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Create A Nationwide Network of Community Development Banks 

Prcsident Clinton is committed to making more credit available to unleash the private 
seelor and create jobs in aU American communities. His push for rcal deficit reduction that 
will lower interest rates, his championing of tax incentives like increased expensing that 
reward small business investment. his signing of regulatory improvement legislation to reduce 
the credit crunch felt by small businesses arc all a pan of that commitment. Yet more is 
needed to ensure that this commitment reacheS communities: where credit deprivation is 
partie,:ularlyacute. 

Across the country J many rural and urban communities are starved for affordable 
credit, capital. and basic banking services. Millions of Americans in low- and moderate­
income neighborhoods have no bank where they can cash • check, bnrrow money to buy a 
home, or get a smaU loan to start a business or keep one going. 

During the 1992 Presidential campaign, then-candidate Bill GlintoD promised to create 
a national network of community development banks to provide access to capital. credit, and 
basic banking services in low and moderate income communities. 1\vo of the models for 
these institutions was the South Shore Bank of Chicago and the Grameen Bank of 
Bangladesh. This new democrat approach to economic development uses the private sector to 
help communities grow from the bottom up -- with more opportunity. not mOre bureaucracy. 

By the Summer of 1994, within two years of entering office, the legislation to create a 
network of community development banks and financial institutions to spur entrepreneurship. 
assist small and microbusinesses to low- and moderate-income communities became law and 
is well on its way to being implemented. Passage of the "Community Development Banking 
and Finandal IllStitulions Act of 1994' (COBFI Act) fulfils lhe President's'campaign 
commitment to support the creation or a network'or community development banks to steer 
private capital to distressed communities and to empower low-income entrepreneurs to create 
jobs and start new businesses, Along with reform or the Community Reinvestment Act . 
(CRA) and the Empowerment Zone/Enterprise Community Initiative, the CDBFI Act serves 
as the foundation for" your economic development strategy for low-income communities. 

The Problem 

Low-jncome communities face several chronic banking problems: 

• lnadCQuate Basic Banking Seryices -- Millions of poor Americans have no access to nor 

relationship with a bank. They live in neighborhoods with no ATM machines, no drive­

through windows, no checking or savings accounts. Instead, they are forced to deal with 

cash-checking operations that charge an exorbitant fee for a simple service. 




• ~laDs for SmaH Borrowers -- Most commercial lenders shun low-income communities 
because small loans have higher transaction costs and lower profit margins, and require more 
labor and attention, if not more risk. : 

• Lack of Expertis~ 8lllllng !.cDd~1J! Lending in distres~d oommunities, p.1rticularly for n 

smaH business, can be complicated. It can require spcciaHied undetwrit!ng expertise and 
knowledge. credit products, subsidies. and secondary markeh;:, 

• Lack of Expertise Among Borrowers -- Small businessesl particularly th~ in distressed 
areas,.often lack access to counseling in the ba.c;,ics of small; business management, inCluding 
accounting. borrowing, managing and repaying money. WIlen commercial lenders abandon 
these communi1fes. there is often no place to lum for essential capital, credH or infonnation. 

• Discrimination -- Home Mortgage Disclosure Act (HMDA) data suggest Ihat, deliberately 
or not, home mortgage lenders deny loans to middle- and upper-income minority borrowers 
more often than to mooerate- and lower-income whites. Anecdotal evidence suggests that 
the situation is even worse for commercial and consumer la'ans. 

• ·Shortage of Credjt and Capiral -- The uomet demand fo~ credit and capital in poor 
communities is therefore substantial. In too many low- and moderate-income neighborhoods, 
loans are unavailable for even the most credit-worthy hous~ng and business pmposes. A 
recent study found $360 million in "runet demand for credit-worthy small business loans in 
the City of Oakland alone. In New York City's distressed Communities, several billion dollars 
in demand for housing loans that would qualify for fedcral insurance went begging .. 
Economic revitalization cannot take root in these communities where good risks and sound. , 
businesses cannot get loans. 

History of lb. Community Development Baoking and Financial Insdlulions lndustry 

Many enterprising communities have come up with Iheir own ways to fill the void in 
community development and banking services. A variety of promising alternatives are under 
way around the country. including community development banks, credit unions, corporations, 
and loan funds; loan consortia and other rommunity development intermediaries; and 
communily reinvestment by mainstream commercial banks. 

1. Community Development Banks (CD Banks): South Shore Bank in Oileago, 
Elkbom Bank and Trust in Arkansas, and Community Capital Bank in Brooklyn offcr a 
comprehensive range of assistance to the communities they serve. Though for-profit and 
non-profit affiliates, they provide basic deposit, saving. checkin~ and consumer and 
mortgage lending services:; venture capital for small bustness; microenterprise loans; and 
technical a'>Sistance. They also develop rental and cooperative housing for low-income 
residents and commercial reaJ estate for sman businc.'>ses. Three such integrated. full-service 
financial community development bank holOing companies have emerged Over the last twenty 
years. 



, 


2. Community Development Financial Institutions (CDFl's): A variety of other 
community-based organizai-ions have found their own financial service niche: 

• Community Developmenl Credit Unions (CDCU's) arc regulated fjnandai 
cooperatives owned and operated by lower-income persons to SCrve the deposit, 
check-cashing, and small consumer loan needs of their memberS. A growing number: 
of CDCUs are making development loans for small business expansion and start-up. 
Like CD Banks, COCUs can offer federal deposit insurance up to $100,000. The 
largest CDCU is the Sclf-Help Credit Union in Nonh Carolina. With more than $40 
million in assets, it is second only in size 10 South Shore Bank among community 
lending institutions. Self-Help is part of a larger holding company that includes 
independent, non-depository credit and support mechanisms. There are over 100 
CDCUs across the nation. and one the newest was chartered in South Central Los 
Angeles last November. 

• Ovcr 1000 Cllmrounity Development COIpOralions (CDCs) have been created by 
~ 	 civic and community groups, local or state development authorities, and banks to 

provide small business or micro-enterprise lending, large community devefopment 
projects, Or affordable housing, Their sources of capital and loans include other banks, 
federal small business and housing programs, local corporations and foundations, and . 
major national assistance cotporalio-ns such as USC or Enterprise. 

• Scores of specialized Community DcvelQP1llent Loan Funds (CPl.&), both for­
profit and non-profitt aggregate capital and contributions from socially conscious 
banks, investors, and foundations to provide equi~y. bridge loans, or below-market 
fmancing for affordable housing. revitalizatjon of retaU stores, or small businesses in 
distressed communities. 

3. Community Development Intermediaries (CDI'.j: A number of state and local 
governments, community groups, and fmancial consortia provide specialized services that link 
communities, CDB's, and CDFI's to mainstream banking, aedit~ capital, and government 
insurance and subsidy programs and secondary markets. These intermediaries underwrite, 
guarantee. or repack~ge loons to credit-worthy businesses and individuals in distressed areas. 

4~ Community ReinVestment by Mainstream Banks: Either in response to pressure 
from community groups to meet their obligations under the Community Reinvestment Act or 
oul of their own self-interest to learn how to better serve undcrscrved markets. many 
mainstream commercial banks and thrifts have begun to provide essential financial services to 
distressed communities. Some have formed loan consortia., loon loss reserve funds l and 
community tending networks; others provide capital, loanst or contributions to the communily 
development institutions described above. A few Bank Holding Companies (BHes) have 
recently created and capitalized Community Development Banking subsidiarie.1i to serve the 
financial needs of distressed communities, ' 

http:subsidiarie.1i


The 	President's Community Development Banking and Financial Institutions Act 

The Adminis1ration na.'i requested $500 million and the legislation authorizes $382 
minion or such higher sums as necessary over four years. These funds will be used to 
support a network of new and existing Community Development Banks and Financial 
institutions (CDBFI) across the country, These institutions will be based in low- to 
moderate-income communities. CDBFIs specialize in providing to undcrserved communities 
ba.liie banking services, credit, and capital. A new agency, the CDBH Fund will be created to 
provide equity capital. grants, loans, technical and training assistance to CDBFIs that qualify 
far funding. When fully leveraged, this new program will create over $3 billion in new 
investments in Jow and moderate income communities. The Federal government's investment 
will be leveraged with private resources. ' 

The legislation passed by Congress would establish a Community Development 
Financial Institutions Fund ('Fund") that will invest in community development banks and 
and other community development financial institutions (CDFI) which have a primary mission 
of community development l lending, equity investment, and loan counseling services in 
distressed, underserved "'lmmunities. The Fund will promote the CDFI industry by serving as 
an infoml.tion clearinghouse and provide assistance to CDFls in the fonn of capital, grants, 
deposits, or teclmical services. Capital assistance will serve only as seed capital that must be 
matched with private funds. All types of new and existing CDFls will be eligible for 
assistance, including community development banks and credit unions, micro-enterprise and 
revolving loan funds. minority-owned banks and community development corporations. Your 
budget requests funding of $500 million over four yearsfor this program. Congress has 
appropriated $125 million for FY95. 

Th•. Fund wi!! be run by an Administrator, to be appointed by the l'icsident, with 
Senat confimlation. In addition, there will be a 15 mem~r Advisory Board consisting of 
representatives of the departments of Agriculture, Treasury, Commerce, Interiof, HUD, and 
SSA, plus 9 members of the public appointed by you. 

The bill also authorizes a new deposit insurance tlSSessment credit program, built 
largely on the Congressman Flake's Bank Enterprise Act, to award credit to traditional lenders 
and CDFIs based on increases in quaUfying lending and services in economically distressed 
communities and equity investments in CDFIs, 

Impact of the Law 

Currently, the: community development financial institution (CDA) industry is 
capitaHzcd with approximateJy $100 million and has extended more than $2 billion in loans. 
The $500 million CDBFl Act will greatly expand the capacity of the CDFI industry and will: 

• 	 Crute approximately $5 billion in new credit for economically distressed 
. communities 

• 	 Provide financial and technical support for as many as 75 new insured 
community development banks -- The combination of the equity investment 



and technical assistance grants by the CDFI Fund and the < matching investment 
by traditional lenders yields a lotal investment of $346 million in insured 
CDFls (Community Development Banks and Credit Unions). Assuming $4 to 
$5 million required to capitalize a new institution t this investment could create 
as many as 75 neW insured CDFls. 

• 	 Support as many as 916 new well-c.pilallzed community development 
corporations and over 4,000 community development loan funds -- There 
are two sources of investment in these institutions. from the con Fund and 
from traditional lenders. The CDFl Fund divides its uninsured CDI'I 
investment (with traditional lender match) among .larger community supported 
CDC. (start-up capital needs of about $S(N),ooo); smaller CDC. (start-up 

. capital needs of about $100,000); and CDLFs (start-up capital needs of perhaps 
$25,000 in seed money). Traditional lenders invest in larger bank-supported 
CDC. (start-up capital needs of about $2 million), smaller CDC. (start-up 
needs of about $750,000) and CDLFs (seed money needs of about $25,000). 
Applying these assumptions to the assumed investment totals suggests (he 
investment in uninsured institutions could yield as many as 916 CDCs~ with 
seed money for more than 4,000 loan funds. 

• 	 Support nearly 40,000 in new loans to Individuals and small businesses - ­
Under the leveraging assumptions) the investment in insured CDFls alJows 
them to extend additional credit of $3.08 billion. With loan sizes ranging from 
$25,000 to $1 million and an average loan size of about $200,000-$300,000, 
based on data from HUD Profiles, insured CDFls will make nearly 10,300 new 
loans. The investment in uninsured institutions by the CDFI Fund and by 
traditional lenders allows them to e.tend additional credit of about $600 
million. Assumet as indicated in HUD Profiles that community-supported 
CDC. make loans averaging about $25,000 bank-supported CDC. make loans 
averaging about $150,000, aed CDLFs make loans averaging about $40,00. 
Then the investment in unillsured institutions could yield as many as 10,700 

~ ·new CDC loans and 3,700 new CDLF loans. Combined wilh the 15,000 new 
loans expected 10 be generated through the Flake Assessment Credit Program, 
Treasury estimates 39,700 new loans supported under Ihe CDBFI Act. 

• 	 Result in lS0t OOO new full-time jo.bs in low-income communities -- An 
increase in tbe credit availability is assumed to support new fuH'7time jobs at 
the average rate of approximately $30,000 in salary and benefits for One year. 
Thus, a $5 billion increase could mean 150,000 new jobs (each lasting one 
year). 

Case Studies 

RURAL EASTERN NORTH CAROUNA'S WOSCO -- A WORKER OWNED 
SEWING COMPANY: The Workers Owned Sewing Company (WOSCO) is located in 
Bel1ie County. a low-income rural area in Eastern North Carolina. When the company 
started. its business came primarily from Contracts with other appareJ companies for their 
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overflow work. This type of business proved sporadic, unpredictable, and highly competitive, 
operating on very thin margins, In 19&5! WOSCO was in trouble. In order to survive the . 
company needed grow and by-pass middlemen to bid directly to retailers, But they needed 
credit for necessary materials and supplies. A small, local bank had helped WOSCO manage 
its business with a $10,000 line of credit. This small line of credit was cut off, however, 
when a large regional bank acquired the local bank. WOSCOfs President, Tim Bazemore, 
turned to the Center for Community Self-Help. Self-Help" credit union and venture. fund 
gave WOSCO a $50,000 loan and assistance in marketing. financial management and business 
planning. Today, WOSCO's 80 working. women are all proud owners of the second largest 
private employer in Bertie county. WOSCO has secured cOntracts with Sears and K-Mart 
and sales are increasing. Eaeh year the company has been able to distribute profits back to 
its owner-workers. ' 

.BEVERL Y ROSS IN MINERAL SPRINGS OHIO -- A MICRO-LOAN SUCCESS 
STORY: Beverly Ross, a single parent, is a sole owner of ~keview Stables in Mineral 
Springs, Ohio, a popular tourist area in Tuscarawa County .. Beverly worked for Lakeview 
Stables to support her family before luck and hard work made it possible for her to pUI1:hase 
tbe stables, After a year of operation, she realized she had undercapitalized her venture and 
had to tum customers away because she didn't have enough: borses or equipment to serve 
them.· Because of a divorce, she did not have a stable credit history and literally no financing 
optinns. She turned to a Microloan program sponsored by the Athens Small Business Center . 

. There, sl", received intensive help in completing a business iplan and loan package. She was 
given a $!)780 loan to purchase equipment and. horSes and to provide working capital for 
operation. The loan was made just in time for this year's summer trade -- an business is 
booming. 



THE WHITE HOUSE 	 f.~ " 
WASHINGTON 

(J,_.L'"j 
October 18, 1993 

MEMORANDUM FOR 	BOB RUBIN . 

FROM: Ellen 	SeidmanYV 
SUBJEC1': 	 Meeting with ic'EOs from. Association of Reserve City 

Bankers 

You are scheduled to meet on Friday, October 22 with the CEOs of 
several major banks, who are here under the auspices of the 
Association of Reserve City Bankers (ARCB). ARCS, an amalgam of 
the prlor organizat1'on of that name and the Association of Bank 
Holdin£! Companies, represents about 110 of the. largest banks and 
bank holding companies in the country. 

~ CEOs wi11 be attempting to get the Administration to strong1y 
support interstate branching legis1ating in testimony Frank
Newman and Gene Ludwig are giving on October 26 and November 2.0Their.90al is to get a clean bi11 through Steve Neal's 
subcommittee this year while avoiding any Senate action~ On 
substance we should suppo'rt the proposal (see discussion be1ow) 
as efficient, risk-reduoing and pro-consumer. There are, 
however, a few political problems, such as Senator Dodd's 
intere!st in tying interstate to restriction of banks t insurance 
powers and the traditional anti-interstate positions of community 
groups and small banks * 

It would therefore be useful to use the meeting'to! 

, 0 	 guage the strength of their support for interstate r and 
particularly what they wi11 do if Senator Dodd attempts 
to attaoh any insurance restrictions to a bill: 

o 	 assess the group's ability to respond to ooncerns about 
loss of community focus and concentration of bank 
market power (see below); and 

o 	 ensure that the group knows that our support for 
interstate comes with an understanding that the banks 
will at 1east continue and, preferab1y, enhanoe local 
service following oonsolidation. 

The form of legislation the bankers support is the least 
disruptive to states' rights and the interests of small 
independent banks! the right to consolidate inta one bank 
already-existing ang newly purchased branches in multiple states, 
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where states retain both the right to define the initial 
interstate branching rules and the right to opt out of allowing 
consolidation. There is no question that this will decrease 
admini!)trative and examination costs of banks and regulators and, 
in multistate metropolitan areas like DC, increase customer 
service by allowing cross~state deposits. Encouraging cross­
state diversification should also reduce systemic risk~ . 

The major substantive arguments against the legislation 'are that 
consolidation would hasten the demise of independent community 
banks; move bank management further away from smaller communities 
with branches~ resulting in reduced local service; and increase 
tendencies to bank 90ncentration. While there are probably some 
markets where this would occur, the experience of New York and 
California. where large multi-branch banks coexist with much 
smaller institutions, suggests the problem is exaggerated. 
Moreover, in some areas the presence of a national bank will 
increase the availability of credit over what could be provided 
by leve.raging local deposits alone. Vigorous branch-oriented CRA 
enforcement (which ~s where the bank regulators are ,headed), plus 
reasonable enforcement of the antitrust laws (which is where the 
Justice Department is headed) will further reduce possible 
negative impacts. 

