s o  22 n a t i o n a l  banks c h a r t e r e d  by t h e  F e d e r a l  government. A t  t h a t  t i m e ,  

banks were small community u n i t s .  Branch banking and growth of s t a t e w i d e  

banks d i d  no t  beg in  u n t i l  t h e  l a t e  1930s. 



The 1920s and 1930s were a d i f f i c u l t  t ime f o r  Arizona banks. Numerous 

State-chartered banks f a i l e d .  By t h e  e a r l y  1930s bank f a i l u r e s  became SO 

numerous t h a t  t h e  Superintendent of Banks opened s p e c i a l  l i q u i d a t i n g  

o f f i c e s  throughout t h e  S t a t e .  This  g r e a t l y  reduced t h e  number of banks. 

Arizona now has  fewer banks. I n  recent  y e a r s  t h e  number of 

State-chartered savings and loan  a s s o c i a t i o n s  and c r e d i t  unions has 

decreased.  However, t h e  a s s e t s  of Arizona's State-chartered f i n a n c i a l  

i n s t i t u t i o n s  have grown s u b s t a n t i a l l y  s i n c e  t h e  1920s. Assets  now t o t a l  

i n  b i l l i o n s  of d o l l a r s  r a t h e r  t h a n  m i l l i o n s  (Table 1 ) .  

TABLE 1 

STATE CHARTERED FINANCIAL INSTITUTIONS 

5 p e  of Date of Number of Number of Assets a 
I n s t i t u t i o n  Report Home Off ices  Branches ( I n  Mi l l ions)  

Banks 6/30/83 30 225 $5,382 

Savings and Loan 
Assoc ia t ions  6/30/83 6 

Credi t  Unions 12/31/82 63 -0- 45 5 

Trust  Companies 8/30/83 1 5  10  2,572 

Consumer Finance 
Companies 6/30/82 150 

Source : S t a t e  Banking Department 

* Consumer loans  accounted f o r  $106 m i l l i o n  of t o t a l  a s s e t s .  

I n  a d d i t i o n  t o  t hese  S ta t  e-chartered i n s t i t u t i o n s ,  a number of f e d e r a l l y  

cha r t e r ed  f i n a n c i a l  i n s t i t u t i o n s  a l s o  opera te  and represent  some of t h e  

S t a t e ' s  l a r g e s t  banks and savings and loan  a s s o c i a t i o n s  i n  Arizona (Table 

2) .  However, t h e  S t a t e  Banking Department does not have j u r i s d i c t i o n  over 

f e d e r a l l y  char te red  i n s t i t u t i o n s .  



TABLE 2 

FEDERALLY CHARTERED INSTITUTIONS I N  ARIZONA 

5 p e  of Date of Number of Number of Assets  
I n s t i t u t i o n  Report Home Off i c e s  Branches ( I n  Mi l l ions)  

Banks 6130183 3 392 $11,932 

Savings and Loan 
Assoc ia t ions  6/30/83 

Credi t  Unions 12/31/82 67 N/A 716 

Source : S t  a t e  Banking Department and National  Credi t  Union Administ r a t  i on  

The Federal  Role - The f i n a n c i a l  c r i s i s  c r ea t ed  by t h e  Great Depression 

brought Federa l  agencies  i n t o  t h e  superv is ion  of State-chart  ered 

i n s t i t u t i o n s .  I n  1933, t h e  Leg i s l a tu re  required S t a t  e-chartered banks t o  

i n s u r e  t h e i r  accounts w i th  t h e  Federa l  Deposit Insurance Corporation 

(FDIC) which w a s  e s t ab l i shed  i n  1933 t o  p ro t ec t  d e p o s i t o r s  aga ins t  bank 

f a i l u r e  . I n  1960 t h e  Leg i s l a tu re  required State-chart  ered savings and 

loan  a s s o c i a t i o n s  t o  o b t a i n  s i m i l a r  Federa l  insurance and i n  1977 

St a t  e-chart ered c r e d i t  unions were required t o  c a r r y  insurance on accounts  

w i th  t h e  National  Credi t  Union Administrat  i on  (NCUA) . 

A s  a r e s u l t  of t h e s e  changes, both t h e  S t a t e  Banking Department and 

Federal  agencies  a r e  involved i n  overs ight  of s ta te -char te red  banks, 

sav ings  and loan  a s s o c i a t i o n s  and c r e d i t  unions. To p ro t ec t  t h e i r  

i n t e r e s t  ( insurance)  i n  State-chartered i n s t i t u t i o n s ,  Federal  agencies  now 

a l s o  oversee t h e  f u n c t i o n a l  opera t ions  of t h e s e  f i n a n c i a l  i n s t i t u t i o n s .  

Federal  agencies  and t h e  Department conduct j o i n t  examinations, and A.R.S. 

$6-128 al lows t h e  Department t o  accept  Federal  examination r epor t s  i n  l i e u  

of S t a t e  examinat ions.  



During t h e  pas t  5 yea r s ,  t h e  Banking Department conducted 28 a u d i t s  of 

S t a t  e-chart  ered i n s t i t u t i o n s  us ing  i t s  own examiners and 24 j o i n t  a u d i t s  

wi th  Federa l  agencies .  Federa l  agenc ies  made 1 5  examinations on t h e i r  

own. The Department devoted over  4,400 s t a f f  days  t o  examinations during 

t h e  pe r iod ,  whi le  t h e  Federa l  agenc ies  spent  almost 4,800 s t a f f  days.  

F i n a n c i a l  E n t e r p r i s e s  - L e g i s l a t i o n  enacted s i n c e  t h e  1950s has  added 

f i n a n c i a l  e n t e r p r i s e s  t o  t h e  Banking Department ' s r e s p o n s i b i l i t i e s .  

E n t e r p r i s e s  a r e  a c t i v i t i e s  under t h e  j u r i s d i c t i o n  of t h e  Department which 

involve f i n a n c i a l  t r a n s a c t i o n s  but a r e  not  i n s t i t u t i o n s  under Arizona 

law. These a c t i v i t i e s  i nc lude  c o l l e c t i o n  agenc ies ,  escrow agents ,  debt  

management companies, mortgage brokers ,  mot o r  v e h i c l e  d e a l e r s  and s a l e s  

f i n a n c e  companies. The Department i s  r e spons ib l e  f o r  l i c e n s i n g ,  

i n v e s t i g a t i n g  complaints  and examining 1,427 f i n a n c i a l  e n t e r p r i s e s  (Table 

3) .  Unlike requirements f o r  examining f i n a n c i a l  i n s t i t u t i o n s ,  S t a t e  law 

does  not r e q u i r e  a s p e c i f i c  frequency of examination f o r  e n t e r p r i s e s .  

TABLE 3 

LICENSED FINANCIAL ENTERPRISES, MAY 31, 1983 

Ent e r ~ r i s e  

Co l l ec t i on  Agencies 
Debt Management Companies 
Escrow Agents 
Mortgage Brokers 
Motor Vehicle Dealers  
Sa l e s  Finance Companies 

T o t a l  

Number of 
Home Off i c e s  

Number of 
Branches 

Source: S t a t e  Banking Department 



Budget and Personnel 

Although t h e  Department opera t ing  budget i s  appropr ia ted  from t h e  General 

Fund, i t  c o l l e c t s  f e e s  from t h e  i ndus t ry  f o r  examinations,  l i c e n s e s ,  

a p p l i c a t i o n s  and i n v e s t i g a t i o n s .  The r e c e i p t s  go i n t o  t h e  General Fund. 

Revenues from f e e s  and expendi tures  a r e  shown i n  Table 4. 

TABLE 4 

BANKING DEPARTMENT EXPENDITURES AND REVENUES, 
FISCAL YEARS 1981-82 THROUGH 1983-84 

Expendi tures  

General Fund : 
FTE p o s i t  i ons  

Actual  Est imat ed Approved 
1981-82 1982-83 Budget 1983-84 

Personal  s e r v i c e s  $ 740,100 $ 692,900 
Employ ee- re la t  ed expenses 144,700 139,700 
P ro fe s s iona l  and out s i d e  

s e r v i c e s  4,500 2,500 
Travel  51,100 53,500 
Other opera t ing  expenses 42,500 35,000 
Equipment 700 5 00 Lump sum 

T o t a l  $ 983,600 $ 924,100 $1,181,400 

Revenues $1,087,100 $1.159.500 $1,600,000 

Source: Compiled by Auditor  General s t a f f  from J o i n t  L e g i s l a t i v e  Budget 
Committee Appropriat  i ons  Report and Banking Department budget reques t s .  

I n  a d d i t i o n ,  t h e  Department has  a $50,000 revolving fund der ived  from 

c i v i l  p e n a l t i e s  assessed  aga ins t  i n s t i t u t i o n s  and e n t e r p r i s e s .  The 

purpose of t h e  fund i s  t o  meet i n v e s t i g a t i o n  and prosecut ion  expenses. 

During 1983 t h e  Department purchased d a t a  processing equipment f o r  u se  i n  

conducting i n v e s t i g a t i o n s .  



The Department had 32 p o s i t i o n s  during 1982-83. The 1983-84 budget 

a u t h o r i z e s  a n  a d d i t i o n a l  nine examiners, t h r e e  of which w i l l  concent r a t e  

t h e i r  e f f o r t s  on i n v e s t i g a t i o n s .  The Department i s  organized i n t o  f i v e  

d i v i s i o n s .  Four d i v i s i o n s  a r e  i n  Phoenix: Banking, Savings and Loans, 

Licensing and F inanc i a l  E n t e r p r i s e s  and Consumer A f f a i r s  and 

Adminis t ra t ive  Serv ices .  Two examiners work out  of a f i f t h  d i v i s i o n  

loca t ed  i n  Tucson. 

Audit Scope and Purpose 

Our a u d i t  focuses  on t h e  a b i l i t y  of t h e  S t a t e  Banking Department t o  

perform d u t i e s  a s  ou t l i ned  by s t a t u t e .  The a u d i t  r e p o r t  p r e sen t s  f i n d i n g s  

and recommendations i n  f o u r  major a r ea s :  

The need f o r  Banking Department r e g u l a t i o n  of sma l l  l oan  companies, 

The e f f e c t i v e n e s s  of f i n a n c i a l  e n t e r p r i s e  r egu la t i on ,  

The adequacy of Departmental ove r s igh t  of f i n a n c i a l  i n s t i t u t i o n s  

and t h e  e f f i c i e n c y  of i t s  personnel  u t i l i z a t i o n ,  and 

Conf l ic t  of i n t e r e s t  s t a t u t e s .  

I n  a d d i t  ion ,  we developed information on i n t e r s t a t e  banking, Banking 

Department work-space need s and implementat i o n  of recommendat i ons  made i n  

t h e  1979 Auditor General performance a u d i t  on r e g u l a t i o n  of c o l l e c t i o n  

agencies .  The s e c t  i o n  "Other Pe r t i nen t  Information" p re sen t s  t h i s  

informat ion.  

Due t o  t ime  c o n s t r a i n t s ,  we were unable t o  address  a l l  p o t e n t i a l  i s s u e s  

i d e n t i f i e d  dur ing  our  pre l iminary  a u d i t  work. The s e c t i o n  "Areas f o r  

Fur ther  Audit Work" d e s c r i b e s  t h e s e  p o t e n t i a l  i s sues .  

The Auditor  General and s t a f f  express  app rec i a t i on  t o  t h e  Superintendent 

of Banking and Department employees f o r  t h e i r  coopera t ion  and a s s i s t a n c e  

during t h e  a u d i t .  



SUNSET FACTORS 

I n  accordance wi th  A.R.S. $41-2354, t h e  L e g i s l a t u r e  should cons ide r  t h e  

fol lowing 11 f a c t o r s  i n  determining whether t h e  Banking Department should 

be cont inued o r  terminated . 

Objec t ive  and purpose i n  e s t a b l i s h i n g  t h e  Agency 

Although Banking Department s t a t u t e s  c o n t a i n  no e x p l i c i t  s ta tements  of 

l e g i s l a t i v e  i n t e n t ,  A.R.S. $6-110 s t a t e s  t h e  Department w i l l  

". . . have charge of t h e  execut ion  of t h e  laws of t h e  s t a t e  r e l a t i n g  

t o  f i n a n c i a l  i n s t i t u t i o n s  and e n t e r p r i s e s . "  The Superintendent 

d e s c r i b e s  t h e  Department's purpose a s  one of p r o t e c t i n g  t h e  pub l i c  

we l f a r e  by "p ro t ec t i ng  t h e  f i n a n c i a l  a s s e t s  of t h e  c i t i z e n s  of 

Arizona." This  i s  accomplished by 1 )  l i c e n s e  requirements ,  2 )  

examinations,  and 3)  r e s o l u t i o n  of consumer complaints.  

The Department h a s  r e s p o n s i b i l i t y  f o r  two a r e a s  of f i n a n c i a l  a c t i v i t y ,  

i n s t i t u t i o n s  and e n t e r p r i s e s .  A.R.S. $6-181 s t a t e s  t h a t  r egu la t i on  of 

banks provides  f o r  t h e  s a f e  and sound conduct of banks and t h e  

p r o t e c t  i o n  of i n t e r e s t  s of d e p o s i t o r s  , f i d u c i a r y  b e n e f i c i a r i e s  and t h e  

publ ic .  A.R.S. s6-181 may apply t o  o t h e r  i n s t i t u t i o n s  such a s  c r e d i t  

unions and sav ings  and loan  a s s o c i a t i o n s .  I n  recent  y e a r s  t h e s e  

i n s t i t u t i o n s  have become more l i k e  banks, o f f e r i n g  s i m i l a r  s e r v i c e s  

and performing l i k e  func t ions .  Consumer p r o t e c t i o n  i s  t h e  primary 

f a c t o r  f o r  r egu la t i ng  f i n a n c i a l  e n t e r p r i s e s .  Although s t a t u t e s  do  not 

d e c l a r e  a  s p e c i f i c  purpose f o r  r egu la t i ng  e n t e r p r i s e s ,  Department 

o f f i c i a l s  contend t h a t  laws regarding e n t e r p r i s e s  p r o t e c t  t h e  publ ic  

from abus ive  p r a c t i c e s  such a s  f r a u d ,  mi s r ep re sen t a t i on  and 

embezzlement. 



2 .  The e f f e c t i v e n e s s  wi th  which t h e  Agency has  met i t s  o b j e c t i v e  and 

purpose and t h e  e f f i c i e n c y  wi th  which i t  has  operated 

Banking s t a t u t e s  mandate pe r iod i c  examinations of f i n a n c i a l  

i n s t i t u t i o n s  but not e n t e r p r i s e s .  The Department appears  t o  be 

e f f e c t i v e l y  meeting t h e  s t a t u t o r y  requirements  f o r  examining 

i n s t i t u t i o n s  w i th  t h e  except ion  of t r u s t  companies. I n  t h e  c a s e  of 

t r u s t s ,  t h e  Department recognizes  t h e  problem and i s  tak ing  a c t i o n  t o  

improve f u t u r e  compliance ( s e e  pages 39-41). 

The Superintendent  has  a u t h o r i t y  t o  perform examinations of l i censed  

e n t e r p r i s e s  but i s  not mandated t o  do  so. P re sen t ly  t h e  Department 

examines e n t e r p r i s e s  when t h e r e  a r e  i n d i c a t i o n s  of problems o r  i l l e g a l  

a c t i v i t i e s  . Although t h i s  approach meets t h e  s t a t u t o r y  requirements,  

i t  provides  l im i t ed  overs igh t  of e n t e r p r i s e  operat  ions .  The 

Department needs t o  improve supe rv i s ion  of e n t e r p r i s e s  by examining a 

sample of e n t e r p r i s e s  each y e a r  ( s e e  pages 33-36). 

The Department can  a l s o  improve i t s  e f f i c i e n c y  i n  t h e  use of 

personnel .  The Department should: 1 )  i n v e s t i g a t e  t h e  p o t e n t i a l  f o r  a  

rev ised  aud i t  scope t o  reduce personnel  requirements and 2) develop a  

personnel  management system t o  more accu ra t e ly  e s t ima te  work load and 

s t a f f  needs ( s e e  pages 41-44). 

The ex t en t  t o  which t h e  Agency has  operated i n  t h e  publ ic  i n t e r e s t  

The Banking Department ope ra t e s  i n  t h e  publ ic  i n t e r e s t  by p ro t ec t i ng  

t h e  f i n a n c i a l  a s s e t s  of t h e  c i t i z e n s  through t h e  fol lowing a c t i v i t i e s :  

I nves t i ga t ing  new app l i can t s .  The Department performs a  

background check on each app l i can t  f o r  i n s t i t u t i o n  c h a r t e r s  

and most e n t e r p r i s e  l i c e n s e s .  Based on t h e  outcome of t h e  

i n v e s t i g a t i o n ,  t h e  department i s s u e s  o r  d e n i e s  t h e  app l i ca t i on .  



Examining i n s t i t u t i o n s  and e n t e r p r i s e s .  The Department 

performs r egu la r  examinat i o n s  of f i n a n c i a l  i n s t i t u t i o n s  t o  

determine t h e  soundness of opera t  i ons  and t o  prevent  abusive 

p r a c t i c e s .  The Department c u r r e n t l y  examines e n t e r p r i s e s  only 

when problems occur.  Rout inely examining e n t e r p r i s e s  would 

more adequately s e rve  t h e  publ ic  i n t e r e s t  ( s e e  pages 33-37). 

I n v e s t i g a t i n g  unl icensed a c t i v i t i e s .  When unl icensed 

a c t i v i t i e s  a r e  suspected,  t h e  Department w i l l  i n v e s t i g a t e .  I f  

t h e  i n v e s t i g a t i o n  confirms t h e  susp i c ions ,  t h e  Department 

r e q u i r e s  t h e  ope ra to r  t o  o b t a i n  a  l i c e n s e  o r  cease  ope ra t i on  

and may t a k e  app rop r i a t e  l e g a l  a c t i o n .  

Resolving consumer complaints .  The Div is ion  of Consumer 

Af f  a i r s  and Adminis t ra t ive  Se rv i ce s  i n v e s t i g a t e s  and r e so lves  

consumer complaints .  A consumer complaint may lead  t o  a  

f u l l - s c a l e  i n v e s t i g a t i o n  o r  examinat ion ,  i f  warranted. 

4. The ex t en t  t o  which r u l e s  and r e g u l a t i o n s  promulgated by t h e  Agency 

a r e  c o n s i s t e n t  w i th  t h e  l e g i s l a t i v e  mandate 

The Department h a s  broad rule-making a u t h o r i t y  a s  s t a t e d  i n  A.R.S. 

$6-123. The Attorney General has  approved t h e  Department ' s c u r r e n t  

r u l e s  and r egu la t i ons  and c e r t i f i e d  t h a t  they a r e  c o n s i s t e n t  wi th  t h e  

s t a t u t e s .  A review of t h e  r u l e s  and r e g u l a t i o n s  showed t h a t  they 

focus  on l icens ing / renewal  requirements and opera t ing  procedures.  The 

Department's r egu la t i ons  a r e  c o n s i s t e n t  w i th  t h e  mandate t o  promote 

sound ope ra t i ons  and t o  p r o t e c t  t h e  consumer. 



The Department i s  c u r r e n t l y  promulgating r u l e s  and r egu la t i ons  f o r  two 

t y p e s  of f i n a n c i a l  e n t e r p r i s e s ,  escrow agents  and mortgage brokers .  

Because of s t a t u t o r y  changes made during t h e  1983 L e g i s l a t i v e  s e s s ion ,  

t h e  Department i s  a l s o  repea l ing  some sav ings  and loan  a s s o c i a t i o n  

r e g u l a t i o n s  t o  main ta in  cons is tency  wi th  t h e  new law. 

5. The ex t en t  t o  which t h e  Agency has  encouraged input  from t h e  publ ic  

before  promulgating i t s  r u l e s  and r e g u l a t i o n s  and t h e  ex ten t  t o  which 

i t  has  informed t h e  publ ic  a s  t o  i t s  a c t i o n s  and t h e i r  expected impact 

on t h e  pub l i c  

The Banking Department has  encouraged publ ic  input  f o r  proposed 

r e v i s i o n s  i n  i t s  r u l e s  and r egu la t i ons  but  provides  l i t t l e  information 

t o  t h e  pub l i c  about i t s  a c t i o n s .  The Department appears  t o  be 

complying with t h e  Adminis t ra t ive  Procedures Act. The Department i s  

c u r r e n t l y  i n  t h e  process  of repea l ing  f o u r  r u l e s  and r egu la t i ons .  A s  

requi red  by law, t h e  Department has  s en t  t h e  proposa l  t o  i n t e r e s t e d  

p a r t i e s  f o r  comment. However, publ ic  in format ion  i s  l imi t ed  . The 

Department seldom i s s u e s  news le t t e r s  o r  p r e s s  r e l e a s e s  t o  inform t h e  

pub l i c  of Department a c t i v i t i e s .  The Superintendent  c i t e s  s t a t u t o r y  

requirements  (A. R. S  . 96-129) t o  preserve  c o n f i d e n t i a l i t y  of 

in format ion  a s  reason  f o r  not a c t i v e l y  providing information t o  t h e  

publ ic  . 

The Department's r e luc t ance  t o  inform t h e  publ ic  of i t s  a c t i v i t i e s  and 

a r e a s  of r e s p o n s i b i l i t y  may d imin ish  i t s  e f f ec t i venes s .  The 

Department's Ass i s t an t  Attorney General t o l d  u s  t h a t  t h e  publ ic  does 

not always r e a l i z e  t h a t  t h e  Banking Department r e g u l a t e s  ope ra t i ons  

o the r  t h a n  banks. For example, a  r e p r e s e n t a t i v e  of t h e  B e t t e r  

Business Bureau sa id  she  thought t h e  Department regula ted  only banks 

and c o l l e c t i o n  agencies .  Consequently, complaints  may not  reach t h e  

Department. 



6 .  The ex ten t  t o  which t h e  Agency has  been a b l e  t o  i n v e s t i g a t e  and 

reso lve  complaints w i th in  i t s  j u r i s d i c t i o n  

The Department appears  t o  have responded adequately t o  complaints  . 
During f i s c a l  y e a r  1982-83, 799 complaints  were f i l e d .  We sampled 100 

of t h e s e  complaints and found t h a t  t h e  Department handled them i n  a  

t imely  manner, wi th  i n i t i a l  a c t i o n  gene ra l ly  taken  wi th in  two days. 

