Talking points for Principals meeting

(e of the issues that the NEC and the DPC have been working on over the last several
ncnths at the Deputies level is privacy.

We think this is an important issuce because Americans increasingly feel that they have
lost all control over how personal mformation about them ts circolated and vsed by

companies.

The Vice President has given a commencement address on privacy carlier this year - the
President would like 1o have an event on this on July 31st. .

Mew technologies have made it easier to create, manipulate, store, transmit, and link

~digital personally identifigble information. People may disclose personal information

about themselves as they travel, fill a prescription at the drug store, visit a Web site, cali a
1-800 number, send an c-mail, use a credit card, or purchase groceries using a discount
card. Information sbout these individual transactions may be bought and sold - and
companies are now assembling gilant "data warehouges” that contain electronic dossiers
on the needs, lifestyles, and spending habits of millions of Americans.

However, privacy concerns often have to be balanced with competing values - such law
enforcement, cracking down on “‘deadbeat dads,” free expression, and an investigatory
press.

We have been working on & package of privacy policies that we believe has broad
support.

- It includes both “cross-cutting” issues that affect 2 range of privacy concems and

targeling sectors or users that are particularly sensitive,

- It addresses both “offline” and “online”™ privacy,

- It encourages seif-regulation where possible and identify the necd for legisiation
where necessary; and o

. We think 1t maintains a balanced approach that recognizes the values associated
with the free flow of information and with giving individualg greater conirol over
their personally identifiable information



Privacy coordination: Ddsignate OMB to increase coordination on privacy issues.

On-line Collection of Information Generally: Continue to press for industry self-
regulation - with the option for a legislative solution if self-regulation proves to be
inadequate.// .

On-Line Collection of Information from Children: Call for legislation that would
specify a set of fair information principles applicable to the collection of data from
children (e.g. no collection of data from children under 13 without prior parental
consent}).

Government Information — privacy dialogue with state and local governments:
Initiate a “privacy dialoguc™ with state and local governments about the privacy of
personal information collected by governments.

Medical records: Call for legislation on privacy of medical records consistent with HHS
report. [Note: we need some steps the President can take through Administrative action.]

Financial records:

/ Call for regulators to issue regs to make FCRA “opt-out” options more evident to
consumers. { > 4

- Call for amendments to Fair Credit Reporting Act to limit the “affiliate sharing
exception.” Businesses could share consumer information for marketing
purposes, but not for business decisions. For example, consumer information
provided to an insurance affiliate could not be used to deny a person a loan
without FCRA protection. [Treasury opposed]

- Give regulators ability to write rules to enforce FCRA. [Treasury and Commerce
disagree whether this job should go exclusively to the Fed or joint Fed/FTC.]

/ Study of effectiveness of FCRA.

- Review whether reg. Review process for mergers should include a consumer
protection analysis [Treasury opposed. ]

Profiling: Encourage other companics that engage in profiling to adopt self-regulatory
principles similar to Individual Reference Services Group. [Note: Commerce dropposed
the legislative proposal here -- we may wish to put it back on the table.]



10.

Identity theft/theflt of personal information: Fradulent use of another person’s identity
to facikitate the commission of a crime.

- Endorse the Kyl bill.

. Make i 1llegal to rccgzr(f social security numbers on checks. {This may be too
smail.] .
. Target those siluations it which an offender oblaing information illegally but then

uses it for a legal purpase {pretents © be a bank eustomer but sells the tnformation
to a private investogator).

Protection of new types of information: Siudy on new types of personal information -
such as biometrics,

Public education: Work with the private sector and non-profits to develop an advertising
campaign to inform individuals about how to exercise choice with respect to the
collection and dissemination of their personally wentifiable information.
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The Honorable Alfonse D’ Amatol
Chairman, Committee on Rmkmg
U.8. Senate |
Washington, D.C. 5

Dear Mt Chairman:

This Administration has been a strong propanent of financial legislation that would reduce
costs and inerease access to fnancial services for consurners, businesses, and communities,
Nevertheless, we caunot support the Pinaneisl Modemization Act of 1998, H.R. 10, which is now
pending bafore your Committes; Io the form that the bill Is currently drafted, it would stific
innovation =ad efficiency i the nabional bauking sysiems, snd impose needless costs on small baoks,
a addition, the Admiristration helieves that the bill would materially weaken the natonal banking
system by depriving pational baoks of the powers they now bave aod would erode the ability of the
Executive Branch in formulating énd impletnenting financial institation policy.

