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. Financial &entices Modernization memo 

ent on financial services modernization. I believe it reflects 
him with necessary infonnatIon on a very complex subject, 
in the mucic 

Please review the memo, and provide me with your comments, and those ofyour principal, by 
5:00 this Thursday, May 15, We need to make certain the Presidenl can review the memo over 
tbe weekend ifTreasury is to have any chance ofmaking its May 21 spesking engagement. 

, , 

I would p.micularly appreciate thoughts on the following: 
• 	 Getting to a consensus recommendation on the hank holding company/role ofthe Fed 

supervision issue. You will notice 8 supposed"NEC cecQmtnendation" on page IO. I 
provide this only as a "'88estion for a possible compromise, It would be a shame to have 
to ask the President to resolve this most esoteric issue, 

• 	 Whether it i. necessary to reintegrate the subsidiary/alliliate issue into the memo (you will 
recall footnote 5 cfthe March 17 memo) and ifro,how and where; 

• 	 Additional ideas on why modemizatioo might move asset. to banks; and 
• 	 How 10 make the memo shorter and more readshle, 

Because ofth. sensitivity oftbe issues. and tbe truly draft nature of the proposal on holding 
company supervision. please try to keep thisdraft abSOlutely as close as possible,. ., 
Thanks for all your belp, 

D1STRlBUTION: 
Gen. Sperting 	 Under Secretary Hawke 
Dan Tarullo 	 Rick Carnell 
Kathy Wallman 	 Michael Froman 
Janet Yellen 	 Joel Klein 
BiIJ English 	 David Lane 
Frank Raines 	 Jeffrey Hunker 
Michael Doich Paul Weech 
Alan Rhinesmith 
John Hilley 
Paul Carey 
Dan Tate 
Paul Weinstein 
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May 13, 1997 

MEMORANDUM FOR THE PRESIDENT 

FROM: GENE SPERLING 

SUBJECI': Request [or Decision Concerning Treasury's Financial Services 
Modernization Proposal 

L AerIOI< FORCING EVENT: Treasury was required by statule 10 report 10 Congress by March 31 on 
the potential merger ofthe bank and Ihrift cherters and ofthe bank and thrift insuranoo funds. Tho 
specific items in the report are inextricably bound up wilh the broader issue offinancial services 
modernization, namely the extent 10 which all types offinancial enlities - including banks, securities 
firms and insurance companies - can affiliate with each other, and the extent to which financial firms 
can affiliate with non-financial commercial firms. 

Treasury'. W1ure to meet the March 31 deadline has not delayed the start ofconsideration of financial 
services modernizallon, including the repeal ofGlass-Steagall, in Congress, particularly in the House. 
After refusing several previous invitations to testilY, S«:rctary Rubin has agreed to testilY befure the 
House Banking Committee the first week in 1une, He would like to be able to announce Treasw:y'. 
proposals in a speech 00 May 21, so that the announcement would be in aforum he, rather than the 
Congress, Controls. Any financial services mOdernization effort would be • Treasury, rather than a 
Presidential, initiative. 

IL DECISIONS REQUIRE!>: Over the past several months, the NBC has run an interagency process to 
consider Treasury'. proposals. Treasury, Commerce, Justice. SBA, OMB, rnA, DPC and White 
lWuse Legislative Al!hlrs have been participants. Consensus has developed on most issues, but we have 
nol been able to reach agreemenl on the shape ofholding company regulation and the role ofIhe Fed. 
On several issues where we have reached consensus, we wish to infonn you ofimportant countervailing 
considerations. This memo is organized to provide you with a quick overview ofthe decisions required, 
with a substantial amount ofbackground following. 

IssUC L Bow shQuld banking and commerce combinations be dealt with? Treasury 
proposes to provide two alternatives: (i) allow banks to affiliate freely with all types of financial service 
companies and allow the combinations to include up to an unspecified percentage ofcommercial 
business (measured by gross revenues), but exclude any combination oftbe 1000 iargest non-financial 
firms with any bank; and (il) allow banks to affiliate freely with all types offinancial service companies 
but not allow such affiliations to do any non~financia1 business; maintain the tiuift charter. which.-­
under current law·· allows any type ofbusiness 10 affiliate with. tluit\. Your advisors agree with 
Treasury's proposal. While the Administration will surely be criticized for not being decisive, this 
appears 10 be a reasonable way ofmoving the process forward while accommodating the strong feelings 
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size would be permitted within a holding company structure that includes a bank. (The measure for 
calculating the basket would be specified as gross revenues.) Banking/non-financial affiliations would 
be further limited in that nOne ofthe largest 1000 non-iinanew firms (by asset size) would be allowed to 
affiliate with • bank. 

Any hank within a diversified holding company (i.e., one that engages in activities, including securities 
and insurance uederwriting. that could not have been done in the bank) wou1d have to milintain its 
capitai at tbe "well-capitailzed'" level, and its holding company would have to provide a guarantee to 
that effeCt. While banks could engage in non-bank financial activities in subsidiaries orth. bank, all 
non-financial activities would have to be done in holding company subsidiaries and there would be a 
total ban on any extension ofcredit by a bank to or for the benefit of. non-financial affiliate. 

Alternative A's abotition ofthe thrift charter meets the explicit requirements ofthe Fri't Amendment A 
major complication with this change, however, is how to handle differences'in the affiliation powers of 
hank holding coospnsies and unitary thrift holding companies (companies that own one and only one 
thrift). Currently. unitary thrift holding companies can engage in nonfinancial activities with virtually ll() 
limits.' Fewer than 30' thrifts are part ofholding companies that engage in non-financial businesses. 
(Approximately 45 others are engaged in real estate development, investment and !!UUIIlgetIIent, which is 
regarded as "financial" by OTS but not "related to banking" by tha Fed.) Treasury proposes to 
grandfather Il,e right ofall 515 existing unitary thrift holding companies to engage in nonfinancial 
activities without regard to the basket. The grandfather rights would not survive "change in control of 
tho holding company (i.e., the expanded franchise could not be sold), but would otherwise be unlimited 
in duration. 

Trus"TJ' A.lll!TlU1dve B: Altoruative B would approach the banking and commerce issue by lesving the 
existing thrift charter, holding company I1Iructure and regulatory system intact. As noted above, unitary 
tbrift holding companies can currently affiliate with any type ofinstitution. Furthermore, the thrift 
charter has recently been altened to permit (i) nnlirnited consumer lending'and (n) up to 10% of assets to . . 

commedWes and insuranc<: oompunies. The National Council on Financial Services could add 10 the 

definition. AU other activities would be deemed non~financial. 


, Bank (and lhrift) capilllliovol$ ar. ,et by statute at "weIl-upillllized," "adequately capitalized," 
"underoapitalized" (which ,ubj_lb. bank to regulato<y sanctions), "sigulfiClllltly underoapillllized" 
(regulatory sanctions required), and "critically undercapitalized" (bsnk subj",! 10 being ploood in 
reccivership). Current Jaw in effect requires 11 holding company to guarantee to maintain the bank or thrill at 
the adequately capitalized level. 

J The initial purchase must be approved by 01S (whicli must approve holding company 
management) and OTS can impose limitations on safety and """,does. grounds. Wonn.lly, OTS ftas 
indieatal thot they \¥Quid look skeptic.lly on, e.g., puroftase or. lhrift by. company a significant pOrtion of 
whose business was gambling. Multiple thrift holding companies (oompan.ies that own more than ooe thrift. 
but no banks) are basically limital to activities permittal to bank holding companies, altllough lbey may 
engage in mal estate development., investment and management. 

6 Numbers rclating to thrift holding companies an:: us of l2IJ.1/96, 
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be commercial loans and an additional 10'10 to be small business loans --thus making the chaner very 
similar to the actual asset mi. ofapproximately 60'10 ofthe commercial banks.' 

Alternative B in essence oilers ariy diversified financial holding company that includes non-financial 
activities the opportunity to get into retail "banking" by buying a single thrift. Alternatively, such an 
institution could get into wholesale hanking (only non-insured deposits over 5100,000) by establishing a 
"Wholesale Vmanciallnstitution" (WFJ, pronounced "WOOFIE"), which would not be subjeet to the 
Bank Holding Company Act. The Bank Holding Company Act would be amended 10 allow any 
finandal firm to affiliale with • bank and to allow any bank to buy, establish or otherwise affiliate with, 
any other type offinancial firm including, in particular, an insurance or securities underwriter. Under 
Alternative B, the Frist Amendment would simply be statutorily deemed to be satisfied, on the theory 
thai its real purpose was ta ensure the opportunily ofbanks ta ""Pand into insurance and securities and 
this has been accomplished. . 

Discussio", 

The basi. Issue: The decision whether ta allow any affiliatian offinancial and nonfinancial 
firms is one ofthe mOst contentious issues arising from the legislation. In general, the substantive 
arguments for permitting .ffiliation arc: 

• 	 to get the benefits offinancial finn synergies, it is importaat to allow securities and insurance 
companies - which coomin significant non-financial elcments·- to have access to retail banking 
customers'. 	 . , . 

• 	 there are synergies between financial and non-financial firms that should be allowed to provide 

consumers with the maximum benefit fr9m mndernization; 


• 	 allowing firms with nan-financial elements into hanking would increase competition, which 

would benefit consumers; and 


• 	 such combinations are already pennitted in the thrift industry, where they have not caused any . 
problems. . 

In addition to these substantive arguments, the securities and insurance companies and the thrifi 
industry, and Senators Dodd and D'Amato, will not support modernization without. substantial basket 
for bank-affiliated entities to do non-financial activities, and without their support, the legislation cannot ,.proceed. 

The substantive reasons for opposition to any combination ofbanking and commerce are: 
• 	 unlike other finanica1 setVices, banking comes 'With government backing. which generates capital 

subsidies and moral hazard; it is inappropriate to extend this safety net to commerce without far 
greater evidence ofpositive synergies~ 

1 While it is difficult to tell precisely from publicly available data, it appears unlikely thnt many of 

the largest banks could qualify as lIuins, mainly because of their commercial lending and investments in non­

mortgage securities. However. it is possible that one or more of the large banks ",,-.lth a heavily consumer 

orientation (e.g., NationsBank) might so qualify. and could, therefore, make II choi~ to become a thrift to 

take advanl.Ageofthe commerce "opportunity." In the past, banks such as Wells Fargo that have considered 

moving to a thrift charter have u1timately rejected tho idea. 
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• 	 mo.t of the synergies between commercial and finanieal finns involve using the financial finn as 
a marketing 1001 for the commercial finn. which is an inappropriate use of the government safety 
net; 

• 	 this country, unlike Japan and Gemmny, has along legal and cultural tradition against 

combinations ofbanking and commerce; 


• 	 the combination will exaceroate the already strong trend toward moving control ofcredit and 
financiIlI services out ofthe loea! communities where these services are needed; and 

• 	 it is difficult to believe that financial regolators can or should effectively regolate the capital of 
non-financial companies, 

Affiliations between financiIlI firms and companieS doing a business thnt truly would provide some 
positive synergies for the finanieal finn, such • software or telecommunications finn, may well be 
possible to achieve gradually by estabUshing in the legislation a system by which regnlators could 
expand the definition of"financlal" over time, without having to move all the way 10 allowing 
combinations "ffinanciIlI and industrial firms, 

In addition to these substantive arguments, there are two polilieal argoments against permitting the 
eombinallon: (i) Senator Sarhanes and such traditional Democratic constituencies as community and 
consumer groups have statad they will unalterably oppose any legislation that permits any 
ban1dnglcommerce combination; and (ti) House Banking Conunittce Chainnan Leach and the Fed (and 
former Fed Chairman Paul Volcker) have <;orne out firmly in opposition to any significant banking and 
commerce combination. ' 

Treasury', alternatives: AIternalive A has generated some interest from Chainnan Leach. as closer 
to his'minimalIst approach to banking and commerce than the Roukema bill, and commands support 
from those, such as Rep, Rookema, who'support the basket approach. However, Senator Sarhanes 
remains opposed, Proponents offuU banking and commeroe, particularly Mr, Baker. hove voiced their 
displeasure with tbis more limited approach, 

Within the Administration, Chairman Yellen believes that grandfuthering all the unitary thrift holding 
companies is far too broad, and that grandllllber rights should be Umited to those unitaries that are 
actually using their authority to engage in non-financiIlI activities to an extent in excess ofwhatever 
basket is established, Treasury responds that not cutting back on thrift powers is critieal to maintalning 
thrift support for legislation. which in turn is critieal for legislation to move forward, Treasury and 
Chairtruln Y<lIen have agreed th.t the Adarlnistr.tion would be willing to cut back on iIle scope of 
grandfathering as • bill moved through Ihe legislative process, 

Treasury has been able to keep Alternative B from leaking, so it is unclear how it wiU be received, The 
issues that win potentiaJly arise are: 

• 	 bank::; might assert that the Frist amendment has not been satisfied and therefore the conditions 
for merging the funds have not been mett; 

• In general, banks don°t much <iafe about merging the fundsj that is • good government and a thrift 
issue. But, understanding tho interest ofOfhers in merging tho funds, banks view the BlF/SAIF merger as 
leverage to enable them to get dpaid" for agreeing to take en part of the FICO obligation as part of the SAW 
recapitalization lut year, 
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• 	 diversified financial holding companies that have non-financial affiliate, might not view the thrift 
option 8S sufficient; 

• 	 banking/commerce opponents may view the proposal as unsatisfYing since il preserves, and 
, publicizes, an existing banking/commerce "loophole"; and 

• 	 there may be serious concern abeut the ability ofors to regulate effectively • largo number of 
powerfill new unitary thrift holding companies. 

Conclusion: You advisors reeommcnd proceeding with two alternatives. as Treasury has proposed. 

ISsUE 2. HOw SHOULD DIVERSIFlED HOLDING COMPANIES BE REGULATED AND WHAT SHOULD BE 

TIll! ROLE OF THE FEll? 

Treosury proposal: Treasury proposes lhat the Fed would regulate all bank holding companies (under 
Alternative B Ihrift holding companies would be regulated by OTS). Holding companies engaging in 
activities that ~.annot be done directly'in the bank (including. for example, securities or insurance 
underwriting) would be required 10 provide the Fed an undertaking to msintain the espital of the 
subsidiary banks at the "well-capitallzed" level'. Ifthe bank'. espital fell below that level the holding 
company would be required to bring the espitallevel back up to well-capitalized and msintain it ~ that 
level. U; within 180 days, the holding company were unable to bring bank capitai back up 10 the well­
espitallzed level, the holding company would be required 10 eitber (i) divest the bank in a manner that 
results in the bank being weD-capitallzed upon divestiture (e.g., by shrinking the baJaace sheet or by 
getting the buyer to add capital as part ofthe transaction); ,or (n) cease engaging within the holding 
company in any aetMty the bank could not engage in directly (mclnding. for eoounple. most insurance 
and securities underwriting). Ifthe bank got seriously in trouble so quickly that the FDIC were fllrced 
to put it into receivership or conservalorship, the holding company's guarantee ofth. bank's well­
capitalized status would he enforceable by the FDIC. 

The Fed would be responsible, as part ofits normal supervisory process, for continuously ovaluaring the 
holding company" ability 10 support the bank's capital., the well...,.pitalized lev.~ and would b. able 
10 examine bank holding companies and their nonbank subsidiaries if there were reason to suspect those 
enlities were engaged in activities that could pose • significant threal 10. subsidiary bank. With respect 
to bank holding companies that are permitted under current law (most of which do not have non-bank 
subsidiaries), lhis would be a limitation on Ihe Fed's current unrestricted authority to examine Ihe 
holding company. 