Complaints were resolved wi th in  18  days on t h e  average. Twenty-nine 

complaints  were resolved i n  t h e  consumer's f avo r  and f i f ty-one  were 

resolved i n  t h e  institution/enterprisels f avo r  . Only f i v e  of t h e  

sampled complaints i nves t iga t ed  v i o l a t e d  Arizona Revised S t a t u t e s .  

The remaining c a s e s  a r e  i n  l i t i g a t i o n  o r  have not been resolved i n  

e i t h e r  p a r t y ' s  favor .  

7. The ex ten t  t o  which t h e  Attorney General o r  any o the r  app l i cab le  

agency of S t a t e  government has  t h e  a u t h o r i t y  t o  prosecute  a c t i o n s  

under enabling l e g i s l a t i o n  

The Attorney General has t h e  a u t h o r i t y  t o  prosecute  a c t i o n s  concerning 

a l l  Department s t a t u t e s  . The Superintendent i n d i c a t e s  t h a t  t h e  

Department has a  complete range of d i s c i p l i n a r y  op t ions  inc luding  t h e  

a b i l i t y  t o  1 )  remove o f f i c e r s  and d i r e c t o r s  of any l i c e n s e e ,  2)  i s s u e  

memoranda of understanding, 3 )  i s s u e  cease  and d e s i s t  o rde r s ,  and 4) 

seek c i v i l  p e n a l t i e s  through cour t  ac t ion .  

The Attorney General ' s  o f f i c e  reported t h a t  a s  of A p r i l  30, 1983, s i x  

c a s e s  were i n  l i t i g a t i o n  and two c a s e s  were a t  t h e  admin i s t r a t i ve  

hearing l eve l .  The o f f i c e  a l s o  reported t h a t  from Ju ly  1, 1982, t o  

A p r i l  30, 1983, t h r e e  judgments and e i g h t  cease  and d e s i s t  o rde r s  were 

issued i n  c a s e s  involving unlicensed o r  i l l e g a l  a c t i v i t i e s .  C i v i l  

p e n a l i t i e s  t o t a l e d  $232,000 i n  t hese  cases .  



8. The ex t en t  t o  which t h e  Agency h a s  addressed d e f i c i e n c i e s  i n  t h e  

enabl ing s t a t u t e s  which prevent  it from f u l f i l l i n g  i t s  s t a t u t o r y  

mandate 

The Department f r equen t ly  a t tempts  t o  c l a r i f y  o r  s t r eng then  s t a t u t e s  

through minor amendments. The Department has  proposed s e v e r a l  changes 

i n  recent  L e g i s l a t i v e  s e s s ions  such as r ev i s ing  c r e d i t  union laws and 

r egu la t i ng  i n d i v i d u a l  re t i rement  accounts  . The Department has  a l s o  

proposed new l e g i s l a t i o n  i n  a n t i c i p a t i o n  of f u t u r e  needs o r  i n  

r e a c t i o n  t o  c u r r e n t  problems. For example, du r ing  t h e  1983 s e s s i o n  

t h e  Department sought and obtained j u r i s i d i c t i o n  over f i n a n c i a l  

holding companies w i t h  t h e  passage of Senate  B i l l  1320. 

9. The e x t e n t  t o  which changes a r e  necessary i n  t h e  laws of t h e  Agency t o  

adequate ly  comply wi th  t h e  f a c t o r s  l i s t e d  i n  t h e  Sunset laws 

Based on our  a u d i t  work, we recommend t h e  L e g i s l a t u r e  cons ider  making 

t h e  fo l lowing  changes i n  t h e  Banking Department s t a t u t e s :  

Amend A.R.S. $6-601 e t  seq t o  remove a l l  l i c ens ing  - 
requirements  f o r  smal l  l oan  companies and a l l  i n t e r e s t  r a t e  

l i m i t a t i o n s  placed on t h e s e  companies ( s e e  page 24). 

a Amend A.R.S. $44-1201 e t  3 t o  r e q u i r e  a l l  l ende r s  t o  f u l l y  - 
inform each borrower about a l l  S t a t e  and Federa l  requirements 

concerning al lowable charges  and methods of computing 

i n t e r e s t  r a t e s  ( s e e  page 25). 

Amend A.R.S. $44-1201 e t  seq t o  e x p l i c i t l y  empower t h e  - 
Attorney General t o  enforce  a l l  S t a t e  laws r egu la t i ng  lending 

a c t i v i t i e s  ( s e e  page 25). 



Amend A.R.S. $44-281 e t  seq t o  d e l e t e  a l l  l i c e n s i n g  - 
requirements f o r  mot o r  v e h i c l e  d e a l e r s  and s a l e s  f i nance  

companies and t o  empower t h e  Attorney General t o  i n v e s t i g a t e  

v i o l a t i o n s  of t h e  Motor Vehicle Time S a l e s  Disc losure  Act 

( see  page 37). 

a Amend A.R.S. $6-101 t o  d e l e t e  r e f e r ence  t o  $44-281 e t  seq - 
from t h e  d e f i n i t i o n  of " T i t l e . "  This  change would make 

Banking Department s t a t u t e s  no longe r  a p p l i c a b l e  t o  motor 

veh ic l e  d e a l e r s  and s a l e s  f i n a n c e  companies ( s e e  page 37).  

Amend A.R.S. $6-113 t o  

a .  Allow p ro fe s s iona l  s t a f f  t o  r e t a i n  loans  w i th  e n t i t i e s  

regula ted  by t h e  Department i f  1 )  t h e  loan  ex i s t ed  

p r i o r  t o  employment wi th  t h e  Department and 2) t h e  

employee con t inues  t o  amor t ize  t h e  l oan  under i t s  

o r i g i n a l  t e r n s  and 

b. Require t h a t  each employee f u l l y  d i s c l o s e  a l l  loans  

wi th  e n t i t i e s  regula ted  by t h e  Department and t h e  terms 

of such loans  a t  t h e  t ime of i n i t i a l  employment ( s e e  

page 47). 

10. The ex t en t  t o  which t h e  t e rmina t ion  of t h e  k e n c v  would s i r rn i f i can t lv  

harm t h e  pub l i c  h e a l t h ,  s a f e t y  o r  we l f a r e  

Termination of t h e  Banking Department would harm t h e  publ ic  by 

inc reas ing  i t s  exposure t o  decep t ive  p r a c t i c e s  of f i n a n c i a l  

e n t e r p r i s e s  and reducing Arizona'  s c o n t r o l  over  f i n a n c i a l  

i n s t i t u t i o n s .  The Banking Department i s  t h e  only S t a t e  regula tory  



a u t h o r i t y  respons ib le  f o r  e n t e r p r i s e s  which pose economic r i s k s  t o  

consumers. The Department sha re s  overs igh t  of f i n a n c i a l  i n s t i t u t i o n s  

w i th  a  v a r i e t y  of Federa l  agenc ies  and some over lap  e x i s t s .  However, 

t h e  Department's c h a r t e r i n g  and examination of f i n a n c i a l  i n s t i t u t i o n s  

a l l ow  S t a t e  a u t h o r i t i e s  t o  c o n t r o l  t h e  development and ope ra t i on  of 

t h e s e  very important economic a c t i v i t i e s .  

11. The ex t en t  t o  which t h e  l e v e l  of r egu la t i on  exerc i sed  by t h e  Agency i s  

app rop r i a t e  and whether less o r  more s t r i n g e n t  l e v e l s  would be 

app rop r i a t e  

Banking Department r e g u l a t i o n  of f i n a n c i a l  i n s t i t u t i o n s  i s  

app rop r i a t e  . The Department meets s t a t u t o r y  requirements f o r  

examinations.  However, some r e g u l a t i o n  i s  not  needed. The 

L e g i s l a t u r e  should cons ide r  e l imina t ing  S t a t e  l i c e n s i n g  of consumer 

f i nance  companies, motor v e h i c l e  d e a l e r s  and s a l e s  f i nance  companies. 

None of t h e s e  a c t i v i t i e s  pose ex tens ive  harm t o  i n d i v i d u a l  consumers 

which cannot be addressed through o t h e r  less r e s t r i c t i v e  methods. 

Strengthening laws which r equ i r e  l e n d e r s  t o  inform borrowers about 

charges ,  i n t e r e s t  and loan  requirements would adequately p r o t e c t  

consumers ( s ee  pages 24-26 and 37). 

Regulat ion of f o u r  t ypes  of e n t e r p r i s e s  i s  not  adequate.  Mortgage 

brokers ,  escrow agen t s ,  c o l l e c t i o n  agen t s  and deb t  management 

companies can  pose s i g n i f i c a n t  f i n a n c i a l  harm t o  consumers. However, 

t h e  Banking Department does not rou t ine ly  examine t h e s e  e n t e r p r i s e s .  

To d e t e r  p o t e n t i a l  f raud and abuse, t h e  Department needs t o  e s t a b l i s h  

procedures  t o  examine a  random sample of f i n a n c i a l  e n t e r p r i s e s  each 

y e a r  ( s e e  page 37). 



FINDING I 

LICENSING SMALL LOAN COMPANIES IS NOT NECESSARY TO PROTECT CONSUMERS. 

P ro t ec t i ng  consumers does no t  r e q u i r e  l i c e n s i n g  smal l  l oan  companies. 

Licensing i s  voluntary and t h e  regula ted  p o r t i o n  of t h e  l oan  indus t ry  i s  

s t e a d i l y  shr ink ing .  Fu r the r ,  consumer harm has  been minimal. With 

s u f f i c i e n t  in format ion ,  consumers can  adequately p r o t e c t  themselves when 

borrowing money from a l l  l enders .  

Recent changes i n  t h e  s t a t u t e s  governing money l e n d e r s  i n  Arizona have 

c r ea t ed  a  confusing,  i n c o n s i s t e n t  regula tory  environment. P r i o r  t o  1980, 

usury s t a t u t e s  l im i t ed  i n t e r e s t  r a t e s  t o  12  percent .  Companies wishing t o  

exceed t h i s  l i m i t  could make loans  wi th  i n t e r e s t  up t o  36 percent  i f  t h e  

company obtained a  l i c e n s e  from t h e  Banking Department and complied wi th  

s t a t u t e s  and r egu la t i ons  governing such loans .  The 1980 L e g i s l a t u r e  

removed i n t e r e s t  r a t e s  from a l l  loans  except  t hose  made by l i censed  

companies. A s  a  r e s u l t ,  t h e  l oan  indus t ry  i s  d iv ided  i n t o  l i censed  and 

unl icensed segments, each of which i s  sub jec t  t o  a  v a r i e t y  of r egu la t i ons  

o f t e n  a t  a  company's own d i sc re t i on .*  

Small Loan Companies A r e  
Not Reauired t o  Be Licensed 

Arizona s t a t u t e s  a u t h o r i z e  t h e  Banking Department t o  l i c e n s e  consumer 

f i n a n c e  companies but do  not  r e q u i r e  any small  l o a n  company t o  o b t a i n  a  

l i c e n s e  from t h e  Department. The Banking Department i n t e r p r e t s  t h e  

s t a t u t e s  a s  requi r ing  only those  companies which a d v e r t i s e  "consumer loan" 

s e r v i c e s  t o  be l i c ensed .  Therefore ,  l o a n  companies may determine t h e  

ex t en t  t o  which they w i l l  be sub jec t  t o  Departmental r e g u l a t i o n  by 

dec id ing  whether o r  no t  t o  seek  a  l i c e n s e .  Because companies choosing t o  

be l i c ensed  a r e  sub jec t  t o  more regula tory  requirements  t han  unl icensed 

* Appendix I d e s c r i b e s  t h e  regula tory  requirements  f o r  both l i c ensed  and 
unl icensed loan  companies. 



companies,  t h e  law p r o v i d e s  a n  economic i n c e n t i v e  f o r  companies no t  t o  be 

l i c e n s e d .  A s  a r e s u l t ,  t h e  number of l i c e n s e d  s m a l l  l o a n  companies i n  

Arizona h a s  d e c l i n e d  i n  r e c e n t  y e a r s .  

L icens ing  Requirements A r e  Not Mandatory - Arizona l aw d o e s  n o t  r e q u i r e  

s m a l l  l o a n  companies t o  o b t a i n  a l i c e n s e .  An Arizona L e g i s l a t i v e  Counci l  

Opinion,  i s s u e d  August 23, 1983, s t a t e s  t h a t  A.R.S. t i t l e  6 ,  c h a p t e r  5, 

a r t i c l e  1 d o e s  not  r e q u i r e  anyone making a consumer l o a n  t o  be l i c e n s e d  by 

t h e  S t a t e .  More s p e c i f i c a l l y  , t h e  L e g i s l a t i v e  Counci l  Opinion noted : 

"Under t h e  Arizona consumer l o a n  a c t ,  A.R.S. s e c t i o n  
6-602, s u b s e c t i o n  A s t a t e s  t h a t  it i s  un lawfu l  f o r  a 
p e r s o n  t o  make a consumer l o a n  and c h a r g e  and c o l l e c t  
i n t e r e s t  a t  a r a t e  h i g h e r  t h a n  t h e  g e n e r a l  usury r a t e  
u n l e s s  t h e  pe rson  f i r s t  o b t a i n s  a l i c e n s e .  S ince  i n  
Arizona t h e  g e n e r a l  usury r a t e  i s  t h e  rate s e t  by t h e  
marke tp lace ,  i . e . ,  t h e r e  i s  no l o n g e r  a p r e s c r i b e d  
l i m i t ,  A.R.S. s e c t i o n  6-602 h a s  no e f f e c t  i n  r e q u i r i n g  
a consumer l e n d e r  t o  become l i c e n s e d . "  * 

Banking Department Requi res  Some Licenses  - Although t h e  s t a t u t e s  d o  n o t  

r e q u i r e  l i c e n s i n g  f o r  smal l  l o a n  companies, t h e  Banking Department r e q u i r e s  

some l o a n  companies t o  b e  l i c e n s e d .  The Department i n t e r p r e t s  A.R.S. 

$96-601 and 6-602 t o  r e q u i r e  companies which a d v e r t i s e  o r  r e p r e s e n t  t h e i r  

s e r v i c e s  as "consumer l o a n s "  t o  o b t a i n  a l i c e n s e .  A.R.S. $6-601 d e f i n e s  

consumer l o a n s  a s  t h o s e  i n  amounts of $10,000 o r  less and A.R.S. $6-602.~.  

states, "Any person  . . . who a d v e r t i s e s  f o r ,  s o l i c i t s  o r  h o l d s  himself  ou t  

as w i l l i n g  t o  make o r  p rocure  a consumer l o a n  i s  presumed t o  be i n  t h e  

b u s i n e s s  p r e s c r i b e d  i n  t h i s  subsec t ion . "  Based on  t h e  Department 's  

i n t e r p r e t a t i o n ,  on ly  t h o s e  companies which choose t o  r e p r e s e n t  t h e i r  

s e r v i c e s  as  "consumer l o a n s "  a r e  r e q u i r e d  t o  be l i c e n s e d .  Companies 

r e p r e s e n t i n g  t h e i r  s e r v i c e s  under  o t h e r  t e r m s  such a s  "persona l  l o a n s "  a r e  

n o t  r e q u i r e d  t o  be l i c e n s e d .  However, based on t h e  L e g i s l a t i v e  Counci l  

Opinion,  t h e  Department 's  a u t h o r i t y  t o  r e q u i r e  any l o a n  company t o  be 

l i c e n s e d  may be q u e s t  ionab le .  

* See  Appendix I1 f o r  t h e  f u l l  t e x t  of t h e  L e g i s l a t i v e  Counci l  Opinion. 
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Licensed and Unlicensed Companies Subject  t o  D i f f e ren t  Regulatory 

Requirements - Licensed and unl icensed small l e n d e r s  a r e  sub jec t  t o  

d i f f e r e n t  regula tory  requirements.  A l l  loan  companies must adhere t o  t h e  

Federa l  truth-in-lending requirements of Regulation Z.  However, those  

companies which e l e c t  t o  be l i censed  a r e  a l s o  sub jec t  t o  a d d i t i o n a l  

requirements of Arizona law. 

Federa l  Regulat ion Z--truth i n  lending--establ ishes d i s c l o s u r e  

requirement s f o r  both l i censed  and unlicensed small  l oan  companies. 

Truth-in-lending r e g u l a t i o n s  r equ i r e  t h e  c r e d i t o r  t o  provide t h e  borrower 

wi th  s p e c i f i c  information about t h e  loan  i n  an  i n i t i a l  d i s c l o s u r e  

s tatement  ( s e e  Figure 1 ) .  Tru th  i n  lending seeks t o  inform t h e  borrower 

of i n t e r e s t  charge c a l c u l a t i o n s  and r a t e s  t o  a l low consumers t o  make 

comparisons among d i f f e r e n t  sources.  

I n  a d d i t i o n  t o  t h e  Federa l  r egu la t ions ,  Arizona law p laces  c e r t a i n  

r e s t r i c t i o n s  on loans  made by l i censed  companies. These provis ions  

include:  

- i n t e r e s t  r a t e  l i m i t a t i o n s  (A.R. S. $6-622), 

- al lowable charges (A.R. S. $6-628), 

- annual examinations (A.R.S. $6-122), and 

- d i s c l o s u r e  requirements (A.R.S. $6-621). 

These s t a t u t e s  d e l i n e a t e  maximum i n t e r e s t  charges and spec i fy  o the r  

charges t h a t  companies may a s s e s s  aga ins t  borrowers. They a l s o  mandate 

t h a t  consumers rece ive  a copy of t h e  s t a t u t e s  which spec i fy  t h e  i n t e r e s t  

r a t e  l imi t a t ions .*  The s t a t u t e s  a l s o  r e q u i r e  t h e  Banking Department t o  

examine each l i censed  company annual ly.  However, only t h e  consumer loan  

po r t ion  of a l i c e n s e e ' s  business  i s  bound by t h e s e  requirements.  

Licensees may a l s o  o f f e r  l oans  i n  g r e a t e r  amounts under t h e  a u t h o r i t y  of 

A.R S. $44-1201 - e t  seq. 

* Licensees a r e  not requi red  t o  d i s c l o s e  which f inanc ing  charges  o r  
t ypes  of insurance a r e  permit ted f o r  consumer loans .  



As i l l u s t r a t e d  i n  F igure  1, unl icensed  companies conduct  t h e i r  l end ing  

a c t i v i t i e s  e n t i r e l y  under t h e  a u t h o r i t y  of t h e  usury  s t a t u t e s  A.R.S. 

§44-1201 - e t  3. These companies may c h a r g e  whatever  i n t e r e s t  r a t e s  t h e  

marke tp lace  w i l l  bear.* Other  c h a r g e s  which may be a s s e s s e d  t h e  consumer 

a r e  s p e c i f i e d  i n  A.R.S. $$44-1205.A.3 and 44-1205.B. These l o a n s  a r e  

bound on ly  by t h e  F e d e r a l  t r u t  h-in-lending d i s c l o s u r e  requirements .  

Unl icensed companies are n o t  e x p l i c i t l y  r e q u i r e d  t o  r e v e a l  what f i n a n c i n g  

c h a r g e s  o r  c r e d i t - r e l a t e d  i n s u r a n c e  p o l i c i e s  a r e  p e r m i t t e d  i n  t h e  usury 

s t a t u t e s .  

Reduct ion of Licensed Companies and Consumer Loans - The number of 

l i c e n s e d  s m a l l  l o a n  companies and amount of consumer l o a n s  h a s  decreased .  

S i n c e  1980 A r i z o n a ' s  usury s t a t u t e s  have provided a n  economic i n c e n t i v e  

f o r  companies t o  choose not  t o  be l i c e n s e d .  P r i o r  t o  t h a t  y e a r  l i c e n s e d  

companies could  c h a r g e  h i g h e r  i n t e r e s t  on t h e i r  l o a n s  t h a n  un l icensed  

companies. The law now p r o v i d e s  t h e  o p p o s i t e  i n c e n t i v e :  companies which 

a r e  n o t  l i c e n s e d  f a c e  no l i m i t s  on  t h e i r  i n t e r e s t  c h a r g e s  w h i l e  l i c e n s e d  

companies may c h a r g e  on ly  t h e  i n t e r e s t  al lowed by law. 

The number o f  l i c e n s e s  decreased  by approximately  34 p e r c e n t  between 

f i s c a l  y e a r s  1978-79 and 1982-83 ( F i g u r e  1). However, many of t h e s e  

companies remain i n  b u s i n e s s  making loans .  For  example, 6 of t h e  1 8  

companies i n  Phoenix which sur rendered  l i c e n s e s  d u r i n g  1981-82 were l i s t e d  

i n  t h e  February 1983 Yellow Pages and s t i l l  make s m a l l  loans .  I n  

a d d i t i o n ,  t h e  m a j o r i t y  of t h e  smal l  l o a n  companies l i s t e d  i n  t h o s e  same 

Yellow Pages were u n l i c e n s e d  a s  of June  30, 1983. T h i s  r e d u c t i o n  o f  

l i c e n s e e s  h a s  occur red  s t a t e w i d e .  

* A.R.S. $§13-2301 and 13-2302 i n d i c a t e  a n  a n n u a l  pe rcen tage  r a t e  

which exceeds  45 p e r c e n t  cou ld  be c o n s i d e r e d  a n  e x t o r t i o n a t e  
e x t e n s i o n  of c r e d i t .  



FIGURE 1 

NUMBER OF LICENSED SMALL LOAN COMPANIES, 
FISCAL YEARS 1978-79 THROUGH 1982-83 

Source : Banking Department records  

Moreover, "consumer loans"  appear t o  comprise an  i nc reas ing ly  smal le r  

p o r t i o n  of t h e  l i c ensed  companies' t o t a l  l ending  a c t i v i t i e s .  A s  

i l l u s t r a t e d  i n  Figure 2, t h e  l i censed  smal l  l oan  companies have remained 

p r o f i t a b l e ,  d e s p i t e  a r educ t ion  i n  t h e  amount of money loaned a s  "consumer 

loans." T o t a l  consumer l o a n s  decreased by 23 percent  between 1978 and 

1982, but t o t a l  p r o f i t s  on a l l  l oans  almost t r i p l e d .  Thus, l i c e n s e e s  

appear t o  be deemphasizing consumer l oans  i n  t h e i r  a s s e t  bases  and 

concen t r a t i ng  on o the r  t ypes  of loans .  