H

I share your perspective that an overhaul of the laws that regulate our nation's financial
services industry is long zzvm&uﬁ] Eowever, the President will veto the ‘m}l if it is passed in this

fore. :

With best wighes, [ am

Chicf of Staﬁ“’

T A SR



Talking Points: August 17, 1998 — DRAFT

CLOSE HOLD - NOT FOR DISTRIBUTION ~ FOR DISCUSSION ONLY

f ‘J’ /- The Administration strongly opposes H.R. 10. The Chief of S1aff has indicated that the
o Qﬁ President will veto the bill if presented to the President with its current significant
3{‘;& deficiencies.
$ ]
e s As g result, the Administration opposes a strategy to offer desirable amendments to t { L
& X . . . o
< address concerns about consumer privacy, which may only serve to make it more DYAE Mt A
atiractive for wavering members -~ especially Democtrats -- to support HR. 2(}//‘ e @%&\_,
3\6 . If such amendments were offered, while we might (or mught not) support their substance,
PM 9\. they would not change our position on the underlying measurs.

\.
y
\. W Y7p» 1 Howsaver, in regponse to your request, we will detail for you the Administration’s current
i X \ position on privacy of consumer financial and other information, We would welcome an
1 opporhmity to work with you to advance appropriate legislation in another context.

Voluntary and Self-Regulatory Privacy Guidelines. As 2 general matter, the
Administration supports and encourages the efforts of indusiry and self-regulatory bodies
to develop privacy standards appropriate to their specific industry, based on certain
principles. These principles include . However, in cortain cases, where adequate
voluntary steps are not taken or where the privacy interests at stake are too important to
await appropriate voluntary response, the Administration supports legislation,
S e W
* Vice Presigent Gore’s Privacy Announcement, The Vice President recently )
announcedin-numbér-of proposals to protect consemer privacy, including: ( D ¢
% o f

. [dentify Thefi: The Admunistration supportsSenators Kyl and Leahy’s bii!f@

crack down on the frandalent use of another person’s identify to Tacilitate the

commission of a crime, such a8 credit card fraud.  (This bill has passed the Senate//
and awaits House action.) " &85 A

. Theft of Personal Financial Information: The Administration supports
legislation sponsored by Representatives Leach and LaFalog that will make it a
federal crime to obtain confidential customer information ffom z bank by
fraudulent means. {In some cases, people are obtaintng information illegally and
then using the information for a legal purpose -~ ¢.g., preténding to be a customer
iny order o trick confidential information out of a bank, anld then selling that, A
miormation 10 a private inveshigator or other third party.) | /ﬁ‘

3 f
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/ FCRA.In formition Sharing Disclosures and Opt-Outs. The FairCredit— %L
f’f ”’Rﬁ;}{}mng Act {F ?Rf%.) permils shanng.of pez‘sona% ‘information with affiliates, \*

Hawever, (e consumer must be provided Wwithgotice that their information may
be shared and given an opportunity to opt-out of the affiliate sharing. (Note that (;

this notice and opt-out right does not apply 1o “transactional” and “experience”

information which may be shared with affiliates or spld to third parties withowt |

notice or right to opt-out.} The Administration hag'directed the Treasury and the !

bank regulators to work together to strengthen erflorcement to ensure compliance |
\ with these requirements. fBAER T0 CHECK ON FED INTENTIONS.J Steps |
g may include development of “best practipds” for financial institutions and /
: enforcement actzom against these and. thcr types of firms.

—
—

RA Exammatlou Authurlty% {?‘CRA permits sharing of personal
information with affiliates; however, the consumer must be provided with notice
that their information may be shared and given an opportunity to opt-out of the
affiliate sharing. (Note that this notice and opt-out right does not apply to
“transactional” and “expenence” information which may be shared with affiliates
or sold to third parties without notice or right to opt-out.) The bank regulators,
however, are prohibited from examining financial institutions for compliance with
these notice and opt-out requirements. The Administration supports legislation to
allow regulators to monitor financial institutions for compliance with the law.