9 Bank (and thrifi) capital levels are set by statute at «weU-capitnlized.." "adequately capitalized." 
«undercapitalized" (which subjects the bank to regulatory sanctions), <~ignificnntly undercapitalized" 
(reguiatc»y sanctions required). and "critically undercapitalized" (hank subject to being placod in' 
receivmhip), Current law in effect requires I'l holding company to guarantoe to maintain the bank or thrift at 
the adequately capitaBzed level. 
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The Fed'. ""thorily to estoblish holding company capita' requirements" would be limited to the 
following situations: 

• 	 A subsidimy bank's capital has remained below the weU..,.pitalized level for more than 90 days; 
• 	 Banking assets constitute mo,e than 90"10 of the assets ofthe holding company and imposition 

otholding t<lmpany capital requirements is or may be necessary to avoid .. thr..t to the 
safety and soundness of the bank; or 

• 	 On a ease-by-case basis ifthe holding company has assets in excess 5100 bimon and owns one 
or more banks with consolidated assets in excess ofabout $5 billion" and imposition of 
holding t<lmpany capital requirements is or may be needed to avert systemi. risk to the 
etonomy or a threat to bank safety And soundness. 

Again, as to bank holding companies permitted uoder current law, this could ;.. depending on whether 
the Fed', suthorily does in fact exist -- be alimitstion on the Fed's current authority to set holding 
company capital requirements. 

. 	 . 
The Treasury's proposal would not impose similar requirements on thrift holding companies (nuder 
Alternative Bl, nor does current law. 

D1scussJon: With respoct to the holding company guarantee;Chainnan Yellen and Director Raines have 
both raised the issUes of (I) the ability ofthe Fed adequately 10 momlor the effective strength ofthe 
guarantee wh"n it is neither authorized or set up 10 regularly and fully examine the holding company or 
its non-bank subsidiaries and (n) the extent to which the differeooe between "weIi-<:apitalized" and 
"adequately capitalized" provideS a sufficient cushion in capital and time so that • bank that falls below 
the weIkapitalized level can be recapitalized or sold befure it is truly in trouble. Chainnan Yellen also 
strongly disagrees with any cutting back on the Fed', authority to examine or set capital requirements 
for bank holding companies pormitted uoder currenllaw. 

On the issue ofFed capital standarda, the major substantive question, raised by Chainnan Yellen, i, 
whether these stsodards amount 10 attempting 10 close the hsrn door after the horse is Oul. In 
partioUlar. nthe Fed can impose holding company capite! standards during the Iir.i! 9() days wben a bank 
foll, haiow the Well-<:apitalized level only after finding a threat or likelihood of threat to the bank or of 
systemic risk, will the capital standards be effective in preventing the risk from materializing? Chaiiman 
YeUen also believes that defining a holding company that is primarily bank-reisled .. one in which the 
bank accoul11s for 90% of the assets is too lax: moving sufficient ..sets out of the bank 10 rau below the 
90"10 level wuuld be fairly painless. She would support limiting Fed authority to set holding company 
capitol requirements only to the situation in which both subsidimy banking assets were under $25 billion 
and subsidiary banks made up less than 25% ofthe total assets of the holding company." Chairman 

10 The Fed asserts it bas such authority under current law. However. it is unclear whether the 

assertion would survive legal challenge. 


I! As of 12l3119G. 134 commercial banks had assets in exocss of$5 billion. as did 35 thrifts. 

12 At the end of 1996, approximately 30 commercial banks or thrifts had IlSSets in excess 0($25 
billion. BI;cause banks Me asset~heavy in comparison to other fmn.ncial and industrial eompanies that 
produce ¢l;JUivalent revenues. many bank holding companies with 4 sizeable bank component would probably 
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Yellen would also require the Fed to regulate in a cost-effective manner, and would allow it to establish 
exemptions from regulation to accomplish this goal. 

Treasu!)' responds that: (i) holding oompany capital regulation is in ract an extremely minor part oftbe 
entire bank regulato!), structure that would ensure the security of the deposit insurance funds; (n) 
providing tbe Fed with .ny degree ofexplicit holding oompany capital authori\y is more than the Fed 
has now; and (iii) since the goal ofholding oompany capital regulation in tbe case of. holding oompany 
that is predominantly a bank is to prevent "double-leveraging"" in order to protect the deposit 
insurance fund, it does not matter that a holding company eould avoid the capital requinements by 
moving ..sets out ofthe bank. Treasury also responds that Congressional dynamies make it highly 
likely that the Fed's authority will be strengthened during the legislative process, and it is tberefure 
important.to stnet at • point that provides bargaining room. 

Conclusion: This is tbe one issue on which your advisors beve not been able to reach agreemeat. 
[NOTE TO REVIEWERS: THE FOLLOWING IS ONLY A DRAFT IDEA. IT lIAS NOT IN 
ANY WAY BEEN BLESSED BY SPERLING, THE NEC, OR ANYONE ELSE.! The NEC 
suggest. that a reasonable solution would be to (i) retain current holding oompany regulation without 
change for eompanies that do not choose to qualilY to bev. non-bank subsidisries (i.e., do not agree to 
maintoin all subsidiary banks at the weU-capitalized level); Cd) set tbe threshold for full regulation 
(unlimited _mination and capital authority) ofdiversified companies at holding companies with either 
ns billlon (indexed) ofconsolidated bank ....t& ,>r oonsolidated bank assets of 75% or more ofthe 
assets ofthe holding company (no matter what the size oflhe holding company); and (iii) pern!it the Fed 
to establish holding eompany capital requimments fOr other diversified holding eompimies when the 
capital ofany bank subsidiary stays below the well-capitalized levelfor 90 days. . 

I$S!JE 3. SHOULD THE COMMUNITY REINVEsTMENT Acr BE EXTENDED BEYOND BANKS AND 
TIlRIFTS AS PART OF FINANCIAL SERVICES MODERNIZATION? 

Treasucy proposes to extend CRA to Wholessie Fmanciallnstitutions only. The obligation would not 
be extanded to any non-depositocy entities, even if they were affiliated with. depository institutuion. 

not be eli!,.jble for the reduced regulation under !hi, propos.1. (NOTE FOR REVIEWERS: At the end or 
1996. American Express tlad assets of approximately 5108 billion and Travelers had assets of 
approximately S151 billion. Thus. under OHlirman Yellen+s proposal. either company eould Acquire a 
bank with less than S2S bil1ion In assets and not be subject to fuU Fed regula-Hon. SmalJer companies. 
aud tess Bssct·heavy industrial companies would. of c!)urse. be nlOre limi.ted. [do not intend to include 
this note in the memo to the President. but thought it useful in the search for agreement on this issue,1 

13 Double leveraging occurs when a holding company issues debt that is then used [0 capitali7.e the 
bank. The result is that the bank nomirutHY has equity. but it is under pressure to dividend profits to the 
holding company to pay the debt service. This can result in the bank holding less capital (e.g"iiWe in excess 
ofthe minimum runount required ~- in (he case ora bank in 8 diversified holding company,the well­
capitalized level) than would otherwise be the case. In contrast, if the bank itself has raised tho equity, there 
is 00 debt service, and so less pressure to pay holding oompany dividends, 

http:important.to
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The Secrettuy's speech announcing any proposal -- and all subsequent statements from the 
Administration - would state explicitly that we will tolerate no weakening ofCRA. 

Di>cussion: On. ofth. hallmarks ofyonr Administration hes been its recognition that access to credit 
and other finanoial services is essential to the vitality and growth ofcommunities. Bank regulators have 
been directed to make the Community Reinvestment Act work to generate "perlhrmance, not 
paperwork.n. The regulators - working through an unprecedented series ofhearings and other outreach 
ellorts - responded ellectively: new CRA regulations, which are just coming into effect. have been 
praised as ellootive without being burdensome. As. result of this Administration's ellorts in this area 
(mclnding not only eRA. hut also ellective enforcement ofnon-discriminstion laws. and the National 
Homeownership Strategy), over $90 billion in CRA commitments have been made and the number of 
mortgages made in low- and moderate-income conununities rose 22% and the number to minorities rose 
33%bctween 1993 and 1995 (compared with an overall increase in number ofmortgsges of IO"!.). In 
the 1 04th Congress, tha Administmtion stood strong agsinst any cutback in CRA in tbe context of 
banlcing regulatory relief regulation -- and succeeded in fending offall challenges. 

The power ofCRA and related statutes and of the bank regulators to get results is beyond anything 
onmmunity gronps have been able to aeeomplish in tbe rernninder of tbe financial services industry. So 
anything that ,liminishes tbe reach ofth. banlcing regUlators, and ofeRA. i. troublesome to these 
groups. They believe financial services modemlzation wiD imonurage assets to flow oul ofbanks, and 
thu. reduce the impact of CRA Their concern i. exacerbated by what they see as the lank ofbenefit to 
consumers -particularly poor consumers - from chsnges, such as int.rotst. banlcing. !bat have already 
oe<urred in the system. They have strongly urged the Administration. as a condition offinancial 
services mod,imizaiion. 10 expand CRA coverage to all financial itistitutions affiliated witb a bank or at 
least 10 all bank-eligible products (such as mortgage loans) no matter where in the holding company 
they are offered. . 

OmciuskJn, Your advisors unanimously rooommend tbat, notwithstanding the conceras oftbe 
community groups, eRA expansion beyond WFIs" should not be included in tbe proposal. Tbere are 
two basic reasons: practical and political. On the practical side, Treasul)' notes the difficulty ofdefining 
the geographic service area - • critical CRA concept - for securities firms and mutual funds, and tbe 
difficulty ofimposing federal CRA regulation on statc-regulated insurance companies and unregulated 
finance companies. In addition, while there may be some increased flow ofassets out of banking as 
part ofthe synergies created by modemlzation. it is also likely tbat assets will flow in. For example, if 
an insurance company has a bank affiliate, it may be inclined to encourage recipients of insurance 
proceeds who wish to invest them with limited risk to invest in a bank CD, rather than in some non.. 
bank vehick:. 

" Treasuty would expand CRA to WFls _use: (i) WFls "'" banks that lake depesits; (ii) !hey 
have access to the payment system~ and (iii) to create WFls without eRA v.'QWd open the way for an 
immediate oontraction ofeRA coverage as such wholesale banks as Bankers Trust and JP Morgan ~- now 
subjoct to eRA - became WFls. With one exception. all the non~bank oompanies likely to create WFls have 
.aid !hey would not oppose application ofCRA to WFI,. 
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As a political matter, whatever support eRA has among community groups and some Members of 
Congress (including in particular Senator Sarbanes), it is strongly disliked by many banks, most 
Republican members ofCongress and many pro-business Democrats, In fact, it is probably fltir to say 
that, with the potential important exception of Senator D' Amato, no one strongly in ravor of fmancial 
services legislation is strongly in favor ofCRA And the securities and insurance industries (baoked by, 
e,g" Senator Dodd) are unalterably opposed to any expansion, 

Moreover, even many eRA proponents (such as Senator Sarb""",,) believe that any attempt to expand 
CRA as iI price for modernization legislation will lead either to no legislation (a result to whioh they 
would not object) or a frontal assault on CRA by opponents sueb as Senators Shelby and Maek, with 
the result that - ifit went anywhere at all- the entire financial services debate would beoome a 6ght 
about CRA, and it is very likely the Administration would be called upon to veto the resulting bill, 
Senator D'Amato has indicated that be will protect CRA from depredation ifth. Administration does 
not push to expand its reach, The Senator aetually aooompushed tbis result in 1996, when he was uoder 
significantly I"". electorsl pressure to do so, nod we believe h. can and wi!! hold the fine agnitt 

ISSUE 4, SHOULD STRONG CONSUMER PROTECTIONS BE HARDWIRED INTO THE Sl'ATUE, 
PARTICULARLY TO PREVENT CONSUlIreR CONFUSION ABOur INSURANCE ON NON-DEPOSIT 

PRODUCTS AND EXCESSIVE PRESSURE TO PllRCHASE INSURANCE AS PART OF A LOAN TRANSACTION? 

Treasury would establish that federsl bank and securities regulators have an obligation, with respect to 
re!.ail sales oftlon-deposit investment products by depository institutions, to .avoid customer confusion 
about the applicability and scope ofFDIC and SIPC insurance; to prevent improper disclosure of 
confidential customer information; and to avoid conflicts ofinterest and other abuses. 

The regulations adopted by the banking regulators and the SEC would be required to "encourage tbe 
use ofdisclosure that is simple, direct, and reedUy understandable" (model language would be included), 
and to encoumge o.rsI as wei! as written disclosure, (Studies have shown that oral disclosure is more 
effective, but it is. ofcourse, more difficult to monitor, particularly in face-ta-face. rather than, 
telephone, conversations,) The National Council on Financial Services, on which both the federsl 
banking regulators nod the SEC would sit, could astabllsh more stringent regulations than those adopted 
by the individual regulators. 

The Treasury'. proposal would probibit non-deposito!)' institution affiliates within. bank holding 
company front sharing with any depository institution in the holding company non-public customer 
information, including in particular evaluations ofcreditworthiness, unless the customer received "clear 
and conspicuous disclosure" that such infonnation might be shared and had an opportun"ity to direct that 
it not be shared, As a practinal matter, customers would probably be given an opportunity to make thi, 
choice for aU classes of information upon the opening of an account, rather than on an cvent-by-event 
basis. 

Treasury would require the National Council on Financial Services to biennially review, starting on June 
30,2001. the regulations adopted pursuant to these requirements to detennine whether they carry out 
the purposes, 
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Finally. Treasury'. bill would. by adopting. greater degree offunctional regulation of securities 

activities than b currently the case, impose more consumer..protective requirements on bank activities 

relating to securities sales and work for investment companies than is currently the <:lISe, 


Discusslo", Treasury'. proposal is desigued to be at least as protective of consumer concerns as 

proposal. currentiy being considerod in the House, but to do so in a manner that hardwires rower 

requirements into statute and requires more ofthe regulators, However, the requirement for simple 

disclosure and model language goes further than other proposals. In contrast to current law. bank 

regulators would have to adopt "'l!'IIfations, not guidelines. regarding the sale ofnon-deposit 

investment products. 


The consumer groups are not likely to be fully satisfied with this approach for three reasons: 
• 	 they are skeptical ofthe bank regulators' ability and willingness to adopt strong and effective 

regulations in this area and they would therefore prefer to hardwire more into the statute; 
• 	 the proposal would not provide consumers with • private cause ofaction against • depository 

institution that caused hann by violating the regulations; 
• 	 the proposal would not explicitly deal with "implicit" tying, oeder which a consumer gets the 

impression, by the mere fact that credit insuranee is offerod before a loan i. approved, that 
approval of the loan is contingent on purchase ofinsurance from tha bank, 

Conversely, financial institutions will be concerned that this proposal - particularly, the information 

disclosure portion - may severely limit their ability to cross-sell securities and investment products, 

which they regard as one ofthe benefits to both consumers and institutions ofallowing greater 


.affiliations among financial institutions, 

Conclusion: Your adviso... unanimously recommend that Treasury go abead with Its proposed 
consumer protection provisions, The bill as a whole should generate significant consumer benefits 
throUgh opportunities for one-stop shopping and cross-marketing While implicit tying probably does 
occur in the minds ofsome consumers". more opportunities for competition within the financial 
services sector should reduce, rather than increase it. 