FIGURE 2 

TREND I N  SMALL LOAN INDUSTRY PROFITS VS THE AMOUNT OF 
CONSUMER LOANS, FISCAL YEARS 1978-79 THROUGH 1981-82 

Millions 
of 

Dollars 

b-\I Total Consumer Loans 

Total Net Earnings 

Source : Banking Department r e c o r d s  

Arizona r e g u l a t e s  l o a n s  i n  two very  d i f f e r e n t  ways. The L e g i s l a t u r e  h a s  

p r e s c r i b e d  i n t e r e s t  r a t e  l i m i t a t i o n s  f o r  consumer l o a n s  and d i r e c t e d  t h e  

Banking Department t o  s u p e r v i s e  t h e  a c t i v i t i e s  of companies making t h e s e  

l o a n s .  At t h e  same t ime ,  however, no company i s  r e q u i r e d  t o  submit t o  

Depar tmental  r e g u l a t i o n  and t h e  law does  no t  l i m i t  i n t e r e s t  r a t e s  on o t h e r  

l o a n s  which c o n s t i t u t e  t h e  m a j o r i t y  of l o a n  a c t i v i t y .  As a  r e s u l t ,  

r e g u l a t i o n  i s  i n c o n s i s t e n t .  



Although borrowing money poses some r i s k ,  consumers can  assume t h e  

r e s p o n s i b i l i t y  f o r  p ro t ec t i ng  themselves i f  they have s u f f i c i e n t  

information.  However, e x i s t i n g  d i s c l o s u r e  requirements  d o  not provide t h e  

borrower with s u f f i c i e n t  in format ion  t o  permit comparisons among l ende r s .  

Strengthening e x i s t i n g  d i s c l o s u r e  requirements ,  supported by a consumer 

brochure,  could provide t h e  consumer wi th  in format ion  necessary t o  make 

knowledgeable c r e d i t  dec is ions .  

Ra t iona le  f o r  Licensing - Occupational and p ro fe s s iona l  l i c e n s i n g  and 

r e g u l a t i o n  seek t o  prevent s i g n i f i c a n t  harm t o  t h e  publ ic  which may r e s u l t  

from t h e  u n r e s t r i c t e d  p r a c t i c e  of p a r t i c u l a r  occupation. The Council of 

S t a t e  Governments has  published c r i t e r i a  f o r  a s se s s ing  t h e  p o t e n t i a l  f o r  

harm i n  a g iven  occupation. Based on t h e s e  c r i t e r i a ,  t h e  S t a t e  should 

r e g u l a t e  a p a r t i c u l a r  occupat ion i f  

@ t h e  unl icensed p r a c t i c e  of a n  occupat ion poses a s e r i o u s  r i s k  t o  

t h e  consumer's l i f e ,  h e a l t h  o r  o r  economic well-being; 

t h e  p o t e n t i a l  u s e r s  of t h e  occupat iona l  s e r v i c e  cannot be expected 

t o  possess  t h e  knowledge needed t o  properly eva lua t e  t h e  

q u a l i f i c a t i o n s  of t h o s e  o f f e r ing  s e r v i c e s ;  and 

t h e  b e n e f i t s  t o  t h e  pub l i c  c l e a r l y  outweigh any p o t e n t i a l l y  

harmful e f f e c t s  such a s  a dec rease  i n  t h e  a v a i l a b i l i t y  of 

s e r v i c e s ,  h igher  c o s t s  of goods and s e r v i c e s  and r e s t r i c t i o n s  on 

optimum u t i l i z a t i o n  of personnel.  

I n  t h e  c a s e  of small  l oan  companies t h e  amount and l i ke l i hood  of harm 

coupled with consumers ' p o t e n t i a l s  t o  eva lua t e  t h e  s e r v i c e s  i n d i c a t e  

l i c e n s i n g  i s  not  necessary.  



Harm t o  Consumers - Although borrowing money may e n t a i l  some r i s k  f o r  t h e  

consumer, t h e  r i s k  i s  minimal. The Banking Department examines each small  

l oan  company annual ly ,  but t h e s e  examinations have i d e n t i f i e d  few 

problems. I n  a d d i t i o n ,  t h e  Department r ece ives  r e l a t i v e l y  few complaints  

about small  l oan  companies, and t h e r e  has been no i n d i c a t i o n  of widespread 

harm caused by t h e  unl icensed companies. 

Department examinations of l i c ensed  companies r e v e a l  few v i o l a t i o n s  of 

s t a t u t e s .  During examinat i ons ,  Department s t a f f  i d e n t i f y  a r e a s  of 

noncompliance (recorded a s  e r r o r s )  w i th  A.R.S. s6-601 et  seq. I n  f i s c a l  
7 -  

y e a r  1982-83, t h e  Banking Department found no e r r o r s  i n  approximately 57 

percent  of t h e  companies examined. Furthermore, t h e  major i ty  of companies 

where e r r o r s  were i d e n t i f i e d  had t h r e e  o r  fewer e r r o r s .  

The Department r ece ives  r e l a t i v e l y  few complaints  about small  l oan  

companies. Only 3 percent  of a sample of approximately 100 complaints  f o r  

1982-83 were made aga ins t  small  l oan  companies." Other regula ted  e n t i t i e s  

a t t r a c t e d  a much higher  l e v e l  of complaints  ( c o l l e c t i o n  agenc ies ,  29 

percent  ; mortgage companies, 25 percent ) .  Complaints aga ins t  t h e  small  

l o a n  companies involved ques t i ons  about t h e  appropr ia teness  of a company's 

a c t i o n s  and disagreements  over f i n a l  d i s p o s i t i o n  of t h e  loan.  The 

Department found no v i o l a t i o n  and took no a c t i o n  on any of t h e  t h r e e  

complaints  . 

F i n a l l y ,  t h e  f a c t  cannot be ignored t h a t  a s u b s t a n t i a l  p ropor t ion  of t h e  

l o a n  indus t ry  i s  not l icensed--including many companies which were 

formerly l i c ensed  under t h e  small  l oan  company s t a t u t e s .  S ince  t h e  1980 

changes i n  t h e  usury s t a t u t e s ,  consumers have been obta in ing  loans  from a 

l a r g e l y  unregulated i ndus t ry  wi th  l i t t l e  evidence of harm. Thus, t h e r e  i s  

no evidence t o  suggest t h a t  consumers would be a t  g r e a t e r  r i s k  by removing 

what a r e  c u r r e n t l y  voluntary l i c e n s i n g  provis ions .  

* During 1981-82, t h e  Department received 44 complaints  aga ins t  small  
l oan  companies, 8 percent  of t h e  y e a r ' s  t o t a l  complaints .  



Consumer In format ion  Not Adequate - Although r i s k s  a r e  minimal, 

r equ i rements  d o  no t  e n s u r e  t h a t  consumers w i l l  have s u f f i c i e n t  informat  i o n  

t o  e v a l u a t e  t erms o f f e r e d  by l e n d e r s  and make knowledgeable d e c i s i o n s .  

Both S t a t e  and F e d e r a l  r e g u l a t i o n s  seek  t o  in form consumers about  l o a n  

requ i rements .  But n e i t h e r  r e q u i r e s  l e n d e r s  t o  in form borrowers about many 

of t h e s e  requ i rements .  For  example, A.R.S. $6-628 p r o h i b i t s  l i c e n s e d  l o a n  

companies from pass ing  a l l  but  c e r t a i n  c h a r g e s  t o  consumers. However, t h e  

law d o e s  no t  r e q u i r e  l e n d e r s  t o  inform borrowers of t h e  p r o h i b i t i o n .  The 

F e d e r a l  t ru th - in - lend ing  r e g u l a t i o n  i s  d e f i c i e n t  i n  t h e  same manner. 

Lacking in format  i o n  about l e g a l  r equ i rements ,  consumers may be unab le  t o  

compare c h a r g e s  a g a i n s t  r equ i rements  and may be unaware t h a t  t h e y  are 

being overcharged.  

S t reng thened  l o a n  d i s c l o s u r e  requ i rements  coupled w i t h  a  consumer brochure  

c a n  e n a b l e  t h e  consumer t o  assume t h e  r e s p o n s i b i l i t y  of s e l f - p r o t e c t i o n .  

The L e g i s l a t u r e  should s t r e n g t h e n  S t a t e  d i s c l o s u r e  requ i rements  and make 

them a p p l i c a b l e  f o r  a l l  l e n d e r s .  Lenders should be r e q u i r e d  t o  d i s c l o s e  - 
a l l  F e d e r a l  and S t a t e  requ i rements  f o r  l o a n  t r a n s a c t i o n s .  I n  t h i s  way, 

consumers would be aware of t h e  p e r t i n e n t  i n f o r m a t i o n  about i n t e r e s t  

c h a r g e s  and c a l c u l a t i o n s ,  which f i n a n c i n g  c h a r g e s  a r e  pe rmi t t ed  by t h e  

S t a t e  and t h o s e  i n s u r a n c e  p o l i c i e s  which may be so ld  a s  a c o n d i t i o n  of t h e  

loan .  A consumer brochure  d e t a i l i n g  1 )  t h e  s p e c i f i c  l i m i t a t i o n s  placed on 

smal l  l e n d e r s  and 2) consumer r i g h t s  and means of r e c o u r s e  from u n f a i r  

p r a c t i t i o n e r s  would f u r t h e r  assist t h e  consumer i n  making d e c i s i o n s .  

Equipped w i t h  s u f f i c i e n t  i n f o r m a t i o n ,  t h e  consumer c a n  compare t e rms  among 

l e n d e r s .  P rov id ing  consumers w i t h  i n f o r m a t i o n  d e t a i l i n g  which i n t e r e s t  

and f i n a n c i n g  c h a r g e s  a r e  p e r m i t t e d  by l aw would a l l o w  t h e  p u b l i c  t o  

compare a c t u a l  c h a r g e s  a g a i n s t  what i s  a u t h o r i z e d  by l aw and t h e  p r i c e s  of 

v a r i o u s  f i n a n c i n g  c h a r g e s  among d i f f e r e n t  s m a l l  l o a n  companies. 

P rov id ing  consumers w i t h  s u f f i c i e n t  i n f  ormat i o n  t o  compare l o a n  t erms and 

i n t e r e s t  r a t e s  would a l s o  e l i m i n a t e  t h e  need f o r  t h e  i n t e r e s t  rate 

l i m i t a t i o n s  i n  A. R. S. $6-622. With adequa te  i n £  ormat i o n ,  consumers could  

judge i n t e r e s t  c h a r g e s  f o r  themselves  a long  w i t h  o t h e r  c h a r g e s  l e v i e d  by 

l e n d e r s .  



Also, with adequate d i s c l o s u r e  requirements,  consumers would cont inue t o  

have recourse  even i f  small  l oan  companies a r e  no longer  l icensed .  I f  

problems occur ,  complaints  aga ins t  small  l oan  companies could s t i l l  be 

brought t o  t h e  a t t e n t i o n  of t h e  Attorney General ' s  Of f i ce  o r  t h e  Federal  

Trade Commission. However, Arizona law must con ta in  comprehensive 

d i s c l o s u r e  requirements which apply t o  a l l  l ende r s  t o  ensure t h a t  S t a t e  - 
c o n t r o l  i s  maintained, and t h e  Attorney General ' s  Off ice  w i l l  have f u l l  

j u r i s d i c a t i o n  over t h e  loan  indus t ry .  

Freeing Department Resources - Eliminating l i c e n s u r e  would a l s o  f r e e  

Department s t a f f  f o r  o t h e r  d u t i e s .  The Banking Department ' s oversight  of 

l i censed  smal l  l oan  companies r equ i r e s  processing l i c e n s e  documents, 

conducting examinat ions ,  compiling t h e  Consumer Finance Companies ' Annual 

Report and reso lv ing  complaints.  Relieving t h e  Department of t h i s  

regula tory  func t ion  would f r e e  up approximately 1.3 p ro fe s s iona l  s t a f f  

pos i t ions .  I n  add i t i on ,  t h e  indus t ry  would save approximately $46,500 i n  

annual examination f ees .  

CONCLUSION 

Licensing small  l oan  companies i s  not necessary t o  p ro t ec t  consumers. 

Because Arizona 's  s t a t u t e s  on l i cens ing  small  loan  companies a r e  not 

mandatory, t h e  major i ty  of t h e  small  l oan  indus t ry  i s  unregulated. 

Lending a c t i v i t i e s  can  pose some r i s k  t o  t h e  consumer but s t rengthening 

e x i s t i n g  truth-in-lending requirements can  a l low t h e  consumers t o  p ro t ec t  

themselves. 

RECOMMENDATIONS 

1. The Leg i s l a tu re  should cons ider  amending: 

a .  A.R.S. 36-601 e t  seq t o  remove a l l  l i c ens ing  requirements f o r  -- 
small loan  companies and a l l  i n t e r e s t  r a t e  l i m i t a t i o n s  placed on 

t h e s e  companies, 



b. A.R.S. $44-1201 e t  seq t o  r equ i r e  a l l  l ende r s  t o  f u l l y  inform -- 
each borrower about S t a t e  and Federa l  requirements  concerning 

a l lowable  charges  and methods of computing i n t e r e s t  r a t e s ,  and 

c .  A.R.S. $44-1201 e t  seq t o  e x p l i c i t l y  empower t h e  Attorney General -- 
t o  enforce  a l l  S t a t e  laws r egu la t i ng  lending  a c t i v i t i e s .  

2. The Banking Department should prepare a brochure t o  inform consumers 

about l e g a l  requirements governing d i s c l o s u r e  of information about 

l oan  charges  and i n t e r e s t .  



FINDING I1 

ALTHOUGH THE STATE BANKING DEPARTMENT NEEDS TO STRENGTHEN SUPERVISION OF 

FOUR TYPES OF ENTERPRISES, TWO OTHERS DO NOT REQUIRE DEPARTMENTAL 

REGULATION . 

Changes a r e  needed i n  t h e  r e g u l a t i o n  of Arizona 's  f i n a n c i a l  e n t e r p r i s e s .  

Two types  of e n t e r p r i s e s ,  motor veh ic l e  d e a l e r s  and s a l e s  f i nance  

companies, pose l i m i t e d  harm t o  consumers and do  not  need t o  be regula ted  

by t h e  Banking Department. Four o t h e r  e n t e r p r i s e s  now under t h e  

Department's j u r i s d i c t i o n  do  c r e a t e  f i n a n c i a l  r i s k s  and r e q u i r e  

r egu la t i on .  However, t h e  Department does  not  adequately supe rv i se  t h e s e  

e n t e r p r i s e s  and needs t o  examine them on a  r egu la r  ba s i s .  

F inanc i a l  e n t e r p r i s e s  a r e  bus inesses  under t h e  j u r i s d i c t i o n  of t h e  Banking 

Department which involve  f i n a n c i a l  t r a n s a c t i o n s  but a r e  not i n s t i t u t i o n s  

under t h e  law. Arizona law d e f i n e s  s i x  t ypes  of f i n a n c i a l  e n t e r p r i s e s :  

mortgage brokers ,  escrow agen t s ,  c o l l e c t  i o n  agenc ies  , debt  management 

companies, mot o r  v e h i c l e  d e a l e r s  and s a l e s  f i n a n c e  companies. Over 1,400 

e n t e r p r i s e s  conduct bus iness  i n  Arizona and t h e i r  ope ra t i ons  encompass a  

wide range of f i n a n c i a l  a c t i v i t i e s  (Table  5). Although t h e s e  a c t i v i t i e s  

a r e  under t h e  superv is ion  of t h e  Banking Department, Arizona law does not 

mandate a  s p e c i f i c  examination schedule  a s  i s  t h e  c a s e  f o r  f i n a n c i a l  

i n s t i t u t i o n s .  

Need f o r  Regulat ion 

Two of t h e  s i x  e n t e r p r i s e s  under t h e  supe rv i s ion  of t h e  Banking 

Department, mot o r  veh i c l e  d e a l e r s  and s a l e s  f i n a n c e  companies, pose 

l i m i t e d  harm t o  consumers. Continued r e g u l a t i o n  i s  not  requi red  f o r  t h e s e  

e n t e r p r i s e s  because consumers c a n  adequately p r o t e c t  themselves i f  t h e  

L e g i s l a t u r e  s t r eng thens  e x i s t i n g  t ruth- in- lending s t a t u t e s .  I n  c o n t r a s t ,  

t h e  remaining f o u r  e n t e r p r i s e s  can c r e a t e  s e r i o u s  f i n a n c i a l  harm t o  

i n d i v i d u a l s  and bus inesses  who use  t h e i r  s e r v i c e s .  Banking Department 

r e g u l a t i o n  i s  necessary t o  p r o t e c t  consumers who have l i t t l e  recourse  f o r  

p r o t e c t i n g  themselves a g a i n s t  f i n a n c i a l  l o s s e s  from mortgage brokers ,  

escrow agen t s ,  c o l l e c t i o n  a g e n t s  and deb t  management companies. 
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TAELE 5 

TYPES AND NUMBER OF LICENSED FINANCIAL ENTERPRISES 
MAY 31, 1983 

Home 
Off ices  Branches 

Motor Vehicle Dealers 
S e l l  on a noncash b a s i s  t h r e e  o r  more 
motor v e h i c l e s  a t  r e t a i l  i n  any year  

S a l e s  Finance Companies 
Purchase r e t a i l  i n s t a l lmen t  c o n t r a c t s  f o r  
motor v e h i c l e s  from one o r  more r e t a i l  s e l l e r s ;  
a l s o  a r e t a i l  s e l l e r  who c r e a t e s  and holds  
motor v e h i c l e  i n s t a l lmen t  c o n t r a c t s  which exceed 
a  t o t a l  aggregate  of outs tanding indebtedness  
of $25,000 

Mortgage Brokers 
Receive compensat i o n  f o r  nego t i a t i ng  a  
mortgage loan;  a mortgage loan  i s  any 
loan  secured by a  mortgage o r  deed of 
t r u s t  on r e a l  e s t a t e  

Escrow Agents 
Hold it ems of va lue  (proper ty ,  money, 
o r  evidence of t i t l e  o r  possession)  f o r  
another  u n t i l  f u l f i l l m e n t  of a  condi t ion  
a t  which t ime i tems a r e  de l ive red  t o  a  t h i r d  

Col lec t  i o n  Agencies 
Collect  c la ims  owed t o  another  pa r ty  ; 
a l s o  any person who i n  t h e  process  
of c o l l e c t i n g  d e b t s  occurr ing i n  t h e  opera t ion  
of h i s  own business ,  uses  any name o the r  t han  h i s  
own which would i n d i c a t e  t h a t  a  t h i r d  person i s  
c o l l e c t i n g  such d e b t s  

Debt Management Companies 
A s  agent of a  deb to r ,  d i s t r i b u t e  payment 
of o b l i g a t i o n s  t o  d e b t o r ' s  c r e d i t o r s  

To ta l  

Source: Compiled by Auditor General s t a f f  from Arizona Revised S t a t u t e s  and 
S t a t e  Banking Department records.  



Licensing Not Needed f o r  Two En te rp r i s e  Categor ies  - Continued l i c e n s i n g  

of motor v e h i c l e  d e a l e r s  and s a l e s  f i nance  companies i s  unnecessary. 

These bus inesses  pose l i m i t e d  harm t o  consumers. Arizona law provides  

adequate information t o  a l low consumers t o  p r o t e c t  themselves i n  dea l ing  

with t h e s e  businesses .  

Although motor veh ic l e  d e a l e r s  who se l l  on c o n t r a c t  a r e  one of t h e  l a r g e s t  

, e n t e r p r i s e  c a t e g o r i e s ,  t h e  Department r ece ives  few complaints .  Only 1 of 

t h e  100 1982-83 complaints  w e  reviewed involved t h i s  a c t i v i t y ;  only 7 of 

t h e  573 complaints  during t h e  previous f i s c a l  yea r  were about motor 

v e h i c l e  d e a l e r s .  The i n d i v i d u a l  harm i s  usua l ly  small  and r e s u l t s  from 

d e a l e r s  f a i l i n g  t o  accu ra t e ly  inform consumers about i n t e r e s t  charges .  

S a l e s  f i n a n c e  companies purchase i n s t a l lmen t  c o n t r a c t s  from motor veh ic l e  

d e a l e r s  and i n  some c a s e s  a c t u a l l y  w r i t e  c o n t r a c t s .  The p o t e n t i a l  harm i s  

s i m i l a r  t o  t h a t  of motor v e h i c l e  d e a l e r s  i f  t h e  f i nance  company w r i t e s  t h e  

c o n t r a c t .  I f  t h e  company purchases t h e  c o n t r a c t ,  t h e  d e a l e r  who 

o r i g i n a l l y  wrote t h e  c o n t r a c t  c r e a t e s  t h e  p o t e n t i a l  harm. Only 1 of t h e  

100 complaints  w e  reviewed f o r  1982-83 was made aga ins t  a  s a l e s  f inance  

company. The complainant a l l eged  t h a t  t h e  company f r audu len t ly  attempted 

t o  c o l l e c t  d e b t s  and repossess  automobiles.  The Banking Department found 

no v i o l a t i o n  of law and took no a c t i o n  a g a i n s t  t h e  company. 

Licensing motor veh ic l e  d e a l e r s  and s a l e s  f i nance  companies does not 

appear t o  be a n  e f f e c t i v e  means of p ro t ec t i ng  consumers. Because s t a t u t e s  

d o  not au tho r i ze  i n v e s t i g a t i o n  f e e s  f o r  t h e s e  e n t e r p r i s e s ,  t h e  Banking 

Department makes only minimal i n v e s t i g a t i o n s  of a p p l i c a n t s  f o r  l i c e n s e s .  

A l l  a p p l i c a n t s  dur ing  t h e  f i r s t  seven months of 1983 were approved. Thus, 

l i c e n s i n g  does not appear t o  pose a  meaningful b a r r i e r  t o  unscrupulous 

persons.  Equally important ,  consumers may borrow funds from o t h e r  

sources ,  such a s  unl icensed small loan  companies ( s e e  pages 15-26) which 

make loans  f o r  s i m i l a r  purposes. A s  a  r e s u l t ,  l i c e n s i n g  does not appear 

necessary t 0 p r o t e c t  consumers. 