, . 
~, ~':',",•• .' ~-.' ....~. .. ' . .... " ...,,, ....~:~-:..'" .-..,.....,.. ..~ .; ..:~... ;
'/;c:: ;'. 
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November 12, k993 
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MEMORANDUM FOR BOB ROBIN 

,THROUGH! SYLVIA MATHEWS 
•
';(',..FROM. ELLEN BElOMAN 

SUBJECT. BANK REGU~TOR CONSOLIDATION 
'> " 

, ,.:­
,~,-,,,,.~ 

-., ­

on ~ednesday, frank Newman. Gene Ludwig, Treasury I OCC and OMS 
staff and I rr,et to discuss bank regulator conSOlidation. Frank 
is scheduled to testify on the subject before Senator Riegle - ­
in lO:1g-schedu.led testimony -- on Wednesday mornin9~ Senators 
Riegle and D'A~ato have sUbmitted a bill to fully. consolidate the 
four banking regulators into a new independent l Federal Banking 
Co~mission, and have essentially challenged -- in a joint letter 
with Chairman Gonzalez -- the Administration to move quickly and 
.effectively in this area. 

Frank and Cene had been talking to Chairman Greenspan and 
Govornor LaWare about this issue over the past sQvQral months~ 
For reasons mainly relatinq to prestige, turf, and the desire to 
keep the Reserve Banks in business t Greenspan and Laware have 
said their position is that the ,-;:~'d should retain independent 
regulatory and supervisory authority.over a relatively-larqe 
nu~ber of large institutions (they have a formula that apparently 
yields about 70 to 100 instituticns) and over all bank holding
companies where the lead bank is a state member bank. Other bank 
holding companies -- mainly those with lead national banks - ­
;..lOldd be regul ated and supervised by a new, independent 'banking 
regulator. Thus, a dual federal regUlatory system would be 
retainE~d. Both Gene and. Frank are also concerned that this 
system would lead to incroased (there already is sorte) regulatory 
forum-shopping. with the now bank regulator as the loser. 

At the neeting, the qroup unanimously agreed that the red 
proposnl. while representing interesting movement, was~ and would 
be seen on the Hill as, a Rubs Goldberg machine that did not 
really solve any of the serious problems of multiple regulators, 
We concluded that the Administration shoUld support something 
much closer to Rie91e/DfA:mato/Gonzalez~ namely:I. Full consolidation of the ecc and OTS into a new 

FedGral Banking Commission {FBC) 

I The commission would be govarned by a five-member board~ 
The Board ·....ould consist of a Chairman appointed by the President 
with senate advice and consent tor a fiva-year term, the 
Secretary of the Treasury or his desi9nQe~ a Governor of the Fed, 
and two other presidentially-apPointed independent members. 
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'. Movement of all bank supervisory functions of'the FDIC 
into the new FBe. The FDIC would remain the insurer. 

'. 


'. 

'. 


'. 

'. 

and would have limited bacKup examination authority I 

mainly for banks showing some signs of distress. It 
would have no regulatory authority other than that 
directly related to the insurance function. 

Movement of all bank supervisory functions of the Fed, 
including bank holdinq company supervision, into the 
new FBC, but with authority tor the Fed to conduct 
joint examinations ot up to 2S entities, with the Fed 
to chose the entities based on their' importance to the 
payment syste~. The discount window function, all 
monetary policy and oversight and operation of the 
payment systQm would remain with the Fed. 

State-chartered non-member banks would continue to b~, 
examined by states, prob~bly under some sort ot FBC l 
certification system. 

The FBe would be governed by a five-member board, 
consistin9 of a Chairman appointed by the President for 
a four-year term roughly coterminous with his <e~q., 
ending March 31 of the year after an election) 1 subject 
to Senate contirmation~ two representatives of tha 
Trsasury (~ho would b•. ex offioio advice and consent 
appointees): a ~ember 0t the Fed Board ot Governors: 
and one ,independent appointed Py the President. We 
discussed, but did not fully settle on l the idea that 
the Fad member might b~ designated vica Chairman, hut 
without power to succeed to the Chairmanship. I am 
al.o not fully comfortable with the notion of two 
Treasury representatives tor a number of reasons (one
simply belr.g.tho' amoune of time they will be able to 
devote to it. another being the political optics of the 
prOposal), but as a going-in position it might be OK. k. 
For a specified period of, say; three years, the FBC /' I 

would be required to operate separate divisions for 
national banks, community banks, and possibly thrifts. 
After the period I it could reorganize itself. ;{ ~ 

The FBe could have up to four advisory committee~ 

picking up the Riegle effective dates, the secretary of 
the Treasury would essentially determine when the 
switch would be effective; between 6 and 10 months 
after the bill was enacted. but he could extend that 
for another 5 months. 

- 2 ­



NOV-\2-~3FRI1;~:11 lOR FAX NO, 83416213 3136856213 p, 04 , 

•• There would be some employee buyouts and some employea 
protections. but after some reasonable period of time, 
the rsc could reduce its workforce. ~ 

Ultil>ately, all banks would pay fees to the FIlC for / / '. 
I 

examination. However, durin" soma transition period :/ ~ 
the Fed would pay the FBC fo~ banks and holding '1::---',­
companies it previously supervised and the FDIC would 
pay f,or banks it suporvise.d. The new system should 
ultimately have a positive revenue impact because it 
would eliminate the Traasury subsidy of examination of 
state non-member banks. 

• J ­
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DRAFT:February"-:-::---==--­15, 1994 

Regulatory Consolidation 

Key Factual Backgroynd 


1. 	 CUrrently, 2 Treasury Bureaus (OCC & OTS) sat rules for, and 

supervise and examine, national banks and federally-

chartered thrifts. These 5200 institutions c~o;m~p~r~~-62\ of 
~ 
the total U.S. bank and thrift assets. 

2. 	 Currently, the Fed sets rules for, and supervises and 

examines, state-chartered Fed-member banks. These 975 

institutions comprise 15\ of total u.s~ bank and thrift 

. 

3 . 	 :;;;;401 C is the federal supervisor for 7200 mostly small 

~-banks comprising 23\ ot total assets. (The 4 agencies also- I 
overlap in a large number of cases.} - . 
~ 

4. 	 The Fe, makes rules for, ana supUrviscs and inspects~ 

ban~,holdin9 companfes (parent companies and subsidiaries 
.' --, 

are not banks or thrifts--including mostly mortgaqe 

companies, consumer finance companies, and commercial 

f.inance companies). Tne OTS (4 Treasury bure ts rul 5 

for, and examines thrift holding companies. 
-5. 	 The OCC· curre 

Chase Manhattan Bank. Wells Fargo BanK, Nationsbank of N.C., 

Fla., Texas, etc_, First National Bank of Chicago, Mellon 

Bank, First National Bank of Boston, 

6. 	 The Fed currently supervises! J.P. 

Trust {holding companies and hanks); 

(parent) and Chemical Bank of N'Y' I 

Page 	 i 

etc. 

Morgan and Banker's 

Chemical Banking Corp. 

but not Chemical Banking 
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DEPARTMENT OF 	THE TREASURL;Y.e,)/-,"'\

WASHINGTON, D.C. 	 J 

SECRETAR"! OF THE TREASURY 

February 23, 1994 

MEMORANDUM FOR 	 THE PRESIDENT 

FROlI: 	 Lloyd Bentsen ~ 
SUBJECT; 	 Bank Regulatory Consolidation--Federal Reserve 

Role 

Next Tuesday, I will be testifying at the Senate Banking 
Committee regarding the Administration's proposal to consolidate 
the banking regulators. At the hearing I will present more 
details on the plan ithat We have proposed in response to a 
request from Senators Riegle and D'Amato, and Congressman 
Gonzalez, in a letter to you~ Frank Newman and Gene Ludwig are 
developing the plan in conjuction with an interagency group, 
including NEC, OMS t CEA, and NPR. The team agrees that the 
Administration's proposal is sensible, qood public policy for an 
area that is currently confusing to the public, and economically 
inefficient. There is also broad public aqreement that the 
current: system needs to be fixed, although there are differing 
views on how to fix it. 

As you know, the Federal Reserve has expressed considerable 
concern--more than they had led us to expect--about the potential 
loss o:E supervisory authority for the Fed. And, the Fed has 
publicly proposed an approach that would actually expand their 
overall authority~ All along, our proposal has envisioned a 
continuing role for the Fed, especially in the major banks, in 
cooperation with the new Federal Banking Commission. We do want 
to be responsive to the Fed'g concerns, and Frank and Gene have 
been "fOrking with Alan Greenspan, trying to reach a compromise on 
these issues., Although progress has been made, there are still 
significant differences to resolve. (One important matter deals 
with our belief that there should be uniform enforcement, 
especially on Fair Lending and the Community Reinvestment Aot# 
without permitting banks to avoid compliance by switching to a 
different federal regulator). 

Alan knows that we would like to reach a compromise with the Fed, 
but h(~ and his colleagues do not yet seem prepared to meet us 
halfway. Frank, Gene, and I also met with a number of Senators 
on thf~ banking committee, and I believe that the Senators are 
prepared to help promote a balanced agreement. 



TH E WHITE HOUSE 

WASHINGTON 

March 3, 1994 

MEMORANDUM FOR GENE SPERI1NG 


FROM: Paul Weinstein 
Paul Dimond 
Sheryl! Cashin 

SUBJEcr: Community Development Bank and Financial Institutions 
Legislation 

Despite our best efforts, We still have not been able to secure floor time in the Senate 
for consideration of the President's Community Development Bank and Financial Institutions 
legislation (S. 1275) -- otherwise known as the Community Development, Credit 
Enhancement, and Regulatory Improvement Act of 1993. As you know, this legislation 
passed out of the Senate Banking Committee 18 to 1 last September and was approved by 
voice vote in the House of Representatives last November. We had been told to expect 
consideration in the Senate in February, however nothing has happened yet. We almosl had a 
vote Ihis week, but apparently the Republicans are playing hardball on any allowing any 
Presidenti~!1 initiatives to reach the floor, including bills with bipartisan support like the 
CDBFI bill (bath Chairman Reigle and Ranking Minority Member D'Amato support this S. 
1275). 

. 

W(: are close to passing this Presidential initia1ive! but Majority Leader Mitchell has 

been hesitant to bring the legislation to the floor because he is under the mistaken impression 
that the bill will take several days of floor time. In fact, the legislation could be passed in a 
few hours. 

At our request, Steve Ricchetti called John Hilley of the Majority Leauer's office to 
secure a Ijme commitment l but was not succcss.fu!. Bruce Reed believe..;; that a call from 
George S.• reiterating the President's strong support of this legislation and.. his .desire that the 
bill be aCted upon quickly, would go along way in insuring passage in Ihc next week or so. 
We cannot afford to tel this window of opportunity pass. With the dcfcut of the Bahmccd 
Budget Amendment ,and pD.$s,age of Goals 2000, there is a short period during which the 
Senate could act, before the Onset of the crime b1l1, the budget, and several other major pieces 
of legislatkm. (n addition, in order to insure that the Appropriations Committees fund the 
program, we need Ihe authori7.ation languagc to he enacted before the summer. 

, 

By the way, if we Can P~lS$ S. 1275 in tne next month and H hulf, the Presidcnt could 
sign the bill un the anniversary of the Los Angeles: riots. 

http:succcss.fu


THE WHITE HOUSE 

WASHINGTON 

September 23, 1994 

MEMORANDUM FOR FRANK NEWMAN 

PAUL WEINSTEIN 

FROM: 	 PAUL DIMOND 

SUBJECf: 	 CDFI AND CAMPAIGN TO INVEST IN REBUILDING 
AMERICA 

CC: 	 GENE SPERUNG, ELLEN SEIDMAN, SHERYLL CASHIN 
BRUCE REED 

Congratulations, again! But, enough back-patting. already ...... We need to get back to work: 

• 	 to catalyze a larger. complementary private fund (or funds) from the unregulated 
financial institutions 

• 	 Co catalyze a national campaign to invest in local CDFls that are safe. sound, effective 
and for regulated and unregulated financial institutions to use CDFls as intermediaries 
and partners to find good credit and investment opportunities 

• 	 to make' the CDF! Fund (and the related National Eronomic Pannership Act and 
similar HUD programs) work -- not only to expand existing and to start new 
CDBanks and CDCUs, but also to challenge the larger numbers of CDes and 
Revolving Loan Funds to become more entrepreneurial. to establish profit-making 
bank holding subsidiaries or aUies. and to become better bridges to the larger 
resources in the regulated and unregulated financial institutions 

We ought to begin preliminary thinking and work nOW -- among ourselves and with a few 
key players in the CDFl, banking. and various financial services industries. 1 believe this is a 
way to: build on the President's compelling private sector message today in a way that wiil 
resonate throughout the country. 

If properly understood the substance and message of the new eRA proposal offers a 
complementary theme and platfonn for moving fonvard in this way. The timing and 
orchcslration of this arc crucial in order that we gain the high ground of engaging the private 
sector with good credit, character loan ami invc.<;tmcnt oppGrttlniilcS, rather than coercing bad 
investments for naive social or invidious racial purposes. 

Will you two take charge of moving this forward? I'll be glad to play my usual che:crlcading 
role! 



"F)·\e..) • 
EXECUTIVE OFFICE OF THE PRESIDENT OA'.;ls 

OFFICE OF MANAGEMEI'.'T AND BUDGET 
WASHINGTON. O"C, 20503 

April 18, 1994 

MEMORANDUM FOR GENE LUDWIG 
FRANK NEWMAN 
ELLEN SEIDMAN " 

FROM: Christopher F. Edley, Jr, 

SUBJECT: Whither Bank Agency Consolidation? 

I am concerned that we are not together as an Administration on the impending 
agreement between Treasury and the Fed on regulatory consolidation. We disagree about the 
merits of the plan, as well as questions of timing. The current proposal presents a number of 
policy problems as follows: 

• 	 Complexit~. The Fed/Treasmy proposal is, we feel, hardly an improvement over the 
(.'Urrcnt regulatory system and is much more complex than the previous proposals 
introduced by either the Administration or Congress. To be fair. in general. the 
proposal wou1d streamline the current examjnation process by designating one Federal 
regulator per banking organization, However. the overall supervision 'system. 
including regulatory, would remain complex. It would be difficult to justify this 
proposal. which achieves neither of our previously stated goals: simplifying the 
regulatory system and eliminating redundanc~ and "dupJication in the supervision 
process, 

• 	 loous11] Support. The new proposal is unJikely to gamer support from the industry 
since State nonmember banks, which represent over 60 percent of the commercial 
banking industry by number, would have 3 Federal regulators as compared to 1 under 
current law, In addition, state-chartered institutIons may oppose the proposal since 
[hey would face higher assessments than they currently pay. 

• 	 No Gain. The Administration has little to gain from this proposal (other than 
asserting that we've done something about bank regulation) but a lot 10 lose relative to 
what we already have, First, given the current Congressional environment, we are 
likely to end up with a FBC much like the FDIC or even thc Fed. Second. the new 
proposal is basically the [.aWare proposal. with the exception of the State nonmember 
bank supervision component. This proposal would give a greater share of bank 
supervision to the Fed, Finally, we are likely to end up losing on other issues that 
may come up during the negotiation, such as a potential Fed seat on the FDIC Board. 



• 	 ~ompeti(ion. in Laxity/Charter Shopping, The new proposal would relain the current 
incentive for Slate nonmember institutions to switch their Federal regulator to the 
Fed, As described aoove, under the new proposal, State norunember institutions 
would see an increase in regulatory overlap. In addition, since State banks would 
continue to pay less than national banks in exam fees, [he current incentive to escape 
the Federal system would continue to exist. This has an important implication for 
funding in the long~tcnn because, as State nonmember and national institutions leave 
the FBC. it would ultimately face the same financial'situation as the OTS today, 
More importantly. as more institutions convert to a State charter because of lower 
fees. the FBC and Fed could find it difficult to cover thejr costs of supervision 
without either increasing the Fed subsidy or exam fees. 

Finally, the new proposal would allow easy charter-shopping by weak banks. The 
Fed still argues, 1 understand, that it would he politically infeasible to give the 
primary regulator a, chance to veto or delay a charter conversion. The Fed proposal 
would create a loophole for weak institutions to seek lenient regulation. 

• 	 Increased Fed JudsdjctiQn. The Fed bas proposed a definition of a ~'designated ~ 
bank holding company that is too inclusive and broad, thereby substantially increasing 
the number of the largest banks under the Fed jurisdiction, In addition, the Fed 
would have mlemaking authority over most institutions except Federally chartered 
institutions, The Fed's lUlemaking authority would extend to "designated" bank 
holding companies as well as their nonbank: subsidiaries. This also means that the 
Fed would gain rulemaking authority over Stale nomnemher banks and foreign 
activities of U.S. national banks. (The FDIC currently has rule01aking authority over 
State nonmember banks; however, the PDIC, at least, is headed by a board that 
illCludes two Treasury officials,) 

• 	 Presidential Policv Role. In the current environment, and building on the present 
Treasury-Ped deal, there is good reason 10 fear that any legislation which ultimately 
wins passage in this Congress would be a setback for the goat of making general 
policy directions for this segment of the economy subject to broad White House 
guidance. The risks of hyper~independence are serious, and we have no counter­
strategy. 

I am not unmindful of some pressing needs. including stabUization of the OTS and 
slcmming the perceived decline in the value of the national hanking charter" But at what 
cost? Delays in presenling an Administration position to the Congress, the dishearteningly 
partisan aod often rancorous character of much 11m djscllssion, and the very great challenges 
we face with the rest of the President's 1egislative agenda in the short time remaining this 
session ~- aU of these concerns make me question the wisdom of moving forward with this 
deal at Ihis timc. 