The history ofhardwiring consumer protections into financial SUItutes has been very· spotty. in large part 
because the industry and teehoology are changing so quickly that what appeared effective in protecting 
consumers when a statute is enacted quickly becomes marginally useful and very burdensome. Trutlt in 
Savings, Truth in Lending and the Real Estate Settlement Protection Act all needed statutory 
modification for years before Congress got around do doing the job last session, By using instead • 
regulalory process with full nutice and comment (unlike the development ofguidelines, which is in 
general done 'without public notice), and by requiring periodic review and updating. rules that make 
more sense for both businesses and consumers are likely to be established and kept current. 

ISSUE 5. SHOULD TREASURY SUBMIT LEGISLATIVE LANGUAGE WITH ITS REPORT? 

U Under current law, explicit tying is prohibited to bunks, without the showing {If market power' 
requited under traditional antitrust iaw. 
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In 1995. as Congress started its most recent financial services modernization debat~ Treasury chose to 
participate through testimony and a statement of principles. There is a general feeling that the result 
was that 'the Administration was marginalized and not really a player once Members of Congress, 
including both Senator D'Amato and Chairman Leach, submitted bills. Treasury's opinion is that it is 
even more important f~r the Administration to come to the table with legislative language this time, 
since severn bills have already been introduced. serious bearings have started, and -- while it looks less 
likely lhan it did severai months ago - Ihe stars may be aligned to actually produce legislation this 
Congress. People on the Hill are clearly waiting for statuary language. 

At the same time, however. taking a firm position on banking and commerce would, as discussed above. 
be counterproductive. Treasury's proposal to provide two alternatives is quite difficult to present in 
legisl.tive language, primarily because Alternative B is in essence the status quo, and requires relatively 
rew legislative changes. Therefore, John Hilley has proposed that Treasury provide narrative 
descriptions afthe two banking and commerce alternatives, rather than statutory language, and provide 
hill1anguage only for the remainder ofthe proposal, showing alternatives where appropriate. Treasury 
intends to follow this course. 

CQlIC/lUion: Your advisors agree with the Hilleyrrreasury proposal to submit legislative language on 
most ofthe bill .. a Treasury initiative. Your advisors also believe it is critical th.t Treasury do a 
careful'and complete rollout ofthe proposal, particularly with Democrats, both to avoid confusion and 
to position the proposal as a tboughtful and sensible way to move tbe debate forward, rather than • 
fainthearted response to • difficult substantive and political problem. 

IV. DECISIONS 

__ 	Treasury should proceed as it has proposed on all issues. 

__ 	Treasury should proceed as it has proposed on all issues except holding company regulation, 
where it, proposal should be revised to conform to Chairman Yellen's proposal. 

__ 	Treasury sbould proceed as it has proposed on ali issues except holding company regulation, 
where its proposal should be revised to conform'lo Ihe proposed NEC compromise. 

_ 	 We need further discussion hefore deciding whether and how to proceed. Please arrange for a 
meeting of relevant principals with me, I am particularly concerned about 

__ I do not believe we should proceed with any legislative proposal at this time. Treasury should 
simply fulfil its statutory mandate to send Congress a report. 



THE WHITE HOUSE 

WASHINGTON 

May 16, 1997 

MEMORANDUM FOR THE PRESIDENT 

FROM: 	 GENE SPERLING 

SUIIJECT:: 	 Attached memorandum on Treasury's Financial Services , 
Modernization Proposal 	 I 

The attached memorandum asks you to authorize Treasury to proceed to announce and 
submit their financial services modernization proposal. Secretary Rubin intends to 
introduce the proposal in a May 21 speech, and to testify before the House Banking 
Committee the frrsl week ofJune. 

The memo is arranged as follows: 
• 	 Page I sets the procedural context, including why the timing is imporl1lnl 
• . 	Page 2 and the top of page 3 summarize the five primary issues 
• 	 Page 3 through the top ofpage 14 contain more extensive discussion of 

each of the five issues, together With your advisors' recommendations 
• 	 Page 14 sets OUI the decision alternatives 

The proposal has been under development by Treasury for about a year, and bas been the 
subject of. several-month NEe process. During the process, your advisors were able to 
raise and resolve a munber of impOrl1lnt issues. Your advisors are in unanimous 
agreement that Treasury should proceed with its proposal as outlined in the memo. 



THE WHITE HOUSE 

WASHINGTON 

May 16,1997 

MEMORANDUM FOR THE PRESIDENT 

FROM: GENE SPERLING 

SUBJECT: Request for Decision Concerning Treasury"s Financial Services 
Modernization Proposal 

L ACI'lON FORCING EVENT: Treasury was required by statute to repon to Congress by March 31 on 
the potential merger of the bank nnd thrift chane" and ofthe bank and thrift insurance funds, The 
specific items in the repon are inextricably bound up with the broader issue offinancial services 
modernization, namely the extent to which all types of financial entities - including banks, thrifts, 
securities firms and insurance companies -~ can affiliate with each other, ,and the extent to which firms 
affiliated with banks can affiliate with non-financial commercial finns, 

All your economic advisors believe financial modernization reform is long overdue, that it is good 
government, good for t~ American ~nomy and good for American consumers, Consolidation iIi the 
banking industry will probably continue, with some loss ofjobs, with or without modernization, But 
modernization sbould make alIlinancial services companies mar. competitive at home und abroad and 
should enable the sector to continue its recent job growth, 

Although TreaEUry hes not yet submitted it. report, Congress - especially the Hause - is already 
considering financial services modernization, including the repeal of the Glass-Steagall Act'. After 
declining sever.!! previous invitations to testifY, Secretary Rubin hes agreed to testilY before the House 
Banking Committee the first week in June. He would like to be able to annOunce Treasury's proposals 
in a speech on May 21, so that the announcement would be in a forum he. rather than the Congress, 
controls. Any financial services modernization effort would be a Treasury, rather than a Presidential, 
initiative. 

n. DECISION REQUIREO: ""ETIIER TO AlITHORIZE THE TREASURY TO PROCEED WITH 
PRESENTATION OF ALTERNATIVE FINANCIAL SERVlCF.s MODERNIZATION, PROPOSALS, 

Over the past several months, the NEC has run an interagency process to consider Treasury's 
proposals, Treasury, Commerce, Justice, SBJ\ OMB, CEJ\ DPC and White House Legislative Affairs 
bave been participants. We have been able to develop a consensus on aU issues. On several issues, 
however. we wish to inform you ofimportant countervailing considerations. This memo provides you 
with a quick overview of tile major issues, with a substantial amount ofbaCkground following. 

I The 1933 Glass-Steagall Mt prohibils the combination ofcommercial and investment banking. 
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Issue 1. &w should banJdng Bnd commerce combinations be dealt with? Treasury 
proposes to provide two alternatives. The first would allow banks to affiliate freely with all types of 
financial service companies: and allow the combinations to include up to an unspecified percentage of 
oommerciallm'liness (measured by gross revenues). but exclude any combination oftbe 1000 largest 
non-financial firms with any bank, The second would allow banks to affiliate freely with all types of 
financial service companies but not allow such affiliations to dn any non-financial business. In the 
second alternative, the thrift eharter, which allows any type ofhasiness to affiliate with a thrift, would 
be reWned. Your advisors agree with Treasury's proposal. While tbe Administration will surely be 
cIlIlcized for not being decisive, this appears to be a reasonable way ofmoving the process forward 

,while IlCCOmmodaling tbe strong feelings against any combination ofbanldag and commerce held by 
several senior Democratic Senators (including Senators Sarbenes and Da.scble), 

Jssue 2. Bow should diversified bolding (;()mpanies be re.gulated and what sbould be tbe 
tlIIe of tbe Eed1 Treasury proposes to allow the Fed to impose capital requirements only on,alimited 
group ofdiversified bank holding companies, those: (i) with total assets over $75 billion which include 
bank assets totaling over $5 billion; (ii) in which the 8ggfegate bank assets constitute at least 75% of 
total holding company assets; or (ill) where a subsidiary bank'. capital level falls below tbe"well­
capitalized" level (tbe higheSt statutory eapitallevel) and remains there for 90 days, The diversified 
holding company would guarantee to the Fed that each ofits depository institution subsidiaries would 
be continuously weU-capitalized or the depository institution will be divested with a requiremeot that it 
be weU-capitalized after divestiture. Some diversified financial companies interested in affiliating with 
banks may complain that this is too much regulation, and the Fed may assert it is too little. However, 
we believe it is a responsible starling point ror the legislative process. 

Is,•• 3. Should tbe Communityjkinmtment Act (CRA) be exteoded b!l)'l!odbanks Bud 
thrifts as part offinaDcial secyjees modernization? TreasUry proposes to extend eRA only to a new 
class ofbanks -. Wholesale Financial Institutions, which could not take insured deposits but would be 
banks in most other respects. Treasury does not propose any further extension because, not only is 
there no support in Congress for extension. but Republicans have given clear warning that an attempt to 
extend will1ead to new efforts to repeal or gut eRA, Your advisors agree with Treasury's assessment 
oftbe political situation and with Treasury's position, However. you should be aware that oommunity 
groups will regard proposing moderniUltion without extending eRA to non..oonk entities that are part 
of a bank holding company to be backtracking on your Administration's most successful economic 
development initiative, ' 

Issue 4, Should strnng consumer protections be hardwired into the statue. par1icularlY to 
prevent consumer confusion about federal insurance on non.deposjt products aod e;(CfSsiye 
pre:;SU~ to I)utthase insurance as part of RloaD trnnsac:iion? Treasury proposes to require bank 
regulators to adopt regulations on these issues (currently there are onJy "guidelines"), including a very 
simple disclosure about insurance status" Your advisors agree with this proposal. believing that there 
are one-stop shopping synergies in financial services modernization that really win benefit consumers. 
However, consumer groups are likely to regard the proposal as insufficient. in part because of1ack of 
trust of the bank regulators, and in part because banking Jaw would not be amended to establish a 
private right ofactIon for violation of the regulations, 
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Issue S. Should Treasury Submit legislative laD\:uage with its repgrt? Treasury proposes to 
provide Congress with legislative language from which Congress can prooeed to consider financial 
services modernization, Your adviaors agree with Treasury's position, hot Legislative Affairs raises the 
caution that once we have sent up legislative language, the process may well begin to move and we may 
have difficulty controlling it, particularly with respoot to issues such as CRA and the ability ofbanks to 
do non-bank activities in a bank, rather than a holding company. subsidiary (see footnote 8), It is 
generally agneed that without an Administration submission, the legislative process will stalL 

m. BACKGROUND: Current law restricts affiliations between banks and other companies (iJl., it 
prevents them from owning one another or being under common ownership), The Glass-Steagall Act 
generally prohibits affiliations between banks Bod securities firms, The Bank Holding Company Act of 
1956 generally restricts bank holding companies to activities closely raiated to banking, Bod speeillcally 
prohibits such companies from underwriting or selling insurancet 

Technological and financial innovation, together with market pressures to offer consumers a wider array 
ofservices, have rendered this segmentation ofthe financial market untenable, Different types of 
financial products have converged with one another No longer is there a sharp practical distinction 
between a syndi'lIIted loan and privately placed commercial paper, between. security Bod a fioancial 
future, between. checking account and a money-market mutual fuod, or between a mutual fund Bod • 
variable-nnnuity insurance poliey, Derivative financial instruinents even challenge suCh fuodamental 
distinctions as those hatwecn debt and equity or between dollars and draelunas, 

!nth< tace ofthese developments - this proliferation ofnew types offinancial products - the old 
diatinctions among financial institutions are eroding, Banks and thrifts are now practically 
indiatinguishabl<" Many banks offer insurance, mutual fund shares, and brokerage services, and 
underwrite a wide range ofsecurities, directly or through affiliates. Securities firms make or syndicate 
conunercia1loans. and offer money-market accounts: with check-writing privileges, Securities markets 
constitute the largest source of homeAmortgage financing. A wide range ofnonfinancial companies own 
specialized banks that offer credit cards. 

Yet the old statutory restrictions remain, imposing needless regulatory and management costs, and 
Impeding competition, innovation and consumer choice. Allowing financial firms ofall types to affiliate 
holds promise that consumers will benefit as fair eompetition -- less hindered by regulatory restrictions" 
- win drive finn:; to achieve savings and pass them on to consumers]. 

2 The Comptroller of the Currency has pcnniUed national banks, undet specific provisions of the 
National Bnnk Act, to sen insurance. and has been upheld by the Supreme Court, Insurance agents, in 
particular. Are very much opposed to this «extension" of bank powers, and the issue has boon both a catalyst 
for and a politicn1 barrier to, financial services modemiz.ctkm. 

) For example. for many years a very limited group ofsavings banks, mainly in the Northeast. has 
been allov.'td to otTcr savings bank life insurance, an cxtremely reasonably ..priccd product attractive to people 
(such ns young marriod couples with children) whose inoome and cnpacily to purchase insurance make them 
inefficient pro'.>pects for the higher-cost insurance agent distribution channel. Expanding the ability ofbanks 
to offer insurance: products should. on thc basis: of this experience. make insurance more widely availabte~ at 
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In addition to providing benefits to consumers, affiliations among financial institutions should reduce the 
operating costs ofthe institutions, which. whether passed on to consumers, employees or shareholders. 
will almost certainly increase the institutions' productivity and should provide economy.wide benefits. 
Increased affiliation will increase intra·firm diversification, which should help reduce the risk of 
institutional failure. And finally, by aligning what our financial firms can do in the United States with 
what they can do abroad and with what foreigo financial firms can do in the United States, allowing 
increased affiliations should increaSe the international competitiveness orus firms. 

For these reasons. there has been a growing agreement that the restrictions against affiliations among 
financial institutions have become outdated. Over the years, both Congressional Banking Committees 
have approved legislation to repeal the Glass-Steagall Act, and the Senate passed such a bill in 1988 by 
a vote of94-2. Yet such legislation has repeatedly foundered on inter-industry confiicts (e.g., between 
banks and securities finns, insurance companies, and insurance agents), most recently during the last 
Congress. 

During the past year, trade associations representing a wide range ofmarket participants have made 
significant progress toward bridging the gaps that have traditionally divided them. The Alliance for 
Financial Modernization - a coalition of 10 bank, thrift, securities, insurance, and diversified-company 
trade associations - has agreed on legislation (the Alliance, or RoukemaNento, bill) that would permit 
any company to affiliate with a bank -if the resulting company has at least 75 percent ofits business in 
financial institutions or financial activities. Thus the Alliance bill would remove existing constraints on 
affiliations among different types offirms that concentrate in financial services, and give these financial 
firms latitude to conduct nonfinancial activities of significant, but not overwhelming, scale. 

Other major proposals currently pending in Congress include the D'AmatolBaker and Leach bills. The 
D'AmatolBaker bill is the most sweeping, permitting banks to afIiIiate with any company, financial or 
nonfinancial. By contrast, the Leach bill -- the most restrictive proposal -- would pennit affiliations 
among banks, securities finns, and insurance companies (but not nonfinancial firms), retain much bank­
type regulation of companies affiliated with banks, and vest broad regulatory authority in the Federal 
Reserve Board. Chainnan Leach has scheduled hearings on his bill for the first two weeks of June. 