Arizona law and Federa l  r egu la t i ons  provide an e f f e c t i v e  a l e r n a t i v e  t o  

l i c e n s i n g  and r e g u l a t i o n  by t h e  Banking Department. The Motor Vehicle 

Time S a l e s  Disc losure  Act (A.R.S. 544-281 e t  s eq )  e s t a b l i s h e s  requirements -- 
and p r o h i b i t i o n s  f o r  motor veh ic l e  c o n t r a c t s .  For example, t h e  law 

r e q u i r e s  t h a t  c o n t r a c t s  be i n  wr i t i ng  and warn consumers not t o  s i g n  i f  

any p rov i s ions  a r e  l e f t  blank. I n  a d d i t  i on ,  Federa l  t ruth-in-lending 

r e g u l a t i o n s ,  enforced by t h e  Federa l  Trade Commission, r equ i r e  l e n d e r s  t o  

d i s c l o s e  c o n t r a c t  terms and charges  t o  a l l  borrowers. Thus, t h e  law 

o f f e r s  consumers some means t o  p ro t ec t  themselves aga ins t  a l l  bus inesses  

which make v e h i c l e  loans .  

Strengthening Arizona law a s  recommended i n  Finding I (see  pages 24-26) 

w i l l  enab le  consumers t o  dec ide  f o r  themselves about mot o r  veh i c l e  

c o n t r a c t s .  Authorizing t h e  Attorney General t o  i n v e s t i g a t e  v i o l a t i o n s  of 

t h e  Motor Vehicle Time Sa les  Disc losure  Act w i l l  provide consumers wi th  

adequate  recourse  i f  problems occur.* By tak ing  t h e s e  a c t i o n s ,  t h e  

L e g i s l a t u r e  w i l l  e l im ina t e  t h e  need t o  r e g u l a t e  mot o r  veh i c l e  d e a l e r s  and 

s a l e s  f i nance  companies beyond t h e  requirements a p p l i c a b l e  t o  a l l  l ende r s .  

Continued Regulat ion Needed f o r  Four En te rp r i s e  Categories  - I n  c o n t r a s t  

t o  t h e  two e n t e r p r i s e s  discussed above, continued r egu la t i on  i s  needed f o r  

t h e  remaining f o u r  e n t e r p r i s e  ca t ego r i e s .  The primary need f o r  r egu la t i ng  

mortgage brokers ,  escrow agen t s ,  c o l l e c t i o n  agenc ies  and debt  management 

companies a r i s e s  from t h e  l a r g e  sums of money t h e s e  e n t e r p r i s e s  hold i n  

t r u s t .  Combined wi th  complex opera t ing  procedures a t  t h e  var ious  

e n t e r p r i s e s ,  t h e s e  t r u s t  funds provide o p p o r t u n i t i e s  f o r  f raud and abuse. 

MORTGAGE BROKERS AND ESCROW AGENTS o f f e r  t h e  most dramatic  examples of 

need f o r  r egu la t i on .  Although t h e  Department l a c k s  s p e c i f i c  information 

on t h e  s i z e s  of t h e s e  companies, one o f f i c i a l  es t imated t h a t  a  l a r g e  

brokerage company can  exceed $100 m i l l i o n  i n  loans  per  year .  Recent 

Departmental i n v e s t i g a t i o n s  have revealed c a s e s  involving major f raud .  

* According t o  t h e  Banking Department ' s  Ass i s t an t  Attorney General,  t h e  
Attorney General can now i n v e s t i g a t e  such v i o l a t i o n s  only a t  t h e  
Superintendent  ' s r eques t .  



Example 1 

A mortgage broker concealed adverse information about property f o r  

which c l i e n t s  were lending money. The company a l s o  concealed 

r e p o r t s  of unsa t i s f ac to ry  c r e d i t  r a t i n g s  on p o t e n t i a l  borrowers, 

misrepresented it s s e r v i c e s  i n  advertisement s, misrepresented 

charges,  made unauthorized charges t o  customers and concealed 

charges.  A two-year i n v e s t i g a t i o n  r e su l t ed  i n  more than  $825,000 

r e s t i t u t i o n  t o  borrowers and l ende r s  and payment t o  t h e  S t a t e  of 

over $200,000 i n  c i v i l  p e n a l t i e s  and a t to rney  f e e s .  

Other i n v e s t i g a t i o n s  of mortgage brokers  have r e su l t ed  i n  r e s t i t u t i o n s  of 

$5,400 and $7,600 f o r  s i m i l a r  v io l a t ions .  Department o f f i c i a l s  a n t i c i p a t e  

t h a t  a cu r r en t  i n v e s t i g a t i o n  w i l l  i d e n t i f y  over $1 m i l l i o n  i n  l o s ses .  I n  

a s i m i l a r  manner, escrow agents  can  a l s o  harm consumers. 

Example 2 

An escrow agency handled an  account involving s e v e r a l  i l l e g i t i m a t e  

land s a l e s  and t r a n s f e r s .  Although t h e  agency knew o r  should have 

known of t h e  f raudulent  p r a c t i c e s ,  i t  d i d  not d i s c l o s e  t h e  

information t o  t h e  lenders .  The Banking Department obtained a 

consent judgment aga ins t  t h e  company and i t s  pres ident  which 

r e su l t ed  i n  $25,000 i n  r e s t i t u t i o n  f o r  seven v ic t ims  and $20,000 i n  

c i v i l  p e n a l t i e s  and a t to rney  f ees .  Legal a c t  i ons  aga ins t  t h r e e  

o t h e r  i nd iv idua l s  f o r  consumer f r aud ,  Banking Act v i o l a t i o n s  and 

racke teer ing  a r e  pending. 

Example 3 

An escrow agent embezzled funds and f a i l e d  t o  provide promised 

se rv i ces .  The Department expec ts  i t s  i n v e s t i g a t i o n  of t h i s  case  t o  

r e s u l t  i n  r e s t i t u t i o n  of $60,000 t o  $70,000. 



Two c u r r e n t  i n v e s t i g a t i o n s  of escrow agencies  involve  l a r g e r  examples of 

f raud .  I n  one c a s e  t h e  Banking Department has  i d e n t i f i e d  an  est imated 

$700,000 i n  p o t e n t i a l  c la ims.  A second i n v e s t i g a t i o n  involves  l o s s e s  

which a  Department o f f i c i a l  e s t ima te s  t o  be i n  t h e  "low t o  mid s i x  f i g u r e  

range. 11 

Mortgage brokers  and escrow agents  harm consumers by f a i l i n g  t o  proper ly  

d i s cha rge  t h e i r  t r u s t  r e s p o n s i b i l i t i e s  and misleading persons who seek 

t h e i r  s e rv i ce s .  Almost ha l f  (47 percent )  of t h e  100 complaints  we 

reviewed were made aga ins t  t he se  two e n t e r p r i s e  c a t e g o r i e s .  Because t h e  

f r audu len t  a c t i v i t i e s  a r e  of t e n  i n t e r n a l  and h ighly  complex, p o t e n t i a l  

v i c t ims  a r e  not i n  a  p o s i t i o n  t o  adequately p r o t e c t  themselves. 

COLLECTION AGENCIES a l s o  pose a  t h r e a t  t o  consumers, both c r e d i t o r s  and 

deb to r s .  The Department i s  c u r r e n t l y  i n v e s t i g a t i n g  a  c a s e  where a  

c o l l e c t  i o n  agency commingled funds paid by d e b t o r s  and f r audu len t ly  

misappropriated some $40,000. 

I n  a d d i t  i on  t o  f i n a n c i a l  f raud  , c o l l e c t  i o n  agency p r a c t i c e s  may t h r e a t  en 

deb to r s .  For example, t h e  Department found one agent  who s o l i c i t e d  sexua l  

f a v o r s  i n  r e t u r n  f o r  more l i b e r a l  payment terms. Co l l ec t i on  agencies  may 

a l s o  ha ra s s  d e b t o r s  by repea ted ly  c a l l i n g  them, t h r ea t en ing  l e g a l  a c t i o n  

when no grounds e x i s t  and using rude and abusive language. A s  a  r e s u l t ,  

c o l l e c t i o n  agenc ies  were t h e  s i n g l e  l a r g e s t  t a r g e t  of complaints  we 

reviewed (29  percent ) .  

DEBT MANAGEMENT COMPANIES can  harm consumers by misappropriat ing funds 

i n  t h e i r  t r u s t .  Debt management companies a s s i s t  i n d i v i d u a l s  i n  managing 

t h e i r  f inances .  The i n d i v i d u a l s  w i l l  u sua l ly  t u r n  over a  p o r t i o n  of t h e i r  

income t o  t h e  company which i n  t u r n  pays t h e  i n d i v i d u a l s '  c r e d i t o r s .  Two 

of t h e  s i x  debt  management companies a r e  nonprof i t .  The remaining fou r  

companies a r e  p r o f i t  o r ien ted  and usua l ly  charge an  i n i t i a l  f e e  and a 

percentage of t h e  funds they handle on behalf of t h e  i nd iv idua l  c l i e n t .  



Debt management companies manage account s through t r u s t  funds i n t o  which 

they depos i t  c l i e n t  funds. The companies then  pay c l i e n t s '  c r e d i t o r s  from 

t h e  t r u s t  funds. A s  with t h e  o the r  e n t e r p r i s e s ,  t r u s t  funds held by debt  

management companies o f f e r  t h e  p o t e n t i a l  f o r  f raud  . The Banking 

Department i nves t iga t ed  one case  involving embezzlement a t  a debt  

management company during 1982-83. The Department's i n v e s t i g a t i o n  

r e su l t ed  i n  $6,200 r e s t i t u t i o n  and a $10,000 c i v i l  pena l ty .  

Although f o u r  of s i x  e n t e r p r i s e s  pose f i n a n c i a l  r i s k  t o  consumers, t h e  

Banking Department does not rou t ine ly  examine e n t e r p r i s e s .  Because o t h e r  

regula tory  a c t i v i t i e s ,  such a s  l i c e n s i n g ,  do not neces sa r i l y  screen  out 

unscrupulous persons,  t h e  Department 's f a i l u r e  t o  rou t ine ly  examine 

e n t e r p r i s e s  means t h a t  it l acks  a n  e f f e c t i v e  means f o r  d e t e r r i n g  i l l e g a l  

and une th i ca l  p r a c t i c e s  of mortgage brokers ,  escrow agents ,  debt  

management companies and c o l l e c t  ion  agencies .  

Regulatory A c t i v i t i e s  - The Department r egu la t e s  e n t e r p r i s e s  i n  s e v e r a l  

ways. Each e n t e r p r i s e  must o b t a i n  a l i cense .  P r i n c i p a l  owners of 

mortgage brokerages,  escrow agencies ,  c o l l e c t i o n  agencies  and deb t  

management companies must submit personal  h i s t o r i e s  and f i n g e r p r i n t s .  

Persons applying f o r  motor veh ic l e  d e a l e r  and s a l e s  f i nance  company 

l i c e n s e s  must a l s o  submit personal  h i s t o r i e s ,  but t h e  Department only 

f i n g e r p r i n t s  app l i can t s  who i n d i c a t e  c r imina l  records.  Although t h e  

l i cens ing  i n v e s t i g a t i o n  may screen  out persons wi th  known c r imina l  

records,  t h e  Department den ie s  few app l i ca t ions .  Between January and Ju ly  

of 1983 only 14 a p p l i c a n t s  out of 247 ( 6  percent )  f a i l e d  t o  qua l i fy  f o r  a 

l i cense .  The Department a l s o  i n v e s t i g a t e s  complaints ,  but i n  most 

i n s t ances  Department a c t i o n  c o n s i s t s  of sending a form l e t t e r  t o  t h e  

e n t e r p r i s e .  Although r ecu r r ing  complaints aga ins t  a p a r t i c u l a r  e n t e r p r i s e  

may r e s u l t  i n  a s p e c i a l  i nves t iga t ion ,  t h e  ex t en t  of Banking Department 

c o n t r o l  of e n t e r p r i s e s  through l i cens ing  and complaint i n v e s t i g a t i o n  i s  

r e l a t i v e l y  l imi ted  . 



The f i n a l  method of r e g u l a t i o n  i s  examination.  S t a t e  l aw does  no t  mandate 

a s p e c i f i c  examina t ion  s c h e d u l e  f o r  e n t e r p r i s e s .  Ra ther ,  t h e  

Super in tenden t  may examine t h e s e  e n t i t i e s  a t  h i s  d i s c r e t i o n .  D e s p i t e  

t h e i r  p o t e n t i a l  f o r  d e t e r r i n g  f r a u d  and abuse ,  e n t e r p r i s e  examinat i o n s  a r e  

ve ry  i n f r e q u e n t .  

I n f r e q u e n t  Examinations - The Banking Department h a s  examined very  few 

e n t e r p r i s e s  i n  r e c e n t  y e a r s .  During f i s c a l  y e a r s  1980-81 th rough  1982-83 

t h e  Department conducted 29 examinat ions  o r  i n v e s t i g a t i o n s ,  l e s s  t h a n  2  

p e r c e n t  of t h e  l i c e n s e d  e n t e r p r i s e s  (Tab le  6) .  Thus, t h e  odds of being 

examined are o n l y  s l i g h t l y  more t h a n  1 i n  1 0 0  o v e r  a  3-year pe r iod .  

TABLE 6 

ENTERPRISE EXAMINATIONS, FISCAL YEARS 
1980-81 THROUGH 1982-83 

E n t e r p r i s e  
Number of Average Number Percen t  

Examinat i o n s  of E n t e r p r i s e s  Examined 

Mortgage Brokers  1 2  
Escrow Agent s 2  
C o l l e c t i o n  Agencies 7 
Debt Management Companies 1 
Motor Vehic le  D e a l e r s /  

S a l e s  F inance  Companies 7 - 
T o t a l  2  9  

The l i m i t e d  number of examinat i o n s  reduces  t h e  e f f e c t i v e n e s s  of t h e  

Depar tment ' s  o v e r s i g h t .  Departmental  o f f i c i a l s  m a i n t a i n  t h a t  t h e  

Department l a c k s  a d e q u a t e  s t a f f  t o  r o u t i n e l y  examine e n t e r p r i s e s .  

C u r r e n t l y ,  a n  i n v e s t i g a t i o n  o c c u r s  on ly  when t h e  Department has  reason  t o  

s u s p e c t  problems. As a  r e s u l t ,  i n v e s t i g a t o r s  may examine a l l  r e c o r d s  f o r  

a m u l t i y e a r  p e r i o d .  I n  two c a s e s ,  i n v e s t i g a t i o n s  t o o k  two y e a r s  t o  

complete .  While t h e  Department 's approach a p p e a r s  adequa te  f o r  

i n v e s t i g a t i n g  suspec ted  problems, t h e  r e l a t i v e  i n £  requency of examinat i o n s  

o f f e r s  l i t t l e  d e t e r r e n t  a g a i n s t  f r a u d  and abuse .  



Routine Examinations Would 
I m ~ r o v e  P ro t ec t  i on  

The Banking Department c a n  i n c r e a s e  consumer p r o t e c t  i on  aga ins t  f raud  i n  

f i n a n c i a l  e n t e r p r i s e s  by developing procedures t o  conduct sys temat ic  , 
e f f e c t i v e  examinations of t h e s e  e n t i t i e s  on a r o u t i n e  bas i s .  Such r o u t i n e  

examinations would be  a "spot check" of e n t e r p r i s e s  s e l ec t ed  randomly and 

i n  s u f f i c i e n t  numbers t o  d e t e r  p o t e n t i a l  wrongdoing. These examinations 

would focus  on key documents and procedures most l i k e l y  t o  i d e n t i f y  

problems. Routine examinat i ons  would not r ep l ace  in-depth i n v e s t i g a t i o n s  

bu t ,  r a t h e r ,  would i d e n t i f y  e n t e r p r i s e s  f a i l i n g  t o  comply with l e g a l  

requirements.  

The Banking Department can  develop e f f e c t i v e  procedures  t o  ensure 

sys temat ic  examination of mortgage brokers ,  escrow agents ,  c o l l e c t i o n  

agen t s  and debt  management companies based on t h r e e  p r i n c i p l e s  : 

Iden t i fy ing  a random sample of e n t e r p r i s e s  i n  each ca tegory  f o r  

examinat ion. The Department would commit resources  t o  examine 

a l l  e n t e r p r i s e s  s e l ec t ed  f o r  each y e a r ' s  sample. Problems 

i d e n t i f i e d  would be f u r t h e r  i nves t i ga t ed  by t h e  Department ' s 

e x i s t i n g  s p e c i a l  i n v e s t i g a t i o n s  team. 

Es t ab l i sh ing  p r i o r i t y  a r e a s  f o r  a u d i t  work. The Department 

should focus  on t r a n s a c t i o n s  and documents which provide t h e  

c l e a r e s t  i n d i c a t i o n s  of compliance wi th  t h e  law ( t r u s t  accounts  

and un i f i ed  f i n a n c i a l  s ta tements ,  f o r  example) . 

a Sampling key documents. To promote e f f i c i e n c y  t h e  Department 

should review a sample of key documents a t  each e n t e r p r i s e  under 

examinat ion. Re la t i ve ly  simple s t a t i s t i c a l  methods a r e  a v a i l a b l e  

t o  ensure  t h a t  sample documents a r e  r e p r e s e n t a t i v e  of a l l  such 

r eco rds  a t  a n  e n t e r p r i s e .  



The c o s t  of implementing r o u t i n e  e n t e r p r i s e  examinat ions  w i l l  depend on 

t h e  s i z e  o f  t h e  sample chosen.  A 1 0  p e r c e n t  sample of e n t e r p r i s e s  

(exc lud ing  motor v e h i c l e  d e a l e r s  and s a l e s  f i n a n c e  companies) would 

r e q u i r e  approximately  3.6 FTE p o s i t  i o n s  ; a n  8 p e r c e n t  sample would r e q u i r e  

2.9 FTEs (Tab le  7). I f  a r o u t i n e  examinat ion d i s c l o s e d  s e r i o u s  problems, 

t h e  Department cou ld  t h e n  conduct  a d e t a i l e d  i n v e s t i g a t i o n  s i m i l a r  t o  

t h o s e  it now conducts .  Although a d d i t i o n a l  s t a f f  would be  r e q u i r e d  t o  

conduct r o u t i n e  examinat i o n s ,  our  a u d i t  work i n  Finding I i n d i c a t e s  t h a t  

t h e  Department c a n  p rov ide  1 .3  p r o f e s s i o n a l  FTE p o s i t  i o n s  by r e a s s i g n i n g  

e x i s t i n g  p e r s o n n e l  ( s e e  page 24). 

TABLE 7 

ESTIMATED COSTS FOR ROUTINE EXAMINATIONS OF FINANCIAL ENTERPRISES ( 1 )  

- - 

Number of Examinations 

Sample S i z e  
8 Percent  1 0  Percent  

Hours Required 5,200 6,560 

FTEs Required 2.9 3.6 

Assumptions: a )  motor v e h i c l e  d e a l e r s  and s a l e s  f i n a n c e  companies 
excluded,  b)  8 0  s t a f f  h o u r s  p e r  e n t e r p r i s e ,  and c )  FTEs based on 
1 ,800  d i r e c t  hours  p e r  y e a r .  



CONCLUSION 

The p o t e n t i a l  f o r  f raud  and abuse i n  many f i n a n c i a l  e n t e r p r i s e s  c r e a t e s  a  

c l e a r  need f o r  r egu la t i on .  However, because f i n a n c i a l  harm i s  l imi t ed ,  

s t rengthened t ruth- in- lending requirements  would provide adequate  

p r o t e c t i o n  f o r  persons dea l ing  wi th  motor v e h i c l e  d e a l e r s  and s a l e s  

f i nance  companies. On t h e  o the r  hand mortgage brokers ,  escrow agents ,  

c o l l e c t i o n  agen t s  and debt  management companies r e q u i r e  more ex t ens ive  

s u r v e i l l a n c e  t h a n  t h e  Banking Department c u r r e n t l y  provides .  The 

Department can  provide e f f e c t i v e  overs igh t  of t h e s e  f i n a n c i a l  e n t e r p r i s e s  

by conducting r o u t i n e  examinat ions.  

RECOMMENDATIONS 

1. The Leg i s l a tu re  should cons ide r  amending : 

a.  A.R.S. $44-281 - e t  3 t o  d e l e t e  a l l  l i c e n s i n g  requirements f o r  

motor v e h i c l e  d e a l e r s  and s a l e s  f i nance  companies and t o  empower 

t h e  Attorney General t o  i n v e s t i g a t e  v i o l a t  i o n s  of t h e  Mot o r  

Vehicle  Time S a l e s  Disc losure  Act and 

b. A.R.S. $6-101 t o  d e l e t e  re fe rence  t o  $44-281 et  seq from t h e  -- 
d e f i n i t i o n  of " T i t l e .  " Thi s  change would make Banking Department 

s t a t u t e s  no longer  a p p l i c a b l e  t o  motor v e h i c l e  d e a l e r s  and s a l e s  

f i nance  companies. 

2. The Department should develop procedures  t o  implement rou t  i n e  

examinations f o r  a  sample of f i n a n c i a l  e n t e r p r i s e s  each year .  Audit 

work a t  each e n t e r p r i s e  should focus  on a  v a l i d  sample of p r i o r i t y  

t r a n s a c t i o n s  and documents. 



FINDING I11 

OVERSIGHT OF FINANCIAL INSTITUTIONS IS ADEQUATE BUT THE DEPARTMENT CAN 

IMPROVE UTILIZATION OF ITS EXAMINERS- 

The Banking Department adequately superv ises  S t a t  e-chart ered f i n a n c i a l  

i n s t i t u t i o n s  but can  improve the  use  of i t s  examiners. The Department has 

met o r  exceeded s t a t u t o r y  requirements f o r  examining i n s t i t u t i o n s  i n  

recent  yea r s .  However, r ev i s ing  examination procedures and improving 

personnel  management could inc rease  depart  mental e f f i c i ency  . 

Examination and Follow-up 
A c t i v i t i e s  Are Adeauate 

The Banking Department adequately superv ises  S ta te -char te red  f i n a n c i a l  

i n s t i t u t i o n s .  Our review of Department records  f o r  a f ive-year period 

shows t h a t  t h e  Department has  l a r g e l y  complied wi th  s t a t u t o r y  requirements 

f o r  examining i n s t i t u t i o n s  and i n  most c a s e s  e f f e c t i v e l y  followed up on 

problems i d e n t i f i e d  during examinat ions.  Although we found some 

shortcomings, they were not  major and a r e  being co r rec t ed .  