How, then. to get to closure on these issues? OMB staff will be briefing Leon in 
detail within the next couple of days. and we should consider a NEC Principals' meeting 



• 


sooner rather than laler. My immediate concern is tnat in irs discussions with the Fed, the 
industry and the Hill, the Treasury Dep~rtment not get so far out ahead of the rest of the 
Administration that it becomes costly for us change -course. 

cc: 	 Leon Panetta 
Alice Rivlin 
Elaine Kamarck 
Rick Carnell 
Michael Levy 
J0511 Steiner 
Bo Cutter 
Sally Katzen 
Joel Klein 

[Drafted by Alice Cho] 



November 7. 1994 

MEMORANDUM FOR TIlE PRESIDENT 

TIlROUGH: GENE SPERLING 

FROM: Paul Weinstein 

SUBlECf: Economic Impact of Community Development 
Banking and Financial Institutions Act 

Passage of the "Community Development Banking and Financial Institutions Act of 
1994" (CDBFI Act) fulfm.d your campaign commitment to support the creation of a network 
of community development banks. Along with reform of the Community Reinvestment Act 
(CRA) and the Empowenncnt ZOnefEnterprisc Community Initiative, the CDBFI Act serves 
as the foundation (or your economic development strategy for low-income communities. 

Pcr your request, we asked the Treasury Department to analyze the economic impact 
of Community Development Banking and Flriancial Institutions Act of 1994, which you 
signed last month. In addition, please find attached a Boston Globe editorial that praises this 
law which will support the ·so-called tugboat lenders of economic revitalization: 

Currently, the community development financial institution (CDFI) industry is 
capitalized with approximately $700 milIion and has extended more than $2 billion in loans. 
The $500 million CDBFI Act will greatly expand the capacity of the CDFI industry and will: 

• 	 Create approximately $5 billion in new credit for economically distressed 
communitles -- This number is calculated based on the non-federal matching 
requirement in the CDBFI Act (1:1). the leverage ratios for insured and 
uninsured CDFIs, and the leveraging effects of the Flake Credit Assessment 
provisions which are targeted towards investment and support of CDFIs, 

• 	 Provide financial and technical support for as man)' as 7S Dew insured 
community development banks -- The combination of the equity investment 
and technical assistance grants by the COfl Fund and the matching investment 
by traditional lenders yields a total investment of $346 million in insured 
CDFJs (Community Development Banks and Credit Unions). Assuming $4 to 
$5 milliou required to capitalize a new institution, this investment could create 

, as many as 75 new insured COPls; 



• 	 Support as many as 916 new well-capitalized community development 
corporallons and OVer 4,000 community development loan funds - There 
are two sources of investment in these institutions. from the COFI Fund and 
from traditional lenders, The CDR Fund divides its uninsured COFI 
investment (with traditional lender match) among larger community supponed 
CDC. (start-up capital needs of about $500,000); smaller CDC. (start-up 
capital needs of about $J()(),ooo); and CDLFs (start-up capital needs of perhaps 
$23~OOO in seed money), Traditional lenders invest in larger bank-supported 
CDCs (start-up capital needs of about $2 million), smaller CDC. (start-up 
needs of about $750,000) and CDLFs (seed money needs of about $25,000). 
Applying these assumptions to tbe assumed investment totals suggests the 
investment in uninsured institutions could yield as many as 916 CDCs. with 
seed money for more than 4,000 loan funds. 

During the campaign, you promised to create 100 Community Development 
Banks, The current funding level for the CDF1 program can only sustain ~ 
~ Community: Development Banks. During the drafting of tbC COB 
legislation. we met with a considerable number of individuals, including 
representatives of South ShQre. who urged us to broaden the definition of 
community development banks to include other types of community 
development lenders among those eligible to receive monjes from the CDFI 
fund -- e.g. credit unions. loan funds, mjcrolenderS, etc. For many 
kmllmunjtics. these other t~ of COB lenders are better suited to serve the 
neru of their patticular residents. However. if you combine tbe 75 insured 
COlli 	with lhe 916 Communit~ DeyeIQ~m.nt O>xporatioDS (CDC) and ~.OOO 
Communil)! Development Loan Funds (CDLE's) tbat will he suJlPOrl~d by tbe 
mEl fund, yeU! vision of creating a network. jn partnership with the private; 
~tor, 	of community deyelopment lenders who will spur entrepreneurship. help 
gmw nCW businesses. and finance homeownerShip in America's inner cities and 
s:lis:ressed rural communities. will be achieved. 

• 	 Support nearly 40,000 in new loaDS 10 Individuals and small businesses - ­
. 	Under the leveraging assumptions. the investment in insured CDFIs allows 

them to extend additi?nal credit of $3,08 billion, With loan sizes ranging from 
$25,000 10 $1 million and ao average loan size of about $200,000-$300,000, 
based on data from HUn Profiles, insured CDFls will make nearly 10,300 new 
loans, The investment in uninsured institutions by the CDrI Fund and by 
traditional lenders allows them to extend additional credit of aboul $600 
million. Assume, as indicated in HUD Profiles that community-supported 
CDC. make loans averaging about $25,000 bank -supported CDC, make loans 
averaging about $]50,000, and CDLFs make loans averaging about $40,00. 
Then tbe investment in uninsured institutions could yield as many as 10,700 
new CDC toans and 3 t700 new CDLF loans. Combined with the 15,000 new 
loans expected to be generated through the Flake Asset-sment Credit Program. 
Treasury estimates 39,700 new loans supported under the CDBFI Act. 

http:DeyeIQ~m.nt
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• Result In 150,000 new full-time Jobs in low-income communities -- An 
~ 	 increase in the credit availability is assumed to support new full-time jobs at 

the average rate of approximately $30,000 in salary and benefits for one year. 
Thus, a $5 biilion increase could mean 150,000 n.ew jobs (each lasting one 
year). , 

cc: Carol Rasco 
Bruce Reed 



DEPARTMENT OF· THE TREASURY 
WA.SHINGTON; D.C. 20220 

Augull 12, 1996 	 = ID!D 

MEMORANDUM FOR GENE SPERLING 	 . 


~~
I'ROM: 	 ERIC TODER 

DEPUTY ASSISTANT SECREI'ARY (TAX ANALYSIS) 


SUBJECT: 	 Tax Initiatives for Urban Revitalization 

SUmmarI 

At the request of the NEe, we prepared the attached d~ptions of tax initiatives that are 
intended 10 encourage urban revitalization and wage cn:Oits for economically disadvantaged 
persons. Four types of tax initiatives arc discussed: incentives for equity inves~ent in . 
CDFIs; employment promotion initiatives through wage credits; expansion of the earned 
income tax credit to offset reductions in food stamp benefits; and capital promotion 
incentives through tat;!eted capital gains relief. 

We briefly described the wage credit options and the EITC option at last Friday's NEe 
meeting. At your request, we are also developing an enhanced work opportunity tax credit 

option. Assuming you schedule another NEC meeting later this week, we can present all of 


. the options to the NEe at that time. We are providing the descriptions 10 you now for your 

information; please do not circulate them. 

Discussion . 

The attachment describes 	the following tax initiatives and their advantages and disadvantages: 

A. CDP! initiatives 

Tax credits would be provided for equity investments in CDFIs: 
1. S100 million capped cnedit. Revenue loss FY 1997-2002: $91 million. 
2. S300 million capped credit. Revenue loss FY 1997-2002: S271 million. 
3. Uncapped credit. 	 Preliminary revenue loss FY 1997-2002: $316 million. 

, 
B. Employment promotion 

(a) WEC wage credit (20 % of wages up to $15,000) would be provided 10 
employers who hire: 
1. Employees who live and work in tlJe 9S first-round ECs. Revenue loss 

FY 1997-2002: $9.5 billion. 
2. Employees who live and work in the 20 second-round EZs. Revenue 

loss FY 1997-2002: $3.5 billion. 
3. Eliminate the tax-liability limitations for the empowerment zone wage 

credit. Revenue loss FY 1997-2002: $262 million. 



(b) 	 Work opportunity tax mdil (35% of wages up ttl $6,(00) would be provided 
ttl employers Ibal hire mcmbe1:3 of certain targeted groups: 
1. 	 Pennanent credit. Revenuc loss FY 1997-2002: $2.0 billion. 
Z. 	 Exll:nd ttl EZ ~ts ZS years old or older. Revenue loss FY 1997­

ZOO2: S180 million. 
3. 	 Ex1l:nd ttl EZ and EC residents. ZS years old or older. Revenue loss 

FY 1997-2002: $1.6 billion.. 
4. 	 Provide eligibility for membCrs of families woo arc no longer cJi&iblc 

for faniUy assistanee because of Ibe S-year limit under welfare refurm. 
Revenue loss occurs outside the FY 1997-2002 period. . 

S. 	 Provide eligibility for certain cblldlesi adults. woo are no longer eligible 
for food stamps because they failed ttl meet minimum work ", ' 
requirements under welfare reform. Preliminary revenue loss FY 

. 1997-2002: $386 mllIJon. 

C. 	 Earned lncpme Ta>;Credil 

EITC phase-in 11111: would be increased by IhnIC to four pen:.e:ntage points. 
Preliminary revenue loss FY 1m -2002: SIS.'bOOon to S18 billion. 

D. 	 Capjtal prommion 

(a) 	 capital galns ""clusion (S0") for gains on the sale of qualified assets held for 
5 or more years for empowerment zone (EZ) and cnteIprise community (EC) 
assets. Revenue loss FY 1997-ll2: $8$ million. ,', ' .. 

(b) 	 Capital galns exclusion (SO,") for gains on the sale of qualified investments in 
small CDFIs held for 5 years or more. Revenue loss FY 1997-ll2: $14 
million. 



EXPANSION OF THE EMPOWERMENT ZONE WAGE CREDIT 

CurrenlLaw 

An employer may claim a 2()..percent empowerment zone wage credit based on 
qualiftc<l wages paid to an employee who both lives and works in one of the 9 federal 
empowerment wnes desig1\ated on December 21, 1994. The maximum amount of qualified 
wages is $IS,OOO, so that the maximum credit is $3,000. Beginning in 2002, tile rate of tile 
credit is tedueed 5 percent per year through 2004. No credit is allowed after 2004. Unlike 
the work opportunity tax credit (WOTC), the' empowerment rone wage credit is nollimited 
to wage, paid during an employee's first yoar of employment. 

The empowerment lOne wnge credit may not be claimed with respect to cenain 
employees ~, relatives of !he owners of the employer) or by businesses engaged in cerlllin 
activities ~, liquor stores and large fanns). A self-employed individual may not claim the 
credit with respect to hi. or her own earnings, but may· claim it wi!h respect to amounts paid 
to qualified employees. 

The empoW<:rlllMt zone employment credit is claimed by an employer as ,part.of the 
general business credit. As such, the credit that can be claimed in any taxable yoar is limited 
to 25 petcent of the .wxpay...·, net regular tax liability that exceed. 525,000. A limitation 
also applies with respect to the amount of an employer's alternative minimum tax liability 
that may be offset by the empowerment <one employment credit. Credits that are not 
claimed currently because of these tax-liability limitations may be carried back 3 years (but 

"- - , 	 not to • year prior to 1994) iI!ld carried forward 15 yem, subject to tile tax-liability 
limitation. applicable in those years.. 'Ibis tax-liabilityJimilation i. intmded to minimize 
faim.... concerns that have arisen in the past relating \Q businesses that zero out their federal 
income tax liabilltles. ; , 

The empowerment zone employment credit .i. not avaiiable to employers in the 95 
enf.elprise communities designated on December 31. 1994. Because employer tax return' for 

. 1995 (tbc first fuli yiar in which the credit was available) are still being filed and,p<oeessed. 
we have no information regarding the extrot to which employer. are claiming the credit, 

As part of the President's FYl991 budget, a ",",and round of empowerment wne and 
enterprise community desiguations have been proposed. : Twenty new empowerment zones 
would be des!guated (15 in urban areas and S in rural areas). The empowerment zone 
employment credit would not be available to businesses in th~ 20 second~.round empowerment 
wnes. 

Reasons: for cbange 

The Administration believes that special consideration should be given to the problems 
of distressed areas. Revitalization of economically distressed areas through expanded 

.•':." .• '.i',. 
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employment incentives, especially for residents of those distressed areas, should help, . 
alleviate economic and social problems. In particular, tax Incentives for employers in the 
form of wage'subsidies wID increase tho employment opportunities for lone residents. The 
Administmtion also believes that a federal tax incenlives for distressed areas should be 
focused in empowerment !ODes, where State and local governments have also committed 
resources in the locally developed strategic plans for economic revitaliulion. 

Proposal 

Option 1, Extend tho empowerment moo wage credit to employers with employees 
who live and work in the 95 fust·round enterprise ccmmunities. 

Option 2, ExlMd the empowerment :zone wage credit to employers with employees 
who live and work in tho 20 second'round empowerment zones, ,". ,,,"' . 

., 
Option 3: 'Make tho tax·liability limitations inapplicable k> tho empowerment zone 

wage eredit, so that tho credit may offset Ibe full amount of any positive income tax liability. 

Re.enue J!stImau 

The revenue loss for FY 1997·2001: 

Option 1: $9.5 billion, 

Option 2. $3.5 bUlion. 

Option 3, $262 million. 


. 
• 	 . A location·~ Incentive woo1d avoid tho ~ repott.edly assoeiased wllb the 

. targesed groups eligible under tho prior law targesed jobs tax credit. 

i( 	 The proposal is an ""lMsion of !he Administration', empowerment wne program. 

• 	 The proposal would reduce employers' anS! of Labor wllb rospect 10 mlld""t. of 
empowerment zones, thereby increasing employment opportunities for workers who 
live in distressed areas. It would thereby rcinfor<:e the distinction between the Clinton 
Administration's emphasis on labor incentives and the prior Republican entelprise 
zon•. proposals that emphasized ",pitallncentives. 

• 	 The elimination of the laX-liability limitation would substantially increase the benefit 
of the credit to small and start-up businesses. . 

5 




COlIS 

• 	 The effoct!veness and efficiency of the empilwcnnent zone wage credit is uncertain, 
such that any extension may be premature at this time. 

• 	 Limiting the expan,ion of the credit to already designated enterprise ())mmunities or 
.econd-ruund empowerment zones limits the political alttactiveness of these option,. 

• 	 Limiting any t:!J< incentive to employees who live and work In relalively $:m;Ul,. 
geographically discrete areas (such .. census-tlIIet based empowermenfiOnes'aM 
Ol1lerprise <:ommunities) taIse <:ompliance Iss.... 

• 	 Removing the t:!J<-liability limitation, may result in perception problems, especially to 
the extent medium-sized and large businesses are able to zero out Chelf liabilities 
(which may be attributable primarily to activities outside of· the wnes). 

. .. . 

6 
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WORK OPPORTUNITY TAX CREDIT 

Current La... 

The Small Business Job Prottction Act of 1996 priMdes a work opportunity tax credit 
(WOTC) for hiring individuals from certain llIIgeted groups. The credit would equal 3S' 
percent of qualified wages paid during the first year of employment with the employer up to 
$6,000. The maximum credit wouldbe $2,100. The credit is effective October I, 1996 and 
expires after one year (September 30, 1997). 

The targeted groups are the following: (1) MemJ.!ers of families rcccivjn~ assistance 
(AFDC or SUCte$SGr program) for a period of at least 9 months pan of which is during the 9­
month period ending on the hiring ds!c; (2) QlIallIied ex-felon who is • member of a family 
during the six month. before the earIkr of the dau. of determination or the hiring dale which 
on an annual basis is 70 percent or less of the BLS lower living standard; (3) High-ris!; )'Ollth 
18-24 years old who reside in an empowerment zone (EZ) or enteIpri.. community (EC); (4) 
Ywational teh1!bilitation refemll; (5) Qualified Illmmet youth employee 16 or 17 years old 
who reside in an EZ or EC; (6) Qualified votemn who is a member of a family,<eceiving
AIDe for" 9-month period, part of which is during the 12-month period ending on the 
hiring date, or a food stamp program for atlCast three months part of wblch is during the 12­
month period ending on the hiring dall>; (7) Qualified food SI!\J11l! mc:ipj!;!ll who is 18 to 24 
~ old and a member of a family nxciving food stamps fur • period of at least six months 
ending on the hiring ds!c, or, In the case of certain individuals without dependents that cease 
\0 be eligible because the minimum work requirement under welfare refonn has not been 
met, receiving such assis!ance for at least 3 months of the S-month period ending on the 
hiring dau.. 

-- , 

, 

Under current law, an emp\l.iyer may clalm a 20 percent empowerment %Olle (EZ) 
wage credit for qualified wag.. paid to an employee who lives and works in an EZ. The 
maxiinum amount of qualified wages for each employee Is $15,000 per year,so that the 
maximum credit is $3,000 per year. Beginning in 2002, the rate of the credit i.-red~oed 5 
percentage points per year. No credit is allowed Wr 2004. 

Reasons for Change 

A temporary wage credit docs not provide employers a continuing incentive to hire 
economically disadvanillged individuals. Expanding the eJigible groups under the work 
opportunity tax credit will oncoumg. employers to hinr,persons who reside in economically 
distressed areas, persons who are: no longer eligible for family assistance (because of the 5 
year limit on benefits) and food stamps (because of the minimum work requirements). 