One other concern motivates this legislation. Last year Congress passed legislation that rehabilitated the 
FDIC insurance fund that insures thrifts (SAIF). All your financial advisors, as well as the FDIC, 
strongly believe SAIF should be merged with the Bank Insurance Fund (BIF) to maximize their ability 
to withstand any future shocks to the financial system. However, the "Frist Amendment" conditioned 
merging of the funds on the elimination of the thrift charter. Both banks and thrifts have taken the 
position that this means creation of a unified charter that provides both types of institutions with 
virtually all the benefits each now has, including banks' broad commercial lending powers and at least 
some of the thrifts' right to affiliate with any type ofentity. 

reduced prices. Similarly. security finns have clearly proven their ability to offer highly attractive savings 
vehicles at higher yields than those available from banks -- witness the fact that last year for the first time 
more money was in mutual funds than in bank deposits. Providing securities rums the opportunity to offer 
their efficiencies more directly to bank depositors may well enhance yields available to small savers on 
insured deposits. 



ISSUE 1, How SHOULD BANKlNG AND COMMERCE COMBINATIONS BE DEALT wITH'! 

Treasury Alt.",/!/Iive A (conso/jdl!/liqn ollhe bank and thrift cluuters, permitting aJIIliaflqns ambng 
all jinanclal jinns, with a "basket" ofnon-jinaaclal activities allowed): Alternative A is similar to the 
Rookema bill, The tluift chsrter would be abolished and aU tluifts w<>uId become banks', A "basket" of 
non-financial' activities would be permitted within a holding company structure that includes a bank, but 
the Treasuty report would not provide a specific size for the basket. Banking/t1<ln-tinancial affiliations 
would be fin1ber limited in that none ofthe largest lOOO non-financial firms (by asset size) would be 
allowed to aftlll,ate with. bank', 

The capital aCany bank within. diversified belding company (i,e" one that engages in activities, 
including securities and insurance underwriting, that could not have been done in the bank) would have 
to be malntabted at the "we1l-capitalized'" leve~ and the holding company would have to provide a 
guarantee to that effect, While b""ks could engage in non,hMk financial activities in subsidiaries of the 
bank', all non-financial sctivities would have to be done inholding company subsidiaries and there would 
be. total ban 0.' any extension ofcredit by • bank to or for the benefit ofa non-financial affiliate, 

, The OfflCC ofThrift Supervision (OTS) would be merged with the Office of the CooJptroller ofthe 
Currency (OCe). Bofu .... b......offue TreMury. 

'"Financial" woold generally be defined in the statute to include banking and any activity ~ 
aulhwized for a bank, the activities ofbank operating subsidiaries, and .n sctivities the, can be performed by 
securities. commodities and insurance eompanics" The National Council on Financial Services could add 
oilier financial or financially-related activities to the defmltion, AU other activities would be deemed non­
fmarn:ial. 

(; Any company. financial or non-fmancial. could affiliate \vith a ''Wholesale Financiallnstitutioo"_ 
(WFl, pronounzed "WOOFIE"), which could no' take insured deposits and would not be subject to fue Bank 
Holdiag Company Act, 

'1 Bank (and tlullt) capital categories are set by statute at <'v.'clJ-apitaHzed," "adequately 
e:tpitali7.ed," "undercapitnlir.td" (which subjects the bank to regulatory s'/ltlCtions), "significantly 
undercapituliz<:d" (regulatory sanctions required), and "critically undercapitalb::ed" (bank subject to being 
placod in receivership). Current law in effect requires 11 holding company to either maintain the bank or thrift 
at the adequately capitalized level or divest itself ofthe institu1ion. 

Ii The Administration has supported the propoSition that the choice whether to conduct financial 
activities as a subsidiary ofa bank or as a subsidiary of a holding company (and thus as an affiliate of" bank) 
should be a matter ofcorporate choice. i.e., that no particular fonn should either be mandated or encouraged 
by law, The Fed (and a number oftts supporters) has taken the position that all non-bank activity should be 
done in 8 holding company subsidiary only. While there are substantive issues involved in this debate, much 
of the dispute in fact revolves around the fact that OCC regulates banks and their subsidiaries. whereas the 
Fed regulates bank holding companies, and thus forcing activities into holding company subsidIaries reduc:es 
the Administralion's reach with respect to financial services policy. The FDIC, which is responsible for the 
deposit insurance funds. backs the Administration's position, 

http:undercapitnlir.td
http:e:tpitali7.ed
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Alternative A's abolition ofthe federal thrift charter (and the treatment arany remaining state thrifts as 
state banks) substantively satisfies the Frist Amendment. A major COItIpliciuion with this change, 
however, is how to handle differences in the affiliation powers ofbank holding companies and unitary 
thrift holding companies (companies that own one and only one thrift). Currently, unitary thrifi holding 
companies can engage in nonfinancial activities with virtually no limits.' Fewer than 30" thrifts are part 
ofholding companies tba! engage in non·financial businesses. (Approximately 45 others are engaged in 
real estate development, Investment and management, wblch is regarded as "financial" by OTS but not 
"closely related to hanking" by the Fed.) Treasury proposes to grandfather the right ofall 5IS existing 
unitary thrift holding companies to engage In nonfinancial activities without regard to the basket. The 
grandfillher rights would not survive a change in control of the holding company (i.e., the expanded 
franchise could not be sold), but would otherwise be unlimited in dWlltion. 

T1'<IlJSUI')' A.II.mative B (retain separate bank and Ihrift charters, allow affiliations among ballks 
and all ji_cUJIfmns, but with 110 basket ofnon-jinancUJI octlvilies): Alternative B would 
approach the hanking and commerce issue by leaving the existing thrift charter, holding company 
structure and regulatory system intact. As noted above, unitary thrift holding companies can currently 
affiliate with any type ofinstitution. Furthennore, the federal thrift charter bas recently been altered to 
permit (I) unlimited consumer lending and ('Ii) up to 10% ofassets to be commercial 10... and an 
additional 10% to he small business loans - thus mnking the charter very similar to the .ctnaI asset mix 
ofapproximately 60"", ofthe commercial hanksu 

Alternative B in essence preserves the current right of. diversified financial holding company that 
includes non-financial activities to get into retail "hanking" by buying a single thrift. Alternatively, such 
an inttitution could get into wholesale hanking by affiliating with • WFI (see note 6). The Bank 

. Holding Company Act would he ameuded to allow any financial firm to affiliate wilh • hank and 10 
allow any bank to buy, establish or otherwise affiliate with, any other type offinancial firm including, in 
partieular~ an insurance or securities. underwriter, Under AJtemative B~ the Frist Amendment would 

• Undet cum:nt law, the initial purchase must be approved by OTS (which must app!'OVe holding 
company management) and OTS can Impose limitations 00 .afety and soondness grounds. Infonnally,OTS 
has indicated that they W()Utd look skeptically on, e.g,. purchase ofa thrift by 8 company II significant portion 
ofwhose business was gambling Multiple thrill holding companies (companies that own more than one 
thrill. but no banks) are basically limited to activities permitted 10 banlr holding companies, although they 
may engage in real estate development, investment and management Under alternative A, aU thrift holding 
oompanics would be turned into bank holding mmpanics (albeit with special powers in some cases). and 
would be regulated by the Fed. 

10 Numbers relating to thrift holding companies arc as of 12131/96. 

II While it is difficult to tell procisely from publicly available data, it appears unlikely that many of 
the largest banks could qualify as thrifts, mainly because of Iheir COO1IIlCrciJIllending and investments in non· 
mortgage securities. However. it is possibJe that one or mote of the large banks with a heavily consumer 
orientation (e.~. NationsBank) might so qualify, and could, therefore, make a. choiee to become a thrift to 
take advantage ofthe commerce «opportunity." In the past. banks such as Wells FlU'SO that have considered 
movit;g to a thrift charter have ultimately rejected the idea, 
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simply be statutorily deemed to be ..tisfied, On tbe theory that its real purpose was to ensure the 
opponunity ofbanks to expand into insurance and securities and this has been accomplished. 

Discussion: 

Substantive issues: The decision whether to allow any affiliation offinancial and nonfinancial 
firms is one oftbe most contentious issues arising from the legislation. In general. the substantive 
arguments for permitting affiliation are: 

• 	 to get the benefits offinancial firm synergies, it is imponant to allow securities and insurance 
companies - which cootain significant non-financial elements - to have ecce.s to retail banking 
customers; 

• 	 there nu~y be synergies between financial and non-finWlcial firms that would provide consumers 
with additional benefits from modernization; 

• 	 allowing firms with non-financial elements into banking would increase competition, which 
would hanefit consumers; and 

• 	 such combinations are already permitted in the thrift industry, where they have not caused any 
problems. 

The substantive arguments for opposition to any combination ofbanking and commerce are: 
• 	 unlike other financial services, banldng comes with government backing, which gonerstes 

sUbsidies and moral ~ it is inappropriate 10 extend this oafety net or subsidy to commerce; 
• 	 most of-the synergies between commercial and financial firms involve using the financial firm lIS . 

. • marke1ing or financing tool for the commercial finn, which is an inappropriate USe ofthe 
goverrut<Cllt safety net; 

• 	 this COUlltty, unlike Japan and Germany. has along <ultura1 tradition against combinations of 
banking and commerce, and bas had legal prohibitions during the period in which modern 
financial inatitutions have developed; 

• 	 the combination may exacerbate the already strong trend toward moving control ofcredit aod 
financial services out of the local communities where these services are needed; 

• 	 allowing combinations ofbanking and commerce wiD lead to over~concentration ofeconomic 
power; and . 

• 	 it is difIkult to believe that financial regulators could effectively regulate non~financial 
compani,os. 

Affiliations between bank~affiHated firms and companies doing a business that troly would provide some 
positive synergies for the finanical finn, such as a software or telecommunications finn, may well be 
possible to achieve gradually by establishing in the legislation a system by which regulators could 
expand the definition of "related to a financial activity" over time, without' having to move aHlne way to 
allowing combinations ofbanking and industrial fimls. 

Politicallssues: The political argument favoring a significant degree ofbanking and commerce 
affiliation is that the securities and insurance companies and the thrift industry, and Senators Dodd and 
D'Amato, will not support !)1odernization without a substantial opportunity for entities affiliated with 
depository institutions to do non~financial activities. Without their support, the legislation cannot 
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proceed t1• There are two political arguments against pennitting any banking and commerce 
combination: (i) Senator Sarbanes and such traditional Democratic constituencies as community and 
consumer groups have staied they will unalterably oppose any legislation that permits any 
banking/commerce combination; and (ii} House Banking Committee Chairman Leach and fanner Fed 
Chairman Paul Volcker have come out Ilrmly in opposition to any significant banking and commerce 
combination, while Fed Chairman Greenspan bas indicated willingness to consider only very limited 
combinations as tha start of. go-slow approach. 

Alternative A ha. generated some interest from Chairman Leach, .. closer to his minimalist approach to 
banking and commerce than the Rookema bill, and commands support from those, such as Rep. 
Roukerna, who support the buket approach. However, Senator Sarhanes remains opposed. Proponents 
offuU banking and commerce, particularly Mr. Baker, have voiced thair displeasure with this more 
limited approach. 

Within the Admmistration, Chairman Yellen and Director Raines believe that grandfatheting all tha 
unitary thrift holding companies is far too broad, and that grandfather rights should ha limited to shose 
unitarles that are actually using their authority to engsge in non-financial activities to an extent in excess 
ofwhatever buket is established. Treasury responds that not cutting back on thrift powers is critical to 
maintsi:niog thrift support for legislation, whicb in tum is critical for legislation to move fbrward. 
Treasury has agreed that the Administration would be willing to cut back substantially on the scope of 
grandfatherieg as • bill moved through the legislative process. 

Treasury has been able to keep Alternative B from leaking, so it is unclear how it will be received. Tha 
issues that will potentially arlse are: 

• 	 banks might assert that tha Frist amendmem has not been satisfied oed therefore tbe condition. 
for merging the funds have not been met"; 

• 	 dIversified financial bolding companies that have non-financial affiliates might not view the thrift 
option Wi sufficient~ 

• 	 banking/commerce opponents may view the proposal as unsatisfying since it preserves, and 
publicize:s, an existing banking/commerce «loophole"; and 

• 	 there may be serious concern about the ability of OTS to regulate effectively a large number of 
powerfui. new unitary thrift holding companies. 

On this last point, Director Raines believes that if Alternative B prevail. as the basis offinancial services 
modernization legislation, thrift holding companies that engage, through holding company subsidiaries, 
in financial or non-financial activitie, that could not be carried out in the thrift itself, should be regulated 
by the Fed, not by OTS. 

1'2 The extcnt to which this concern can be met by allowing affiliations of non-financial institutions 
with thrifts (as in Alternative B) rather than banks (as in Alternative A) is unclear, as Alternative B has not 
yet been discussed publicly as a possible response to the companies' or Senators' concerns, 

j) In general, banks don't much care about merging the funds; that is a good government and'a thrift 
issue. But. understanding the interest ofothers in tnerging the funds, banks view the BIFISAIF merger as a 
quid pro quo LOr agreeing to take on part of the FICO obligation as part ofthe SAW recapitalization last year. 
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Conclusion: Your advisors recommend proceeding with two alternatives, as Treasury has proposed~ 
taking into consideration. as the legislative process proe<>eds, the concerns raised by Chainnan Yellen 
and Director Raines. 

IssuE 2. How SHOULD DIVERSIFIED HOLDING COMPANIES BE REGULATED AND WHAT SHOULD DE 

THE ROLE OF THE FED? 

Tr<I4Sury prt1pO$a1: Treasury proposes that the Fed would regulate all bank holding companies (under 
Alternative B thrift holding companies would continue to be regulated by OTS). Holding companies 
.ngeging in activities that cannot be done directly in the bank (including, for example, securities or 
insurance underwriting) would be required to provide the Fed an undertaking to maintain the ..pital of 
tbe subsidiruy banks at the "well-eapitalized" levell<, which exe<>eds the level at which a bank is 
considered to be in good standing under regular eapital standards. 

Ifthe bank's eapital feU below the "weU"",pitalized" leVel, the holding company would be required to 
bring the capital level back up to well-eapitalized and maintain it at thet level. If, within 180 days, the 
holding compatty were unable to bring bank capital back up to the weU""'Pitalized level, the holding 
company would be required to either (i) divest the bank in a manner that results in tbe bank being well· 
capitalized upon divestiture (e.g., by shrinking the balance sheet or by gerling the buyer to add eapital as 
part of the tnmsaction); or (ti) oease Cngsging within the holding company in any activity the bank 
could not engage in directly. Ifthe bank got seriously in trouble so quickly thst the FDIC were forood 
to put it into receiverWip or consezvators!lip, the bolding company's guarantee ofthe bank's well· 
eapitalized slatus would be enforceable by tbe FDIC. The Fed would be respollSl"le, as part orits 
normal superviwry process. for continuously evaluating the holding company's sbility to support the 
bank's capital.t the weU""'Pitalized level, and would be authOrized to exanrlne. bank hOlding companies 
and their nonbank subsidisries, 

The Fed would have general regulatory authority to establish holding company capitai requirements in 
the following situations: 

• 	 A subsidiary bank's capital han remained below the well-eapitalized level for more than 90 days 
and the holding company engages in activities not permitted in a bank; 

• 	 Consolidated banking assets constitute more than 75% ofthe assets of the holding company; or 
• 	 The holding company has assets in excess $75 billion and owns one or more banks with 

consolidated assets in e.xcess nfSS biHioniS
• 

In addition, the Fed could impose holding company capital requirements either on a case-by-case or 
class basis upon a determination that such a requirement "is or may he necessary to avert a material risk 
to the safety and soundness ofa subSIdiary insured depository institution." 