I n s t i t u t i o n s  and Supervisory Respons ib i l i ty  - Arizona law d e f i n e s  f i v e  

types  of S t a t  e-chart ered f i n a n c i a l  i n s t i t u t i o n s  : banks, savings and loan  

a s s o c i a t i o n s ,  t r u s t  companies, c r e d i t  unions and small  l oan  companies. 

The Department monitors t h e  performance and cond i t i ons  of t h e s e  

i n s t i t u t i o n s  through pe r iod ic  examinations. Arizona s t a t u t e s  r equ i r e  t h e  

Department t o  examine t h e s e  i n s t i t u t i o n s  on a r egu la r  bas i s .  The required 

schedule is: 24 months f o r  banks and savings and loan  a s s o c i a t i o n s ,  every 

12  months f o r  t r u s t  companies and c r e d i t  unions and each f i s c a l  yea r  f o r  

small  l o a n  companies. 

Federal  agencies  such a s  t h e  Federal  Deposit Insurance Corporation and t h e  

Federal  Savings and Loan Insurance Corporation examine State-chartered 

i n s t i t u t i o n s .  Arizona law r e q u i r e s  S t a t  e-chart ered banks, savings and 

loan  a s s o c i a t i o n s  and c r e d i t  unions t o  c a r r y  Federa l  depos i t  insurance. 



This  p r o t e c t s  d e p o s i t o r  f u n d s  up t o  a s p e c i f i e d  d o l l a r  amount i f  a n  

i n s t i t u t i o n  f a i l s .  As a r e s u l t ,  a l l  S t a t e - c h a r t e r e d  i n s t i t u t i o n s  a r e  

s u b j e c t  t o  F e d e r a l  r e g u l a t i o n  and examinat ion.  A.R.S. $6-128 a l l o w s  t h e  

Banking Department t o  p a r t i c i p a t e  j o i n t l y  w i t h  F e d e r a l  a g e n c i e s  when 

conduc t ing  examinat ions .  Th is  s e c t i o n  a l s o  p e r m i t s  t h e  Super in tenden t  t o  

a c c e p t  F e d e r a l  examinat ion r e p o r t s  i n  l i e u  of a S t a t e  examination.  

Examinations - Our rev iew of examinat ion r e c o r d s  shows t h a t  t h e  Department 

met s t a t u t o r y  examinat i o n  requ i rements  f o r  banks, sav ings  and l o a n  

a s s o c i a t i o n s ,  c r e d i t  un ions  and s m a l l  l o a n  companies. Table  8 shows t h a t  

f o r  banks and s a v i n g s  and l o a n  a s s o c i a t i o n s ,  t h e  average  examinat ion 

f requency  was t w i c e  a s  o f t e n  a s  r e q u i r e d  by l a w  d u r i n g  f i s c a l  y e a r s  

1 9  78-79 th rough  1982-83. The Department met requ i rements  f o r  examinat i o n s  

of c r e d i t  un ions  each c a l e n d a r  y e a r  d u r i n g  t h i s  same p e r i o d .  Every smal l  

l o a n  company was examined d u r i n g  f i s c a l  y e a r  1982-83 as r e q u i r e d  by 

s t a t u t e .  F e d e r a l  a g e n c i e s  which s h a r e  o v e r s i g h t  r e s p o n s i b i l i t y  w i t h  t h e  

Banking Department of t e n  examine t h e  i n s t i t u t i o n s  j o i n t l y  w i t h  t h e  

Department and c o n s i d e r  A r i z o n a ' s  examinat ions  t o  be  comparable t o  t h e i r  

own. 

TABLE 8 

I n s t i t u t i o n  

COMPLIANCE WITH EXAMINATION REQUIREMENTS, 
FISCAL YEARS 1978-79 THROUGH 1982-83 

S t a t u t o r y  Average Time Between 
Requirement Examinat i o n s  (1 )  

Banks 24 months 

Savings  and Loans 24 months 

C r e d i t  Unions each c a l e n d a r  y e a r  

Trus t  1 2  months 

Smal l  Loan Companies each f i s c a l  y e a r  

11.6 months 

10.7 months 

12.5 months 

13.6  months 

( 2 )  

( 1 )  I n c l u d e s  F e d e r a l  agency and j o i n t  F e d e r a l / S t a t e  examinat ions .  A.R.S. 
§6-128 a l l o w s  t h e  Super in tenden t  t o  a c c e p t  F e d e r a l  examinat ions  i n  
l i e u  of S t a t e  examinat ions .  

(2 )  Due t o  t h e  l a r g e  number of small l o a n  companies, we reviewed on ly  one 
y e a r  of examinat ion d a t a .  We found t h a t  t h e  Department examined each 
s m a l l  l o a n  company d u r i n g  f i s c a l  y e a r  1982-83. 



I n  c o n t r a s t ,  t h e  Department has  not examined any t r u s t  companies s i n c e  May 

1982 when i t s  t r u s t  examiner d i ed .  However, Federa l  agencies  conducted 

s i x  examinations and one j o i n t l y  wi th  t h e  S t a t e .  A s  a r e s u l t  t h e  

Department was a b l e  t o  meet examination requirements f o r  a l l  but two t r u s t  

companies. The Department has  h i red  a n  i n d i v i d u a l  t o  begin t r a i n i n g  a s  a 

t r u s t  examiner who w i l l  begin work i n  October 1983. 

Follow-up - The Department's follow-up of problems i d e n t i f i e d  dur ing  

examinations appears  adequate .  The Department a c t s  t o  r e so lve  problems 

using l e t t e r s ,  te lephone c a l l s  and unscheduled examinations t o  ensure  t h a t  

i n s t i t u t i o n s  c o r r e c t  problems. The only n o t i c e a b l e  l a c k  of c o n s i s t e n t  

follow-up occurred i n  one c r e d i t  union. The c r e d i t  union operated f o r  

f o u r  y e a r s  under an order  t o  s t o p  d e c l a r i n g  d iv idends  i n  excess  of 

earn ings .  Although examiners noted t h e  same problem dur ing  t h r e e  of t h e  

l a s t  f o u r  examinations,  t h e  Department was r e l u c t a n t  t o  c l o s e  t h e  c r e d i t  

union a s  long a s  i t s  c a p i t a l  remained s u f f i c i e n t  and i t s  Federa l  insurance  

was not  i n  jeopardy. U n t i l  r ecen t ly  c l o s u r e  was t h e  Department's only 

op t ion  i n  such mat te rs .  The 1983 Leg i s l a tu re  au thor ized  t h e  Department t o  

remove personnel  r e spons ib l e  f o r  such v i o l a t i o n s .  The Superintendent 

b e l i e v e s  t h a t  t h i s  a u t h o r i t y  w i l l  provide a c r e d i b l e  means of ensuring 

compliance . 

The Department Can Improve t h e  
Use of P ro fe s s iona l  S t a f f  

Although supe rv i s ion  of f i n a n c i a l  i n s t i t u t i o n s  i s  adequate ,  t h e  Department 

can  more e f f i c i e n t l y  u t i l i z e  i t s  p ro fe s s iona l  personnel .  The Department 

may be a b l e  t o  improve s t a f f  u t i l i z a t i o n  by i n v e s t i g a t i n g  procedures 

developed by o the r  agenc ies  f o r  i nc reas ing  a u d i t  e f f i c i e n c y .  Developing 

a n  a c c u r a t e  personnel  management system would a l s o  c o n t r i b u t e  t o  more 

e f f i c i e n t  u se  of personnel .  

E f f i c i ency  of I n s t i t u t i o n a l  Examinat i ons  - The Department may be a b l e  t o  

i n c r e a s e  t h e  e f f i c i e n c y  of i n s t i t u t i o n a l  examinations.  Although most 

f i n a n c i a l  regula tory  agenc ies  fo l l ow  procedures  very s i m i l a r  t o  Arizona 's ,  



approaches used by two o rgan iza t ions  suggest  t h a t  t h e  Department may be 

a b l e  t o  reduce examination t i m e  without  s a c r i f i c i n g  e f f e c t i v e  overs igh t .  

The Department examines f i n a n c i a l  i n s t i t u t i o n s  t o  determine i f  t hey  a r e  

f i n a n c i a l l y  sound. The s tandard examination i s  b a s i c a l l y  t h e  same f o r  a l l  

i n s t i t u t i o n s  and i s  very d e t a i l e d .  For example, examiners t y p i c a l l y  

review 80 percent  of each i n s t i t u t i o n ' s  loans .  

The Department's d e t a i l e d  examination appears  unnecessary compared t o  t h e  

process  used by o t h e r  agencies .  The United S t a t e s  Comptroller of t he  

Currency and t h e  V i rg in i a  Bureau of F inanc i a l  I n s t i t u t i o n s  have developed 

procedures  t h a t  suggest t h e  Banking Department can  ensure f i n a n c i a l  

soundness wi th  a l e s s  d e t a i l e d  examination of some i n s t i t u t i o n a l  a s s e t s .  

Both agenc ies  have changed from procedures s i m i l a r  t o  Arizona's t o  methods 

t h a t  they be l i eve  provide  adequate  overs igh t  i n  a more e f f i c i e n t  manner. 

The Comptroller of t h e  Currency bases t h e  scope of i t s  examination on a 

bank's f i n a n c i a l  cond i t i on  a s  i nd i ca t ed  by t h e  previous examination. For 

banks wi th  h igher  r a t i n g s  Comptroller s t a f f  w i l l  review information 

suppl ied  by t h e  i n s t i t u t i o n s .  Unless t h i s  review i d e n t i f i e s  problems, t h e  

Comptroller w i l l  a l low t h e  maximum t i m e  allowed by po l i cy  (18 months) t o  

e l apse  before  examining an i n s t i t u t i o n .  When t h e  examination t a k e s  p lace ,  

it  i s  l imi t ed  t o  a review of t h e  bank's f i n a n c i a l  r epo r t  and a small  

number of loans.  Banks wi th  lower r a t i n g s ,  on t h e  o the r  hand, a r e  

examined more f r equen t ly  and t o  a g r e a t e r  ex t en t  than  h igher  r a t e d  banks. 

The V i r g i n i a  Bureau of F inanc i a l  I n s t i t u t i o n s  i s  changing i t s  supervisory 

procedures  i n  a s i m i l a r  manner. The Bureau c o l l e c t s  information from 

i n s t i t u t i o n s  and from o the r  sources  and reviews i t  t o  i d e n t i f y  p o t e n t i a l  

problems. The review focuses  on i n t e r n a l  c o n t r o l s ,  a s s e t s  which a r e  

sub jec t  t o  i n f luences  beyond t h e  i n s t i t u t i o n ' s  c o n t r o l ,  previous 

examinations and i n s t i t u t i o n a l  f i n a n c i a l  s ta tements  t o  i d e n t i f y  problems. 

The e x t e n t  t o  which t h i s  review i d e n t i f i e s  any problems determines t h e  

scope of .  t h e  Bureau's subsequent examination. 



Because t h e s e  examination procedures a r e  r e l a t i v e l y  new, experience wi th  

them i s  l i m i t e d .  However, t h e  procedures may o f f e r  oppor tun i t i e s  f o r  

s t a f f  sav ings  t h a t  could be used t o  meet t h e  growing r e s p o n s i b i l i t i e s  of 

t h e  Banking Department. (For example, t h e  number of banks has  grown from 

1 3  i n  1978 t o  30 i n  1983, and beginning i n  1983 t h e  Department i s  

r e spons ib l e  f o r  superv is ing  bank holding companies and i n t e r n a t i o n a l  

banks.) Much of t h e  in format ion  used by t h e  Comptroller and Vi rg in i a  i s  

now a v a i l a b l e  t o  t h e  Department o r  c a n  be r e a d i l y  obtained from t h e  

i n s t i t u t i o n s  o r  out s i d e  sources .  The Department should review t h e  

experiences  of o t h e r  s t a t e s '  and Federa l  agenc ies  t o  determine i f  such 

procedures a r e  a p p l i c a b l e  t o  Departmental a c t i v i t i e s .  

Manpower Planning - The Banking Department l a c k s  a c c u r a t e  information f o r  

e s t ima t ing  personnel  requirements.  A c t i v i t y  r e p o r t s  submitted by 

examiners do not provide s u f f i c i e n t  information t o  departmental  managers 

t o  a l low them t o  e s t ima te  resources  necessary t o  examine i n s t  it u t  ions.  

Without a c c u r a t e  a c t i v i t y  repor t ing  t h e  Department w i l l  be unable t o  

e f f i c i e n t l y  implement changes i n  examination procedures.  

The Department does not  sy s t ema t i ca l l y  p l a n  f o r  i n s t i t u t i o n a l  

examinat ions .  Departmental managers in formal ly  p r o j e c t  manpower 

requirements  based on prev ious  y e a r s '  experiences .  However, t h e  d a t a  base 

f o r  t he se  p r o j e c t i o n s  i s  l imi t ed .  Department examiners do  not  r epo r t  t h e i r  

t ime  by a c t i v i t y .  Rather ,  examiners r epo r t  t ime  only i n  terms of 

i n d i v i d u a l  i n s t i t u t i o n s  ( i . . ,  banks, sav ings  and loan  a s s o c i a t i o n s ) .  

Thus, t h e  Banking Department can  only p r o j e c t  t ime  requi red  f o r  e x i s t i n g  

examination procedures  a s  a whole; t h e  Department cannot e s t ima te  t h e  

impact of any procedura l  changes on personnel  requirements f o r  

examinations.  

The Department needs t o  develop a personnel  management system which 

provides  accu ra t e  e s t ima te s  of personnel  needed t o  conduct examinations.  

Improved repor t ing  of examiners' a c t i v i t i e s  and t ime would provide a more 

accu ra t e  b a s i s  f o r  e s t ima t ing  s t a f f  requirements  and developing agency 



budgets . Review and a n a l y s i s  of t ime r e p o r t s  would gene ra t e  t h e  

in format ion  a manager needs t o  e s t ima te  t h e  t ime requi red  f o r  s p e c i f i c  

a c t i v i t i e s  a t  each i n s t i t u t i o n .  I n  a d d i t i o n ,  t ime r e p o r t s  would i d e n t i f y  

problems such a s  high use  of p r o f e s s i o n a l  s t a f f  f o r  c l e r i c a l  d u t i e s .  

CONCLUSION 

Although t h e  Banking Department adequately superv ises  f i n a n c i a l  

i n s t i t u t i o n s ,  it can  improve t h e  u t i l i z a t i o n  of i t s  p ro fe s s iona l  s t a f f .  

The Department may be a b l e  t o  improve e f f i c i e n c y  of i n s t i t u t i o n a l  

examinations by r e v i s i n g  examination procedures.  I n  a d d i t i o n ,  a personnel  

management system w i l l  improve Departmental budget e s t ima te s .  

RE COMMENDATIONS 

1. The Department should review examination procedures used by o t h e r  

s t a t e s  and Federa l  agenc ies  t o  determine t h e  f e a s i b i l i t y  of i nc reas ing  

t h e  e f f i c i e n c y  of examination procedures.  

2. The Department should develop a personnel  management system which 

provides  a c c u r a t e  e s t ima te s  of s t a f f  resources  needed f o r  

examinations.  The system should repor t  t ime spent  by ind iv idua l  

examiners on major a c t i v i t i e s  a t  each i n s t i t u t i o n .  



FINDING I V  

THE CONFLICT OF INTEREST STATUTE FOR BANKING DEPARTMENT EMPLOYEES I S  

UNNECESSARILY RESTRICTIVE. 

The s t a t u t o r y  p r o h i b i t i o n  on c e r t a i n  l o a n s  t o  Banking Department employees 

i s  more s t r i n g e n t  t h a n  n e c e s s a r y  t o  p reven t  c o n f l i c t s  of i n t e r e s t .  The 

p r o h i b i t i o n  may l i m i t  t h e  Department 's  a b i l i t y  t o  a t t r a c t  q u a l i f i e d  s t a f f  

o r  c a u s e  h a r d s h i p  t o  new employees. Less  r e s t r i c t i v e  requirements  w i l l  

r educe  t h e  p o t e n t i a l  h a r d s h i p  wi thout  i n c r e a s i n g  t h e  r i s k  of c o n f l i c t s  o f  

i n t e r e s t .  

Department Employees May Not Have 
Loans from Regulated I n s t i t u t i o n s  

Arizona law p r o h i b i t s  a l l  Banking Department employees from ho ld ing  l o a n s  

a t  i n s t i t u t i o n s  r e g u l a t e d  by t h e  Department. A.R.S. $6-113 prov ides  t h a t  

no  Banking Department employee s h a l l  

". . . Be i n d e b t e d ,  d i r e c t l y  o r  i n d i r e c t l y ,  as  
borrower,  accommodation e n d o r s e r ,  s u r e t y  o r  g u a r a n t o r  
t o  any . . . f i n a n c i a l  i n s t i t u t i o n  o r  e n t e r p r i s e  . . . 
[under t h e  j u r i s d i c t i o n  of t h e  Department I." 

The p r o v i s i o n  i s  i n t e n d e d  t o  e l i m i n a t e  p o t e n t i a l  c o n f l i c t s  of i n t e r e s t  by 

reducing i n c e n t i v e s  f o r  c o l l u s i o n  between Banking Department s t a f f  and 

r e g u l a t e d  f i n a n c i a l  i n s t i t u t i o n s  o r  e n t e r p r i s e s .  

TO comply w i t h  t h i s  requirement  new employees ho ld ing  l o a n s  w i t h  r e g u l a t e d  

e n t i t i e s  must d i v e s t  themse lves  of t h e  l o a n s .  The employees must e i t h e r  

r e f i n a n c e  t h e  l o a n s  w i t h  a n  i n s t i t u t i o n  no t  r e g u l a t e d  by t h e  Department ( a  

n a t i o n a l  bank o r  f e d e r a l l y  c h a r t e r e d  s a v i n g s  and l o a n  a s s o c i a t i o n ,  f o r  

example) o r  pay i t  o f f .  A l l  Department s t a f f ,  i n c l u d i n g  c l e r i c a l  

p e r s o n n e l ,  must comply w i t h  t h i s  s t a t u t e .  



A Less R e s t r i c t i v e  S t a t u t e  W i l l  
E f f e c t i v e l y  Prevent Conf l i c t s  of 
- 
I n t e r e s t  

The p r o h i b i t i o n  aga ins t  holding any loans  with regula ted  e n t i t i e s  may 

prevent  p rospec t ive  employees from accept ing  p o s i t i o n s  w i t h  the  

Department. However, t h e  L e g i s l a t u r e  can  prevent p o t e n t i a l  c o n f l i c t s  of 

i n t e r e s t  among Banking Department personnel  without p r o h i b i t i n g  a l l  loans  

from Sta te - regula ted  e n t i t i e s .  

Persons accept ing employment wi th  t h e  Department may encounter f i n a n c i a l  

hardsh ips  i n  complying wi th  t h e  law. Refinancing may r e s u l t  i n  penal ty  

charges ,  procurement f e e s  and h igher  i n t e r e s t  r a t e s .  The c o s t  of 

r e f inanc ing  , e s p e c i a l l y  of o l d e r  housing loans  w i th  low i n t e r e s t  r a t e s ,  

may prevent  q u a l i f i e d  cand ida t e s  from accept ing a  p o s i t i o n  wi th  t h e  

Department. Six of twenty-one employees had t o  r e f inance  loans  when they 

began working f o r  t h e  Department. Two employees paid prepayment 

p e n a l t i e s .  I n t e r e s t  r a t e s  on a  bank ca rd  and au to  l oans  increased by a s  

much a s  10  percent  f o r  a  t h i r d  employee, and t h e  i n t e r e s t  r a t e  f o r  one 

employee's home mortgage went up by approximately 1 percent .  

The 1983-84 app rop r i a t i ons  a c t  a l lows  t h e  Department t o  h i r e  nine new 

examiners. Candidates w i th  i ndus t ry  experience a r e  p re fe r r ed .  However, 

t h e  Department may encounter d i f f i c u l t y  f i l l i n g  t h e  pos i t i ons .  According 

t o  a  Department o f f i c i a l ,  one prospec t ive  candida te  decided t o  not 

cont inue  in te rv iewing  r a t h e r  t han  r e f inance  a n  e x i s t i n g  loan. 

Less r e s t r i c t i v e  c o n t r o l s  used by o t h e r  s t a t e s '  and Federal  agencies  

e f f e c t i v e l y  add re s s  p o t e n t i a l  c o n f l i c t  of i n t e r e s t  s i t u a t i o n s  without 

requi r ing  employees t o  d i v e s t  e x i s t i n g  loans .  These c o n t r o l s  would allow 

Department employees t o  r e t a i n  loans  from regula ted  e n t i t i e s  under c e r t a i n  

cond i t i ons  without c r e a t i n g  a  c o n f l i c t  of i n t e r e s t .  I f  a  loan  ex is ted  

p r i o r  t o  employment with t h e  Department and t h e  employee continued t o  pay 

it under t h e  o r i g i n a l  terms, a  l oan  from a  regula ted  e n t i t y  would o f f e r  no 

i n c e n t i v e  f o r  a n  examiner t o  compromise h i s  o r  h e r  o b j e c t i v i t y .  



The Federa l  Deposit Insurance Corporat ion (FDIC) and Federa l  Home Loan 

Bank Board (FHLBB) have f u n c t i o n s  s i m i l a r  t o  t h e  Banking Department but 

a l l ow  t h e i r  employees t o  have loans  from regula ted  i n s t i t u t i o n s .  The FDIC 

permits  i t s  employees t o  r e t a i n  l oans  e x i s t i n g  p r i o r  t o  employment 

provided t h a t  they f u l l y  d i s c l o s e  t h e  l oans  when they begin work. The 

employees may not  change t h e  terms of t h e  e x i s t i n g  l oans ,  nor  may they 

o b t a i n  new loans  from regula ted  agencies .  The FHLBB al lows employees t o  

ob t a in  r e s i d e n t i a l  loans  from regula ted  i n s t i t u t i o n s .  Employees must 

d i s c l o s e  t h e  loan,  provide a  s ta tement  from t h e  l ende r  t h a t  t h e  employee 

received no p r e f e r e n t i a l  t reatment  and make payments s o  a s  t o  avoid any 

p e n a l t i e s  o r  l a t e  charges .  