Proposal 

Option 1; Make the WOTC permanent; 
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Option 2: Include residents of EZs :is yWs old and older; 

Option 3: Include residents of EZs and ECs 2S years old and older; 

Option 4: Provide a two-yoar period of eligibility for the WOTe for recipients of 


family assistlnu who are no longer eligible for that assistlnee because 
they reached the 5-year limit under the welfare reform bill; 

Option S:, 	 Include as an eligible food stamp recipient under the wore childless 
adults 2S through 50 who aTe no,longer eligible for food stamps 
becau"; they did not meet the minimum work requirements under the 
welfare reform bill. 

Revenue Estimate 

The revenue loss for FY 1997 • 2002: 

Option I: $2.0 billion 

Option 2 5180 miilion 

Option 3: $1.6 billion 

Option 4: Revenue loss occurs outside 'this period. 

Option 5: $386 miilion 


Pros: 

• 	 A pennanent wOTe would provide emploY""" with an incentive to hire members of 
economically disadvantaged target groups. It recognizes the continuing noed for 
employment opportunities for these individuW_ 

• 	 The proposal would reinforce the Admi.nistmtion', commitment to addressing the 
problem, of economically distressed areas by reinstating the labor incentives contained 
in its 1993 EZ proposal in the context of the work opportunity tax credit. 

• 	 The proposal would improve employment opportunities for persons who need to move 
ftom welfare to work because they are no longer eligible for, family assistance and 
food stamps. 

COlIS: 

• 	 The WOTe, like the targeted jobs tax credit (TlTC) that it replaced, would probably 
largely b. a windfall 10 employers who would have hired members of the target 
groups even absent the credit. It may not improve the type of job. held by WOTe 
redpients or their earnings after WOTe employment. (These are the findings <if the 
Department ofubor's InspectOr General. the General Accounting office and other 
slUdies of the TITC). 

• 	 Expanding eligibility to EZfEC'residents docs not edequal.ely target the truly 

8 
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disadvantaged and would expand the opportunity for abuse by claiming credits for 
hiring EZlEC rcsidonts who are not economically disadVlllltaged. Por example, BZ 
residents would include students at major universities (such as Columbia University) 
who arc not economically disadvantaBed youlh. 

J ' ., 
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EXPAND EARNED INCQME TAX CREJ>IT 


Current Law 

l<lw-iJlcome workers may be,eligible fot!he refundable earne4 income tax credit (EITC). 
The amount of the BITC depends on whether the worker has one, more than one, or no 
children. The credit initially increases with earned income, than remains constant as camed 
income rise, and finally decreases with adjusted gross income (or earned Income, if greater) 
until it is fully phased out. 

The parameter> of the credit depend on the number of qualifidng children daimcd by 
the taxPayer. For 1996, the pararneten "'" as follows: 

Twoormorc On. qualifying No qualifying 
qualifi'ing children child children 

Credllrate 40lli 345 7.65% 

Earnings at 
which maximum 
credit reached 5$,890 " 56,330 $4.220 

Maximum credit 53.556 52.152 
5323 

Phaseout begins '$11,610 $11.610 55,280 

Phaseout rate ;:n.06% ' 15.98% 7.65% 

Reason for Chango 

In 1993, the President set a guallhat a four-person family. headed by a minimum 
wage worlror, shOUld not live in poverty. Recently enacted reduet10ns in the food stamp 
program will make this goal difficult to achieve, unless !he EITC is further expanded. 

Option 

To offset the reductions in the food stamp progxam among minimum wage wori."'er5 
with one or more children, the EITC phase-in rate would be increased by between three to ' 
four percentage points (about a $300 increase in the maximum amount of the credit in the 
year 2002)_ 

10 
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Reveuue Estimate 

A proposal 10 offset the effects of food stamp reductions among working low-income 
families could be designed at an annual cost of between S3 to $4 billion. 

Pros 

• 	 Using the ElTC to offset the food stamp reductions would provide direct assistance to 
low-income working f,milies. Among likely tax option., the ElTC is the most 
effective way to increase the tal:&home pay of low·wage worken. 

• 	 A carefully-designed ElTC expansion could also furiher improve work incentives 
among 	low-income parents. panicularly among those outside the workforce. 

• 	 An e=sion of the ElTC would help close the poverty gap for minimum wage 
workers with families. 

CaDS 

• 	 Citing concerns with continuiQg non-compiiance among EITC claimants, 
Congressional opponents of the ElTC could respond to a proposed expansion , with a 
counter proposal to reduce the credit. The FY 1997 budget resolution still assumes 
congressionaJ action on a proposal 10 reduce the ElTC by SI8 billion over the next six . 
years. 

• 	 An EITC expansion. would not spur job creation in the cities - a high priority of the 
White House urban initiative working group. 

.
• 	 The food stamp reductions affect all low-income families, including both workers and 

non-workers. Increasing the ElTC will not offset the losses ,uffered by those truly 
unable to work, such as .families headed by disabled individuals. 

Within the confines of the current me structure ,(a credit which initially 
increases with earned income). it may also be difficult to compensate,some 
very low-wage workers fully for their food stamp benefit .losses. Other 
familles may be overly compensated by an ElTC expansion, because the EITC 
eXlends to families with higher income than the food stamp eligibility cut-()ffs. 

11 
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CAPITAL GAIN EXCLUSION 

~'O!I. ECONOMIC.l.LLY DISTRESSED AREAS 


Copital pins income z=iv.. prefCI<lltlld treatment relall•• 10 other form. of income. 
For txa.mplc, unl.i.ke other typcI of h\c;omc. the mujwum tax nne is 28 percent anri tay is 
<tete.m:d on g>ins until realized. i\eorued gains "" ...... held aI d",{h .,. never laXed 
becau<e tlle twi. i< ,topped.up 10 !he _ voluc at tho .... of death. III adilition. '0 
_ of caplllll ill;" on new equity i.voltmenu in ....... ....n b~ (Iw UI" :150 
milllllu in assetS) are excluded from income provided cerWn conditions o.rc mc:t. In 
partieulJr, !lie ,1DClt mIlS' be held Cor at least S )'"'I" .nd !he S'ln eligiblo for _I.,\on 
......., ex=d $10 milli"'l VI 101, Urnes basil per Issuer, Tni. 'p«:il1l capit>.! gain, _tment 
is not availolblc for most other inVC$tmCnt$. 

Exelud1n.g capital ~ins on investment in distressed an::.o.s will encourage inVCSlUldlt 
and stimulate revltalli:ation ot these 1I.fe::I~, ' 

Proposal 

Th. propo.31 ..tends !he P"""'" ....n buain...;ac1uilon 10 ceroim inVes!ment< in 
","po_ Zones (EZs} and l!nterp.u. Commuuitici (Eel) with !lie folloWin, 
modiflcal1ons:: it wtlulf1 eliminate the $50 miUion ca.p OD. IlS5Cb for determining (he: :dw of 
eligible bu.l ...... and would ""tend tile exclllSinn to.ee\1ain tlnglble property and CCJ1ltin 
partnership in(~. • '1 

For both nzs And Eel. 50 I"'fC"IIt of qualified capital t';ns recognized on !he &aIo or 
exchange of a Clualificd zone tUSCt held for S ur mure years would be excluded from income. 
Qualified ...,", m<Iud. originally wucd _k in qualify"", zone busln...... ""'ginle 
bu~iness property with original use or substantially impwvcd within the zone, and. ~ip 
In!Cre'" acquired for cash. Only the gain attrlbutod tQ tllo period wboo UlC wne is 
d~ignated and. the bu~jnes~ qualifies would be eligible fot the SO percent exclusion. Till;), 
effectively jU;ts, as a sunset provision, a.~ Cllrrent des.ignations lapse in 2004. 

As with the tax inccntiv~ lncl1.14ed in the OBRA '93 HZ and EC lesidation and the 
current-b,w smcll business $()..pert;ent cx'CluMon, there are also resuictlol"ls on the. types of 
b\lsines~el: and assets trot ~ qualify for this proposal capital pins exclusion. For ,~ample" 
bu!\if\el;~ that develop and hold intangible (l.S-sct! im' sale or UC¢lIM: or reiu residential 
property would nnt eli&ible for the capital sains relief. Similarly. gain from illt sale of land 
ib !lot eligible for the uclusinn nnl~s tbe la.nd is an integral pen of II. business being. soill. 
finally, the ~ain ~llgible tor extlusion cannot t".Xceed S10 million or ten times basis per 
business. -. 

http:propo.31
http:topped.up
http:unl.i.ke
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Revenue Estimate 

The revenue loss for FY 1997-2002: 585 million 

The S-year holding period postpones dIe larger revenue losses to the second S-year• 
period, typically outside the budget window. 

• The remiction. on the types of bu.in ....s and investment eligil:>le for the capital gains 
exclusion lowers dIe revenue 10.. from the proposal. 

The .unset provision eneournges ""","emdon of investment and provides an automatic • 
end to dIe program. 	 . 

CODS " 

• Primary beneficiaries of capital gains relief are, existing owners of capital who are 
unlikely to live in the tar&eted areas. 

• The capital gains excluainn may result in few job, being created in the tar&eted areas 
if much of the new investment is in property used in capital intensive activities. such 
as warehou.... telephone switehlng equipment and similar busines ..s....' ."., . 

..

• 	 A capital gain. exclusion is a "backloaded" capital incentive dIat does littlr. 10 increase 
the liquidity of struggling new businesses. 

• 	 This proposal is similar to capital exclu~on provision. included in the former 
Republican Administnition's Enterprise Zone proposals and specifically excluded from 
the Clinton Adminislration'sl993 Empowerment Zone and Ente!p!ise Community 
proposals. 

• 	 Since many of dIe Republicans have a .trong desire for.an across the board capital 
gain. tax CUI, any Administtation proposal for a tla!geted urban capital gains cut could 
berome an add-on provision with an even more generous exclusion for the targeted 
investments. .,,'",. 
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CAPITAL GAINS )lEfJEF FOR CONTRIBUTIONS TO CDFIs 


CIllTOIII Law 

The Community Development Banking and Financial Instlrotions Act of 1994 created 
a federal CDFI fund to proVide gnmts, loon$, 1Uld t(Chnical assistance to qualifying lenders. 
After being re;luced in 1995. the CDFI fund has $SO million in assistance to provide. to the 
various CDFI qualified msntunons. CDFI. arc finMcl.aI inslilulions !hat have community 
development as their primazy mission and thst develop • range of programs and methods to 
carry OUllh.1l mission. Currently. CDPb and their inveStors are not eligible for special tax 
incentives. including the S()..percent exclusion for eettain capital gains (which is not 
applicable to any banking. financing. investing, or simiLar buSiness). 

Reasons ror Change 

The Admi.ni.stmion beUeves thst extending tax incentives to encourage investment in 
CDPb will leverage additional privale investmenl in distres5ed areas and stimulate the 
economic revitalization of those areas. ; ... H ... r\; 

Propnsnl 

SO percent of capital.gains earoed on investments· in small, qualified CDFI. would be 
=Iuded from income. Small CDPb would generally be those with $50 million or less in . 
asseta. Investments would ha"".to be held for 5 years in order to qualify. 

Revenue EstImate 

The revenue loss would be $14 million between FY 1997 and 2002. Most of !he 
revenue loss occurs outside the budget window iince investments must be held for S years in 
order to qualify. 

Pros 

• 	 Most' of the revenue loss occurs outside the budget window since investments must be 
held .for 5 year. in order to qualify. 

"COIlS 

• 	 Capital gains relief should be resisted since the revenue loss is lilrely to be great, 
particularly in comparison to the benefits reaped by the di.lresseO community. 

i 

• 	. Capital gains cuts are unlikely to benefit residents in the targeted areas directly since . 
the primary beneficiaries are the owners of capital who are unlilcely to live in the 
targeted ar..... . ,. 

http:OUllh.1l
http:finMcl.aI
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• 	 The Administration rejected targeted capital gains proposals in the first and seo:>nd 
round of the Empowennent Zone initiative. Moreover, sinee Republicans have a 
strong desire (or an across the board capital gains tax cut, any Administration 
propOsal for targeted capital gains relief could booome an add-on provision with an 
even more generous exclusion. for targeted investments. 

• 	 This prOpOsal does not assist large CDFls, non-profit CDF!. or those that do not 
issue stock, such as mutual organizations. . 

.. 
"' 
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THE: WHITE: HOUSE: 

WASHINGTON 

February 24. 1997 

MEMORANDUM FOR 	 GEl'I'E SPERLING 

FROM: 	 Ellen Seldmanl/ 

Paul Dimond , 


SUBJECf: 	 Financial Services Modernization and Community C~ncems 

BacIi;emuad 

In 1977, Congress passed the Community Reinvestment Act (CRA), to respond to concerns that 
bank deposits were not being reinvested in the community .in which the bank was located. 
Subsequently, Congress enacted the Home Mortgnge Disclosure Act (HMDA), which required 
banks (mortgage banks were added later) io disclose to bank regulators the number ofmortgage 
loans they made, by gender and income category. Bank regulators Were to make the information 
available to the public, but were extremely slow, and provided the information in an essentially 
useJess fonnat 

Because (i) CRA bad few teeth (its only official role is that community investment is to be taken 
into lICC{lunt as bank regulators consider appficatlons for mergers and acquisitions): (ii) the 
regnlaiors of that era cared little for tbe role ofbanks in communitles; and (iii) the HMDA data 
was virtually inaccessible, both acts remabsed essentially donnant throughout the 1980.. In 1989, 
however, as part oftbe S&L balloo!, Congress amended HMDA to require that banks report the 
number ofapplications as well as the number ofloans and the reasons applications were rejected 
and that the regulators make the information avallable far more quickly and in a much more useful 
manner. Although the Atlanta Constitution bad been able to write a very provocative series 
(called "The Color ofMoney") abeut leading diserbuination based on the old HMDA data, and 
various community groups (mcluding the Center for Community Change) bad been able to do 
some HMDA-based CRA complaints, tbe new data resulted in much greater attention to the issue. 
The Wall Street Journal wrote. rru;jor series ofarticles and regional papers covered low-income 
and minority fending in their regions. 

As a result, Congress and conununity groups stepped up pressure on both banks and their 
regulators. Democrats on bOtll sides of the aisle started badgering bank regulators, Based on 
Fannie Mae's and Freddie Mac's fairly poor showing in the HMDA data. the new legislation 
regnlating the companies (passed in 1992) set significantly higher numerical standards for buying 
loans made to low~income households and in "underserved areas," And at the same time, the big 
wave of bank mergers and aCQuisitions started. Community groups learned how to use the 
HMDA data to target merging firms with less~than-stenar records and to get the banks to agree to 
greater community investment (in more than just housing) as a condition of regulatory approval 
for the merger. 
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In luly 1993. the President challenged the bank regulators to improve CRA by basing its 
enfurcement on "performance, not paperwork." The underlying Ibought was that without credit 
sed access to mainstream linancial services, communities cannot prosper and grow by attracting 
businesses sed people who want to live there. AIlbough the process took well into 1995 to 

.. complete, it was a huge success. The regulators went around the countly taking testimony on 
what was wroOg with the existing system sed how to create a new system thet met the President's 
goal. The new CRA regulatiotlJl (together with improvements in regulatiotlJl concerning small 
business loan disclosure), the activities of the regulators (particularly acC) and Ibe publicity 
given CRA ratiogs. provide ell banks - even those not planoing to be part ofa merger or 
acquisition - with real inoenlives to serve their community. 

Ac!jon in the l04tti Consms 

Early in the l04th Congress, the new Republican majority, led by Senators Shelby and Mack sed 
Mr. Bereuter on the lfuuse side, started pushing. major "regulatory relief" package. There was 
much in these bills that was good sed overdue, sed. much that the Administration supported. 
However, the bills also included major attacks on CRA and HMDA. On CRA. the favored 
technique was either to exempt small banks altogether, or io give "safe harbors" from 
consideration ofcommunity protests in the context of a merger or acquisition application for 
banks with ratings of"satisfltctory" or higher. (As ofthe first quarterofl994, over 95% of the 
banks sed thrifts had ratings of"satisfactory" or "outstanding.") There were also a number of . 
activities that were being treated as mergers or acquisitions that Ibe bill. proposed to exempt from 
the process. On HMDA, the proposal was to exempt more smell entities from reporting. . 

The Administration made clear early in Ibe process that any weakening of CRA would be ground 
for a Presidential veto ofthe entiie regulatory relief package, no matter how many other things we 
supported was in it. As.. result. most ofthe worst provisions were deleted from Ibe Senate bill as 
it sailed through the Banking Committee early in the Congress. Things went a little more slowly 
on the House side, sed while the Democrat. shewed remarkable cohesion sed some tactieal 
brilliance, we were never able to clean up the House bill as well. as we did the Senate. 