The Treasury's proposal would not impose similar requirements on thrift holding companies (under 
Alternative B). nor does current law. 

14 Sec note 7. 

lj As of 12131196. 134 commercial banks bad assets in excess ofSS billion, as did 35 thrifts, 
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Treasury luis discussed the proposal with the Fed, and has re<eived indications from a key staff' contact 

that the proposal i. genem!ly "in the ballpark" However, there has been no official agreement. 


Di>cusswn: The proposal to allow all types offinancial service. companies to affiliate (and perhaps to 
allow some non-financia1 affiliations in addition) luis raised concerns that the consolidated activities of 
these diversified holding companies could generate risks to the subsidiary banks or even to the financial 
system that cannot be detected through individual regulalion ofthe bank, """,riti.s and insurance 
affiliates. Just as the firms continue to consolidate their risk analysis and management at the holding 

.company level, there i•• need for some holding company level oversight by the federai government. 

On the other hand, proposals for consolidjltion ofall financial services regulators, even at the federal 
level, have been notoriously unsuecessful, in part hecause of turfjealousies, but also in part because ofa 
real recognition of substantive differences in the statutory schemes under which the firms operate ­
differences that, for the most part, would not be changed by either Treasury's proposal, or any other 
proposal currently heing considered in Congress. This leaves aside the even greater objactions to 
bringing insullUlCe regulation under the fedem! umbrella. Moreover, neither federal regulators nor 
potential diversified firms that would like to affiliate with banks have any interest in bank-like regulation 
being imposed on, e.g., American Express. 

In recognition ofboth the substantive and potitical buPucntions ofthe Fed'. eurrent role as regulator of 
bank holding companies, all parties to the debate have concluded that scmelevel ofFed oversight and 
supervision ofdiversified bank holding companies is appropriate. Proposals have ranged from 
permitting such regulntion only upon a demonstration ofimminent d8nger to the banking or financial 
system to imposing full bank holding company regulation on all diversified firms. 

Concluswn: The nature and extent of diversified helding company supervision and regulation by the 
Fed luis thus been on. ofthe most difficult we have faced. Over the course ofthe last several montbs, 
the priIWipais have diseussed numorous variations among themselves, and Treasury has discussed many 
of these variations with the Fed. In the opinion ofthe principals, Treasury's current proposal represents 
• responsible balance. It provides the Fed with sufficient general authority to regulate large diversified 
holding companies and those overwhelmingly engaged in banking - about which legitimate concern of 
banking or financial systemic risk could arise - while neither requiring the Fed to exercise that authority 
where it is not needed nor involving them in regulating the capital of smaller diversified holding 
companies. 

Treasury also notes that Congressional dynamics make it highly likely that the Fed's authority will be 
strengthened during the legislative process., and it is therefore important to start at a point that provides 
bargaining room. 

Your advisors therefore recommend that Treasury's proposal be adopted, but that we remaIn flexible on 
the precise boundaries set out. 
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ISsUE 3. SHOULD THE COMMUNITY REINVESTMENT Act BE EXTENDED BEYOND BANKJI AND 
THRIFrS AS PART OF FINANCIAL SERVICES MODERNIZATION? 

Treasury proposes to extend CRA to Wholesale Financial Institutions but not to nondeposltory financial 
institutions (e,g" IIlUluaJ funds or insurance companies). even if they were affiliated witb a depository 
institutuion. The Secretary's speech announcing any proposal - and all subsequent statements from tbe 
Administration - would state explicitly that we will tolerate no weakening of CRA-

Discuss/on, Or", of the hallmarks ofyour Administration has been its recognition that aeooss 10 credit 
and other finan,'a1 services is essential to the vitality and growth ofcommunities, Bank regulators have 
been directed to make the Community Reinvestment Act work to generate "perfonnance. not 
paperwork." The regulators - working throogh an unptecedented series ofhearings and other outreach 
efforts - responded effectively: new CRA regulations, which are just coming into effect, have been 
prsised as effective without being burdensome. As a result ofthi. Administration's effort. in this area 
(mcluding not only CRA. but also effective enlbrcement ofnon-diserimination laws; and the National 
Homeownership Strategy). over $90 billion in CRA eommitments have been made and the number of 
mortgages mad. in low- and moderate-income communities rose 22"10 and the number to minorities rose 
33% between 1993 and 1995 (compared.with an overall increase in number of mortgages ofIO"!.), In 
the l04th Congress, the Administration stood strong against any cuthaclc in CRA in the context of 
banking regulatory re!iefregulation - and succeeded in fending offaU challenges. 

The power nfCRA and related statutes and ofllie hank regulators to get results is beyood anything 
community groups have been able to II<lOOmplish in the remainder ofthe financial services induatry, So 
anything that diminishes the reach ofthe banking regulators. and ofeRA, is troublesome to these 
groups. They believe financial services modernization win encourage assets to flow out ofbanks, and 
thus reduce the impsct afCRA. Their concern is exacerbated by what they see as the laok ofbeMlit to 
consumers - p.rticularly poor eonsumers :- from changes. such as interstate banking that have already 
occurred in the ayatem, They have strongly urged the Administration, as a condition offinancial 
services modernization, to expand CRA coverage to all financial institutions affiliated with a bank or at 
least to all bank-eligible products (such as mortgage loans) no matter wbere in the holding company 
they are offered, 

Conclusion: Your advisors unanimously recommend th~t. notwithstanding the concerns of the 
community groups, CRA expansion beyond WFIs" should not be included in the proposal. There are 
two basic reasons: practical and political. On the practical side, Treasury notes that mutual funds and 
securities broker ..dealers operate in nationwide financial markets largely without respect to geographic 
boundaries. CRA, by contrast, has always had an intensely geographic focus, aimed at getting hanks 
and thrift to lend and invest in the communities they are chartered to serve. Moreover, insurance 
companies, commercial financial companies and consumer finance companies -- unlike depository 

"Treasury would expand eRA to ,,'Fls because: (i) WFls are banks thal take deposits; (ii) they 
have access to the payment system; and (iii) to create WFIs without eRA would open the way for an 
immediate contraction oCCRA coverage as such wholesale banks as Bankers Trust and JP Morgan ··l1OW 

subject to CRt\. - became WFIs. With one exception. all the non-bank companies likely to create WFIs have 
said they would not oppose application of eRA to WFls. 
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institutions - are not subject to comprehensive federal regulation in the sense that banks and thrifts are. 
Thus it is not clear how CRA, which is keyed to the federal bank regulatory-application process, would 
be appUed to them. 

In addition. while there may be some increased flow ofassets out of banking as pan ofthe synergies 
created by modernization, it is also Ukely!hat assets will flow in. For example, ifan insurance company 
hes a bank affiliate, it may be inclined to encourage recipients ofinsurance proceeds who wish to invest 
them with limited risk to invest in a bank CD, rather than in some non-bank vehicle. Similarly, 
securities firms may put uninvested customer casb into bank products, rather than money funds. And, if 
banks can provide o ..... stop shopping for business borrowers, they may be able to boost the bank shore 
oflarge syndicated credits. 

As a political matter, whetever support CRA hes among community groups and some Members of 
Congress (including in particular Senator Sarbanes), it is strongly disliked by many banks, most 
Republican members ofCongress and many pro-husiness Demo<;rats. In fact, it is probably fiIif to say 
that, with the potentially important exceptions of Senator D'Amato and some senior House Banking 
Committee Dcrno<;rats (such as Representatives LaFalce and Vento), no one strongly in favor of 
financial services legislation is strongly in ravor of eRA. And the securities and insurance industries 
(backed by, e.g., Senator Dodd) are unalterably opposed to any expansion. 

Moreover, even maoy CRA proponents <such as Senator Sarbanes) beHeve that any attempt to expand 
CRA as a price for modernization legislation will lead either to no legislotion (a result to which they 
would not object) or a frontal assault on CRA by opponents such as Senators Shelby and Mack, with 
the result !hat - ifit went anywhere at eH - the entire financial services debate would beoome a fight 
about CRA, and it is very likely the Administration would be called upon to veto any resulting bill. 
Seoator D' Amato hes indicated that he will protect CRA from depredation ifthe Administration does 
not posh to expand its reach. The Seoator did help us accomplish this result in 1996, when he was 
under significantly less electoral pressure to do so, and we believe h. can and will hold the line agnin. 

IssuE 4. SHOULD STRONG CONSUMER PROTECTIONS BE HARDWIRED INTOTllE STATUTE, 

P ARTICllLARL Y TO l'Rl!VENT CONSUMER CONFUSION ABOUT INSURANCE 01'1 NON-DEPOSIT 

PRODUCTS AND EXCESSIVE PRESSURE TO PUROtASE INSURANCE AS PART OF A LOAN TRANSACTION? 

Treasury would establish that federal bank and securities regulators have an obUgation, with respect to 
retail sales ofnon~deposit investment products by depository institutions, to avoid customer confusion 
about the applicability and scope ofFDIC and SIPC insurance; to prevent improper disclosure of 
confidential customer information; and to avoid conflicts of interest and other ahuses. 

The regulations adopted by the banking regulators and the SEC would be required to "encourage the 
use of disclosure that is simple, direct, and readily understandable." and to encourage oral as well as 
written disclosure, (Studies have shown that oral disclosure is more effective. but it is, of course, more 
difficult to monitor, particularly in face~to·face, rather than telephone. conversations,) The National 
Council on Financial Services. on ..1lieh both the federal banking regulators and the SEC would sit, 
could establish more stringent regulations than those adopted by the individual regulators. 
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The Treasury's proposal would prohibit non-<iepository institution affiliates within a bank holding 
company from sharing with any depository institution in the holding company non·public customer 
information. including in particular evaluations of creditworthiness, urness the customer received "clear . 
and conspicuous disclosure" that such information might be shared and had an opportunity to direct that 
it not be shared. As a practical matter, customers would probably be given an opportunity to make this 
choice for all classes ofinformation upon the opening ofan account, rather than on an event-by-event 
basis. 

Treasury would require the National Council on Financial Services to biennially review. starting on June 
30, 200 I, the regulations adopted pursuant to these requirements to detennine whether they achieve t.he 
statute's purposes. 

Finally, Treasury's proposal would. by adopting a greater degree of functional regulation of securities 
activities than is currently the case, impose more consumer-protective requirements on,bank activities 
relating to secudties sales and work for investment companies than is currently the case. 

Discussion: Tmasury's proposal is designed to be at least as protective of consumer concerns as 
proposals currently being considered in the House, but to do so in a manner that hardwires fewer 
requirements into statute and requires more of the regulators. However, the requirement for simple 
disclosure goes further than other proposals. In contrast to current law, bank regulators would have to 
adopt regulations, not guidelines, regarding .the sale of non-<ieposit investment products. 

The consumer groups are not likely to be fully satisfied With this approach for three reasons: 
• 	 they are skeptical of the bank regulators' ability and willingness to adopt strong and effective 

regulations in this area and they would therefore prefer to hardwire more into the statute; 
• 	 the proposal would not provide consumers with a private cause of action against a depository . 

institution that caused hann by violating the regulations; 
• 	 the proposal would not explicitly deal with "implicit" tying. under which a consumer gets the 

impression. by the mere fact that credit insurance is offered before a loan is approved, that 
approval of the loan is contingent on purchase ofinsurance from the bank. 

Conversely, financial institutions will be concerned that this proposal -- particularly the information 
disclosure portion -- may severely limit their ability to cross-sell securities and investment products, 
which they regard as one of the benefits to both consumers and institutions of allowing greater 
affiliations among financial institutions. 

The history of hard wiring consumer protections into financial statutes has been very spotty, in large part 
because the industry and technology are changing so quickly that what appears effective in protecting 
consumers when a statute is enacted quickly becomes marginally useful and very burdensome. Truth in 
Savings, Truth in Lending and the Real Estate Settlement Protection Act all needed statutory 
modification f01l" years before Congress got around do doing the job last session. By ·using instead a 
regulatory process with full notice and comment (unlike the development of guidelines, which is in 
general done without public notice), and by requiring periodic review and updating, rules that make 
more sense for both businesses and consumers are likely to be established and kept current. 
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Conclusion: Your advisors unanimously recommend that Treasury go ahead with its proposed 
consumer protection provisions. The bill as a whole should generate significant consumer benefits 
through opportunities for one-stop shopping and cross-marketing. White implicit tying probably does 
occur in the minds ofsome consumersl7

, more opportunities for competition within the financial 
services sector should reduce, rather than increase it. 

IssUE 5. SHOULD TREASURY SUBMIT LEGISLATIVE LANGUAGE WITII ITS REPORT? 

In 1995, as Congress started its most recent financial services modernization debate, Treasury chose to 
participate through testimony and a statement of principles. There is a general feeling that the result 
was that the Administration was marginalized and not really a player once Members of Congress, such 
as Chainnan Leach. submitted bills. Treasury's opinion is that it is even more important for the 
Administration to come to the table with legislative language this time, since several bills have already 
been introduced, serious hearings have started, and - while it looks less likely than it did several months 
ago - the stars may be aligned to actually produce legislation this Congress. People' on the Hill are 
clearly waiting for statuory language. 

At the same time. however, taking a finn position on banking and conunerce would, as discussed above, 
be counterproductive. Treasury therefore intends to submit a single draft, with alternative language as 
necessary to confonn to Alternatives A and B on banking and conunerce. Treasury and White House 
Legislative Affairs are discussing alternative formats that are simultaneously technically feasible and 
politically optimal; no package will be transmitted without their joint agreement. 

lAme/usion: Your advisors agree with the Treasury proposal to submit legislative language as a 
Treasury initiative. Your advisors also believe it is critical that Treasury do a careful and complete 
rollout ofthe proposal, particularly with Democrats, both to avoid confusion and to position the 
proposal as a thoughtful and sensible way to move the debate forward, rather than a fainthearted 
response to a difficult substantive and political problem. 

IV. DECISIONS 

__ Treasury should proceed as it has proposed. 

__ We need further discussion before deciding whether and how to proceed. Please arrange for a 
meeting of relevant principals with me. I am particularly concerned about: 

I do not believe we should proceed with any legislative proposal at this time. Treasury should 
simply fulfil its statutory mandate to send Congress a report. 

17 Under current law, explicit tying is prohibited to banks, without the showing of market power 
required under traditional antitrust law. 
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THE WHITE HOUSE 


WASHINGTON 


July 10, 1997 

TO: GENE SPERLING 

FROM: EMIL PARKER £f 
SUBJECT: Budget deal: CDFI appropriations 

As mentioned in Paul Weinstein's e-mail, the VA~HUD bill reported by the House 
Appropriations Committee this past Tuesday induded the full $125 million requested by the 
President for the Community Development Financial Institutions Fund (CoPt). As you know, 
the CDF! Fund is listed on page 8 of the budget agreement summary documettts as a protecred 
domestic discretionary priority, to be funded at the level proposed in the FY 1998 budget. 

There are, however, rumors that the Senate V A~HUD Appropriations Subcommittee may not 
provide any funding for CDFt Senator Bond, the Subcommittee chair, apparently has a history 
of animosity toward the CDFI Fund. Secretary Rubin has put a call in to Bond and \"till also be 
calling Senator Mikulski, the ranking member on the Subcommittee, who is thought to be 
supportive of the program. The Senate markup is scheduled for this Tuesday. 