CONCLUSION 

The s t a t u t e  p roh ib i t i ng  c e r t a i n  loans  t o  Banking Department employees i s  

unnecessar i ly  r e s t r i c t i v e .  It may l i m i t  t h e  Department's a b i l i t y  t o  

a t t r a c t  q u a l i f i e d  s t a f f  and c r e a t e  hardsh ip  t o  new employees. The 

L e g i s l a t u r e  can l e s s e n  e x i s t i n g  r e s t r i c t i o n s  without  r i s k  t o  t h e  

Department ' s i m p a r t i a l i t y  . 

RECOMMENDATIONS 

1. The L e g i s l a t u r e  should cons ider  amending A.R.S. $6-113 t o  

a .  Allow p ro fe s s iona l  s t a f f  t o  r e t a i n  loans  wi th  e n t i t i e s  regula ted  

by t h e  Department i f  t h e  l oan  ex i s t ed  p r i o r  t o  employment wi th  

t h e  Department and t h e  employee cont inues  t o  amort ize  t h e  l oan  

under i t s  o r i g i n a l  terms and 

b. Require t h a t  each employee f u l l y  d i s c l o s e  a l l  loans  wi th  e n t i t i e s  

regula ted  by t h e  Department and t h e  terms of such loans  a t  t h e  

t ime  of i n i t i a l  employment. 

2. The Banking Department should e s t a b l i s h  a pol icy  of not  ass ign ing  

personnel  t o  examine i n s t i t u t i o n s  from which they hold a  p reex i s t i ng  

loan.  



OTHER PERTINENT INFORMATION 

During t h e  a u d i t  w e  developed p e r t i n e n t  in format ion  i n  t h e  fol lowing t h r e e  

a r e a s :  1 )  i n t e r s t a t e  banking, 2) Banking Department o f f i c e  space needs,  

and 3)  t h e  s t a t u s  of previous performance a u d i t  f i n d i n g s  on t h e  r e g u l a t i o n  

of t h e  c o l l e c t i o n  indus t ry .  

INTERSTATE BANKING 

Although a  number of s t a t e s  have enacted o r  cons idered  l e g i s l a t i o n  t o  

a l l ow  out-of-s ta te  bankholding companies t o  ope ra t e  w i th in  t h e i r  

boundaries ,  " i n t e r s t a t e  banking" involves  much unce r t a in ty  and 

specula t ion .  Nine s t a t e s  a l l ow  some f o m  of i n t e r s t a t e  banking. S t a t u t e s  

i n  some of t he se  s t a t e s  permit only l i m i t e d  ope ra t i ons  wh i l e  o the r  s t a t e s  

a l l ow  a f  u l l  range of s e r v i c e s .  The d i f f e r e n t  p rov i s ions  i n  t h e s e  s t a t e  

laws r e f l e c t  t h e  varying purposes each s t a t e  s eeks  i n  permi t t ing  

out-of-s ta te  banks t o  opera te .  

Federa l  Law Allows S t a t e s  t o  
R e s t r i c t  I n t e r s t a t e  Banking 

Under e x i s t i n g  Federa l  law each s t a t e  may p r o h i b i t  i n t e r s t a t e  banking. 

T i t l e  12,  §1842(d) of t h e  United S t a t e s  Code p r o h i b i t s  a  bank holding 

company from acqui r ing  " a l l  o r  s u b s t a n t i a l l y  a l l "  a s s e t s  of a  bank o u t s i d e  

of t h e  state where it p r i n c i p a l l y  operated on Ju ly  1, 1966, u n l e s s  

s p e c i f i c a l l y  au thor ized  by a  s t a t e .  Arizona law d e f i n e s  banking a s  t ak ing  

d e p o s i t s  sub j ec t  t o  payment on reques t  (A.R.S §6-201.B.) and p r o h i b i t s  any 

one "except a  n a t i o n a l  banking a s s o c i a t i o n  wi th  i t s  p r i n c i p a l  p l ace  of 

bus iness  i n  t h i s  s t a t e .  . ." from engaging i n  banking bus iness  without a  

permit from t h e  Arizona Banking Department (A.R. S. $6-201.A. ) . S t a t e  law 

(A.R.S. 96-204.A.l) f u r t h e r  r equ i r e s  t h a t  a p p l i c a n t s  f o r  S t a t e  bank 

c h a r t e r s  be Arizona corpora t ions .  Department po l i cy  l i m i t s  out-of-s ta te  

ownership of Arizona banks t o  20 percent .  Thus, a l l  banks opera t ing  i n  

Arizona must be domiciled w i t h i n  t h e  S t a t e  i f  they wish t o  t a k e  depos i t s .  



Arizona law a f f e c t s  n a t i o n a l  banks a s  w e l l  a s  S ta te -char te red  banks 

because Federal  law recognizes  S t a t e  primacy i n  t h i s  a r ea .  A s  a r e s u l t ,  

i n t e r s t a t e  banking i s  not  permit ted i n  Arizona. The p r o h i b i t i o n  does not  

mean t h a t  ou t -of -s ta te  banks a r e  not a c t i v e  i n  t h e  S t a t e .  Severa l  l a r g e  

banks, such a s  Ci t ibank  and Chase Manhattan ope ra t e  l oan  companies i n  

Arizona. Arizona bus inesses  and i n d i v i d u a l s  may a l s o  seek loans  from 

out -of -s ta te  banks i f  they wish. However, A.R. S. s6-201.A. p r o h i b i t s  such 

banks from accumulating c a p i t a l  by t ak ing  d e p o s i t s  i n  Arizona. Thus, 

ou t -of -s ta te  banks must f i nance  l oans  wi th  t h e i r  own c a p i t a l  brought i n t o  

t h e  S t a t e .  

The s t a t u t e  bar r ing  i n t e r s t a t e  banking i n  Arizona has  been i n  e f f e c t  s i n c e  

at l e a s t  1922. Although no s p e c i f i c  documentation of i n t e n t  i s  a v a i l a b l e ,  

t h e  purpose of t h i s  law appears  t o  be t o  ensure t h a t  Arizona 's  c a p i t a l  

remains w i t h i n  t h e  S t a t e  t o  promote i t s  economy and growth. Without such 

a s t a t u t e ,  a n  out-of-s ta te  bank could accumulate c a p i t a l  by tak ing  

d e p o s i t s  from Arizonans and then using t h e  c a p i t a l  i n  ano the r  s t a t e  or  

f o r e i g n  country.  According t o  t h e  S t a t e  Banking Superintendent ,  t h e  

p r o h i b i t i o n  a l s o  al lows t h e  Department t o  e x e r c i s e  g r e a t e r  c o n t r o l  over 

banks because they w i l l  be owned by Arizona corpora t ions .  

Some S t a t e s  Allow I n t e r s t a t e  Banking 

I n  recent  y e a r s ,  s e v e r a l  s t a t e s  have enacted l e g i s l a t i o n  t o  permit some 

form of i n t e r s t a t e  banking. A s  of Pay 1983, n ine  s t a t e s  permitted 

out-of-s ta te  bank holding companies t o  acqu i r e  o r  e s t a b l i s h  banks w i th in  

t h e i r  borders .  Another 1 0  s t a t e s  were cons ider ing  s i m i l a r  l e g i s l a t i o n .  

Two s t a t e s ,  Delaware and South Dakota, c la im t h a t  i n t e r s t a t e  banking has  

c r ea t ed  new employment o p p o r t u n i t i e s  and increased  t a x  revenues. 

I n t e r s t a t e  banking has  increased  c a p i t a l  a v a i l a b i l i t y  i n  Maine, according 

t o  t h a t  s t a t e ' s  super in tendent  of banking. 



An a n a l y s i s  of i n t e r s t a t e  banking i n  t h e  n ine  s t a t e s  r evea l s  t h a t  t h e r e  

a r e  t h r e e  types  of i n t e r s t a t e  banking laws: 1 )  f u l l - s e r v i c e  banking, 2) 

l i m i t e d  ope ra t i ons ,  and 3) a q u i s i t i o n  of t roubled banks. Of t h e  t h r e e  

t ypes  only t h e  f i r s t  a l lows a  f u l l  range of s e r v i c e s  a c r o s s  s t a t e  l i n e s .  

The remaining approaches l i m i t  bank a c t i v i t i e s  w i t h i n  t h e  host  s t a t e .  

F u l l  Se rv i ce  I n t e r s t a t e  Banking - Ful l - se rv ice  banking al lows banks t o  

o f f e r  a  complete range of s e r v i c e s  a c r o s s  s t a t e  l i n e s .  S t a t e s  use two 

approaches t o  f u l l - s e r v i c e  banking: r eg iona l  and n a t i o n a l  banking. 

Regional banking permi ts  i n t e r s t a t e  banking among s t a t e s  i n  a  given a r e a  

of t h e  country.  The s i x  New England s t a t e s  a r e  developing l e g i s l a t i o n  t o  

a l low banks wi th in  t h e  reg ion  t o  conduct i n t e r s t a t e  business .  One of 

t h e s e  s t a t e s ,  Maine, a l s o  extends t h e  i n v i t a t i o n  na t iona l ly .  Besides 

Maine only two o t h e r  s t a t e s ,  Alaska and New York, a l low n a t i o n a l  

f  u l l - s e rv i ce  banking. Even where s t a t e s  i n v i t e  out-of - s t a t e  banks t o  

acqu i r e  i n s t i t u t i o n s ,  t h e r e  a r e  some r e s t r i c t  ions .  For example, Maine 

r e q u i r e s  t h a t  t h e  en t ry  of a n  ou t -of -s ta te  bank r e s u l t s  i n  a  net c a p i t a l  

i n c r e a s e  t o  t h e  s t a t e .  I n  a d d i t i o n ,  most s t a t e s  a l lowing n a t i o n a l  o r  

r e g i o n a l  f u l l - s e r v i c e  ope ra t i ons  r e q u i r e  t h a t  t h e  out-of-s ta te  bank's home 

s t a t e  extend s i m i l a r  p r i v i l e g e s  t o  banks i n  t h e  s t a t e  where i t  seeks  t o  

opera te .  

In te rv iews  wi th  banking o f f i c i a l s  i n  New York and Maine show t h a t  t h e  two 

s t a t e s  seek d i f f e r e n t  g o a l s  from f u l l - s e r v i c e  i n t e r s t a t e  banking on a  

n a t i o n a l  ba s i s .  New York's l aw a l lows  i t s  banks t o  t a k e  advantage of 

s i m i l a r  l e g i s l a t i o n  i n  o t h e r  s t a t e s .  A s  t h e  n a t i o n ' s  major banking 

c e n t e r ,  i n t e r s t a t e  banking b e n e f i t s  t h e  many l a r g e  banks headquartered i n  

New York by allowing them t o  expand i n t o  new markets. Maine, on t h e  o the r  

hand, seeks t o  import c a p i t a l  and banking s e r v i c e s  not  a v a i l a b l e  t o  t h e  

s t a t e .  I n t e r s t a t e  banking o f f e r s  out-of-s ta te  banks a  market i n  which t o  

expand t h e i r  ope ra t i ons  whi le  making a d d i t i o n a l  c a p i t a l  a v a i l a b l e  t o  



Maine's businesses .  Although Maine was among t h e  f i r s t  s t a t e s  t o  permit 

i n t e r s t a t e  banking, t h e  f i r s t  a c q u i s i t i o n  of a  Maine bank by an 

ou t -of -s ta te  bank took p l ace  i n  May 1983. The a c q u i s i t i o n  r e s u l t e d  i n  a n  

i n f u s i o n  of new c a p i t a l  by t h e  acqui r ing  bank according t o  Elaine's banking 

super in tendent .  

Limited Operat ions - Severa l  s t a t e s  s p e c i f i c a l l y  l i m i t  t h e  a c t i v i t i e s  of 

i n t e r s t a t e  banks opera t ing  wi th in  t h e i r  borders .  The most common 

r e s t r i c t i o n  i s  t o  l i m i t  t h e  out-of-s ta te  bank t o  one o f f i c e  f o r  t h e  

purpose of e s t a b l i s h i n g  a  n a t i o n a l  c r e d i t  card opera t ion .  South Dakota 

and Delaware pioneered t h i s  concept i n  1981. V i rg in i a  and Nebraska 

enacted s i m i l a r  l e g i s l a t i o n  i n  1983. I n  most c a s e s ,  t he se  s t a t e s  enhance 

t h e i r  a t t r a c t i v e n e s s  a s  a  l o c a t  i on  f o r  such opera t  i ons  by emphasizing 

economic i n c e n t i v e s  (no l i m i t  on i n t e r e s t  r a t e s  o r  low t a x e s )  and 

geographic and l o g i s t i c  advantages.  

The p o t e n t i a l  f o r  a t t r a c t i n g  economic development i s  l a r g e l y  respons ib le  

f o r  much of t h e  i n t e r e s t  i n  i n t e r s t a t e  banking. Delaware, according t o  

i t s  banking super in tendent ,  has  a t t r a c t e d  11 bank c r e d i t  o r  wholesale 

ope ra t i ons  which have produced 1,500 d i r e c t  jobs and increased s t a t e  t ax  

r e c e i p t s  from banking from $2.2 m i l l i o n  i n  1981-82 t o  an est imated $7.5 

m i l l i o n  i n  1983-84. South Dakota has  a t t r a c t e d  one out-of-s ta te  bank and 

900 new jobs according t o  o f f i c i a l s  i n  t h a t  s t a t e .  

S t a t e s  seeking bank ope ra t i ons  impose a  v a r i e t y  of r e s t r i c t i o n s  on t h e  

out-of-s ta te  banks t o  p r o t e c t  t h e i r  own banks from competi t ion from t h e  

l a r g e r  out-of-s ta te  banks. Delaware and Vi rg in i a  impose s p e c i f i c  

r e s t r i c t i o n s  on t h e  ou t -of -s ta te  banks: number of o f f i c e s ,  minimum c a p i t a l  

and employment requirements and a  p r o h i b i t i o n  a g a i n s t  s o l i c i t i n g  l o c a l  

business .  Banks dec id ing  t o  ope ra t e  i n  t h e s e  s t a t e s  must agree  t o  t h e s e  

terns i n  order  t o  g a i n  t h e  s t a t e ' s  approval  of i t s  en t ry  i n t o  t h e  s t a t e .  

South Dakota r e l i e s  on t h e  l im i t ed  a t t r a c t i o n  of i t s  f i n a n c i a l  markets t o  

r e s t r i c t  opera t ions  of o u t s i d e  banks. Regardless  of t h e  method, o f f i c i a l s  

i n  t h e s e  s t a t e s  c l e a r l y  i n d i c a t e  t h a t  they want t o  a t t r a c t  t h e  jobs 

c r ea t ed  by bank ope ra t i ons  without i nc reas ing  competi t ion wi th  i n - s t a t e  

banks. 



Troubled Banks - One s t a t e ,  Washington, a l lows out-of-s ta te  banks t o  

acqu i r e  banks which a r e  experiencing f i n a n c i a l  d i f f i c u l t i e s .  This  

l e g i s l a t i o n  allowed t h e  Bank of America t o  a c q u i r e  t h e  SeaF i r s t  Bank which 

was c l o s e  t o  bankruptcy i n  1983. One o t h e r  s t a t e ,  Oregon, i s  cons ider ing  

s i m i l a r  l e g i s l a t i o n .  This  type  of i n t e r s t a t e  banking provides  a  means f o r  

rescu ing  t roubled  banks when no i n - s t a t e  i n s t i t u t i o n  i s  w i l l i n g  o r  a b l e  t o  

do  so. 

I n d u s t r i a l  Banks Would Permit 
I n t e r s t a t e  Banking i n  Arizona 

I n  a d d i t i o n  t o  t h e  methods d i scussed  above, e s t a b l i s h i n g  i n d u s t r i a l  banks 

would al low out-of-s ta te  banks t o  t ake  d e p o s i t s  i n  Arizona. The Federa l  

p r o h i b i t i o n  aga ins t  i n t e r s t a t e  banking does not i nc lude  i n d u s t r i a l  banks 

such a s  those  au thor ized  by A.R.S. s6-331 through 6-338. T i t l e  12,  

$18-42(d) of t h e  U.S. Code a p p l i e s  only t o  banks which accept  demand 

d e p o s i t s  (checking accounts )  and make commercial loans .  I n d u s t r i a l  banks 

i n  Arizona may not accept  demand depos i t s .  Thus, t h e  Banking Department 

has  no a u t h o r i t y  t o  deny an out-of-s ta te  bankholding company permission t o  

open an  i n d u s t r i a l  bank simply because t h e  holding company is  not loca ted  

i n  Arizona. Exis t ing  S t a t e  law, however, imposes r e s t r i c t i o n s  on 

i n d u s t r i a l  banks which o f f e r  l i t t l e  i n c e n t i v e  f o r  t h e i r  c r e a t i o n s .  

I n d u s t r i a l  banks may not  make loans  i n  excess  of $1,000 and i n t e r e s t  may 

not  exceed 1 0  percent .  A s  a  r e s u l t ,  Arizona has  no i n d u s t r i a l  banks. 

The 1983 L e g i s l a t u r e  considered changes i n  S t a t e  law which would have 

increased  t h e  a t t r a c t i v e n e s s  of i n d u s t r i a l  banking and would have c r e a t e d  

o p p o r t u n i t i e s  f o r  out-of-s ta te  banks t o  t a k e  d e p o s i t s  i n  Arizona. Senate 

B i l l  (SB) 1219 would have removed t h e  l i m i t s  on l oan  amounts and i n t e r e s t  

r a t e s  f o r  i n d u s t r i a l  banks, t hus  enhancing t h e i r  a t t r a c t i v e n e s s .  The 

Leg i s l a tu re  d id  not pass  t h e  b i l l .  Enactment of such l e g i s l a t i o n  would 

permit t h e  c r e a t i o n  of i n d u s t r i a l  banks owned by non-Arizona banks o r  

i nves to r s .  However, SB 1219 d id  not r e s t r i c t  t h e  movement of c a p i t a l  held 

by i n d u s t r i a l  banks. As a  r e s u l t ,  t h e  b i l l  o f f e r ed  no p r o t e c t i o n  aga ins t  

t ak ing  d e p o s i t s  i n  Arizona f o r  use o u t s i d e  t h e  S t a t e .  



Does Arizona Need I n t e r s t a t e  Banking? 

I n t e r s t a t e  banking v a r i e s  cons iderb ly  from s t a t e  t o  s t a t e ,  depending on 

each  s t a t e ' s  goa l s .  Deciding whether o r  not Arizona should permit 

i n t e r s t a t e  banking w i l l  depend on what g o a l s  t h e  L e g i s l a t u r e  hopes t o  

achieve.  Banking o f f i c i a l s  and r e g u l a t o r s  do  not ag ree  on t h i s  quest ion.  

Representa t ives  of l a r g e r  Arizona banks support t h e  i dea  of i n t e r s t a t e  

banking i n  Arizona. They say t h a t  such de regu la t i on  w i l l  i nc rease  

s e r v i c e s  and lower p r i c e s  through competit ion. These bankers acknowledge 

t h a t  t h e  compet i t ion  may d r i v e  smal le r  banks out of bus iness  o r  f o r c e  them 

t o  merge,* but main ta in  t h a t  t h i s  i s  due t o  t h e  g r e a t e r  e f f i c i ency  of 

l a r g e r  banks. 

Representa t ives  of one New York bank which has  moved i n t o  i n t e r s t a t e  

ope ra t i ons  a l s o  suggest  t h a t  i n t e r s t a t e  banking would bene f i t  Arizona by 

inc reas ing  compet i t ion  w i th in  t h e  S t a t e .  The out-of - s t a t e  banks could 

a l s o  provide employment o p p o r t u n i t i e s  by l o c a t i n g  ope ra t i ons  c e n t e r s  i n  

Arizona. Although one r e p r e s e n t a t i v e  noted t h a t  no law p r o h i b i t s  

out-of - s t a t e  banks from e s t a b l i s h i n g  opera t ions  c e n t e r s ,  Arizona law 

l i m i t s  t h e i r  p o t e n t i a l  f o r  o f f e r i n g  o the r  f i n a n c i a l  s e rv i ce s .  

The p re s iden t  of one small  bank, on t h e  o t h e r  hand, c la ims  t h a t  t h e  

d i sappearance  of smal le r ,  l o c a l l y  o r i en t ed  banks w i l l  r e s u l t  i n  l e s s  

s e r v i c e  t o  many Arizona c i t i z e n s  and communities. Large banks would be 

more a t tuned  t o  n a t i o n a l  markets and less l i k e l y  t o  meet l o c a l  needs 

according t o  t h e  p re s iden t  of one small  bank. This  banker a l s o  disputed 

t h e  b e n e f i t s  of compet i t ion  from i n t e r s t a t e  banking by p red i c t i ng  t h a t  

banking would become more concent ra ted  and l e s s  compet i t ive  a f t e r  t h e  

i n i t i a l  per iod of adjustment . 

* The Superintendent  of Banking sugges t s  t h a t  some smaller  Arizona banks 
would be bought a t  p r o f i t a b l e  terms by l a r g e r  out-of-s ta te  banks a s  .a 
means of ga in ing  en t r ance  i n t o  t h e  Arizona market. 



The Banking Superintendent  and one Arizona economist questioned t h e  

b e n e f i t  of i n t e r s t a t e  banking. Both t h i n k  permi t t ing  out-of-s ta te  banks 

t o  t a k e  d e p o s i t s  i n  Arizona would provide l i t t l e  bene f i t  t o  Arizonans. 

Ex i s t i ng  S t a t e  and n a t i o n a l  banks provide 800 branches f o r  business  and 

can  add more branches anywhere i n  t h e  S t a t e  because Arizona permits  

s t a t ewide  branching. They a l s o  main ta in  t h a t  Arizona does not l a c k  

c a p i t a l  f o r  economic growth. The Superintendent  a l s o  noted t h a t  Arizona 

need not a l low out-of-s ta te  banks t o  t ake  d e p o s i t s  t o  a t t r a c t  bank 

ope ra t i ons  c e n t e r s  and promote job growth. He added t h a t  as a p r a c t i c a l  

ma t t e r ,  however, banks w i l l  seek depos i t  a u t h o r i t y  i n  r e t u r n  f o r  t h e  

p o t e n t i a l  jobs they w i l l  br ing.  