. Medical Record Privacy. On September 11, 1997, HHS Secretary Shalala
recommend Federal legislation to protect the confidentiality of health information
by imposing duties on those holding such information and providing rights to the
subjects of the information. She proposed that Federal law provide a floor of
protection and that the States be permitied to provide stronger protections, in

addition.
Vs . Under the legisiation, health care providers, those who pay for health care,
o and those who get information from those entities would have to:
;}ﬂ ~ . permit patients to see their own records
A ‘,% l>g/ . keep records of disclosures and let patients know who has scen
E’f/ \s 94 ~ their records,
;‘\f’\ ~N _ * permit patients to file proposals for correction of erroneocus records
Q}‘“ ¢ f,f; ’-\4”"\ , . advise paiients of their cmzﬁdentzaizt}r practices and the patient’s
S v ights.
s b
Q’)’ o * Under the fegisiation, disclosure would only be permitted if authonized by
/ the patient or for specifically suthorized purposes including:
: . sregtment and payment
» research

s public health
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s oversight of the health care system

. use in law enforcement or other legal proceedings permitted by
law.
. Within an organization, mformation could be used only for the purposes

reasonably related to the purposes for which it was gathered and
disclosures would have to be limited to the minimum necessary to
accomplish the purpose of the disclosurs,

. Entities receiving information pursuant to patient authorization would
have to give patients a statement of their intended use of the information,
. and would be civilly hable for uses in violation of that statement,

. In addition, there would be civil and ariminal sanctions for violations, such

as improper disclosure and ohtaining information under {alse pretenses.
c&;%z.gw' N {M{‘.._&A:“w
. Speli out in detail how the provisions we support would apply in context
of insuragnce firm merger with financial company.

ther'Propesals. In addition to these steps, already announced, further steps along these
same lines could be taken {0 enhance consumer privacy.

Legislative Specification of Notice and Opi-Out Requirements for Affiliate
Sharing. No agency has rulemaking authority under the affiliate sharing
provisions of the FCRA (which allow sharing of personal information with
affiliates), although the Federal Reserve has the ability to issue interpretations and

+ the bank regulators and the Federal Teade Commission (FTC) can enfores ifs

provisions. However, the requirements in statute are skeichy -- there s no
commonly understood: (1) definition of what information is personal and is
subject to these requirements; (2} what mformation can be shared and with whom;
(3) what constitutes “clear and conspicuous” natice; and {4} what constitutes
providing the consumer with a reasonable opportunity o opt-out. While the bank
regulators have some ability to strengthen enforcoment, I world be easier te
enforce if the statute more specifically prescribed the standards for consumer
notice of their rights and mechanisms for exercising those rights.

Limiting the Undisclosed Sharing and Selling of Consumer Transactional
Information.

. The Fair Credit Reporting Act (FCRA} as enacted in 1970 exempted from
the definition of “consumer report™ the communication of “transaction or
experience” information.



The purpose of the exemption was 1o facilitate communication of
information by credit grantors and others to credit bureaus, by not
making the furnishers of that information subject to the restrictions
of the FCRA.

This system has resulted in huge benefits fo the economy by
allowing firms to quickly and efficiently assess the risk posed by
consumer applicants for credif, insurance, or employment, for
example, Consumers have benefited too, for example, by being
able 1o buy a car in an hour’s time or obtain credit as they enter a
department store for the first time.

However, the exemption for reporting of experience or transaction
information also allows credit card issuers, banks, and insurance
companies, for example, w sell detailed transaction information
about their customers without disclosure, opt-out rights, or other
restriction,

. Some consumers may view it as a benefit that firms can
target catalog mailings, for example, to their interests {e.g.,
biking, travel, gardening, pets).

» However, others may view the sale of their transaction
information as an invasion of privacy, especially when it
results in third parties learning about their medical or
financial condition.

» The rapidly expanding use of computers to cull through and
compile information means that this type of information
sharing occurs much more frequently than in 1970 when
the FCRA enacted.

In 1996, Congress amended the FCRA {o allow affiliated companies to
pool certain personal information without being treated like a credit
bureay, as they would have been prior o the amendments.

*

However, before information can be shared with an affiliateg,
consumers must bes (1) told that their information may be shared
with affiliates; and (2} given an opportunity to opi-cut - tc insist
that their information not be shared.

These procedures do not apply to transaction or experience
information when shared with an affiliate, That information

4



benefits from the broader exemption in the FCRA regardless of
whether the information is shared with an affiliate or other third

- party.

The FTC is planning a one-year study of what protections should be
afforded exchange of transaction and experience information, including an
assesgrment or the costs and benefits of additional protections.

. The study 1s motivated, in part, by concern that, in 2 computer
networked world, the credit burgau as we know it will become
obsolete. Instead, it will become far more efficient to poll one or
more firmg directly over a network about a specific consumer
apphicant, Under the experience or transaction exemption, the
resulling exchange of information would fall outside of the
FLRA’s profections,

» Similarly, as firms increasingly merge with targets to gain access
to information about the target’s customer base, new questions are
raised about the affiliate sharing exemption.