, 

On the HOU!ie side. Representative Spencer Bachus (RMAL) may offer an amendment on the 
House floor to zero out CDFL Bachus, in his capacity as chalr of the Banking Oversight 
Subcommittee, is conducting an investigation of the most recent round ofCDFI grants and is 
apparently alleging that, among other improprieties, record~keeping 'WaS inadequate and the First 
Lady exercised undue influence over the selection process, 

Treasury legislative staff are confident that given the support for CDFI from Representatives 
LeWlS and Slokes (the chair and ranking member of the Hous,e V A~HUD Subcommittee), 
Bachus would not have the votes to pass the amendment, should he offer it. 

You mighl want to flag this issue at tomorrow moming's budget meeting, to confmn that OMB 
and WH Legislative Affairs arc j~)llowjng developments and are rcady to apply pressure if 
necessary. 



THE WHITE HOUSE 

,WASHINGTON 

March 16, 1998 

MEMOItANI)UM FOR THE PRESIllICNT 

FROM: GENE SPICRLING 

RE: FINANCIAL SICRVICES MOI)ERNIZAnON 

Attached please find a memorandum from Treasury Secretary Rubin summarizing Treasury's 
. views on the Hou,", Republican leadership's draft of H.R. 10. Chiefof 5laffBuwl., asked 

Secretary Rubin to prepare this summary for your review. 

The NEC working group thai mel 1 ..,1 week to discuss H.R. 10, including Treaswy, OCC, OTS, 
OMB~ and White House Legislative Affairs. recommended the same position: the 
Administration should not allow this hill to pass the House without raising significant concerns. 
We believe that it is especially important ID stress the negative imp""t ofilie Republican draft 
bill on consumers and communities ~- in particular, how it would reduce the effectiveness ofthe 
Community Reinvestment Aett whose protection has been a signature effort of your 
Administration. 

Treasury has drafted a letter from Secretary Rubin to Speaker Gingrich describing '''profound 
deficiencies" in the bill, but expressing willingness' to work with him and Democratic leadership 
.to produce a bill that would achieve real reform, With your approval, this letter will be sent 
today, afier'appropriate calls 'ru-e made to key Republican and Dcmo~mtic fl!embers. 

AGREE mSAGREE IJISCUSS 



DEPARTMENT OF THE TREASURY 

WASHINGTON, o,c. 


March IS, 1998 

MEMORI\NDUM FOR PRESIDENT CLINTON 

FROM: 	 Robert E. Rubin 

SUBJECT: Financial Modernization Legislation 

Bacuround, Last year we sent to Congress'draft iegislation proposing sweeping changes in the 
laws governing the fmancial services industry. Our bill would both broaden thenmge of 
financial activities permissible for banking organizations and allow insurance and secwities 
firms to own banks, The House Banking Committee and the House Commerce Committee, each 

. of which has jurisdiction, reported out significantly different versions of the billlsst year. The 
Republican Leadership in the House·· with no involvement of Democrats •• has recently forged 
a c~mprornise version, which it is proposing to move to the Floor quickly, perhaps in the next 
few weeks. 

We propose to send the Leadership a letl<>r stating that we will oppose the bill and recommend 
against its enactro.ent unless our concerns are resolved. We believe it will.be difficult for the 
Leadership to pass this bill OVCTOur objection - although they are likely to make astroDg effort 
to do so. 	 . . 

While the compromise would achieve some ofour basic objectives, it includes a number of 

promi• .,. !hal we find highly objectiollllble. In particular, it would Significantly weaken the 

national bank charter in several important respects: 


• 	 Firs~ it would bar national banks (but not state banks)' from conducting new 
finanCiai activities through their own "operating subsidiaries" ~d would force all 
such activities to be conducted through holding company affiliates. under the sole 
jurisdiction of the Federal Reserve. In this respect the proposal is intended to shut 
down the Comptroller afthe Currency's 4<Part 5" initiative. under which 
Comptroller Ludwig has moved to give national banks more flexibility in 
conducting new financial activities through subsidiaries. 

This would sigr.iflcantly Ihnit the role of the Executive Branch in the development 
of banking policy and would put the nationafbank charter at a competitive 
disadvantage compared to the state charter. We think it would also have the effect 
of weakening the Community Reinvestment Act. by reducing the volume of bank 
resources that cotdd be taken into aceount by the Comptroller in-assessing a bank's 
eRA performance. 

.. 	 Second. it would make national banks more vulnerahle to state laws that 
discriminate .gainst banks (such as those limiting the ability of banks to sell 
insurance) ~Y eliminat~ng the tradition deference the Federal courts have glven to 
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the Comptroller's decisions on preemption of such state laws. It would also 
discriminate against national banks In a number ofother respects. fQr example by 
imposing restrictions that do not apply to state banks and by failing to eliminate 
outdated res.trictions in Federal law that apply only to national banks. 

• There is no safety and soundness or competitiveness basis for these restTi~tions, 

The bill would .lso significantlY limit the utility and flexibility of the Federal thrift charter. 

We repeatedly informed the two Committees and the Leadership of our objections to these 
provisions, but !hey pointedly ignored our position, largelY out ofa rear of offending !he Federal 
Reserve. We are informed that they fully expect opPosition from us, (We and the Federal 
Reserve,have compartm·entalized this disagreement from the rest of our working relationship.) 

WheT< lb. ~.rti.. 5!lU1d..The major insurance and securities groups. appear to be supportive of 
the compromise "proposal. largely because' it aUow! their members to acquire banks. ·We believe 
'the Independent Insurance Agents.are likely to be supportive because of the restrictions the bill 
would pt"rt on new bank: insurance activities. Several major banks, such as"NationsBa.nk and 
BancOne, support the proposal. The American Bankers Association has.not yet taken an official 
position, although it is known to be unhappy about. number of the bill's provisions. We have 
heard reports that !he House Leadership has been lobbying beavily to get bonkers on board. 

The Independent Banketa Assooiation ofAmerica, which represents smaller oommunity banks, 

and the 'Il!'jor trade association representing thrift institutions are mongly opposed·to the bill. 

Ccnsumer groups are also opposed, prinoipaUy because they belleve !he bill does not have 

sufficient protections for consumers. and because it does not extend eRA to insurance: and 

securities companies·, (We Were urged to in«lude such an extension ofCRA in our bill. but 

elected"not to do so because we thought it could not pass and would create strong opposition to 

the basic structural refonns we were proposing.) 


House Bahking Committee Democrats aT¢: disatTected because they were not given a role in 

forging the compromise. However, John Dingclll Ranking Member of the Commerce 

Committee. has supported some of the provisions that we oppose, and he could support the 

Leadership compromise. Gene Ludwig and EUen Seidman, who is Director of the Office of 

Thrift Supervision, both have strong objections to the bill. 


Out Rcwmmtnded fDsitioD, The bill has gone funher than any prior finandal modernization 
proposal, ~nd it has much in it that we support, However, we are strongly opposed to the 
proyiSl(mS weakening national banks and the authority of the Comptroiler's Office. If the bill 
COUtd be altered to satiSfy .ow concerns we could be supportive. While the Leadership has urged 

'tha' we try to get our concerns addressed in the Senate or in Conf~rence, and that we not try to 
pre ent passage in the House, we are reluctant to allow a bill to pass the House in this form ~. in 
part because the Senate may wen not act on the proposal this year and a House~passed bill mightther become the baseline fonhe next Congress, , 

, . 
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FINANCIAL MODERNIZATION 

March 30, 1998 


What we are fori 

.. 	 The Administration strongly supports Financial Modernization legislation that would 
remove archaic barriers to integration between banking. securities, and insurance finns, 
We believe that good legislation would: 

• 	 Reduce costs and increase access to financial services for consumers, businesses, 
and communities; 

• 	 Promote innovation and enhance worldwide competitiveness of the U.S. fimmcial 
services industry; and 

• 	 Protect the federal deposit insurance funds and the safety and soundness of our 
financial system. 

• 	 The Treasury Department proposed legislation in June of 1997 to accomplish these goals. 

• 	 Key elements of the Treasury proposal included: 

• 	 Pennlt affiliations between depository institutions and comp ••ies e.gaged in 
the full range of finaneial service activities (i,e., securities brokerage, 
underwriting. and dealing; merchant banking; sponsoring mutual funds; selHng 
and underwriting insurance). 

" 	 The proposal gives management a choice among different organizational 
models -- so that a company engaged in financial services could be a 
parent. subsidiary. or holding company affiliate ofsuch an institution. 

• 	 Apply strict safeguards designed to keep FDIC-insured depo-sitory 
institutions safe and sound. 

" 	 The proposal included provisions that Treasury felt were more than 
sufficient to address the safety and soundness concerns oftnose who want 
to move these activities further from the depository institution. including: 
" Require depository institutions with nonbanking affiliates or 

subsidiaries to be well capitalized and weB managed. 
" 	 Require depository institutions to deduct from capital the entire 

amount of its investment in a subsidiary, so that even the complete 
failure of the subsidiary will not bring the institution's capital 
below the "wel1~capitalized level." 

II Require that any loan or guarantee transactions with a instltution's 
affiliates or nonbanking subsidiaries be at ann's length and fully 



collateralized. Limit loan and guarantee transactions with one 
subsidiary or affiliate to 10 percent. and with all subsidiaries and 
affiliates to 20 percent of capital. 

• 	 Pro,ide the benefils of the thrift cbarter (ease oraffillation between 
nonfina.ncial companies and depository institutions) to national banks and 
eliminate the thrift charter OR retain tbe thrift charier and the ability of 
nonfinancial companies to acquire thrifts. 

• 	 Treasury offered two options: 

• 	 Alternative A (the "basket" approach) would pennit a company to 
own a bank if it derives some high percentage of revenues (but not 
all) from financial activities; but prohibit banks from fonning 
affiliations with the 1000 largest nonfinancial companies. Thrift 
charter eliminated after 2 years. 

• 	 Alternative B (the "financial-<lnly" approach) would prohibit 
companies that own banks from engaging in any nonfinancial 
activities. However, the thrift charter and the right of nonfinancial 
companies to acquire thrifts would b. retained. 

• 	 Permit any company (financial or nonfmandal) to acquire "wholesale 
financial mstitutioDS" (so-called «Woofies") that would have access to the 
payment system and be subject 10 CRA, but would have no retail depositors and 
no federal deposit insurance. 

• 	 Expand regulation of non~traditional securities activities performed in banks 
(so ~alled "functional regulation"). 

• 	 Enhance consumer .areguards by requiring federal banking ageneies and Ibe 
SEC to prescribe consumer protection rules for retail sales of nondeposit 
investment products to ensure there is no conswner confusion about the 
applicability ofdeposit insurance. 

What we oppose; 

• 	 In July, the Banking Committee reported out one version of Financial Modernization' 
legislation; in November of 1997, the Commerce Committee reported out another version 
of this legislation. 

• 	 [n early March, the House Republican Leadership brokered negotiations between the two 
committees and produced a new version of the legislation, 



• 	 On March. Treasury Secretary Rubin wrote to Speaker Gingrich and others describing 
'''profound deficiencies" in the bill and asserting that~ as \Vritten, they would recommend 
against its enactment. Treasury followed with a more detailed "Concerns Paper'~ to the 
House on March 26th, The paper noted, inter alia: 

• 	 "[The bill] would remove some archaic restrictions on our financial system, 
However, [itl falls short of meeting the overarching goal of financial services 
modernization: a financial services system that allows our nation's citizens and 
communities access to the widest possible array of financial products at the lowest 
possible cost. The billihus denies consumers the benefits ofan e!flt;ient.ffill­
service finanCial services system. 

• 	 The bill would undermine the Community Reinvestment Act bJ'forcingfinancial 
innovation 10 occur in holding company affiliates. A bank's capacity to help meet 
community credit needs depends on the size ofits consolidated assets~ which 
include assets in subsidiaries, By generally requiring innovation to occur outside 
the bank, the bill would result in the wholesale transfer of assets beyond the 
purview ofthe eRA -- thus denying communities important benefits they would 
otherwise have reaped from financial modernization', 

• 	 The Rules Committee is meeting this evening (Monday, 3130) to report a rule for the bill, 
House floor action is possible late Tuesday, Wednesday but may nat happen until after 
the recess, . 

• 	 The Treasury's primary concerns with the leadership version include: 

• 	 Elimination ofCboice in Firm Structure: The bill requires that most non-bank 
activities he performed in a Federal Reserve-regulated Holding Company Affiliate 
rather than in a OeC-regulated Bank Operating Subsidiary. Treasary argues that 
the appropriate structure for activities should be detennined by the market ~ not 
by statutory dictates ~~ unless safety and soundness require a specific fonn, Safety 
and soundness can be adequately met in either structure, Treasury argues. In 
additlon. the reduction in the diversity of activities conducted within the bank and 
its affiliates could reduce safety and,soundness. . 

• 	 eRA Effediveness: The effect of the bill will be to move more activilies and 
assets to Holding Company affiliates, therefore pushing those assets outside ofthc 
purview ofthe Community Reinvestment Act and weakening regulators leverage 
withCRA. 

• 	 The Thrift Charter: The bill would strip away the benefits of the thrift charter 
without extending them to all ~epository institutions j as the Treasury had 
recommended last year, The bill retains the Thrift Charter. but eHminates the 
longstanding right of unitary thrift holding companies (owning a single thrift) to 
engage in any lawful business, thereby diminishing competition in financial 



• 

services and reducing consumer choice and benefits. 

• Administration Authority: The bill's effect will be, Treasury argues, to divest 
the Administration ofmuch authority over federal banking policy, by putting 
much activity in areas regulated by the Federal Reserve or the SEC. Congress 
has long recognized the value of having officials that are accountable to the 
President, thc Congress, and the peoplc have the ability to influence policy. 
Otherwise) they would make bank regulators entirely independent ofthe 
President. This bill undermines that principle. It also teil, the courts that, in 
matters of innovating banking products, they should forego their traditional 
deference to agency decision-making. applicable in other areas for reasons that the 
Supreme Court articulated in Cheyron 



Q: 	 Why is the Administration opposed to the leadership bill? Isn't tbis really a turf 
fight between Treasury and the Federal Reserve? 

A: 	 While it is true that Treasury and the Federal ReseIVe see these issues differently; there 
arc profound questions ofpolicy, not turf. that underlie their respective views. The 
President must look at this issue ~- not to see what is good for banks, or securities firms, 
or insurance companies, and not to see what is good for the Treasury or OTS Or GCe or 
the Federal Reserve -- but what is good for the American people. How do we achieve the 
ma.'Ximum degree ofcompetition; product innovation, safety and soundness, community 
investment, and consumer protection? . 

Our major concern are: 

• 	 The best way to provide innovative and low cost products to Consumers is to let 
the market detennine the most efficient organizational structure to deliver" those· 
<products -- provided that the availahle choices adequately protect safety and 
soundness< Ironically, the repuhlican leadership has decided it cannot trust the 
market and instead wrote a bill that would force new financial services to be 
provided in Holding Company Affiliates rather than Operating Subsidies. 