A r e p r e s e n t a t i v e  f o r  t h e  Conference of S t a t e  Banking Superintendents  

(CSBS) a l s o  expressed r e se rva t ions  about t h e  b e n e f i t s  of i n t e r s t a t e  

banking. CSBS suppor t s  s t a t e  a u t h o r i t y  t o  e i t h e r  permit o r  r e s t r i c t  

i n t e r s t a t e  banking. However, t h e  r e p r e s e n t a t i v e  noted t h a t  growing s t a t e s  

such a s  Arizona a r e  a t t r a c t i v e  investments  which may not need i n t e r s t a t e  

banking t o  enhance t h i s  a t t r a c t i v e n e s s .  He s a i d  t h a t  any s t a t e  which 

cons ide r s  i n t e r s t a t e  banking must c a r e f u l l y  d e f i n e  i t s  intended o b j e c t i v e s  

and d r a f t  l e g i s l a t i o n  accordingly.  

Our review of o t h e r  s t a t e s '  exper iences  wi th  i n t e r s t a t e  banking confirms 

t h e  CSBS observa t ion  t h a t  i n t e r s t a t e  banking l e g i s l a t i o n  needs t o  be 

p r e c i s e l y  d r a f t e d .  Of t h e  f i v e  s t a t e s  we contac ted ,  a l l  placed some 

r e s t r i c t i o n s  on out-of-s ta te  banks. Only New York has a  r e l a t i v e l y  

u n r e s t r i c t e d  law. Other s t a t e s  impose requirements  which vary i n  

r e s t r i c t i v e n e s s  t o  ensure  t h a t  i n t e r s t a t e  banking ach ieves  i t s  d e s i r e d  

purpose. 

The d e c i s i o n  t o  a u t h o r i z e  i n t e r s t a t e  banking, and i n  what form, w i l l  r e s t  

on t h e  L e g i s l a t u r e ' s  e s t ima te  of Arizona 's  economic c l imate .  I f  Arizona 

needs t o  a t t r a c t  a d d i t i o n a l  employment oppor tun i t i e s ,  banking s e r v i c e s  o r  

c a p i t a l  o r  d e s i r e s  t o  i n c r e a s e  compet i t ion  i n  t h e  i ndus t ry ,  i n t e r s t a t e  

banking may be a  d e s i r a b l e  opt ion.  I f  Arizona c a n  bene f i t  from t h e  growth 



generated by i t s  l a r g e  banks expanding i n t o  ou t -of -s ta te  markets,  an 

i n t e r s t a t e  banking law may c o n t r i b u t e  t o  t h i s  expansion. Any l e g i s l a t i o n  

t o  au tho r i ze  i n t e r s t a t e  banking should c a r e f u l l y  d e f i n e  t h e  des i r ed  

o b j e c t i v e s  and e s t a b l i s h  provis ions  t o  ensure  achievement of those  

ob j ec t ives .  I f ,  on t h e  o the r  hand, Arizona's economy w i l l  not bene f i t  

from such o p p o r t u n i t i e s ,  then  i n t e r s t a t e  banking may not be advisab le .  

OFFICE SPACE NEEDS 

Our observa t ions  during t h e  course  of t h e  a u d i t  suggest  t h a t  space i s  a  

c r i t i c a l  problem. Although f u r t h e r  a u d i t  work i s  necessary t o  a s c e r t a i n  

t h e  ex t en t  of space problems, it  appears  t h a t  space i s  not adequate f o r  

e x i s t i n g  s t a f f .  I n  add i t i on ,  S t a t e  planning g u i d e l i n e s  may not be 

a p p r o p r i a t e  f o r  Banking Department need s. 

E x i s t i m  S ~ a c e  Is 
Not Adequate 

Banking Department personnel  do not  have adequate work space. Although 

most examiners spend t h e  major i ty  of t h e i r  t i m e  i n  t h e  f i e l d ,  a t  l e a s t  

seven examiners a r e  i n  t h e  o f f i c e  each workday. Current ly  some examiners 

sha re  o f f i c e  space w i th  d i v i s i o n  c h i e f s  o r  work i n  a  f i l e  room. Examiners 

f r equen t ly  share  desks  and small  t a b l e s  f o r  workspace. I n  one c a s e  a  

d i v i s i o n  ch ie f  sha re s  h i s  desk wi th  an  examiner. Another examiner has  a  

c h a i r  and a  c l ipboard  f o r  h i s  work a rea .  

The Banking Department a l s o  l a c k s  p r i v a t e  o f f i c e  space. Although each 

d i v i s i o n  ch i e f  has  a  s e p a r a t e  o f f i c e ,  he s h a r e s  it wi th  one o r  two 

examiners. I f  a d i v i s i o n  ch ie f  meets wi th  i nd iv idua l s  t o  d i s c u s s  

c o n f i d e n t i a l  ma t t e r s ,  any examiners who a r e  presen t  must f i nd  another  a r e a  

i n  which t o  work and may have l imi t ed  o r  no acces s  t o  resource m a t e r i a l  i n  

t h e  c h i e f ' s  o f f i c e .  One d i v i s i o n  ch i e f  sha re s  h i s  o f f i c e  wi th  t h e  

Department's computer, va r ious  m a t e r i a l s  and records  and two examiners. 

I n  t h e  f u t u r e  computer t r a i n i n g  a l s o  w i l l  t a k e  p l ace  i n  t h i s  o f f i c e .  



St  orage space a l s o  appears  t o  be inadequate .  The Department main ta ins  

records  f o r  each of t h e  2400 l i censed  i n s t i t u t i o n s  and e n t e r p r i s e s .  The 

most c u r r e n t  records  a r e  loca ted  i n  t h e  o f f i c e .  F i l e  c a b i n e t s  and boxes 

cover  almost every wa l l .  The basement s t o r a g e  a r e a  i s  f u l l  and t h e  

Department must r e n t  a n  a d d i t i o n a l  400 t o  450 square f e e t  of space t o  

st ore  ma te r i a l s .  

S t a t e  Space Guidel ines  May Not 
Meet D e ~ a r t  ment Needs 

Current g u i d e l i n e s  f o r  agency o f f i c e  space may not be app rop r i a t e  f o r  t h e  

Banking Department. The Div is ion  of Property Management w i th in  t h e  

Department of Adminis t ra t ion e s t ima te s  t h e  bas i c  space requirement t o  be 

125  square f e e t  pe r  FTE pos i t i on .  This f i g u r e  i nc ludes  a small  arriount of 

s t o r age  and c o r r i d o r  space. Using t h i s  c r i t e r i o n ,  t h e  Banking Department 

r e q u i r e s  between 2,500 and 2,625 square  f e e t  of space.* The Department 

has  2,360 square f e e t  p l u s  140 square f e e t  f o r  s to rage .  

However, t h e  proper ty  management g u i d e l i n e s  do not t a k e  i n t o  account f i e l d  

personnel  who a r e  i n  t h e  o f f i c e  i n f r equen t ly  o r  excep t iona l  s t o r age  

requirements.  To account f o r  such needs t h e  Department a s s e s s e s  each 

agency ind iv idua l ly .  The crowding observed dur ing  our a u d i t  work s t rong ly  

sugges ts  t h a t  space i s  not  adequate.  Fu r the r  research  i s  necessary t o  

determine whether t h e  proper ty  management g u i d e l i n e s  provide adequate work 

and s to rage  space f o r  a n  agency such a s  t h e  Banking Department. 

* Based on 20 and 21 FTE pos i t i ons .  Although t h e  Banking Department has  
over 30 employees, we est imated space requirements using a lower 
number t o  account f o r  t h e  f a c t  t h a t  many employees a r e  usua l ly  working 
i n  t h e  f i e l d .  



STATUS OF 1979 AUDIT FINDINGS ON REGULATION OF THE COLLECTION INDUSTRY 

The June 1979 Performance Audit  Repor t ,  The C o l l e c t i o n  Agency Advisory 

Committee and t h e  Regula t ion  of t h e  C o l l e c t i o n  I n d u s t r y  i n  Arizona,  

p r e s e n t e d  f o u r  f i n d i n g s  regard ing  r e g u l a t i o n  of c o l l e c t i o n  agenc ies .  Of 

t h e  f o u r  f i n d i n g s ,  t h e  L e g i s l a t u r e  and t h e  Department f u l l y  implemented 

two, t o o k  no a c t i o n  on one and made changes o t h e r  t h a n  t h o s e  recommended 

i n  one. 

Finding : The Super in tenden t  of Banks Needs 
A d d i t i o n a l  Regulatory  A u t h o r i t y  t o  
Adeauate lv  P o l i c e  t h e  C o l l e c t  i o n  I n d u s t r v  . 
The L e g i s l a t u r e  implemented a l l  recommendations made i n  t h i s  f i n d i n g .  The 

Super in tenden t  rece ived  a d d i t i o n a l  powers t o  r e g u l a t e  t h e  c o l l e c t i o n  

i n d u s t r y .  Table  9  compares t h e  S u p e r i n t e n d e n t ' s  powers i n  1979 t o  h i s  

c u r r e n t  a u t h o r i t y .  The Super in tenden t  's a u t h o r i t y  over  c o l l e c t i o n  

a g e n c i e s  i s  now comparable t o  h i s  a u t h o r i t y  over  t h e  o t h e r  i n d u s t r i e s  

under h i s  j u r i s d i c a t i o n .  

TABLE 9  

REGULATORY POWERS OF SUPERINTENDENT OF BANKS, 1979 and 1983 

Regulatory  Powers of Super in tenden t  1979 1983 

May i n i t i a t e  i n v e s t i g a t i o n  i n t o  f i n a n c i a l  
r e c o r d s  of l i c e n s e e  

May i s s u e  c e a s e  and d e s i s t  o r d e r s  
May o r d e r  removal of c o r p o r a t e  o f f i c e r  
May i s s u e  temporary r e s t r a i n i n g  o r d e r  
May app ly  t o  s u p e r i o r  c o u r t  f o r  

enforcement of h i s  a c t i o n s  
May revoke o r  suspend l i c e n s e s  
May i s s u e  w r i t t e n  warnings  
At to rney  General  may b r i n g  l e g a l  

a c t i o n  a t  r e q u e s t  of Super in tenden t  
May assume a c t i v e  c o n t r o l  of b u s i n e s s  

No 
Yes 
Yes 

Yes 
Yes 
Yes 
~ e s ( 2 )  

Yes 
Yes 
Yes 

Y e s  
Yes 

( 1 )  The Super in tenden t  had t h e  r e s p o n s i b i l i t y  t o  appo in t  a  CPA f o r  
i n v e s t i g a t i o n .  However, t h e  1979 a u d i t  d i d  no t  c o n s i d e r  t h i s  as 
" r e g u l a t o r y  a u t h o r i t y .  " 

( 2 )  The Super in tenden t  h a s  t h e  r i g h t  t o  g o  t o  c o u r t  t o  s e e k  a  temporary 
r e s t r a i n i n g  o r d e r  but  t h e  i s s u a n c e  of t h e  o r d e r  i s  a t  t h e  d i s c r e t i o n  
of t h e  c o u r t .  Temporary r e s t r a i n i n g  o r d e r s  a r e  c o u r t  o r d e r s .  



Find ing  : The S t a t e  Banking Department 
Needs t o  Expand It s Regulatory  
A u t h o r i t y  over  C o l l e c t i o n  A c t i v i t y  . 
The Department h a s  t a k e n  no a c t i o n  on t h i s  f i n d i n g .  T h i s  f i n d i n g  

recommended amending t h e  s t a t u t e s  t o  pe rmi t  t h e  Banking Department t o  

l i c e n s e  i n d i v i d u a l  c o l l e c t o r s .  Although t h e  Department s u p p o r t s  t h e  

recommendation and h a s  cons idered  such  a c t i o n ,  no l e g i s l a t i o n  h a s  been 

in t roduced  t o  e f f e c t  t h e  recommendation. The Department c o n t i n u e s  t o  

l i c e n s e  on ly  t h e  r e s p o n s i b l e  p a r t y  of a c o l l e c t i o n  agency, n o t  i n d i v i d u a l  

c o l l e c t o r s .  

Finding : F i n a n c i a l  In format ion  Submitted 
by C o l l e c t i o n  Agencies Is Not a Val id  
I n d i c a t i o n  of F i n a n c i a l  R e s p o n s i b i l i t y .  

The Department h a s  implemented t h i s  f i n d i n g .  The a u d i t  recommended u s e  of 

a f i n a n c i a l  form which provided i n f o r m a t i o n  similar t o  one used by 

Nebraska. The Department adopted a  new f i n a n c i a l  s t a tement  form i n  

December 1979. Th is  form i s  s i m i l a r  t o  t h e  one recommended but r e q u i r e s  

more in format ion .  

Finding : Changes Needed t o  Enhance 
t h e  Super in tenden t  of Banks' A b i l i t y  
t o  Regula te  t h e  C o l l e c t  i o n  I n d u s t r y .  

T h i s  f i n d i n g  c i t e d  f o u r  a r e a s  f o r  improvement (Table  1 0 ) .  The only  change 

i n  t h e s e  a r e a s  concerned t h e  examinat ion o f  c o l l e c t i o n  a g e n c i e s .  The 

Audi to r  General  recommended t h a t  t h e  L e g i s l a t u r e  amend A. R. S. 932-1052 t o  

a u t h o r i z e  t h e  u s e  of Banking Department examiners f o r  r o u t i n e  examinat ions  

and t o  r e q u i r e  l i c e n s e e s  t o  pay examinat ion f e e s .  Although t h e  s p e c i f i c  

recommendation was no t  fo l lowed ,  t h e  same r e s u l t s  were ach ieved .  The 

L e g i s l a t u r e  repea led  A.R.S. 932-1052 and amended T i t l e  6 t o  i n c l u d e  

s32-1001 - e t  seq t h e r e b y  g i v i n g  t h e  Banking Department f u l l  a u t h o r i t y  t o  

l i c e n s e  and examine c o l l e c t  i o n  a g e n c i e s .  



TABLE 1 0  

STATUS OF RECOMMENDATIONS O N  ABILITY TO 
REGULATE COLLECTION AGENCIES 

Recommendat i o n s  S t a t u s  Comment s 

Amend s t a t u t e s  t o  i nco rpo ra t e  No Change S t a t u t e s  w e r e  not amended; t h e  
p rov i s ions  of Federa l  Consumer p rov i s ions  a r e  i n  t h e  Depart- 
Cred i t  P r o t e c t i o n  Act ment r u l e s  and r egu la t i ons  a s  

they were a t  t ime of a u d i t  

Amend A.R.S. $32-1025 t o  inc lude  No Change S t a t u t e s  were not amended 
a  $5 per  day penal ty  f e e  

Amend A. R.S. $32-1052 t o  a u t h o r i z e  Change A.R.S. $32-1052 was repealed 
use  of bank examiners t o  rou t ine ly  and T i t l e  6 was amended t o  
examine c o l l e c t  i o n  agenc ies  and inc lude  A.R.S. $32-1001 e t  - 
t o  r e q u i r e  l i c e n s e e s  t o  pay seq thereby g iv ing  t h e  
examinat i o n  f e e s  Banking Department f u l l  

a u t h o r i t y  t o  l i c e n s e  and 
examine c o l l e c t i o n  agenc ies  

Inform pub l i c  of Banking No Change The s p e c i f i c  methods recom- 
Department ' s r o l e  i n  mended were not  implemented 
r egu la t i ng  c o l l e c t i o n  agenc ies  
through pub l i c  s e r v i c e  
announcement s 



AREAS FOR FURTHER AUDIT WORK 

During t h e  course  of t h e  a u d i t ,  w e  i d e n t i f i e d  s e v e r a l  p o t e n t i a l  i s s u e s  

which w e  were unable  t o  complete due t o  t i m e  c o n s t r a i n t s .  We have l i s t e d  

t h e s e  i s s u e s  a s  a r e a s  f o r  f u r t h e r  a u d i t  work. These i nc lude  a s  fo l lows:  

iJould t h e  adopt ion  of a  uniform l i c e n s i n g  procedure f o r  a l l  

e n t e r p r i s e s  be more e f f i c i e n t  and e q u i t a b l e  than  i n d i v i d u a l  

requirements? 

Does t h e  p re sen t  f e e  s t r u c t u r e  f o r  l i c e n s i n g  and examining 

i n s t i t u t i o n a l  e n t e r p r i s e s  cover  a l l  c o s t s  of r e g u l a t i o n ?  

e To what ex t en t  w i l l  changes i n  Federal  laws governing t h e  p rov i s ion  of 

f i n a n c i a l  s e r v i c e s  a f f e c t  t h e  Banking Department's a b i l i t y  t o  

e f f e c t i v e l y  r e g u l a t e  i n s t i t u t i o n s  and e n t e r p r i s e s ?  

Should a l l  Department a c t i v i t i e s  be funded through a  revolving fund 

supported by f e e s  c o l l e c t e d  from regula ted  e n t i t i e s ?  

Should persons who purchase r ece ivab le s  from t h e  o r i g i n a l  c r e d i t o r s  

and c o l l e c t  t h e s e  accounts  a s  t h e i r  own be required t o  comply wi th  

r e g u l a t i o n s  s i m i l a r  t o  those  governing c o l l e c t i o n  agenc ies?  



STATE BANKING DEPARTMENT 
ROOM 1 0 1  COMMERCE BUILDING 

1 6 0 1  WEST JEFFERSON 

PHOENIX. ARIZONA 85007 

WALTER C. MADSEN 
SUPERINTENDENT O F  BANKS 

October 25, 1983 

Douglas A. Norton, Auditor General 
Auditor General ' s  Of f i ce  
111 West Monroe, S u i t e  600 
Phoenix, Arizona 85003 

Dear M r .  Norton: 

I have received a copy of t h e  r ev i sed  pre l iminary  d r a f t  of 
t h e  performance a u d i t  of t h e  S t a t e  Banking Department. This  
response i s  d i r e c t e d  towards the  summary of Sunset Fac to r s ,  
Findings I through IVY and comments concerning t h e  o t h e r  a r e a s  
d iscussed  i n  t h e  r epo r t .  

SUMMARY 

Licensing Small Loan Com~anies  Not Necessarv t o  P r o t e c t  Consumers 

While Arizona has  no usury laws which makes r e g u l a t i o n  of small  
loan  companies somewhat super f luous ,  complete deregula t ion  does 
conta in  some hazards.  While looking a t  implementing va r ious  
consumer p r o t e c t i o n  laws and d i s c l o s u r e  requirements ,  we should 
a l s o  consider  t h e  i n  p re sen t  laws t h a t  a l low i n d u s t r y  choice of 
l i cens ing .  We should r e q u i r e  l i c e n s i n g  f o r  a l l  o r  none. 

The recommended r egu la to ry  a u t h o r i t y  f o r  t h e  Attorney General can 
b e s t  be d e a l t  wi th  by t h a t  o f f i c e ,  however, i f  t h i s  r e s p o n s i b i l i t y  
is  assumed, some exemption f o r  f i n a n c i a l  i n s t i t u t i o n s  should be  
considered. 

Changes Needed i n  Regulat ion of F inanc ia l  E n t e r p r i s e s  

The recommendation t o  no longer  l i c e n s e  motor v e h i c l e  d e a l e r s ,  and 
s a l e s  f inance  companies i s  workable, however, t he  lack  of consumer 
complaints and problems may be t h e  r e s u l t  of few examinations and 
l i t t l e  consumer awareness a s  much a s  any perceived l imi t ed  harm t o  
consumers. A s  no ted ,  t he  department does no t  r o u t i n e l y  examine 
f i n a n c i a l  e n t e r p r i s e s ,  and such a program i s  d e f i n i t e l y  needed. 
Before t h e  s t a t i s t i c a l  examination program can be  implemented, 
a d d i t i o n a l  s t a f f i n g  and o f f i c e  space w i l l  b e  requi red .  

TELEPHONE 
( 6 0 2 )  255-4421 
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The Department Can Improve U t i l i z a t i o n  of Its Examiners 

The department can and w i l l  review examination procedures used by 
o t h e r  states and Federa l  agencies  which might i nc rease  our  e f f i -  
ciency. Top-down examination techniques used by t h e  Comptroller 
of t h e  Currency are now used by t h e  department i n  l a r g e r  i n s t i t u -  
t i o n s ,  however, t h e  l a r g e  number of new companies now opera t ing  
i n  Arizona d i c t a t e  a c l o s e r  review program - a t  l e a s t  u n t i l  such 
time as a proven succes s fu l  t r a c k  record i s  i n  p lace .  The depart-  
ment w i l l  work a t  developing a program f o r  accu ra t e ly  fo recas t ing  
s t a f f i n g  needs f o r  examinations. 

The Conf l i c t  of I n t e r e s t  S t a t u t e  f o r  Banking Department Employees 
Is Unnecessar i ly  R e s t r i c t i v e  

The recommendation f o r  amending A.R.S. Sec t ion  6-133 is appropr i a t e  
w i t h  t h e  two p rov i s ions  d iscussed  i n  t h e  r e p o r t  included.  Consider- 
a t i o n  should be given t o  exempting a l l  c l e r i c a l  employees from 
A.R.S. Sec t ion  6-113, because they  have no d i r e c t  contac t  wi th  any 
l i censees .  

SUNSET FACTORS 

1. Object ive and purpose i n  e s t a b l i s h i n g  t h e  Agency 

No comment. 

2. The e f f e c t i v e n e s s  wi th  which t h e  Agency has  met i ts  ob jec t ive  and 
purpose and t h e  e f f i c i e n c y  w i t h  which i t  has  opera ted  

More e f f e c t i v e  r egu la t ion  and ove r s igh t  of f i n a n c i a l  e n t e r p r i s e s  
can be  accomplished only through increased  s t a f f i n g ,  and consider- 
a t i o n  should be  given t o  making examinations mandatory. There i s  
no ques t ion  t h a t  more supe rv i s ion  of e n t e r p r i s e s  i s  needed, and a 
"Sample" examination program can be implemented wi th  adequate 
s t a f f i n g .  

The department w i l l  review the  examination scope t o  f i n d  e f f i c i e n c i e s ,  q 
and hopefu l ly  reduce s t a f f i n g  requirements.  Fu r the r ,  cons idera t ion  
w i l l  be  given t o  developing a d i f f e r e n t  personnel  management system. 