Bolb bill. sat until lb. very end ofthe session. Then. with the Clinton Adntinistration holding 
very tight on CRA sed only o little less so on HMDA (we allowed the level below which reporting 
was not required to go up some), the reguistory relief package was passed as part ofthe omnibus 
appropriations bill, The bill that was passed was significantly better on community issues than 
even the Senate hill, and a vast improvement over anything we had seen in the House. We had 
substantial politieal muscle because everyone wanted the savings from BIF/SAIF. The community 
groups under.tsed that we used that muscle on behalfofCRA and HMDA. 
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ActMti•• sin« the close of tile 104!b Congress 

After the l04th Congress ended, the Fed published a proposed revision to its Reg Y (which just 
went flnaI), and the OCC went final with its new Part 5. Both these regulations deal with 
applications by banks to engage in new financial services activities. The Fed', regulation (I) vastly 
streamlines the process and (u) allows more activities in subsidiaries ofbank holding companies, 

. i.e., affiliates, but not subsidiaries, ofbanks. The OCC streainlined the pro<:Css but, par!iculorly in 
its examiner guidance, tried hard to protect and even enhance the relevance ofCRA to 
detenninations. It also proposes to allow more activities in bank schsidiaries, not affiliates. The 
critieal thing from a community perspective about this _lesaI distinction is that ifthe activity 
i. carried out in. subsidilll}' ofa bank (i).theprofits ofthe activity go to the bank, which then bas 
more money for community activities and (u) the asset. of the subsidilll)' orelaken into aCOOllnt 
by the OCC in determining the bank', capacity 10 serve its community. More assets mean more 
capacity. Neither condition applies ifthe activity i. in an affiliate. 

. 
Community groups protested hoth regulations, but definitely ore more displeased with the Fed. 
The OCC bas largeiy been able to satistY the community groups with the examiner guidanoe and 
by perSuading them that CRA aetually win apply more fully to all of the assets and subsidiaries of 
the bank. In sum. the OCC regulation implements the President's polley to use CRA to eapand 
credit and the reach of financial services 10 all commonities, which the Fed's regulation does not. 

Curreot state ofplay 

Community groups have corne to recognize how terribly powerful CRA bas been as a tool for 
making credit and Iinancial services available in previorudy underserved communities. By some 
counts, $9() billion ofCRA-based commitments have been made sin<:e this administrntion took 
office. HMDA data suggests that the number ofmortgages mada in low- and moderate-income 
communities i. up 22"10 and to minorities 33% berween 1993 and 1995 (compared with an overall 
increase in number ofmortgages of 10%). The power ofthe disclosure, the ratings, the 
regulations and the regulators to get results is beyond anything these groups luive been able to 
aecomplish in the remainder ofthe financial services industry, where Ihe best they get is 
philanthropy, some social investing, and purchases ofmunicipal.honds. So anything that 

. diminishes the reach of the banking regulators, and ofCRA, is troublesome to Ihese groups. 

Financial services modernization is attractive to poliey experts and some members ofthe financial 
services community because the roles ofvarious types offinancial institutions are changing 
rapidly. Mutual funds now hold more money than banks hold in deposits. Finance companies, 
such as General Motors Credit Corporation and GE Capital. are major consumer and, 
increasingly. business lenders. Banks are in the securities brokerage and. increasingly. 
underwriting, business, ana are rapidly expanding their reach into insurance, Merrill Lynch owns 
a thrift. The system seems to eall out for legal rationalization to increase efficiency and 

competitiveness. On the other hand, as with all regulato!), systems, many ofthe players are 

interested only in getting into others' turf. and will oppose legislation that allows others into 
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theirs; regulators want 10 retain control of institutions and assets; and clever businessmen and 
lawyers have found their way around many ofth. legal barriers and don't want to risk tbe 
legislative process, Conununity groups, in this mix. are concerned that modernization wiD 
increase the flow offunds out ofbanks and into entities not subject to CRA - including, in the 
Fed model, bank affiUates. 

Financial services mndernization bill. have been introduced in both the House (3 bills) and Senate 
(I bill), and bearings have swted in the House, The Treasury Department i. statutorily required 
to submit a report to Congress on the subject by Mareh 31, and they very much want to include 
legislation as part oHhat report, The critical issues with respect to the legislation are turning out 
lobe:' ' 

• 	 Will there be any legislation at all? (The expansion ofat least the financial 
eompanies into each others' business is weD underway under existing law, and one 
option i. to do what the country did on interstate banking: allow the process to get 
80'10 oflhe way home, and then ratilY and simplify it) 

• 	 If there is legislation, to what extent will it allow commercial -- rather than just 
tinancial- firms to own banks, i.e" could General Motor.< own Citieorp? (Leach 
would prohibit any overlap; Roukema would allow 25% of the assets of a 
eombined eompany to be non-financial; D' Amato and Baker would allow full 
integration; Treasury seriously considered allowing full integration but is getting 
much negative beat from folks who really would prefer not to have any legistation 
at all.) 

• 	 Will either or both ofnon-traditional banking activities (e.g" insurance and 
se<:Urities brokering) or commercial activities be able to be carried on in a 
subsidiary of. bank, rather than an affiliate? (Leach and Roukema say subs are 
aeceptable, although Leach has since changed his position; D' Amato and Baker 
say aflllitItes only for most things; the Treasury position will very definitely be to 
allow subsidiaries,) 

Community groups, together with their consumer brethren, have stated they are eoncorned about 
concentrations of financial power, distortions ofthe credit and equity markets, and untitir (even if 
not technically illegal) tying ofoom..s ifbanking and conunerce are combined, They strongly 
feel (although the data. such as it is, seems to contradict this) that the bank merge'" oflhelast 
several years have hurt communities, particularly small communities, by removing the local banker , 
and substituting a megabank --larger, more imperSOnal, and te.s oaring of the community, They 
assert this will be even worse ifcommercial firms can own banks, 

As we move into the next phase of financial services modernization. therefore. the community 
groups are (i) strongly resisting any legisl.tion at all - for fear CRA will get caught up in the mix 
and that the Administration (and, indeed, many Democrats) wilt not hold tight when presented 
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with a decent modernization bill; (Ii) are resisting a combination ofbanking and commerce ifthOTe 
must be legislation; and (Hi) prefer the subsidiery to holding company model, bnt think lhis is not 
nearly as important as the other two issues - i.e., ifwe win this one and lose the others, the 
community groups will regard the whole exercise as a loss, and will probably reel we betrayed 
them - and the President -- in the bargain. 

Concluding thoullhts 

The strategy ofthis issue is going to be very tricky. It is extremely <:omplex, and except for the 
Administration, • few Democrats, perhaps Senator D'Amato fur the next several months and the 
communiI}' groups, no one cares about the impaet ofthe legislation on CRA or, indeed, 
communities. To make people.:are, we're going to have to be specific aod tough aod to ask for 
more than we'U get but understaod where our ultimate lin. in the sand is. Fall integration of 
banking aod commerce is good policy, but perhaps more importantly, • position we're going to 
have to start with to get people wbu want 10 tank us on the olher issues - eRA aod 
affiliate/subsidiaries -to the table, 

Addendum frllm Paul . 

(Ellen couldn't do this justice in a rewrite. She ngrees with its essential points, although thinks 
political reality checking is in order on the potential backlash damage to CRA the position stated 
in the first parngraph nlight do.) 

On eRA, in particular, Paul believes that the President should make clear his firm and unaltcOOle 
position: The Presideni will sign no financial modernization bill - rngardless ofthe fOml in which 
banking aetMty is authorized - unless eRA applies to all financialai::tivities that could haVe been 
done in tho> bank or a bank subsid;,uy: (i) ofthe bank; (ti) ofthe bank'. subSidiaries; aod (iii) of 
the bank's holding company and its non-bank subsidiaries. Paul further believe. that the President 
should announce this position at an event on the South Lawn ofthe White House (or other 
appropriate Presidearial venue) to celebrate the tremendous results ofthe reform he directed of 
the eRA regulations (as well as consistent pressure on HMDA and the Fannie/Freddie goals). 
The President sheuld he joined by community groups, mayors, and major financial leaders 
(including major banks and thrifts, Fannie and Freddie, home mortgage lenders) and any other 
major financial institutions we can get to stand up, and Chairman Greenspan, the rest ofthe Fed, 
Comptroller Ludwig, FDIC, OTS, Secretaries Rubin, Cuomo, and Daley. and OMB Director 
Raines. [We could even invite memhers of Congres. as we did four years agol] 

At this event and announcement. the President should further request the bank regulators, 
Secretaries Rubin, Cuomo, Daley and Director Raines to conduct a series of meetings in 
communities throughout tlte country to get advice from banks, thrifts, other financial institutions, 
CBOs and CDFls, mayors and other community and business leaders as to how best to assure that 
we build on what the past four years have proven 10 work: extend the wellspring of private capital 
.and financial services on a safe and sound basis to credit~worthy home~buyers. businesses, ! 



THE WHITE HOUSE 

WASHINGTON 

March 17, 1997 

MEMORANDUM FOR: NEC PRINCIPALS 


FROM: GENE SPERLINGG~S 

SUBJECT: TREASURY'S PROPOSED FINANCIAL SERVICES 
MODERNIZATION LEGISLATION 

ACTION-FORCING EVENT: The Treaswy seeks to propose legislation that would 
increase competition among providers of financial services by repealing the Depression­
em Glass-Stelll¢l Act, allowing a broader range of affiliations between banks and other 
companies (including both other tmancial companies and commercial and induStrial 
companies), and merging the regulation ofbanki;lind savings institutions. This proposal 
would satisi)- a statututy requirement that the Secretaty of the Treaswy report to 
Congress by March 31, 1997 (which will probably be delayed until April 7 when 
Congress returns from recess), on how to harmonize and integrate the regulation of banks 
and thrifls. The proposal would also respond to Congressional requests for the 
Administration to set forth a plan for modernizing financial services regulation, including 
requests for Secretaty Rubin to testilY before the House Banking Committee in April. 

This memo reflects both the critical features of Treasuty's proposal and concerns that 
have been raised in the course ofstaff·level discussions about the proposal over the last 
several months. It is meant to serve as background for our discussion on Tuesday, March 
IS. That, in turn, will shape any informational or decision memo tu the President, 
including recommendstions. 

BACKGROUND: Current law restricts affiliations between banks and other companies 
'(Le" it prevents them from owning one another or being under common ownership). The 
Glass-Steagall Act generally prohibits affiliations between banks and securities ftrms, 
The Bank Holding Company Act of 1956 genemlly restricts companies that control banks 
(bank holding companies) to activities closely related to banking, and specifically 
prohibits such companies from underwriting or selling insurance. These laws essentially 
sought to limit competition by segmenting different types of financial and other services 
from one another, and thus reinforce the traditional distinctions among banks, securities 
firms+ insurance companies. and other financial institutions. 



- 2 ­

But technological and financial innovation, together with market pressures to offer 
consumers a wider array of services, have rendered this segmentation nntenable. 
Different types of financial products have converged with one another. No longer is there 
a sharp practical distinction between a syndicated loan and privately placed commercial 
paper, between a security and a financial future. between a cbecking acccunt and a 
money-market mutual fund, or between a mutual fund and a variable-annuity msurance 
poliey. Derivative financial instruments even challenge such fundamental distinctions as 
those between debt and equity or between dollars and drachmas. 

In the face ofthese developments - this proliferation ofnew types of ftnancial products ­
- the old distinctions among financial institotions are eroding. Banks and thrifts are now 
practically indistinguishable (although thrifts - but not banks - can form affiliations with 
any company, financial or nonfinancial). Banks offer insurance, mntoaJ fund shares. and 
brokerage services, and underwrite a wide range of securities, directly or through 
affiliates. Securities ftrms make or syndicate commercial loans, and offer money-market 
accounts with check-writing privileges. Securities markets constitute the largeslsource of 
borne-mortgage financing. A wide range of nonfinancial companies own banks that offer 
credit cards. 

Yet the old statutory restrictions remain on lbe books - imposing needless regulatory and 
management costs, and impeding competition. innovation and consumer choice. 

There is Increasing agreement that lbeso restrictions have become outdated. Over the 
years, bulb Congressional Banking Committees have approved Jegislation to repeal the 
Glass-Steagall Act, and the Senate passed such a bill in 1988 by a vote of 94-2. Yet sucb 
legislation has repeatedly foundered on inter-indus(ty conflicts (e.g., 1ietweea banks and 
securities ftrms, insurance companies, and insurance agents), most recently during lbe last 
Congress. 

During the past year, however, trade associations representing a wide range of market 
participants have made significant progress toward bridging the gaps that have 
ttaditionally divided lbem. The Alliance for Financial Modernization - a coalition of 10 
bank, thrift, securities, insurance, and diversifted-rompany trade associations -- has 
agreed on legislation (lbe Alliance, or Ronkerna, bill) that would pennit any company to 
affiliate with a bank if it has at least 75 percent of its business in ftnancial institutions or . 
fmancial activities. Thus the Alliance bill would remove existing constraints on 
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affiliations among different types of f1nns that concentrate in financial services, and give 
these fmancial flnns some latitude to conduct nonfinancial activities.' 

Other major proposals currently pending in Congress include the D'AmatofBaker and 
Leach bills. The D'AmatolBaker bill is the most sweeping of these proposals. It would 
permit banks to affiliate with any company, financial or nonfinancial. By contrast, the 
Leach bill - the most restrictive of the Congressional proposals -- would pennit 
affiliations among banks, securities finns, and insurance companies (but not nonfinancial 
fInns), retain much bank.type regulation of companies affiliated with banks, and vest 
broad regulatory authority in the Federal Reserve Board. 

One other concern motivates this legislation. Last year Congress passed legislation that 
rehabilitated the two FDIC insurance funds - one that insures thrifts, and the other that 
insures banks. The Treasury and FDIC strongly believe these two funds should be 
merged in order to max.im.ize their ability to withstand any future shocks to the financial 
system. However, Congress has <:ooditioned merging ofthe funds on the elimination of 
the thrift charter. The proposed legislation would satisl}< this precondition and thus 
pennit a fund merger. 

We see the Treasury proposal as raising four key issues. First, whether the 
Administration should go forward with the proPosaL Second, whether (and to what 
ex1ent) to pennit affiliations between banks and nonfinancial companies. Third, to what 
ex1ent and how to regulate companies affiliated with banks, and what the role the Federal 
Reserve would have in such regulation ..And fourth, the Community Reinvestment Act. 

1. WHETHER TO Go FORWARD 

Issue: Should the Treasury go fornard with its legislative proposal? 

Treasury Approach: Go forward with the proposal outlined in the appendix (as a 
Treasury proposal rather than a While House initiative). 

I The Alii"""" bill has been introduced in the House by RopresonUlUv<o RoukemII tmd Vento, lIIId 
there have been initial bearings. While the bill has attracted some suPPOrt. there has also been much 
skepticism, mainly on the banking and commerce issue., to II lesser extent on consumer and community 
OOlIcems. In addition. at least OIIe Alliance member •• America's COIIllIIwUty Bankers (the thrift IrI\de group) 
~~ has said it can~t support the bill it its present form., because it would reduct the scope of thrift activities. 
The bill is very vague on how to measure the 25% limit, tmd different meosuremeots generate very different 
results, An asset-b~ measurement is least ~ctive and -II gross revenue-based measurement most 
restrictive offmanclalfnon 4 fmancial combinations. 
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Pros and Cons of Treasury Approach: 

Pros 

• 	 Would enable the Administration to exert positive leadersbip - helping to 
guide legislation in a direction that promotes competition, innovation, and 
consumer choice, keeps the fmancial system safe and sonnd, and maintains 
the Administration's role in financial services policymaking. 

• 	 Would also - by showing how to reconcile cOmpeting policy interests in a 
manner consistent with the Administration's objectives - help reduce the 
chances that Congress would produce legislation nnaeeeptable to the 
Administration. 

• 	 Would satisfY the statutory requirement that the Secretary of the Treasury 
report to Congress on how to harmonize the regulation of banks and thrifts. 

• 	 Would satisfy the statutory condition for II merger of the bank and thrift 
deposit insurance fimds. 

COIlS 	. 

• 	 The forces at work - competing industry groups, competing regulators, 
community groups, consumers - are extremely complex and have very 
different agendas. In particular, it is nuclear there would be much overt 
support for Treasury's proposed position that hanks should be able to carry 
on almost aU financial activities in • bank subsidiary (rather than in an 
afIiIiate through a holding company)'. Moreover, among those likely to 

1 In general, the AdminislrlItion has supported the proposition that the choice Whether to conduct 
fina.ncialactivities as B subsidiary ofa bank or as a subsidiary of a holding company (and thus as an affiliate 
ofa bank) "hould be. matter of""'J'OI'Ite choice. i.e., thel no particular form should-either be mandated or 
enco""'!!"d by law. This position is based on the following: (il legal and economic onalysis that sugg",,'" 
strongly the! the dewnside risk to the bank - the! it wiUIuum itself through its dealing with related fuumcial 
entities to the point of~ 11 risk to th¢ deposit insurance funds .- is the same whether the party is a 
subsidiary or .... alfdiate. as long as rules ore in place fC<juiring !he bank to be ,,~Il capitalized at all times 
without taking investment in the subsidiary into a«:ount and there are limits on the amount of bank funds that 
can be invested in It subsidiary; (ii) there is no evidence that any "subsidy" from deposit insurance·· which is 
small or non..existcnt on a net basis artyW6y - "leaks" more to the benefit of ft subsidiary than an affiliate; 
(iii) profits from a subsidiary are more likely to flow to the bank as a pllf1:lll thM as an affiliate. creating 
upside benefit; (iv) under eRA, all the ....... ond inecme of the bank and i ... subsidiaries are takec into 
account in -dcterntining the "context" ofthe bank's performance: affiliates are only taken into account at the 
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support going forward with legislation, few support extension (or even 
effective maintenance) of the Community Reinvestment Act. Some 
traditional Administration allies - primarily community groups, but also 
including labor and consumer groups and senior Senate Democrats -- would 
prefer no legislation at all. It is questionable whether legislation will move 
without Administration support: Putting forth an Administration bill may 
therefore put in play forces we cannot control. 