• 	 The bill will have a significant effect on communities by moving aSsets devoted to 
financial services outside of the purview of CRA, reducing the level of 
community reinvestment required ofmajor financial service providers. eRA has 
produced over $18 billion in community reinvestment without impairing the 
profitability ofour banking institutions, We CatlJlQt move backwards here, 
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RalpbNader 


Gene Sperling 
Director 

National Economic Council 

The White HQuse 

Washington, D. C. 20504 

Dear Gene, 

The rapid cbanges in the landscape of the nati",!'s banking industxy makes it all the more 
important that HR 10 not be voted in the Hense ofRepresentatives this Congress. TOO 
Administmion's continued opposition to the legislation is critically important. 

A$ you are weD aware, the legislation now ponding in the House ofRepr....tatives was 
cobbled together behind closed doot'$ by the Repohlican leadmhip ofthe House and • selected 
few senior Republicans from the Banking and Commerce Committ.... 

TOO cum:nt wave ofmergers Ihrows • sp;$tligllt on the inadequate nature ofthe nation'. 
.I 	 overlapping and disjointed regWatOl}' system. honically, the prOponents ofHR 10 bavell1llde a 

bad regulatory oystern ~ by giving in to industty whims to _or regulation among. balf 
do.... federal agencies and insurance, securities and bank regulators in the 50 states. It is certainly 
not a system to handle regulation ot'the new world ofmega bank mergers much I... the 
conglomerates wnternplated in HR 10. 

Alreody, concerns have been expressed by Deputy Comptroller oftbe Currency Michael 
Brosnan about new risks posed by the mergers. Mr. Brosnan, who i, in charge ofrisk evaluation 
for acc, was quoted in tbe American Banker as WlIII1ing: 

"Huge institutions will be allowed to make much larger transactions with one customcL 
U', not just IOIUlS, but also bond holdings, foreign exchange transactions and other dealings ... If 
these 10.... are not managed well, bal1ks oou1d and up with a 'lumpy' portfolio that is more 
affected by an economic downtum.~· 

He warned that some of the big merged banks might choose to oonoentrate on too many 
"big-time global clients." If. big customer defaulted, he said, the resulting poblicity would hurt 
the hank's reputation,leading other customers to question its safety. 

It is not only the mergers, but now COngress proposes through HR 10 fa add securities 
t1rm.s, insurance companies and industrial corpOTfJ.1ions into the mix ofa holding companies 
conglomerate. Congtess and the Administration need to evaluate these risks and determine what 
regulatory and deposit insurance structure is needed to protect the hanlcing system and the 
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taxpayers Tbis is something tbat needs to· be done befure oonsideraUon is given to expanded 
power~ not as an afterthought as was the case with the savings and loan legisiation in the 1980s. 

It would be foolhardy, indeed, ifwe adopted !he failed policies ofAsia-the crony 
capitalism-by a1lowing the mixing ofbanking and oommer<:e. True, the baskets of permissible 
commercial ownership are Iimlted. but as former Federal Reserve Chairman Patd Volcker has 
warned repeatedly tbese baskets will grow until the watis between banking and commerce become 
meaningless. The door should not be opened. 

Not only are safety and soundness. i~ ignored. but consumer and conununity concerns 
. getexlremely short shrift in HR 10. The Community Reinvestment Act (CRA) is fuitherwounded 

by til. legislation' • insistence that all n"n-bank activities be pushod out into affiliates where CRA 
does not apply. Efforts to expand CRA to !he affifiates has been r<!ieoted. 

The DingeII-LaFalce amendment callU)g for·Treasury to produce a study.and ''program" to 
·deal with this issue is not an adequate """wer. Even if such • study and program are dnlfted in. 
timely fashion. the proposal would sti1l require Congressional action ifit is to bave any meaningful 
enforcement Action to extend specific CRA-like requirements fur se<:uritie. and inSUtlUlce firms· 

. should be a <.ondition to be included in HR 10, not Jell. to stand alone os • separate bill in some . 
future COngress. 

HR 10 needs to go back lo.the drawing h<-.>rd. Congress needs to conduct extensive 
hearings into the risk and the impacl ofthe new mergers. The Administtmon shotdd undenake a 

J 
top to bottom study ofthe regu1atoty system, ~ing on the proposal. for ageney . 
oonsolidation put forward bytbe 'II<:asury Department in 1993-1994. 

HR !0 should not go forward. The Administmtion should continue to oppose the 
legislation and ~ longer-term and betWrapproaches!han those the financial industry has 
dnlfted in conjunction wirh a handful ofleaders in the Congress. . 
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IRS Hearings: h.:' you know, the Senate finance Committee held four hearings tIDS week on the 
IRS, focusing s~cifica11y on the IRS Criminal [nvestigations Division. Witnesses included IRS' 
employees. taxpayers, and others, a number of whom recounted being on the receiving end of 
IRS ~ltrong arm tactics. As you know, Commissloner Rossotti and Secretary Rubin went out on 
Tuesday (4128), the first day of the 'bearings, and announced that Judge William Webster will 
conduct an independent review of the CrlminaIlnvestigation Division. Commissioner Rossotti 
announced additional measures as welt. including strengthened discipline ofeID managers and 
employees, a new complaint syste~ and support for a new Inspector General for Tax 
Administration. The Senate is expected t() consider the [RS bill on the floor next week. A main 
concern we' have with the Senate bill is that. unlike the House hill. it loses significant revenue. 
$9.7 billion over ten years. While continuing to express overall support for IRS refoml, we will 
wort( as the bill moves along to ensure thai in fmal form it is paid for. 

8-1B: As you know last month the Senate Judiciary committee reported out a biU sponsored by 
Senator Abraham that the admini~tion did not support, The House Judiciary committee is now 
working on their bill. On Thursdaf (4/30). the House Iudiciaty sub--committee on immigration 
rePorted by a voice vote a bill introduced by Rep. Lamar Smith that would temporarily increase' 
the number ofH.. lB visas for skilled foreign workers. Also on Ttiursday, Bruce Reed and I sent 
a letter to Rep. Smith stating that the Administration supports the refomls to the H-I B visa 
program that protect U.s. workers that are contained in the bill, but that until the bill includes a 
training provision (which we have,stressed must accompany any temporary increase in the 
number of these visas) we cannot support the bill. We are working v"th Hill staff to ensure that, 
an amendment including &: ~g provision is included at the full Conuruttee mark ..up y.1llch is' 
expe1~ted to be on Wednesday. May 6. We expect the Senate version to reach the floor the week. 
on1.y 11th whicb Sens!or Loti bas declared to be High-tech week, 

G. I. Bill.. The Senate version of the O. L Bill. the Workforce Investment Partnership Act, was 
debated on Friday (5/1); 'the vute is scheduled for Tuesday (5/5) afternoon, We support the job 
training reforms in the Senate version of the bill, however there is an amendment by Sen. 
Ashcroft that threatens ~e Administration legacy on School-to~work which we strongly oppose. 
Our :;trategy is to not oppose the hill. but let it get voted out of the Senate and fix it 1n 
conference. We are working with Senator Kennedy who has received verbal conunitment from 
De Wine and Jeffords to "render this amendment benign." The NEe is convening an interagency 

, 



-_c :.. - -: . " ': 

meeting ncx( week to insure that the final bill reflects all of your principles. 

Securities UJigali(Jn; On Tuesday (4/28), Bruce Lindsey and I sent a lener to Senators Dodd, 
D' Amato and Gramm cDncerning S. 1260, (he Securities Litigation Uniform Standards Act. 
which provides that class actions generally can be brought only in federal coun. We 
supported amendments negotia~ed by the SEC to clarify thaI the bill will not preempt cerrain 
corporate governance claims and to narrow the definition of class action. More importantly. 
we m.ade clear that the Administration's support for the bill dcpends upon delivery of 
legislative history and floor statements promised to SEC Chainnan Levitt that should ~Pto 
reduce confusion in the courts about the proper interpretation of the Private Securities 
Litigation Reform Act t . ~ :le Senate Banking Committee will report the bill out 0 
Monday (5/4); it is expectet ~ach the Senate floor the week of May 11. We expect thatv 
House action on the bill. Intei: ... May, will respect the commitments that the SEC'obtained ~ 
from the Senate. \ 

'~(4~ 	 Ameri¢a Reads: On Thursday (4130). Bob Shireman on my staff m~t with a group of black . 
educators. including,Do¢tor Charlie Knight. superintendent of the East Palo Alto district where 
Chelsea tutors. She asked Bob lei pass along to you that you have raised a wonderful daughter. ' 
the kids love her, and she clearly loves working with them. Her help is valuable and appreciated . 

. 
Chainnan Jeffords held a hearing Tuesday (4128) on literncy. It covered both adults and cltildren. 
and generally Urtderscored the need for action on reading instruction, including teacher troining_ 
Jeffords indicated that he would like to mark-up a reading bill in the next few weeks~ his staff 
thinks that Sen. CoverdeU is sincere about moving a bill in time for the July I funding deadline. 
rather than just grandstanding on the issue (as you know, it is part of the CoverdeH bin that you 
will veto), But passage ofa s~ttF bill that you can sign is by 00 means assured. 

" Student Lean lntl!rest RaJl!S: Maj~~ty Leader Armey fought hard to include a bank·friendly fi~ 
')/; part of the supplemental appropriations bill. but it may have to broken off separately at some 

point We oppOsed his fix ~- in part b¢eaus¢ its subsidies to banks were not offset ~~ and he 
ultimately failed. Keeping it as part of HEA helps to. provide a driver for the reauthorization to 
occur this year. We may seek: to qwetly. negotiate a compromise in the near future. 

ResPQns~ to Timu Artkleoll. Medicare Billing: You asked about Monday's (4127), New York 
Times article that reported that HCF A is implementing a policy to delay payments to providers. 
While it is true that HCFA is changing its payment policy, even with this change. Medicare pays 
puu·jdcrs as fast ifnot faster than private iW!urSrs. Medicare has been a leader in this fiela m [he 
past and ...{iIi continue to do so. Your 1999 budget adds S I 00 millioo in funding from user fees 
to improve payment and oversight in Medicwe. and to assist in implementing the major changes 
in Medicare that were made in the bipartisan Bahmced Budget Act. User fees are cootroversial 
amongst providers who would prefer that needed administrative funding come from the 
traditional discretional spending, We proposed these fees precisely because of the tight 
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disclctionary caps and bec~use we believe that those who directly benefit fro~ Medicare I 
payments-should help pay for its efficient administration. The day after this anicle (4128), the 
Times editorial board (subsequent to discussion with Administration officialfl) endorsed this 

~ budget request and CriticlZed Congressional opposition. Although we arc beginning to pick up 
't:JngressionaJ proponents, it is unclear whether this will translate into passage of the full request 

We will encourage validators (e.g., Reis.;;hauer and Newhouse, the chair of the Medkare 
Payment Advisory Council) to repeat their support for this request. 

Financial Modernization: H.R. 10 is ccntatively on the House calendar for action next week. 
Commerce Committee ranking member Representative Dingcll has tent his support in 
exchange for a series of consumer r ' . 'llcndments.' Nego(iation..~ are on-going to 
address concerns of other Banking Com..,' Democrats. However, Treasury has not yet 
seen any proposal that-fully addresses it's ,,,.mary concern ~- bias in favor of a holding 
company structure (regulated by the Fed) rather than an operating subsidiary strucrure 
(regulated by the OCC). The concern is not turf, but: (1) whether we should shift control over 
mandai institution policy to an independent agency not accountable to the President; and (2) 

whether federal 1aw sbould create powerful incentives to perform new ftnancial activities 
outside a bank slnlCtUre so that those new assets do not count toward eRA obligations. The 
NEe interagency process will continue to follow legislation development In addition, 
Secretary Rubin and I will be meeting Tuesday (SIS) with legislation proponents, including 
Dave Komanslcy of Merrill Lynch, Sandy Well of Travelers Group, lohn McCoy of Bane 

~,%:one, Jim Hance of MetLife, Hugh McColl of NationsBank. aud Tom Wbeeler of Mass 
~:,~.'Mutual, . 	 . 

~ 

~ Bankruptcy: The NEe ~ preparing a letter ~o send t~ the Senate Judiciary Committee setting 
forth certain principles that the Administration wilt use to guide its review ofconsumer 
bankruptcy reform proposals. The letter is designed to send a signal that we ).YOuld oppose the 
most radical and inflexible pro~. ·known as means-testing or the Geka"s bill. This approach' is 
almost certain to survive in the HoUse and We hope to steer the Senate (which will tn8.rk: up in 
full committee next week) down·a more moderate path, However. we also signal that we are 
open to reasonable COIlSume:r bankruptcy reform that asks people who are able to repay a portion 

I of their debts (taking into account aU relevant circum~tances) to act responsibly. We also state 
iltiUU)' thai debtors' ability to pay .child suppon Wld alimony must be ~ted. Proposals 

~~\ that would put some credit card payments on an equal footing with child support and alimony are 

t~un,4 	 clearly wrongheaded. 

(t~ 	Credit Unrom: An acrimonious Senate Banking Committee ma.rk~up concluded tate Thursday 
~ 	(4/30) with a 16-2 vote for the eredit union bill. Our safety and soundness reforms were adopted. 

as were a host of provisiOns troublesome to the Credlt unions. A Sbelby amendment to exempt 
small banks from eRA failed when Senator 0'Amato voted Wlth the Democrats. A Gramm \ 
amendment to eUminate the CRA~like proVISIOns applicable to credit wuons was withdtaYmt but\.! 
the Senator vowed to offer it on the Senate floor. We arc preparing for battle on the eRA issues r&. 
in what is expected to be quick floor action. lJ \ r 
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Produft Liability: As you will reeall, in March, Senators Rockefeller and Gorton met with 
Erskine Bowles. At this meeting. Senator Gorton proposed a host of so~aUed technical changes 
to the draft bilt worked out between the Administration and Senator Rockeft:Jler. At Ihe time we 
rej!:t::ted any substantive changes. accepted some technical changes, and promised to reply after 
review of the remaining technical issues. On Friday (Sf 1), Bruce Lindsey and I sent a fetter to 
Senators R<x:kefeller and Gonon responding '0 the outstanding issues. We understand from 
press accounts that Gorton knows he has not gotten enough and that he plans to advance his own 
bill. We expeCt that it will vary only slightly from the agreement with Rockefeller. primarily 
limiting the two~way preemptive effect of the bill; and limiting manufacturer liability ror harm in 
accidents involving drunk drivers even if the driver's conduct was not the cause ofthe injury. 
(For example, where a drunk driver backs a car i.. ...•1\ ~~ 5 miles per hour arui ihe car 
explodes.) 

Acricullurai R6eauh hililfood stamps/or legal immigrants: The NEe has been' working in 
conjunction with OMB, NEC and USDA to secure Senate passage of the Agricultural Research 
bill conference report, This legislation provides mandatory funding for crop insut'al1ce, 
agricultural resea.rch and rural development. as well as restoring food stamps to about 250.000 
legal immigrants - chHdren, the e'lderly and the disabled. and refugees and asylees, Senator 
Lott has thus far refused to schedule the conference report for floor action, in large part because rthe Senate budget resolution reserves as an offset for increased transportation spending the food 
staInp administrative cost savings that are the primary source of the AS Research bill funding. . 