The e x t e n t  t o  which t h e  Agency has  operated i n  t h e  pub l i c  i n t e r e s t  

No comment. 
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4. The ex ten t  t o  which r u l e s  and r egu la t ions  promulgated by 
t h e  Agency are cons i s t en t  wi th  t h e  l e g i s l a t i v e  mandate 

No comment. 

5. The ex ten t  t o  which t h e  Agency has  encouraged i n p u t  from t h e  
p u b l i c  be fo re  promulgating i t s  r u l e s  and r egu la t ions  and t h e  
e x t e n t  t o  which i t  has  informed the  pub l i c  a s  t o  i t s  a c t i o n s  
and t h e i r  e x ~ e c t e d  i m ~ a c t  on t h e  ~ u b l i c  

The department has  no t  been r e l u c t a n t  t o  inform t h e  pub l i c  of 
i t s  a c t i v i t i e s ,  bu t  r a t h e r  has  r e l i e d  on t h e  advise  of counsel  
t h a t  the  language of A.R.S. Sec t ion  6-129 prevented d i s c l o s u r e  
of most a l l  department a c t i v i t i e s .  Changes made dur ing  the  
1983 s e s s i o n  of t he  Leg i s l a tu re  now al lows d i s c l o s u r e  concern- 
i n g  f i n a n c i a l  e n t e r p r i s e s ,  and a p r e s s  r e l e a s e  program has been 
implemented. 

6. The ex ten t  t o  which t h e  Agency has  been a b l e  t o  i n v e s t i g a t e  and 
r e so lve  complaints w i th in  i t s  j u r i s d i c t i o n  

No comment. 

7. The ex ten t  t o  which t h e  Attorney General o r  any o the r  app l i cab le  
agencv of S t a t e  eovernment has  t h e  a u t h o r i t v  t o  Drosecute a c t i o n s  
under enabl ing  l e g i s l a t r o n  

No comment. 

8. The e x t e n t  t o  which t h e  Agency has  addressed d e f i c i e n c i e s  i n  t he  
enabl ing  s t a t u t e s  which prevent  i t  from f u l f i l l i n g  i t s  s t a t u t o r y  
mandate 

No comment. 

9. The e x t e n t  t o  which changes a r e  necessary i n  t h e  laws of t h e  Agency 
t o  adequately comply wi th  the  f a c t o r s  l i s t e d  i n  t he  Sunset laws 

The changes recommended a r e  d iscussed  elsewhere i n  t h i s  response. 
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10. The e x t e n t  t o  which t h e  te rmina t ion  of t h e  Agency would 
s i g n i f i c a n t l y  harm t h e  pub l i c  h e a l t h ,  s a f e t y  o r  we l f a re  

No comment. 

11. The e x t e n t  t o  which the  l e v e l  o r  r e g u l a t i o n  exerc ised  by 
t h e  Agency i s  appropr ia te  and whether l e s s  o r  more s t r i n g e n t  
l e v e l s  would be appropr i a t e  

The e n t e r p r i s e  problems d iscussed  a r e  not  a  mat te r  of adequate 
r e g u l a t i o n ,  r a t h e r  they a r e  a  ma t t e r  of inadequate s t a t u t e s .  
Examination of e n t e r p r i s e s  should be  mandatory, no t  op t iona l  
a s  i s  now t h e  case ,  and wi th  such an examination program, 
adequate  s t a f f i n g  must be  provided. 

FINDING I 

Finding I addresses  t h e  ques t ion  of t o t a l l y  e l imina t ing  t h e  l i cens ing  
and r e g u l a t i o n  of smal l  loan  companies by t h e  Banking Department. 

The l i c e n s i n g  problem i s  t h e  r e s u l t  of t h e  apparent  c o n f l i c t  between 
A.R.S. Sec t ion  44-1201 and 6-601 e t .  seq.,  and a  p a r t  of the  review 
func t ion  should inc lude  cons idera t ion  of l i c e n s u r e  f o r  all l enders  
of $10,000 o r  l e s s .  

A f u r t h e r  cons ide ra t ion  i s  t h a t  de regu la t ion  would most l i k e l y  r e s u l t  
i n  t he  e l imina t ion  of any source f o r  t h e  p u b l i c  t o  borrow very s m a l l  
amounts. Very small  loans  a r e  viewed a s  unpro f i t ab l e  t o  l ende r s ,  
even i f  i n t e r e s t  r a t e s  a r e  high on t h e  loans ,  and most lenders  i f  
unregulated would probably cease  making small loans .  

A brochure t o  inform consumers about laws i s  a workable recommendation, 
however, brochures and d i s c l o s u r e s  do not  n e c e s s a r i l y  c r e a t e  an i n f o r -  
med borrower i n  t h a t  few a r e  equipped f o r  i n s t a n c e ,  t o  determine the  
a u t h e n t i c i t y  of a  d i sc losed  "A.P.R." (annual  percentage r a t e ) .  

FINDING I1 

Oversight and r e g u l a t i o n  of F inanc ia l  En te rp r i s e s  could c l e a r l y  be 
improved. I n  add i t i on  t o  t he  deregula t ion  of motor v e h i c l e  d e a l e r s  
and s a l e s  f inance  companies, cons ide ra t ion  should be given t o  
making t h e  examination of e n t e r p r i s e s  mandatory r a t h e r  than  permis- 
s i v e  as i s  p r e s e n t l y  t h e  case.  Mandatory examinations and even t h e  
s t a t i s t i c a l  examination proposa l  d i scussed  i n  t h e  a u d i t  r e p o r t  w i l l  
r e q u i r e  adequate s t a f f i n g  f o r  implementation. 
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FINDING I11 

I n  d iscuss ing  t h e  department 's follow-up techniques,  t h e  r epo r t  
discussed t h e  s i t u a t i o n  wi th  one c r e d i t  union where follow-up 
was regarded a s  n o t  cons i s t en t .  It should be noted t h a t  t h e  
c r e d i t  union involved pa id  a monetary f i n e  and was u l t i m a t e l y  
merged i n t o  an e x i s t i n g  s t r o n g e r  c r e d i t  union wi th  no l o s s  t o  
t h e  members of t h e  c r e d i t  union. 

Examination Eff ic iency  

The department w i l l  c e r t a i n l y  look a t  t h e  methods used by t h e  
Comptroller of t h e  Currency and o the r  agencies  a s  a means of 
i nc reas ing  e f f i c i e n c y .  The comptrol ler  and the  o t h e r  agencies  
us ing  t h e  methods d e t a i l e d  i n  t h e  a u d i t  r e l y  ex t ens ive ly  on 
computerized monitoring programs, and even though the  depart-  
ment has  funds t o  purchase such equipment w e  have been unable 
t o  do so. 

While some e f f i c i e n c i e s  may be found, c a r e  must be  taken t o  
avoid excess ive  r i s k s  and u n f a m i l i a r i t y  wi th  what i s  going on 
i n  each i n s t i t u t i o n .  H i s t o r i c a l l y ,  Nat iona l  Banks have f a i l e d  
wi th  a much g r e a t e r  impact on t h e  p u b l i c  - PennSquare Nat iona l  
Bank being a case  i n  p o i n t .  This  could w e l l  r e s u l t ,  a t  l e a s t  
i n  p a r t ,  from inadequate  examination. Moreover, monitor ing ex- 
aminations a s  d iscussed  i n  t he  a u d i t  can only be  used where a 
h i s t o r y  of opera t ion  i s  ava i l ab l e .  S ix teen  of thir ty- two,  o r  
f i f t y  percent ,  of t h e  s t a t e  char te red  banks have opened i n  t he  
l a s t  two yea r s ,  and have no h i s t o r y  a v a i l a b l e  f o r  monitor ing 
purposes.  On-site ex t ens ive  examinations a r e  requi red  i n  new 
i n s t i t u t i o n s  i f  p o t e n t i a l  problems a r e  t o  be d e a l t  wi th  i n  a 
prompt meaningful manner. 

The department w i l l  develop a personnel  management s y s  tem t o  
more accu ra t e ly  measure p ro fe s s iona l  s t a f f i n g  needs. 

I n  conclusion,  T would l i k e  t o  thank B i l l  Thompson and t h e  
remainder of your s t a f f  f o r  t h e  p r o f e s s i o n a l  and competent 
manner i n  which t h e  performance a u d i t  was conducted. We a l l  
l e a r n  from a u d i t s ,  and t h i s  one has  n o t  been an except ion.  

Walter C .  Madsen 
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STATE AND FEDERAL REGULATORY REQUIREMENTS 

FOR LOAN COMPANIES I N  ARIZONA 



REQUIREMENTS FOR LICENSED SMALL LOAN COMPANIES 
(Consumer Finance Companies) 

Loan S e r v i c e s  

A l l  l o a n s  

S t a t u t o r y  Requirements 

F e d e r a l  Truth-in-Lending Requirements - 
R e g u l a t i o n  Z ( s e e  d i s c u s s i o n  under  
un l icensed  companies, p. 1-3) 

Loans under  $10,000 which a r e  T i t l e  6, Chapter 1 
a d v e r s t  i s e d  as consumer l o a n s  A.R.S. $6-122 - Annual examinat ions  

T i t l e  6 ,  Chapter  5 
A.R.S. $6-621 - D i s c l o s u r e  requ i rements  

- a p r i n t e d  copy of A.R.S. $6-622 
( i n t e r e s t  r a t e  l i m i t a t i o n s )  

- t h e  amount and d a t e  of t h e  l o a n  
- a s c h e d u l e  o r  d e s c r i p t i o n  of t h e  

payment s 
- t h e  t y p e  of s e c u r i t y  
- t h e  name and a d d r e s s  of t h e  

l i c e n s e d  o f f  i c e  
- each person  p r i m a r i l y  o b l i g a t e d  

and t h e  agreed r a t e s  of c h a r g e  
o r  

and e x a c t  copy of t h e  l o a n  
agreement 

- l o a n s  s u b j e c t  t o  precomputed 
c h a r g e s  should i n c l u d e  a 
s t a tement  as such and d i s c l o s u r e  
t h a t  c h a r g e s  a r e  s u b j e c t  t o  
refund o r  recomputat ion a s  
provided i n  t h e  a r t i c l e  

A.R.S. $6-622 - I n t e r e s t  r a t e  
l i m i t a t  i o n s  
A. For  l o a n s  no t  exceeding $1,000, 

c h a r g e s  a r e  no t  t o  exceed: - 3% p e r  month on o u t s t a n d i n g  
p r i n c i p a l  L $ 3 0 0  - 2% p e r  month on o u t s t a n d i n g  
p r i n c i p a l  > $300 L $ 6 0 0  - 1 . 5  p e r  month on o u t s t a n d i n g  
p r i n c i p a l  > $600 L $ 1 , 0 0 0  



REQUIREMENTS FOR LICENSED SMALL LOAN COMPANIES 
(Consumer Finance Companies) (Concl ' d )  

B.  For l o a n s  not  exceeding $10,000, 
c h a r g e s  a r e  n o t  t o  exceed: 
- 2.5% p e r  month on o u t s t a n d i n g  

p r i n c i p a l  L $300 
- 2% p e r  month on o u t s t a n d i n g  

p r i n c i p a l  > $300 d $ 1 , 0 0 0  
- 1.5% p e r  month on  o u t s t a n d i n g  

p r i n c i p a l  > $1,000 L $1,500 

Loans under  $10,000 which a r e  A.R.S. 56-122 - I n t e r e s t  r a t e  
a d v e r s t  i s e d  as consumer l o a n s  l i m i t  a t  i o n s  (Concl 'd)  
(Concl 'd)  - 1% p e r  month on o u t s t a n d i n g  

p r i n c i p a l  > $1,500 _L $10,000 
OR - 1.625% p e r  month on t h e  e n t i r e  

ou t  s t a n d i n g  ba lance  

A l l  o t h e r  l o a n s  

C. A one-time charge  of 1% on any l o a n  
amount n o t  exceeding $1,500 t o  
d e f r a y  o p e r a t i n g  c o s t s  

A.R.S. 56-628 - Allowable c h a r g e s  
- c o u r t  c o s t s  
- reasonab le  a t t o r n e y  f e e s  a s s e s s e d  

and f i x e d  by t h e  c o u r t s  
- a c t u a l  f e e s  f o r  f i l i n g ,  r ecord ing  

and r e l e a s i n g  a n  ins t rument  
s e c u r i n g  a l o a n  a t  any p u b l i c  
o f f i c e  

- c e r t a i n  c r e d i t - r e l a t e d  premiums 

A.R.S. $6-632 - Any i n s u r a n c e  so ld  
a s  a c o n d i t i o n  of r e c e i v i n g  a  l o a n  
must b e a r  a  reasonab le  and bona f i d e  
r e l a t i o n  t o  t h e  e x i s t i n g  hazard o r  
r i s k  of l o s s  

T i t l e  44,  Chapter 9 
A.R.S. 544-1201 - No i n t e r e s t  
l i m i t  a t  i o n s  

A.R.S. $544-1205.~.3 and 44-1205.B. - 
Allowable c h a r g e s  ( s e e  d i s c u s s i o n  under 
un l icensed  companies, p  . 1-31 



REQUIREMENTS FOR UNLICENSED SMALL LOAN COMPANIES 

Loan Se rv i ce s  S t a t u t o r y  Requirements 

A l l  l oans  Federal  Truth-in-Lending Requirements - 
Regulat ion Z 

- consumers should r ece ive  a  s ta tement  
i n d i c a t i n g  when i n t e r e s t  charges  
begin t o  accrue ,  inc lud ing  an  
explanat  i o n  of any t ime pe r iods  
which may e x i s t  when t h e  l oan  may be 
repaid without i ncu r r ing  a  f i nance  
charge 

- t h e  pe r iod i c  i n t e r e s t  r a t e  a s  w e l l  
a s  t h e  annual  i n t e r e s t  r a t e  

- an  explana t ion  of t h e  method used t o  
determine t h e  balance on which t h e  
i n t e r e s t  charge w i l l  be computed 

- a n  explana t ion  of how t h e  amount of 
any i n t e r e s t  charge w i l l  be 
determined 

- t h e  amount of any o the r  f i nance  
charge o t h e r  t han  t h e  i n t e r e s t  
charge o r  a n  explana t ion  of how t h a t  
charge w i l l  be determined 

- t h e  f a c t  t h e  loancompany has  o r  
w i l l  a cqu i r e  a  s e c u r i t y  i n t e r e s t  i n  
t h e  proper ty  purchased under t h e  
p l a n  o r  i n  o t h e r  property i d e n t i f i e d  
by i t e m  o r  t ype  

- a statement  of t h e  consumer's 
b i l l i n g  r i g h t s  

T i t l e  44, Chapter 9 
A.R.S. $44-1201 - No s p e c i f i c  
l i m i t a t i o n s  f o r  i n t e r e s t  charges  

A.R.S. §§44-1205.~.3. and 44-1205.B. - 
Charges (o the r  t h a n  i n t e r e s t )  permi t ted  
by law 
- l a t e  payment f e e s  
- a c t u a l  f e e s  f o r  f i l i n g  o r  recording 

i n  a  publ ic  o f f i c e  
- a c t u a l  f e e s  f o r  motor veh ic l e ,  

t i t l e ,  r e g i s t r a t i o n ,  a s s e s s o r ' s  f e e s  
and l i e n  f i l i n g s  

- a c t u a l  f e e s  f o r  acknowledging t h e  
instrument  secur ing  t h e  loan ,  c o s t  s 
of ob t a in ing  a  prel iminary t i t l e  
r epo r t  and t i t l e  r e sea rch  p o l i c i e s  - l ende r  may not  charge f o r  any o t h e r  
s e r v i c e  o r  expense except f o r  
c a s u a l t y  o r  o t h e r  insurance  cover ing  
t h e  s e c u r i t y  f o r  t h e  l oan  and c r e d i t  
l i f e  and d i s a b i l i t y  insurance  
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LEGISLATIVE COUNCIL OPINION ON REGULATION 

OF SMALL LOAN COMPANIES 



TO: Douglas R. Norton 
Auditor General 

FROM: Arizona Legislative Council 

RE: Request for Research and Statutory Interpretation (0-83-15) 

This is in response to a formal request submitted on your behalf by 
William Thomson in a memo dated August 15, 1983. 

FACT SITUATION: 

Arizona Revised Statutes (A.R.S.) section 6-601 provides the following definition 
of a consumer loan: 

3. "Consumer loan" means the loan of money, credit or other things 
of value in an amount of ten thousand dollars or less. 

A.R.S. section 6-602 desaibes the scope of the article: 

A. It is unlawful for a person to engage in the business of lending in 
amounts of ten thousand dollars or less and contract for, exact or receive, 
directly or indirectly, or in connection with any such loan, any charges, 
whether for interest, compensation, consideration or expenses, which in the 
aggregate are greater than the interest that the lender would be permitted 
by law to charge for a loan of money if he were not a licensee under this 
article, except as provided by this article, and without first having obtained 
a license from the superintendent. Anv person not exempt under subsection 
B who advertises for, solicits or holds himself out as willing to make or 
procure a consumer loan is presumed to be engaged in the business described 
in this subsection. (Emphasis added.) 

Currently, the banking department licenses only certain persons or companies making 
@ loans in amounts less than $10,000. If a person or company specifically represents i ts  

services as "consumer loans", that person or company must obtain a license from the 
department and comply with all provisions of A.R.S. title 6 ,  chapter 5. If persons or 
companies make loans in amounts less than $10,000 but do not represent these as 
consumer loans, no license is required. The department interprets these loans to be usury 
loans made under the authority of A.R.S. section 44-1201 e t  seq., and not within the 
purview of A.R.S. section 6-601 e t  seq. 

QUES~ONS PRESENTED: 

1. Do the statutes require licensing of all persons or businesses making loans in 
amounts of $10,000 or less? 



2. mat is the banking department's authority to distinguish among persons 
making loans in amounts less than $10,000? 

3. Do Arizona statutes limit interest rates charged by persons or companies that 
obtain a license from the department pursuant to A.R.S. section 6-602, 
subsection A and represent their services as "consumer loans"? Specifically, 
does A.R.S. section 6-622 conflict with A.R.S. section 44-1201? 

DISCUSSION: 

State usury laws, laws which limit the ra te  of interest on a loan, date back to the 
beginning of this country. Prior to 1980, the general usury law in Arizona set the 
maximum rate of interest on a loan a t  12%. Laws 1978, chapter 186, section 4. 

State usury laws generally set a maximum ra te  of interest on loans between 6% and 
12%. Due to increased demand for money from individuals, the high risks associated with 
personal loans and the high administrative costs involving such loans, the limitation on 
interest rates imposed by state usury laws made i t  unprofitable for traditional lenders to 
make loans to individuals. 

Therefore, many states, including Arizona,* made an exception to the general 
usury law by enacting "small loan actsn. Generally, under these laws, a lender would be 
able to make loans up to an amount set by statute and charge a rare of interest on the 
loan at  a rate sufficient to yield a profit. Typically a lender making a loan under such an 
act  could lend a t  a ra te  of interest up to 370 per month. However, in order to take 
advantage of this higher rate, a lender would have to be licensed by the state and submit 
to a certain amount of state regulation. Thus, when the general usury law set the legal 
rate of interest below that permitted by the small loan act  a lender had an economic 
incentive to become licensed. 

In 1980, reacting to changing economic conditions, Arizona removed the maximum 
interest rate limitation for all types of loans except consumer and pawnbroker loans. 
Presently, A.R.S. section 44-1201 provides that the maximum rate of interest on a loan 
could be set a t  any rate of interest agreed upon by the parties. The intent of this section 
was to let the marketplace set  the interest rate on loans. 

During the same session, the Arizona legislature, in a separate bill, renamed the 
Arizona small loan act  from "small loansn to "consumer loansn and defined a consumer 
loan as the loan of money, credit or other things of value in an amount of ten thousand 
dollars or less.** In addition, the legislature attempted to retain an interest rate lid on 
consumer loans. A.R.S. section 6-622. 

*A.R.S. title 6, chapter 5, article 1. 

**Laws 1980, chapter 252. 
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• Under the Arizona consumer loan act, A.R.S. section 6-602, subsection A states 
that it is unlawful for a person to make a consumer loan and charge and collect interest a t  
a rate higher than the general usury ra te  unless the person first obtains a license. Since in 
Arizona the general usuq  rate is the ra te  set by the marketplace, i.e., there is no longer a 
presaibed limit, A.R.S. section 6-602 has no effect in requiring a consumer lender to 
become licensed. In fact, there is an economic incentive for a lender not to operate under 
A.R.S. title 6, chapter 5 since theoretically the lender could charge a rate of interest 
higher than the limit set by A.R.S. section 6-622.* 

The legislature recognized but did not resolve this "loophole" by introducing 
H.B. 2248 during the 1981 legislative session. H.B. 2248 would have required any person 
who made a consumer loan to obtain a license from the state banking department, unless 
specifically exempted, and subject such person to the provisions of law limiting the 
amount of interest the person could charge on the loan. However, after  receiving final 
passage in the house of representatives, the bill failed to pass the senate. 

CONCLUSION: 

1. A.R.S. title 6, chapter 5, article 1 does not contain any requirement that a 
person making a consumer loan must be licensed by the state. 

2. A.R.S. title 6 ,  chapter 5, article 1 does not contain any authority whic5 allows 
the banking department to distinguish among persons making loans in amounts less *ban 
$lO,OOO. 

3. A.R.S. title 6, chapter 5, article 1 provides that unless licensed i t  is unlawful 
for a person making a consumer loan to contract for a ra te  of interest higher than a rate 
of interest charged if the person were not licensed. Since an unlicensed lender could 
charge whatever interest rate he wishes under A.R.S. section 44-1201, there is no 
economic reason why a lender would become licensed under A.R.S. title 6, chapter 5, 
article 1. If a lender chooses to become licensed and make loans under that chapter, the 
lender would be subject to all the provisions in title 6, chapter 5, article 1, including the 
interest rate limitation under A.R.S. section 6-622. 

RECOMMENDATION: 

You may wish to recommend that A.R.S. title 6,  chapter 5, article 1 be amended in 
a manner similar to H.B. 2248, 35th Legislature, First Regular Session, in order to clarify 
the role of the state banking department in regulating persons engaged in the business of 
lending monies in amounts of $10,000 or less. 

cc: William Thomson, Manager 
Performance Audit Division 

*A lender would presumably still be restricted by the criminal definition of extortionate 
extension of credit. See A.R.S. sections 13-2301 and 13-2302. 