• 	 Would benefit ordinary Americans only indirectly or incrementally­
principally by stimulating greater competition among providers of fmancial 
services - and thus may tend to lack grassroots appeal. 

• 	 May not be a White House priority. 

Positions ofOther Relevant Parties: Persons who have urged the Treasury to propose 

financial modernization legislation include: Senators Dodd, Bryan, and D'Amato; 

Representatives Gonzalez, LaFalce, Vento, Frank, Flake, Leach, McCollum, Roukema, 

Baker; the American Bankers Association, the Bankers Roundtable, America's 

Community. Bankers; the Consumer Bankers Association, the Securities Industry 

Association, the American Council of Life Insurance, the American Insurance 

Association, and the Financial Services Council. 


Senator Sarbanes; community groups and the Independent Bankers Association of 
. America have urged the Treasury not to propose such legislation. 

2. AFFILIATIONS BE1WEEN BANKS AND NONFINANCIAL COMPANIES 

Issue: To what extent (if at all) to permit affiliations between bauks and nonfinancial 
companies - the so-cruled "banking and commerce" issue. 

Treasury Approach: Would permit fmancial services companies that are predominantly 
financial _.. i.e., if 75 percent of their business consists of financial institutions or 

bank's option; and (v) the holding company structure is cumbersome and costly (which is why a non­
operating holding company is rare outside of banking), and Hrms should not be forced into it. There is also 
the fact that the DCC regulates banks and their subsidiaries, whereas the Fed regulates bank holding 
companies, and thus forcing activities into subsidiaries reduces the Administration's reach with respect to 
fmancial services policy. There is significant disagreement (mainly from the Fed) about the first and second 
points, although the FDIC, which is responsible for the deposit insurance funds, backs the Administration's 
position. 
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financial activities '.. to have a 25 percent "baskef' ofnonfInancial activities'. Would not 
permit nonfinancial finns genemlly to acquire banks. 

Pros and Cons 0/ Tre.o.sury Approach: 

Pros 

• 	 Would recognize that it is neither realistic nor appropriate to attempt to 
enforce an outmoded segmentation between different types of finaneial 
services or to draw • rigid line between financial and nonfinancial 
activities. 

• 	 Would provide a two-way street by which secUrities finns and insurance 
companies can affiliate with banks that take retail deposits. (These 
companies have developed without bank holding company restrictions, and· 
often have somenonfinancial affiliations.) 

• 	 Would (by requiring that a company's financial operations be at least three 
times the size of its 'nonfinancial operalinn.s) have the effect ofpnieIuding 
affiliations between the largest banks and the largest connnercial finns, and 
woUld thus to a significant degree mitigate populist concerns abeut 
banking-commeree affiliations. 

• 	 Is consistent with current status .of diversified unitary thrift holding 
companies,• 

Cons 

• 	 There is no reason to believe there is any synergy between financial and 
industrial finnS, and reason to believe such combinations are usually 

, Treaswy draft legislatioo at OMB for clearance does not defme "business." See footnote I. The 
Treasury draft, like both the Roukema and L<:ocb bills, would authorize any frnn to own a "WilI!lesale 
al1!lDCiAllnstitution~WQQf!E) - • new kind ofentity that would be • bank with full a=s to the 
payment system and strong Ctlpitat5'lAildxrds. bat toattl not aecept iJiSUfCd depOSd'S,-

• Under current law, any \ypc ofoompany - including an industrial oompany:'" _ own a thrift., as 
long as it o"ns only one such institution (it becomes • "divmified unitary thrift holding oompany). There 
are currently only 14 such institutions, the largest one being. paper oomapny that O\\ns a $9 billion thrift. . 
However, in the past FonI Motor Company owned • thrift based in California, FonI poured alotofmoney 
into the institution before it fin~11y sold it for far less than it had oontnbuted in capital 
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unsuccessful (consider, for example, the problems of Westinghouse Credit 
and the auto credit companies -- which frequently get used to support 
faltering auto sales, the failures of conglomerization iu the 1970s and 
1980s, and the sui generis status of GE). While this is of little concern if 
the federal government is not backing a player, there is reason to question 
whether we should allow such combinations where deposit iusurance may 
implicate the federal government - not just shareholders - iu failure. 
Although a 25% basket, particularly if calculated on a gross revenue basis, 
would prevent some of the largest pure bank/iudustrial combiuations (e.g., 
GM and Citicorp), large financial conglomemtes would be able to buy very 
large iudustrial firms (e.g., the combiuatiim of Chase and Salomon could 
buy CSX). 

• 	 There are other, more targeted, ways of dealiug with issues raised by, the 
desire of firms owuing the means of transacting financial busiuess (e.g., 
software and telecom firms) to become affiliated with banks (and vice 
versa). For example, expanding the definition of"related to financial 
busiuess" to iuclude software companies is less of a stretch than extending 
it to armored car companies or travel agencies, both of which have 
happened. To the extent diversified securities and insurance firms that 
have non-financial affiliates (and purely non-financial companies) want to 
affiliate with hanks to gain access to the payment system mther than to 
retail customers; aIIowiug them to own Wholesale Financial Institotions 
(see foo1note 3) should be sufficient. 

• 	 Would not fully respond to strongly-held concerns about concentration of 
economic power, conflicts of iuterest, unsound banking pmctices, and 
partiality iu granting credit. 

Positions ofOther Relevant Parties: Persons who support an even broader approach, as 
iu the D'AmatolBaker bill, iuclude: the Securities Industry Association, the Investment 
Company Institute, the Financial Services Council, the American Council of Life 
Insurance, America's Commuuity Bankers, the American Fiuancial Services Association, 
and Bankers Roundtable. 

ersons opposing full removal 0 restrictions on affiliations between banks and 
nonfmancial companies including: Senators Conrad, Daschle, Dargan, Feingold, H~I!T~'y 
Johnson, Kerrey, Kohl, and Slirbanes; Representatives'LeiiC"h, and Gonzalez; the 
Independent Bankers Association of America; the AFL-CIO, ACORN, National People's 
Action, the Consumer Federation of America, Consumers Union, and the Greenliuiu 

oalition. ,---____________________----------------~------~ 
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Persons who support the 75 percent test in the Alliance biD and the Treasury approach 
include: the American Bankern Association and the other members of the Alliance for 
Financial Mudernization. including the trade associations listed above as supporting the 
0'AmalolBaker bill. 

, 
3. HOLDING COMPANY REGULATION. AND THE ROLE OF THE FED 

Issue: To what extent should the government regulate nonbank companies that own 
banks, and what role should the Federal Reserve play in that regulation? 

Tre4SUry Approach: T!>e Federal Reserve Board would continue 10 regulate bank 
holding companies. and could conduct examinations and overall risk-management, 
require reports, and take enforcement action. But it would no longer prescribe baak-type 
capital standards for nonbank affiliates ofbanks. instead, subsidiary banks would have to 
remain well capitalized (i.e., keep the capital above the normal required level), and the 
holding company could be asked to guarantee its subsidiary banks' capital. 

PrO!HlJId Cons O/Treasllry Approach: 

Pros 

• 	 Would go a considerable way towards meeting the Federal Reserve's goal 
of retsiniog a significant role in the overall supervision ofcompanies that 
own banks. (Treasury and the Fed are currently discussing the extent to 
whichlhe Fed will want full holding company regulatory authority over 
entities !hat contain. very large bank, even nthe bank is owned by a non­
bank institntion.) 

• 	 Increasingly, firms are recognizing that risk is a corporate-family-wide 
concept', and at least in sophisticated financial and industrial companies, 
particularly those with global operations, they are measuring risk this way. 
It is appropriate that regulators have the same view, as risk 10 the bank may . 
arise not from the bank's (or even its subsidiaries') activities, but from the 
activities or exposure of related parties. 

~ For example, if a single corporate family included both It property and casualty insurance company 
and a mortgage lender, it would be important to lake into account the extent to which the risk ofmortgage 
default arising from an earthquake was not in fact mitigated by insurance written (and risk retained) by the 
reJated insurance company, 
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Cons 

• 	 A holding company guarantee is worth little if not coupled with some 
system for ensuring that the holding company has sufficient (and 
sufficiently liquid) capital to make good on it. This may suggest more 
regulationis needed -- particularly of holding company capital";than 
Treasury has proposed. 

• 	 Would, in the view of many securities, insurance, and diversified financial 
compames, leave too big a role for what they perceive as heavy-handed 
Federal Reserve regulation. 

•. 	 Insurance companies (and their regulators) may balk at any requirement that 
they guarantee an affiliated bank's capital. 

• 	 May still not satisfy the Federal Reserve's desire to retain its current power 
over bank holding companies. 

• 	 Particularly if wide-ranging financial/non-financial combinations are 
allowed, it is unclear whether the Fed (or any regulator) can effectively 
regulate consolidated risk, and attempting to do so may provide a false 
sense of security . 

. Positions ofOther Relevant Parties: Persons opposing any siguificant Federal Reserve 
role in holding company regulation include: the Securities Industry Association, the 
Investment Company Institute, the American Council of Life Insurance,and diversified 
financial services firms (e.g., American Express). 

Persons supporting a siguificant Fed role in holding company regulation include: the 

Fed, Chairman Leach, Paul Volck';r, and the Independent Bankers Association of 

America. 


4. COMMUNITY REINVESTMENT ACT 

Issue: 	How should any proposal deal with the Community Reinvestment Act (CRA)? 

Treasury Approach: Apply theCRA to Wholesale Financial Institutions -- banks t1lat do 
not accept accounts uneT $100,000 and thus do not have insured desposits, but avoid 
putting CRA "in play" by proposing an expansion of CRA coverage to nonbanking finns. 
In addition, the Secretary's speech announcing any proposal -- and all subsequent 
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statements from the Administration - should state explicitly that we will tolerate no 
weakening ofeRA. 

Pros and Cons ofTreosury Approach: 

Pros 

• 	 May he sufficiently limited and discrete that it would minimize the risk of 
opening the eRA to major amendments (e.g., safe harbor against eRA 
protests) by a hostile Republican Congress. 

• 	 Would keep any migration of deposits to wholesale depository institotions 
from weakening the eRA. 

• 	 Migh~ for the first time, extend the eRA to Wall Streel firms if such firms 
became Wbolesale Financiallinstitutions. 

Cons 

• 	 Might nonetheless inadvertently open the CRA to hostile amendments. 
Since tlje start of the Administration, we bave resisited· proposals by friends of 
CRA in Congress to brosden the statnte, out ofconcern that any such action 
would "put eRA in pla1' and unleash for= that want to narrow or repeal it. The 
issue presented here is whether - in the context offtnancial services modernization 
- we should and could successfully make such an extension'; condition for our 
support ofmodernization. 

• 	 Would pass up an occasion to try to extend CRA to nondeposilory financial 
inatitutions, including institutions, such as mortgage lenders, who sell 
products imd services that could have been housed in the bank. By nol 
reaching out for these products and services, will continue the migration of 
assets and activities oul of banks, and thus out of CRA. 

• 	 Would put PTesident on the defensive on the major CRA issue, which 
relates 10 retail products and services, rather than taking the offensive, 
which has been Administration policy in the regulatory context 

Positions ofOther Relevant Partie..: Senator Sarbanes' staff opposes including any eRA 
provision, lest it inadvertently open the door to hostile Republican amendments. Many 
community groups ,bare that concern, Based on the Administration's hehavior in the 
l04th Congress, they believe they can stop -- or the Administration will successfully 
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threaten to veto - any stand-alone attempt to weaken eRA, even if included in a 
"regulatOly relief' package that contains items we might otherwise support. However, 
they are not convinCed they can similarly stop an otherwise acceptable fmancial 
modernization bill, or that the President could or would veto such a bill. They are 
especially concerned about this result if the weakening is implici~ rather than explicit, 
i.e., through facilitation of doing bask activities and products outside of a bask or its 
subsidiaries, rather than through a statutory limitation or repeal ofeRA. 

• 




SUMMARY OF TREASURY PROPOSAL 


I. CONVERSION OF T!lRIFr INSTITUTIONS TO BANK CHARTERS 

Thrifts could become national banks under streamlined conversion rules. After two 
years, any federal thrift remaining would automatically be converted to a national bank 
charter. Any remaining state-cbartered thrifts would be treated as state-cbartered banks 
for all federal banking regulatmy pwposes. Thrifts becoming nationa.1 banks could 
generally continue the activities they conducted and retain the assets they beld as thrifts. 
and keep all brancbes and agencies they operated as ofthe date of enactment. 
Subsequent branching would be subject to laws for national banks. Thrifts could 
continue to specialize as mortgage lenders. A former thrift holding company could 
conduct any activity that it was authorized to conduct before becoming a bank bolding 
company ifit meets certain grandfather conditions. 

n. ACl'IVlTlES OF BANKS AND THEIR SUBSIDIARIES 

Two years after enactment, nationa.1 banks would have powers previously permissible for 
any national bank or federally chartered thrift. Banks could not engage directly in most 
insurance underwriting, but would be permitted to act as general agents for the sale of 
insurance. 

Subsidiaries ofwell-capitalized and well-managed national banks may engage in any 
financial activity nol permissible for national banks. (Similar rules would apply to state 
banks, to d.e extent permitted by state law.) Safegnards would inclnde regulatory capital 
deductions. Federal Reserve Act affiliate restrictions, and corporate separateness 
requirements. 

ill. AFFILIATIONS BETWEEN BANKS AND OTHER COMPANIES 

Bank holding companies could engage in nonbank activities if their subsidiary banks are 
well-capitalized and well-managed. No less than 75 percent of the business of the 
consolidated holding company must be in financial instilntions and fmancial activities. 
The holding company would have to execute a capped capital guarantee if any insured 
bank subsidiary loses its well-capitalized stainS. Holding company affiliates must abide 
by corporate separateness requirements. 

A National Council on Financial Services would be established to (among other things) 
determine if activities are fmancial and if additional safegnards need to be imposed 
between banks and affiliates. The Federal Reserve would continue to regulate bank 
holding companies. but would not set holding company capital requirements. 



Uninsured 'wholesale fmancial institutions" would be authorized, operating under either 
a national or state bank charter. They eould be owned by, or affiliated with, any 
company. 

Functional regulation would generally apply for most new activities of banks and their 
insurance and securities subsidiaries and affiliates. 

IV. FuND MERGER 


The Bank Insurance Fund and the Savings Association Insurance Fund would be merged. 




THE: WHITE: HOUSE 


WASHINGTON 


May 6, 1997 

MEMORANDUM FOR NEC I'RINCIPALS 'S 
FROM: GENE SPERUNGoI'Sj'" 

ELLEN SEIJ)MAlI(L---

SUllJECT: Financial Set\'i(c~ Modernization .. Part III 

On Thursday, May 8, we will have a principals meeting to develop a recommendation to the 
President c01lcerning Treasury's financial services modernization proposal. Attached to this 
memorandum at Tab A is a draft memo to the President (that was never sent) that reflects the 
state of playas of the end ofour last meeting on March 20. It is quite similar to the memo we 
sent you on March )7 in preparation for the March 18 and 20 meetings, and is a good refresher 
for the upcomlng meeting, At Tab B are (i) a Treasury outline of its current proposal and (ii) a 
chart showing critical elements of the banking/commerce alternatives. 

EVENTS SINCE MARCH 20: Following our March 20 meeting, Treasury decided to have a 
further series of discussions with both Members ofCongress and other interested parties 
concerning their positions on various aspects of the proposal. particularly the most contentious: 
the degree to which commercial (Le., non~financia1) firms could affiliate with banks, (See issue 
J ofTab A. pages 476.) This issue. in tum, implicates the question of the nature and extent of 
holding compruiy regulation and thc role of the Fed, (See 'issue 2 of Tab A, pages 6~9") 

Based on those discussions ~~ which delayed transmission ofTreasury's report to Congress 
beyond the March 31 statutory deadline -- Treasury is now recommending that it submlt to 
Congress not legislation for introduction, bnt rather 'a report with legislative language including 
two distinct alternative ways of dealing with haliking and commerce and related issues. Treasury 
has also done further work on the nature and extent ofholding company regulation, and has 
finished drafting the consumer protection provisions of the bill. Treasury's position with respect 
to the Community Reinvestment Act (see issue 3 of Tab A, pages 9-10) has not; changed: the 
proposal would extend CR.,t\ to Wholesale Financial Institutions, but no further. 

Trcas\lry would like to have Administration clearance of its- proposal in time to 5ubmll and/or 
testify on it on May 21. 
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1. AFFlLIATIONS BETWEEN FINANCIAL AND NONFINANCIAL FIRMS 

Treasury Altemative A: Alternative A is in essence the previous Treasury proposal ofallowing a 
"basket" ofnon-financial' activities within a holding company structure thst includes a bank. 
Treasury's proposal as ofMarch 20 was 25% of the combined entity'. business. The current 
proposal varies in several critical respects from ths March 20 proposal: 

• 	 The measure for calculating the basket would be specified as gross revenues. 
• 	 The legislative language would be submitted without a percentage specified. 
• 	 Banking/non-financial affiliations would be funher limited in that none of the 

largest 1000 non-financial firms (by asset size) would be allowed to affinat. witn a 
bank. 

Treasury bas also clarified that: (i) while banks could engaga in non·bank financial activities in 
subsidiaries of the back, all non-financial activities would hsv. to be done in holding compony 
subsidiaries oed [Ii) as i. currently the case with thrift holding companies, there would be a total 
ban on any extension ofcredit by • hsnk to or for the benefit of a non-financial affiliate. 