Facing growing pressure to move the bill (13 Senators signed letters to the Majority Leader last 
week urging him to bring the bill to the floore>:pt:ditiously), Senator Lott attempled (0 add the 
crop insurance provisions to the supplemental bill. to mollifY that eoostituency without acting on 
the food stamp reSl<>rations. 'l'llanks to the efforts of Senator Harldn and the Administration, this 
attempt did not succeed. Givcll evidence that he will not easily be able to add the crop insurance 
title to" another vehicle. Lott may o,?w relent and scl:icdule the Ag Research biII for a vote. The 
food stamp restorations in the Agricultural Research bill are not all that we .ought - the 
Administration's FY 1999 budgct proposal would have restored benefits to roughly three times 
as many legal immigrants. including parents in working families - but would still represent a 
·genuine achievement· 

US.-EU TNldt Initi4Jiv<: The EU General Affairs Council met last Monday (4127) 10 consider 
the proposed U.S.~EU trade initiative. Lcd by Frencb resistance. the Council fmuly rejected Sir 
teon Brittan' ambitious proposal but left the dooropcn to a more modest proposal. which U.S, 
and EU negotiators had already begun to diseuss. The goal is to agree on an agenda for future 
negotiations by the May US.wEU summit. but important hurdles still remain: the au has 
conditioned progress on the trade initiative 00 the resolution ofiLSA and Helms~Burton 
negotiations. and differences on key issues (audio-visual services) remain between the U,S. and 
EU. and France could reject even a refashioned proposal. I v.rill convene an NEe Principals 
meeting Monday (5/4) to assess progress. detennine how to push back on ilie ILSAIHetms~ 
Burton conditionality and resolve various' substantive issues. 
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, qEeD Anti-Bribery Cattvt'nfwni Final il'ller~agency agreement regnrding the treaty's 
~lmplf:me!1ting legislation was reached on Tuesday (4nS), and the Convention is en route to the 

Senate for rat~fi¢3.lion. :n,e ~mplementing legislation, incorporating changes i~ the Foreign 
Comlpt PracllC($ Act, IS being forwarded separately to the Congress. These important steps "'ill 
put you in an even stronger position to push for transparency and good governance at the up­
coming G~8 Summit in Birmingham. Also, al this week's OEeD Ministerial Meeting in Paris 
(4127-28), we achieved aU of our goals regarding the implementation timetable, ending the tax 
deductibility ofbnbcs. and future anti~bribery work program. 

The major issue of discussion at the OECD Ministerial this week was the MAl. {he Multila!crnl 
Agreement on Investment. Charlene succeeded in renewing t ," .;;og mandate that win 
allow proceeding on a steady pace with a strong commiunent to U', .,' ~ncy, outreach and other 
NGO concerns. This avoided an artificial deadline and a commitme ... ~\) launch WTO 
investment negotiations. On the Asia crises, we were able to gain reference in the communique 
to all elements needed to resolve the crises, including "mpid implementation of structural 
reforms" and policies throughout.the OEeD that "sustain growth and domestic demand" and 
"further open markets;'linked to a specific cal1 for "domestic.<femand led growth in Japan." 

Japan: On Thursday (4/30). Hashimoto sent Taku Yamasaki, Chairman of the LOP Policy 
Research Council, to meet -with Secretary Rubin. Deputy Secretaty Summers, Chairman 
Greenspan and me to explain and seek endorsement of the PM's "bold and courageous" 12 
triUian yen (2.4% of GDP) "real water" stimulus package as well as its financial stabilization 
package. He underscored the political difficulty for Hashimoto of reversing his own fiscal 
consolidation law and policy. but noted the' landing thUs far had been relatively soft, Yamasaki 
said the Government intentionally exceeded. the size ofthe package ~tary Rubin and other 
Treasury officials had suggested. Yamasaki predicted It would boost GOP by 2%. I explained 
that we have pressed Japan because we are honest in our economic assessments. we truly believe 
tilat Japan needs to be an engine fur~gro-wth in Asia. and because protectionist sentiment v.rill rise 
if the United States becomes the .buYer of last resort for Asian goods. Secretary Rubin's public 
statement weIcoming th1: subswitial policy measures as positive steps.. while urging the Japanese, 
government to implement them quickly. is what we believe, [underscored. as did Secretary 
Rubin, that further action to stf¢ngthen Japan'5 financial system and to deregulate and open 
Japan's markets is necessary to establish a sound basis for long lasting, domestic, demand~led 
growth. 

US1'R's AltltuQllnulJ~ctJUJi ProJUriY R~: Ambassador Barshefsky announced Friday (5/1) 
the results of the 1998 Special 301 annual review. The annual review examines the adequacy 
and effectiveness of intellectual property protection of our trading partners. The release 
highlighted continued progress in China, where meg~xports of c/.?rnpact discs dropped from 
$26Q million to S)O miIliQD from 1995 to 1997 through China's shu~plants and 

-imprisonment of800 individuals. Although no new countries were identified as Priority Foreign 
Countries (PFC), triggeringasectiQn ]01 investigation and sanctions process, USTR will initiate 
WTO dispute settlement consultations with Greece and the European union over 150 Greek 
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television stations that broadca5( U.s. o\ltned molton pictures and television programming 
without authoril.ation and without any payment of compensation to U.s. copyright holds. 15 
COWltrles 'were placed on the "priority watch lis[" including Macao, Argentina. Ecuador, Egypt,( 
the EU. Greece. India, indonesia, [sene!. Russia, Turkey, Bulgaria, Italy, Dominican Republic. 
and Kuwait, 32 trading pa.rtners were placed on (he "watch list", and concerns were not«1 about 
IS olher cQuntries, This year, as every, the April)O deadline has produced meaningful 
commitments to improve intellectual property from a wide range of nations, 

..1. ' 

6 




hlll'Jlw\V\\ .hm.19.:.g(1V~iHtlicia[}'flilI5'1 I 

COMMITTU: ON THE JUDICIAllY 


OVERSIGHT HEARING ON 


TH E EFFECTS OF C01>SOLI IlA 1'101> 


ON THE STATE OF COMPETITION 


IN THE FINANCIAL SERVICES INDUSTRY 


Wednesday~ June 3, 1998­

2141 Rayburll House Office Building 


1;00 p.m. 


TENTATIVE WITNESS LIST 


PANEL I 

Honorable Laun'-flce Meyer 


Governor 


~ederal Res,crve System 

Washington, D.C. 

. . 
Honorable John Nannes 


Deputy Assistant Attorney General 


~ntitrpst Divi$ion 

. '". '. 

. . United Stat~ Dev~rtrnent of Justic~ 
'. . . 

, Washington, I),C. 

lIoliorable Bill Baer 


Director 


Bureau of Competition 


06!30/9H 13;,il 



()(~f(i3f')l< CotnmiUcc on the Judiciary' Wihl!.lllll 1.1-;1 

Federal Trade Commission 

Washington, D.C. 

PANEL II 

Mr. Jock Roche 

Executive Vice President and General Counsel 

Clticorp 

New York, New York 

Mr. Paul Polking 

General Counsel 

Nationsbank 

Charlotte, North Carolina 

accompanied by: 
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CONTACf: Sam Stratman 

OFFICE: (202) 225-0131 

JURe t, 1998 

For IMMEDIATE Release 

Hyde Schedules Antitrust Hearing On Bank Mergers 

Wcdnesdl'Y Hearing Includes Officials From DOJ, Federal Reserve, and Banks 

(WASHINGTON) - U.S. Rep. Henry J. Hyde (R·IL), chairman of the House Judiciary Committee, will 
lead an oversight hearing on The Effects afConsolidation on the State 0/Competition in tlte 
Financial Service. .. Industry. The hearing is scheduled for Wednesday June, 3, 1998 beginning at 1:00 
p.m. in room 2141 of the Rayburn Building. 

Law Governing Financial Services Mergers - One of the antitrust enforcement agencies - eitber 
the Antitrust Divisiou of the Department of Justice or the Burenu of Competition of the Federal 
Trade Commission - reviews most mergers of any substantial size under the Hart..stott-Rodino 
Act. 15 U.S.C. § 18A. However, bank and thrift mergers are silecificfllty eXeml}ted from the . 
nart~Scott~Rodino procedure. 15 U.S.c. § 18A(c)(7) & (8). Instead) they flfc reviewed under a 
.nun\be~ of specific statutes that rl.eal with the \'ariou! "types of tHInking n.n,nnc~al institutions (i.e.! 
bank holding compnnies, banks~ anll savings and loan associations as distinguished from securities 
brokerages, insurance companies) and other types of flon-hank finilncial institutions). See, e.g., 
the nank Holding Company Aot, 12 U.S.c. § 1842, the Bank Merger Act, 12 U.8.c. § 1828«), the 

,.'Home Owners· Loan Act, 12 U.S.C. § 1467a(e), and tbe Federal Deposit JnsuranceAct, 12 U.S.C. 
§ 1821(nJ. . 

Both the Department of Justice and the banking agencies review proposed mergers for competitive ' 
concerns. The banking agencies ,also review mergers for concerns related to bank regulatory issues, and' 
gerierally have'the 'power to 'approve or disapprove the merger after oonsidering the Department of 
Justice's competitive analysis. If the Department of Justice does not believe tbat the banking agencies· . 
have sufficiently addressed the competitive cO,ncems, it may bring suit to block the merger within thirty 
days of the bank regulatory agency's.approval. As it praett,cal matter, such suits are rare because the . 
competitive concerns g~nerally are addressed satisfactorily. In most cases, jf the Department does.not 
bring suit within thilty days-of banking agency approval, the merger is immune from antitrust challenge. 
These statutes do not provide a role for the Federal Trade Commission in reviewing these mergers. 

.. . 

Considerntions Raised by H.R.IO - The recent move to modernize the regulailon of tile financial 
services i.ndustry requires us to consider whether these laws need change, n.R. 10; tI~e I1Financial. 
Services Competition Ad of 1997,".passed the House.on May 13, 1998. The bill as passed allows 
bank holding companies to acquire non~bat.1k financial institutions like securities brokerages and 
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insurance companies. In addition, the base bill would have allowed bank holding companies to 
acquire non-financial businesses on a limited basis. However, the Honse adopted a floor 
llmendment that substantially climinated the provisions relating to non-financial businesses. 
Nonetheless, becausc bank holding companies will still be able to acquirc non-bank financial 
institutions and beclHlse thc shape of any final financial services legislation remains unclear, it is 
important for this Committcc to consider how mergers bctween these new types of companies 
might bc treated. 

Current FinlHlcial Services Mcrgers - In Allril, several major financial services mergers wcre 

announced including a merger of Citicorp and Travelcrs Group; Nationsbank ~lIJd Bank of 

America; and First Chicago and Bane One. The announcement of these mergers was one of several 

factors providing new momentum for the passage of the H.R. 10, which passed the House on May 13. 

Our hearing will include witnesses who are involved in three of these mergers. 


Tentative Witness List: 

lion. Laurence Meyer, Governor, Federal Rcsen'e System, Washington, D.C. 

Hon. John Nannes, Deputy Assistant Attorney Genel"dl, Antitrust Division, United 

States Dqlarunent of Justice, Washington, D.C. 

Hon. Bill Baer, Director, Bureau of Competition, Federal Trade Commission, \Vashinhtfon, D.C. 

Mr. Jack Roche, Executive Vice Prc.~ident and General Counsel, Citicorp, New York, New York, accompanied by Mr. 
Chuck Prince, Corporate Secretary and General Counsel, Travelers Group, New York, New York (Mr. Prince will 
appear to answcr quc. ..tions only). 

Mr. Paul Polking, Genenl Counsel, Nationshank, Charlotte, NC, accompanied hy 1\11'• .Jim Roethc, Group Exccutil'e 
Vice Pres1dent llnd Genel'al Counsel, Bank of America, San Francisco, California (/\Ir. I.tocthe will appear to answer 
(IUestions only). '. 

Mr. Jim Foonnan, Senior Vice President for Law, First Chicago NBD, Chicago, Illinois. 

Mr. Steve Bennett, General Counsel, Bane One Corporation, Col_umbus, Ohio. 

Mr. BiU McQuillan, Prc.~ident, City National Bank, Greeley, Nebraska, on behalf of the Independcnt Bankers 

Association of America. . 


Mr. Bill Flory, Owner, Flory Fanns, Inc., Culdesac, Idaho, on hehalf of the National Association of Wheat Growers 

.Mr. F~ank.1.'orrc.~, Legi~lati\'e <;ou.nsel~ Consumers Union, Washington, D,C. 

. Professor'Jame~ Brock, Moeck~1 Professor of Eeono~ics, Mil,lmi University, Oxford, Ohio. 
.' ...... . .. 
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STATEMENT OF CHAIRMAN HENRY.I. HYDE 


BEFORE THE COMMITTEE ON THE JUDICIARY 


AT THE OVERSIGHT HEARING ON 'THE 


EFFECTS OF CONSOLIDA TlON ON THE 

STATE OF COMPETITION IN THE 


FINANCIAL SERVICES INDUSTRY" 


JUNE 3, 1998 


1 :00 P.M. 2141 RAYBURN 

Today the Committee conducts the second in a series of oversight 
hearings on recent mergers. Our focus today will be on the effects of 
consolidation on the state of competition in the financial services 
industry. We l;Jegan this series with a hearing on airline alliance 
agreements on May 19. . . 

I want to begin by saying almost exactly the same thing that I said 
about the airline alliances. Not all financial services mergers are 
created equal. Each one has different characteristics, and each one 
should be judged on its own merits. Having said that, I will also say 

.. 	 that each one deserves a careful review by the agencies that are. 
~efor'1us. I do not have a preconceived opinion as to whether any of 

. these mergers is procompetitive oranticompetjtive, but I have called .' 
this hearingto learn what both the proponents and the critieshave to 
say. These mergers are large, and they have a big effect on the 
economy. For that reason, it is important that we have a public 
debate about their pros and cons; imd I am hopeful that today's 

. hearing will add .to that debate. '. ........ . 

I am also interested to learn what the witnesses have to say about the 
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antitrust provisions of H.R. 10, the financial services modernization 
legislation which passed the House a few weeks ago. Although these 
provisions were a relatively small part of the overall bill, they are of 
great importance given this recent wave of mergers. I expect that 
there will be more mergers in this industry, and so I have invited the 
witnesses to comment on these provisions if they want to do so. 

-
In that connection, I would just note that under current law, bank 
mergers are not subject to the Hart-Scott-Rodino Act that covers 
most other large mergers in the economy. Rather, they are subject to 
special bank merger statutes. The language that we included in H.R. 
10 would apply the following principle to the new conglomerate 
mergers involving banks and non-bank financial institutions like 
insurance companies and securities brokerages: the bank part of the 
merger should be treated under the current bank merger statutes and 
the non-bank part should be treated under the Hart-Scott-Rodino Act. 
I believe that is the right policy, but I want to hear what the witnesses 
have to say. . 

Another important part of this language clarified the Federal Trade· 
Commission's authority towards non-bank financial institutions. The 
Federal Trade Commission Act currently prohibits the FTC from 
enforcing the Act against banks because they are so heavily regulated 
by the banking agencies. The language in H.R. 10 makes it clear that 
this prohibition does not extend to other non-bank companies that 
may be owned by banks ifH.R. 10 becomes law. In bther words, a 
non-bank cannot escape the requirements of the Act simply by being 
owned by a bank. 

I believe these are important parts of the bill, and until today they· 
have not been considered. in· this.Comrnittee. So I hope this hearing 
will contribute to that debate as well. I look forward to hearing from 
our witnesses today on both the current mergers and the legislation, I . 
appreciate all of you coming . 

. With that, I will turn to Mr: Conyers [or'an opening statement. 
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