Although not fully discussed in the earner memos, a critical element ofTreasury's initial proposal, 
now Altemntlve A, is the abolition of the thriI\ chsrter and the conversion ofall thrifts to banks 
(together with the merger ofthe Office ofTbril\ SUR"fVlsion with the Office ofthe ComptroUer of 
the Currency). Abolition ofthe thriI\ chsrter meets the explicit requirements ofthe "Prist 
Amendment." which prohibits merger ofthe BIF (bank) oed SAIF (thriI\) insuronce fimds until 
the chsrters are merged. 

A major complication with the thriI\ chsrter conversion. however, is how to handle differences in 
the affiliation powers ofbank holding companies ond unitary thriI\ holding companies (companies 
that own one oed ooly one thriI\). Currently, unitary thriI\ holding companies can engage in 
non!lnancialactiviues with virtually no limits.' As fur as we can tell (oed tne data are fur from 
pertect), oDly 29' thrifts are part "fholding companies that engage in non-financial businesses. 
(Approximately 45 others are engaged in real estate development, investmellt and manasemell!, 

I "Financial" would be defi.no:l in the statute to include banking and any activity CUl'l'endy authori7.ed 
for a bank, tlle activities ofbank operating subsidiaries, and .U activities th.t can be perfonned by serurities, 
commoditi~ Md insurance companies. The National Council on Financial Services could add to the 
defmition. All other activities would be deemed non-ftnancinl. 

1The initial purchase must be appco\'oo by OTS (\\ilich must appro~ holding cqmpany 
management) and OTS can impose limitations on safety and soundness grounds. Informally. OTS has 
indicated that they would look skeptically on, e.s.• purcbase ofa thrift by II- company a significant portion of 
whose business 'was gambling. Multiple thrift holding companies (companies that own more than ono thrift. 
but no banks) are basically limited to aet1vitics pennitted to bank holding oomparues. although they may 
engage in rea! estate devetopment. investment and managemenl 

, Nwnbers relating to thrill belding oompanies arc as of 12131/96. 

http:authori7.ed
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which is regarded as "financial" by OTS but not "related to banking" by the Fed,) Treasury 
proposes to grandfather the right ofall 515 existing unitaIy thrift holding companies to engage in 
nonfinancial activities without regard to the basket The grandfuther rights would not survive a 
change in control ofthe holding company (ie" the expanded fum.hise could not he sold), but 
would not otherwise be limited in duration, 

Treasury Alternative B: Alternative B would approach the banking and commerce issue by 
leaving the existing thrift charter, holding company structure and regulatory system intaC!, As 
noted abeve, unitaIy thrift holding companies can currently affiliate with any type ofinstitution. 
Furthermor., the thrift charter has recently been altered to pemtit (i) unlimited consumer lending 
and (ii) up to IO''!' ofassets to be commercial loans and an additional 1 0'.4 to be small business 
'loans - thus making Ih. charter very similar to the actnal asset mix ofapproximately 60% ofthe 
commercial hanks' 

Alternstive B in essence offers any diversified financial holding company that includes non­
financial activities the opportunity to get into retaiJ "banking" by hoying a single thrift. 
Allemativdy, such an institution could get into wholesale banking (only non-insured deposits over 
$100,000) by establishing. "WholeaaIe Financial Institution" (WFI. pronounced "WOOFlE"). 
which would not he subject to the Bank Holding Company Act. The Bank Holding Company Act 
would be amended to allow any nnancial firm to affiliate with a bank and to allow any bank to 

buy. establi'lh or otherwise affiliate with, any other type offinancial firm including, in particular. 


,an insurance or securities underwriter. 'Under Alternative B, the Frisl Amendment would simply 

be statutorily deemed to be satisfied, on the theory thaI its real purpose was to ensure the 
opportunity ofbanks to expand into insurance and securities and that this has been accomplished. 

Discussion: As revised. Alternative A has generated some interest from Cbairrnan Leach, as 
moving closer to his minimalist approach 10 banking and commerce, and still commands support 
from those, such as Rep. Rook...., who supported the basket approach in the first place. 
However. Senator Sarbanes is still not convinced. Proponents offull banking and commerce, 
particularly Mr. Baker, have voiced their displeasure, Witbio the Administration, Chairman 
YeUen has expressed her concern that the eldent ofthe grandtllthering ofunitary thrift holding 
companies is far too broad. and should be limited to those unitaries that are actually using their 
authority to engage in non-financial activities to an extent in excess ofwhatever basket is 
established, Treasury responds that not cutting back on thrift powers is critical to maintaining 

CWhile it is difficulllO ten precisely from publicly available data, it appears unlikely thal numy of 
the largest banks could qualify as thrifL'l-, mainly because of their commercial lending and investments in non­
mortgage securities. However. it is possible that one or more oft-he large banks with a heavily oons:umer 
orientation (e,g., NationsBank) might so qualifY. and could, ,therefore, make a choiec to b«:ome a thrift to 
take advantage of the COInIl1efCe "opportunity," In the Past. banks such as Wells Fargo that have coosidenxi 
moving to a thrift cluu1.er have ultimately rejected the idea. 

http:cluu1.er
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thrift support for iegisiation, which in tum i. critical for legislation to move forward. For a 
diSGUssion ofother issues related to this approach see pages 4-6 ofTab A. 

Treasury has been able to keep Alternative B from leaking, so it is unci.... how it will be receiVed. 
The issues that will potentially arise are: (i) banks might assert that the Frisl arneedment has not 
been satisfied and therefore the conditions for merging the funds have not been met'; (ti) 
diversified financial holding companies that have non·finaneial affiliates might not view the thrift 
option .. sufficient; (ill) banking/commerce opponents may view the proposal .. unsatisfying 
since it preserves. and publicizes, an existing bankinglcommerce "loophole"; and (Iv) there may he 
serious concern about the abifity ofOTS to effeetively regulate • large number ofpowerful new 
unitary thrift holding companies. 

2, HOLDINCCOMPANY REGULATION AND THE ROLE OF THE FED 

TreaslIry proposal: Treaaury's latest proposal, which has not been vetted with the Fed, would 
apply to either Alternative A or Alternative B. Under this scheme. the Fed would regnlate all 
bank holding companies (but under Alternative B not thrift holding companies, which would he 
regulated'by OTS). Holding companies engaging in activities that cannot he done direedy in the 
bank (mc1uding. for example. securities or insurance underwriting) would be required to provide 
the Fed an undertaking to maintain the capital ofthe subsidiary banks at the "wall-<:apitaJlzed" 
level'. Ifthe bank's capital Iiills below that levei the holding company would be required to bring 
the capital level back up to weU-<:apitaJlzed and tnabIuUn it at that 1eveI. lJ; within 180 days, the 
holding oompany were unable to bring bank capital back up to the wall-apitallzed level, the 
holding company would be required to .lth.,. (i) divest the bank in a manner that results in the 
bank being weU-<:apitallzed upon divestiture (e.g., by shrinking the balance sheet or by getting the 
buyer to add capital .. part ofthe transaction); or (ii) cease engaging within the holding company 
in any activity the bank could not engage in directly (including. for example, most insurance and 
securities underwriting). lfthe bank got seriously in trouble so quickly that the FDIC were' 
forced to put it into receivership or conservatorship, the holding company's guarantee of the 
bank's weU"""pitallzed status would be enforceable by the FDIC. 

.$ In general, banks don't much care about merging the funds; that is a good government and 8 thrift 
issue. Bu~ understanding the interest ofothers in merging the runds. banks view the BIF/SAW merger as 
leverage to enable them to get "paid" for agreeing to take on part of the FICO obligation as part of the SAIF 
rocapilali7.ation last year. 

• Bank (and tltrifi) capital levels are set by staulle at "well-e.pitalizOO," ".deqWllcly capitalized," 
"undercapitalized" (which subjects the bank to regulatory sanctions). "significantly undercapitalized" 
(regul.tory sanctions required), and "critically Wld",capitalized" (bank subject to bcing pi""'" in 
receivership). Current law in effect requires a holding company to guarMt.ele to maintain the bank or thrift at 
the adequately Capitalized level. 
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The Fed would be responsible, as part of its nonnal supervisory process, for continuously 
evaluating the holding company's abifity 10 support the bank's capiWl at the well-eapiWlized level. 
and would be able to examine bank holding companies and their nonbank subsidiaries ifthere 
were reason to suspect those entities were engaged in activities that could pose. significant threat 
to • subsidiary bank. 

Although bank belding companies would be subject to Fed regulation under tbe tJank Holding 

Company Act, the Fed' s authority to establish holding company capiWl requirements' would be 

limited to the following situations: 


• 	 A subsidiary bank's capital has remained below the well-capiWlized level for more than 
180 days; 

• 	 Banking assets constitute more than 9O<>h of the assets of the holding company and 
imposition of bolding company capital requirements Is or may be necessary to avoid 
a threat to the safely and soundness oflhe bank; or 

• 	 On a case-by-case hasis ifthe holding company has assets in e><eeSS $100 billion and owns 
a bank with assets in excess ofabout $5 billion' and tmpoaltion of holding company 
capital requirements Is or may be needed to avert systemic risk to the economy or a 
tbreat to bank safety and soundness. 

The Treasury's proposal would not impose shoiIar requirements on thrift holding companies 

(under Alternative B). nor does current law. 


~n:With respect to the belding company guarant .... the Issues likely to be raised are (i) 
. the ability ofthe Fed adequately to monitor the effective strength ofthe guarantee when it is 
neither authorized or set up to regularly and fuUy examine the holding company or its non-bank 
subsidiaries (a concern Director Raines has raised) and (ii) the extent to which the difference 
between "weU-capiWlized" and "adequately capitalized" provides a sufficient cushion in capiWl 
and time so that a bank that fulls below the well-eapiWlized level can be recapitalized or sold 
before it is truly in trouble (a concern Cbsirman Yellen and Director Raines bave beth raised). 

On the issue ofFed capital standards, the major substantive question, raised by Cbairman Yellen, 
is whether these standards amount to attempting to close the barn door after the horse is out. In 
particular, if the Fed can impose holding company capital standards during the first 180 days when 
a bank falls below the well-capitalized level only after finding a thrcat or likelihoed ofthreat to 
the bank or of systemic risk, will tbe capital standards be effective in preventing the risk from 
materializing? Chainnan Yellen also believes that defining-s ho!ding company that is primarily 

1 Tho Fed asserts it has such authority Wlder CUrrent Jaw. However. it is unclear whether the 

assertion would survive legal challenge . 


• As of 12131196, 134 oommcrcial banks had assets in excess ofSS billion. As of9/301%. 31 thriOs 
had assets in excess ons billion.. 
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bank-related as one i. which tb. bank acoounts for 90"10 of the assets is too lax: moving sufficient 
assets out of the bank to flIIl below the 90"10 level would be fairly painless. She would support a 
lower threshold. Director Raines has also expressed coneern in the past tlmt capital requirements 
that are discretionary with rngulatars may pose "forebearanee risk": tbe risk that oopitalstandards 
wiU not be imposed wheo needed because rngulators and the regulated can convince eaeb otber 
that the situation will be resolved without the imposition of standards. 

Treasury respond. that: (i) holding company capital regulation i. in fact an extremely minor part 
of the entire bank regulatory structure the!, with the post-1990 rule. conceming prompt 
corrective action, would ensure the security ofthe deposit insurance funds; (il) providing the Fed 
with any dngree ofexplicit holding company capital authority is more than the Fed has now; and 
(in') since the gool ofholding compsny capital rngulation in the ease ofa balding company thet is 
predominantly. bank is to prevent "doubl ..leveraging"· in order to protect the deposit insurance 
fund, it does not matter that allolding company could avoid tbe capital requirements by moving 
assets out ofthe bank. An edditionol substantive question is whether, whatever system is 
proposed to allow tbe Fed to set balding compsny capital standard., a siiniJar syl!tem should be 
proposed with respect to OTS' rngulation ofthrift holding companies ander Alternative B. 

Treaso.uy>s c:urrent proposal is an attempt to provide for balding company capital requirements 
where the strength ofthe holding compsny reallY would be needed to protect the safety and 
soundness ofthe banking system, while keeping the Fed out ofthis business - particularly with 
respect to diversified financial holding companies - under nonna! c!roumstaoces. Whether this 
wiU prove (i) too little to satisfY the Fed and its supporters or (il) too much to satisfY tha 
diversified holding companies is unclesr. 

3. CONSUMER PROTECTION 

T,&1S"", proposal: Treasury would estsblish that federal bank and securities rngulators have on 
obligation, with respect to retal1 soles of non-<ieposit investment products by depository 
institutions, to avoid customer confusion about the applicability and scope ofFDIC and SlPC 
insurance; to prevent improper disclosure ofconfidential customer information~ and to avoid 
conflicts ofintercs! and other abusos. 

Treasury's proposal would direct the bank regulators, in consultation with the SEC, to adopt 
regulations for sales ofnon...deposit investment products by insured depository institutions that are 

"Double leveraging occu.rs when 8 holding company issues debt thAt is then used to capitaliz.e the 
bank. The result is that the bank rtOmuwly has equity. but it is under pressure to dividend profits to the 
holding company to pay tho debt ,crviee. This can resu!' in tho bank holding less capla! (e.g., little in excess 
of the minimum atnOlmt required ~~ in the case ofa bank in a diversified holding oornpany~ the wcll­
capialized level) IhM would othetwise be tho case. In contras'. if tho bank itself has raised tho equity, thore 
is no debt service, and so less pressure to pay holding company dividends_ 
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not registered securities brokers. Such regulations would be required to cover the following 
areas: advertising, disclosure, sales practices, qualifications and training ofsales personnel, 
compensation ofsales personnel, and the circumstances under which transactions and referrals 
occur. With respect to non-deposit investment products that are securities (including mutual 
funds) or annuities, the bank regulators would be required to adopt regulations comparable to 
those adopted by the SEC. The SEC would be required (to the exleot such rules are not already 
in place) to adopt similar rules concerning sale. ofnon-deposit investment produCts by brokers or 
dealers who are depository institutions (in the case ofbrokers) or are affiliated with a depository 
institution. The SEC would have to consider one major new item, namely the disclosure by 
depository institution subsidiaries and affiliates ofthe financial interest of the depository 
institution or securities subsidiary or affiliate with respect to referrals or transactions. 

The regulations adopted by the banking regulato", and the SEC would be required to «encourage 
the use ofdisclosure that is siinple, direct, and readily understandsble" (model language would be 
included), and to encourage oral ..well .. written disclosure. (Studies have shown that oral 
disclosure is more effective, but it is, ofcou"'", more difficult to monitor, particuiariy in face-to­
Cace, rathor than telephone, conversations.) The National Counell on Financial Services, on which 
both the federal banking regulators and the SEC would sit, could establish more .tringent 
regulations than those adopted by the individual regulators. 

The Treasury's proposal would prohibit non-depository inatitution affiliates within a bonk holding 
company from sharing with any depository insUlaUon in the holding company non-public 
customer information. including in partieular evaluations ofcreditworthiness, unless the customer 
""";"ed ~c1ear and conspicuous disclosure" that such informstion might he shared and hsd an 
opportunity to dire<:! that it not be shared. As. practieal matter, customers would probably be 
given an opportunity to make this choice for all classes ofinformstion upon the opening ofan 
account. rather than on an event-by-event basis. 

Treasury would require the Nstional Council on Financial Services to biennially review, starting 
on June 30, 2001, the regulations adopted pursuant to these requirements to determine whether 
they carry out the purposes. 

Finally, Treasury's bill would, by adopting a greater degree oCfunctioeal regulation ofsecurities 
activities than is culTenHy the case, impose more consumer-protective requirements on bank 
activities relating to securities sales and work for investment companies than is currently the case, 

Discussion: Treasury's proposal is designed to be at least as protective ofconsumer 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 ofthe regulators. However, the requirement for 
simple disclosure and model language goes further than other proposals. In contrast to current 
law, bonk regulators would have to adopt regulations, not guidelines, regarding the sale of non­
deposit investment products. 
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The consumer groups are not likely to be fully satislled with this approach for three reasons: (i) 
they are skeptical ofthe bask regulators' ability and willingness to adopt strong and effective 
regulations in this area and they would therefore prefer ,to hardwire more into the statute; (ti) the 
proposal would not provide consumers with a private cause ofaction against a depository 
institution that caused harm by violating the regulations; oed (lii) the proposal would not explicitly 
deal with "implicit" tying, u~der which a .ansumer gets the impression. by the mere fact that 
insurance is offered before a loan is approved, that approval of the loan is contingent on purchase 
ofinsurance from the bask, Conversely, financial institutions will be concerned that this proposal 
- PartJeuhuly the information disclosure portion - mny severely limit their ability to cross-sell 
se<:urities and investment products, which they regard as on. ofthe benefits to both consumers 
and institutions of allowing greater affiliations among financial institutions, 

4. COMMUNITY REVINESTMENT ACT 

Treasury's proposal with respect to eRA has not changed since March 20, The only external 
developments since March 20 are that (i) Senator D'Amato has suggested that even expanding 
CRA to WFIs will put CRA "in play" oed (ti) thecomparties that are likely to, create WFIs have­
with one exception - said they will have no objection 10 expansion ofCRA to such institutions. 
We mny also wanl to consider whather the IlIet thaiTreasury proposes sending up • report with 
legislative hatguage ratber than • bill, changes the dynantie ofwhat can and should be included, 

Treasury Proposal: Apply CRA 10 WholeSale Fmancial Institutions - banks that do nol aoeepl 
accounts under $100,000 oed thus do nol have insured deposits, bel avoid putting eRA ~in play" 
by proposing an expansion ofCRA coverage to nonbasking firms, The Secretary's speech 
announcing any proposal- and all subsequent statemenlS from the Administration -- would state 
explicitly that we will tolerale no weakening ofCRA. 

Discuss/on; One ofthe halbuarks of this Administration has been ils recognition that access to 
credil and other financial services is essential to the vitality and growth of conununities, Bask 
regulalors have been directed to mske the Community Reinvestmenl Act work to 'generate 
"performanoe. not paperwork." The regulators -- working through an unprecedented series of 
hearlngs and other outreach efforts - responded effectively: new eRA regulations, which are just 
coming inlo effect, have been praised as effective without being burdensome, As a result of this 
Administration's efforts in this area (including not only eRA, but also effective enforcement of 
non-discrimination laws, and the National Homeownership Strategy), over $90 billion in eRA 
commitments have been made and the number of mortgages made in low~ and moderate-income 
communities rose 22% and the number to minorities rose 33% between 1993 and 1995 
(compared wilh an overall increase in number of mortgages of 10%), In the 104th Congress, the 
Administration stood strong against any cutback in eRA in the context ofbanking regulatory 
relief regulation - and succeeded in fending offall challenges, 
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It is quite clear that, notwithstanding continued strong bonk profitability, asset. and lending are 
Howing out ofthe banking system. While much ofthe asset loss in the last few years is 
attributable to large businesses (who are unlikely to rely on CRA for access to capital) directly 
accessing the capital markets, the movement ofdeposits from banks to mutual fund. has put. 
strain on both the theory and practice ofCRA 

The power ofeRA and related statutes and the regulators to get results is beyond anything 
community groups have been able to acromplish in the remainder ofthe financial services 
industry, where the best they get i. phllan!htopy. some social investing. and purchases of 
municipal bonds. So anything that diminishes the reach of the banking regulators, and ofCRA. is 
troublesome to these groups. Their concern is exacerbated by what they see as thel""k ofbenefit 
to consumers - particularly poor consumers - from changes, such as interstate banking, that have 
already occurred in the system. They have strongly urged the Administrntion, as • condition of 
financial services mndernization, to expand CRA covernge to an financiai institutions affiliated 
with a bonk or at least to all hank-eligible products (such as mortgngeloans) no matter where in 
the holding company they are offered. 

Treasury believes that, notwithstanding the concerns ofthe community groups, CRA expansion 
beyond WFI.'· should nOt be included in the proposal. There are two basic reasons: practical and 
political. On the plllctical side, Treasury notes the difficulty ofdefining the gcolllllphic service 
area - a critical CRA concept - fur securities !inns and mutual fueds, and the difficulty of 
imposing fuderol CRA regulation on state-regulated insu!llnce companies and unregulated finance 
companies. They note that, while the OCC currently takes the activities ofnon-bonk subsidiaries 
into account in evaluating the CRA performance ofa national bank, in general the subsidiaries are 
,moll in relation to the bank. I( in an attempt to avoid imposing CRA directly on securities firms, 
inSU!llnce companies and finance companies affiliated with banks, one were to impose on a 
relatively small bonk the community obligations ofall affiliated companies, the most likely result 
would be a slnup decrease in the interest ofanyone in affiliating with a hank. 

As a political matter, whatever support eRA has among community groups and some 
Congressmen (including in particular Senator Sarbanes), it i, strongly disliked by many hanks, 
most Repeblican members.ofCongres. and many pro-business Democrats. In fact, it is probably 
fair to say tbat, with the potential [important] exception of Senator 0'Amato, almost no one 
strongly in favor offin~ial services legislation is strongly in favor of eRA. And the securities 
and insurance industries (backed by, e.g., Senator Dodd) are unalterably opposed to any 
expansion. Moreover. even many CRA proponents (such as Senator Sarbanes) believe that any 
attempt to expand eRA as a price for modernization legislation will lead either to no legislation (a 

•• Treasury would expand CRA to WFI, because; (i) WFI', are banks that Illke deposits; (ii) they 
have access to the payment system; and (m) to create WFIs without eRA wowd open the way for An 
inuncdiate contraction ofeRA coverage as such wholesale banks as Bankers Trust and JP Morgan ~~ now 
,ubject to eRA - became WFls. 
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result to which they would not object) or a frontal assault on eRA by opponents such as Senators 
Shelby and Mack, with the result that -- if it went anywhere at all -- the entire financial services 
debate would become a fight about eRA. and it is very likely the Administration would be called 
upon to veto the resulting bill. 

4, WHETHER TOGo FORWARD, AND IN WHAT FORM 

TreasUIjI proposal: Treasury proposes to release. on or about May 21, a brief statement by 
Seerewy Rubin, covering draft legislative language containing the two alternatives disoussed 
above. 

DJscmslon: After • lengthy selies ofdlsoussions with both members ofCongress and interested 
parties, Treasury came to the conchedo. that the best way to both (I) respond to the statutory 
direetivethat it report on the merger ofthe bank and thrift charters by March 31 and (ii) move the 
financial services debate forward is to send forth ,legislative proposal that is complete and 
defenslble, but that provides alternative ways to deal with the most eontentious issue. 

Sending alternatives rather than a legislative proposal may lead some to question both the 
Administration's purposes and its strength ofconunitment to financial services modernization. 
And the result may he that the debate does not proeeed or the Adndnistration is marginalized. On 
the other hand, it is quite c1.... that taking the position on banking and eommerce that is most 
likely to move the debate quicldy - the basket approach with a fhirly large basket - win seriously 
oll'end crltieaUy important Demoerstic Senators such as Senator Samanes. One lesson oflast 
Congress' unsuecessful discussion ofthis issu. is that even if there is no legislation, the ball 
moves: there no IOl)ger is a serious debate about whether to repeal Glass-Steagall or whether to 
allow banks to affillate with insurance companies, rather the debate is how. ' For the 
Administration to be a serious player in this session~s discussions, and to protect our interests 
(particularly with respect to eRA and the role ofthe OCe"), almost certainly requires that 
Treasury fulfill its report obligation reasonably quickly and do so in a manner that indicates we 
have been considering the issues seriously and have cogent proposals to put on the table, even if 
we have two ofthem. 

U As described in footnote 5 of the memo at Tab A. an important aspect of Treasury's proposal is 
that banks ",ouid be allowed to do non~bank fmandaI activities in either a subsidiary or an affiliate of the 
bank. In contrast,. the Fed is insisting that such activities be done. only in a bank affiliate (8 subsidiary ofa 
bank holding company rather than of. bank). As footnote Spoints ou~ whatever the substantive issues 
involved. there are dear jurisdictional implications: national banks and their subsidiaries arc regulated by !he 
oce, a bureau of the Treasury. whereas bank holding companies (including ho!ding companies ofnationaI 
banks) are ",gulated by the Fed. ' 
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G.I. BillISkill Grants. On Friday, I participated in the second panel at the COWlCi! on 

Competitiveness with Governor Engler regarding the Administration t s priorities to strengthen 

the workforce. We agreed that his staffwould come to the While House next week for on 

infonnal discussion and an exchange of ideas to gain further impetus for the legislation. In the 

next couple of weeks - hopefully with Alexis confinned -- we will need to present you with 

options OIl how to proceed legislatively and strategically this year on skill grants. 


Finoncin/ Services Modernization: Tuesday and Thursday, we held NEe principals' meetings 
,on Treasury's financial services modemizotion proposal. The four main issues are: J) whether to 
go ahead with the proposal in light of the other issues; 2) the extent to which bank: and 
commercial industrial firms ought to be able to combine or get into one another's business; 3) 
how holding companies should be regulated; and, 4) what opportunities or risks may be posed 
for eRA in the course ofthe legislative process. We are quite close on the substtmtive questions, 
but both the polities and substantive eonsiderations are quite complex. Bob Rubin and I met 
with John BUley today and decided we should delay its internal announcement and our final 
recommendation to you - until we further investigate the Congressional and outside politics, 
Treasury is delaying its intended announcement of ~he Administration's position (which had 
been scheduled for March 31), pending further discussions to gauge support. This may mean a 
delay beyond April 7 in Treasury's response in submitting a report by March 31 on the 
bank/thrill charter issues, as required by last year's BIPISAIP bill, 

Prepara(i()ft lor April3rd Big 3 AUlomakers: Kathy Wallman, Ellen Seidman, Dorothy Robyn 
and 1, with CEQ and OPL, met with the Washington representatives of the Big 3 automakers to 
prepare for the upcoming meeting of the CEOs with you, scheduled for April 3. The muin issues 
they care about are the changing dollar/yen ratio _. which they blame on tbeir inability to 
penetrate the Japanese market as well as loss of market share at home (but which we would not 
talk about)~ lhe PM/Ozone rulemaking, where we explained that while we could not talk about 
the pending rule~making. the Administration through OIRA would be reaching out to {hose 
concerned, including the auto industry (this has since been done): and climate change, 
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On the latter, we made clear our real interest in working with them on modeling and other !J/.L.4IQ 1 
analysis to try to generale informed decisions that respond to the olimate problem withOut harm 
to the economy. They were skeptical but willing to try. W. emphasized the need to be working 
togelher if the United States government was not to be isolated on certain issues we both care 
about, such as the responsibilities ofdeveloping countries. We are exploring whether there is 11 

safety issue or NEXTEA a.IU10lIDCCment we could do with them, so that thf? news focus is not on 
the dollnr or their objections on Global Climate Change. We will know more about this in the 
coming w'eck. 

Officially Announcing Higller Education Legislation. On Thursday, the Vice President held a 
"higher education roundtable" at Washington &. Lee High Sohool in Arlington, V A to announce 

~ ( that your higher education legislation -the Hope and Opportunity for Postseeondary Education 
(HOPE) Aot of 1997 -- was sent to Congress that day. At the event, the White House also 
released astate-by-state analysis of benefits to students under the HOPE Act and a list ofthe 
more than 250 college presidents who support the President's higher education initiatives. Thnt 

\ same day, I opened up a briefing we hosted for higher education groups. 

School Cot:.sttuction. There were 41 sponsors for your school construction legislation in the 
House and 10 sponsors in th~ Senate. 

Utility Re..strucluring (Electricity Deregulation): This week, the NEC continued it interagency 
protess on this issue. The NEC arranged a briefmg for White House staff of the major issues and 
options for legislation to re-structure the $200 billion-a-year electric utility industry. Among the 
major issues to be resolved will be: 1) whether the Administration should advocate a statutory 
requirement that all states de-regulate their retail electric markets by • specific date or, 
alternatively, let the states decide how and when to proceed; 2) what measures should be 
proposed to ensure that deregulation does not, by enoouraging the genenation ofmore iow-<:ost, 
coal-fired power, dminatically wors'en regional and national air quality (and climate-clJange) 
objectives; 3) bow to preserve public henefits programs - such as stste low-income and 
weatherization assistance - currently administered by regulated utilities; and 4) how to 
encourage energy efficiency and the development ofalternative energy sources in a deregulated 
environment. 

Climate Change: Dan TaruHo and Elgie Holstein participated in several interagency meetings on 
climate change issues. One meeting examined detailed Janguage that the U.S. is planning to 
submit to t.he International Secretariat On Climate Change by April 1. This language simply 
describes in some detail previously stated U.S. positions on the draft protocol (e.g., an 
explanation of bow compliance with agreed~upon targets would be ensured). This submission 
should not be viewed as a major step, 

A second mceting covered the stnte ofeconomic modeling ofclimate change policies that would 
impose constraints on-U,S. greenhouse gas emissions. This work is proceeding slowly. but is 
crucial for any policy-making in the climate change area. Elgie Holstein coordinated an 
Assistant Secretary level meeting on the domestic policies that would SliPPOI1 an agreed~upon 
international goal for limiting greenhouse gas emissions. These policies: will be developed over 
the next few weck~. Two options focused on are: a cap on ovemll greenhouse ga~ emissions with 
trading of permits allowed between panics responsible for emissions: and, Increased reliance on 
ellergy~emcicncy enhancing technology, 



Securities litigation. As you may know. 6 Members of Congress sent you a letter urging you to 
\lICIrk v.ith Congress on legislation to establish a unifonn litigation system for secwities claims ~~ 
i.e., preempt lite states, Yau said in California last year, against lite backdrop of Prop 211, that 
we should consider preemption. Proponents now argue that even though 211 W8S defeated, and 
the possibility that another state may try this is remote, the benefits oflast yem's federal 
securities litigation refonn are being Wldercut by plaintiffs' lawyers who are shifting their suits to 
state courts. The NBC is examining the evidence to see whether, there is substance. 

Product Liability. We are conducting, with DPC and Counsel's Office. a poHcy process on 
product liability legislation. We wiU be sending a memorandum to you soon that reviews the 
bidding and outlines the issues to be resolved in the policy process. There is interest from the 
Hill and from outside groups in knowing what the Administration would need to'SOO in 
Iegislation to support a bill~ and that is what we win work through in our process, using the 
concerns you expressed in your veto statement of last year as a point of departure, 

EduC4lion Technology: Net Day is April 19, which is designed to highlight ways in which the 
computer industry can make the World Wide Web more accessible for people with disabilities. 
We are ananging for you to issue a statement on that day, We are also preparing. possible Vice 
Presidential NetDay event in D.C. schools on April 4th, Another event we tire planning would 
allow you to highlight the ways in which available software allows parents to protect lIteir 
children fi'om inappropriate materials on the Internet. 

EITe: I am meeting with Treasury and O!'JB to discuss ways to reduce the error rate on earned 
iocome tax credit (EITC) claims. The IRS will release a study on misclaimed ElTC payments in 
the near fhture and that will be the appropriate time to announce a series ofsteps to further 
reduce tha error rate on these claims. An expedited policy process will be started with possible 
initiativ~ developed over the next couple ofweeks. 

Milk Price Policy: Secretary Glickman reasserted an Thursday his August approval oflite 
controversial Northeast Interstate Dairy Comp.c~ an arrangement among milk producers 
designed to support milk prices in New England. The USDA response to lite District Court tries 
to address concerns about the rationale for the disputed policy by highlighting the importance of 
preserving small farms and emphasizing that consideration should be given to the impact on low 
income milk buyers who are affected by the higher, supported prices. The Secretary reasserted 
the authority to revoke the Compact if it does not tum out to be· in the public interest. a point 
likely to be litigated. 

The Compact, which is a new regional price floor scheme, arguably contradicts Administration 
and Congressional policy directions toward fewer regional differences, and more integrated 
national pricing, and pressure is building for a national price floor for mille Current 
Administration policy opposes a floor because of its harm to consumers. especially lowerMincome 
participants in Federal food and nutrition programs Hke WIC, School Lunch and Pood Stamps. 
The NEe will participate in this larger aspect of the issue. 
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DC Economic Deve/apment: We are now negoltatlOg the MOU Wlth the CIty. We had an mllial "I'~("] 
meeting on Friday. March 21. which cleared the air wme, but the MOU-- which was originally 
drafted before the announcement and thus was extremely general -- will need to be made much 
more specific and track the legislation more closely ifwe're to get the District to sign. There is 
significant concern about the extent to which the EDC might be usurping, not supplementing, the 
District's economic development processes. It is not, but tbere is some delicacy on how to draw 
the line. We are also moving ahead on the Challenge Conmritt~. with the hope that the chairs 
can be in place next week and the first meeting happen before April II. so they can report by 
May 11. 

DC Pensians: Ellen Seidman, accompanied by OMB and PBGC staff, met with the DC 
Retirement Board on Thursday. It was n difficult meeting, as they had many concerns that arose 
from the original announcement. Although many of these concerns have been answered by 
subsequent decisions. this was the first time the Retirement Board (and. almost more 
importantlY, representatives ofpolice, firefighter and teachers) had heard about the changes. 
Much education will be needed. OMB and PBGC are proceeding. 

Outreach: 

. Columbia YCA: We met with Rick Scott of Columbia HCA on health issues. views of tlle 
health industry, and possible initiatives we could do together, similar to the effort to immunize 
one million children. 

WelflU'e Rtiform: I spoke to the ACORN convention on Monday. TIley are highly focused on 
Workfare recipients. specifically, their right to organize and ensuring that the minimwn wage 
l.ws will apply to all of them. They also wanted to stress that on the Welfare-to-Work challenge 
to CEOs, the companies should provide health benefits to people moving off welfare. I did 
.encounter some booing over our welfare legislatio~ but still found an overall openness to the 

'" Administration, and particular support for the extension ofhealth care for all children I!l1d the

Ir1 welfare fixes. Interestingly~ the greatest applause I received from the crowd was reminding them 

I \ that you had gone to the mat to provide health care for every American. 


COLA's: I met with Moe Biller, head ofthe Postal Workers Union this week as well. Overall, 
. <!i' he was supportive, but did reel upset because of our COLA delay for federal workers when ~~q. neither the nlue Dogs nor the Republicans, at this time, have proposed such a measure. l~ 

~~ National Association 0/Manufacturers: I spoke to the National Association of Manufacturers.~ 
They were please with recent progress on budget talks and assurances of the Administration' s 
commitment to Fast Track, There was concern voiced that economic considerations were being 
taken into account on environmental issues and utility deregulation. I assured them that we 
would chair those processes cooperatively with CEQ. 

Financial A-fadernizalion: I met with some community groups and Senator Sarbanes on 
Financial Modernization. l11cy are obviously opposed to any bank and commerce change. Tille 
community groups are particularly concerned about eRA. Both also met with Bob Rub~n this 
week, as welL 