The }*;TC will consult with the backing agencies in designing and
implementing its study, as well as in developing recommendations.

A Congressional mandate for such a study might prompt greater
voluntary steps in the interin and ensure that its recommendations
receive prompt uitention by the Congress.
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WASHINGTON, D.C,
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H
- CLOSE ROLD
MEMORANDUM FOR ERSKINE BOWLES
GENE SPERLING
FROM: Robert E. Rubin
SUBJECT: Meeting on Financial Modernization with Citicorp and Travelers Group

We are scheduled to meet tomormow with Sandy Weill of Travelers Group and John Reed of
Citicorp. Both can be expected to argue strongly for enactment of H.R. 10, the financial
modernization bill. The Administration has strongly opposed the bill passed by the House and
approved by the Senate Banking Committee, That bill would (in both forms) greatly diminish
the role of the elected Administration in financial services policymaking and adversely affect the
. Community Reinvestment Act {CRA).

Prospects for the Biiil

H.R. 10's proponents are hoping to bring the bill to the Senate floor late this week or early next
week, '

Faetors Working in Favor of the Bill

. Large banks, securities firms, and insurance companies recognize the benefits of

affilinting with one another {such as cross-selling opportunities and efficiency gains), and
tend 10 strongly support the bill,

* The House Republican leadership takes considerable pride in moving legislation on s
subject that long stymied Democratic-controlied Congresses. Likewise, Senator
I3’ Amato -- under attack for the paucity of his legislative record -« wants to demonstrate
his skill in moving difficult and complex legisiation.

. Senator Lott has committed himself to move the bill, and Senator Daschie favers the bill.

. Senator Sarbanes {who favors the bill because it separates banking and commerce) is
privately tziling Democratic Senators that if HLR. 10 does not become law this year,

Dermocrats will end up with worse legislation in the next Congress, which he expects to
be significantly more Republican.
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Factors Working Against the Bill
. Congress is scheduled to remain in session for only three more weeks.
U The Administration has stated that the bill faces a veto.

. And if final Congressional passage (including resolution of House-Senate
differences) occurs after the middle of next week, a pocket veto may also become
an option.

. The bill faces resistance from diverse quarters in the Senate, and some 20 Senators
reportedly have placed holds on the bill.

. Populist Democrats -- led by Senator Dorgan, and working with consumer and

community groups - assert that the bill would concentrate economic power, erode
safety and soundness, and undercut the CRA.

. Senators Gramm and Shelby -- never enthusiastic about the bill -- oppose it
because it would make CRA compliance a precondition for initially obtaining
broader powers and would also extend the CRA to the new, FDIC-uninsured
wholesale banks that the bill permits.

. Miscellaneous interest groups object to, or demand changes in, the bill. For
example, many bankers (especially small bankers) criticize the bill for going too
far in subjecting banks’ insurance-sales activity to discriminatory state laws,
whereas insurance agents attack the bill for excessively curtailing state laws.
Some companies that own thrift institutions object to restrictions on the
companies’ activities that would apply if the companies were ever sold.

Our Strategy

The debate over conducting new financial activities through "operating subsidiaries” of banks
basically comes down to three activities: securities underwriting, merchant banking, and
insurance underwriting. The Treasury proposal included all three, the House Banking
Committee bill included securities underwriting, and the current bill includes none. We have
already publicly proposed ways of assuring that the Federal Reserve Board retains a
jurisdictional reach over large national banks. But the Fed has thus far ruled out compromise on
the issue of subsidiaries.

We have been developing a possible compromise which could be discussed with Congressional
lecaders at the appropriate time.
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We have been wary of entering into negotiations prematurely -- lest word of such negotiations
dismay the bill’s remaining opponents, give impetus to legisiatiors, and thus undercut our
leverage. We are also seeking reasonable assurance thet such managers of the bifl as Senator
D'Amato would negotiate seriously, and - if they reached agresment with us -- would not renege
in the face of objections from the Fed.
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TALKING POINTS
far meeting with Sandy Weill and John Reed
September 23, 1998

[Note: Weill and Reed are among H.R. 10's most ardent supporters. They will
eagerly report (o their Congressional allies any implication that the Treasury's

" opposition to the bill lacks White House support. By the same token, a
reaffirmation of White House support for the Treasury's position may finally
bring the bill s proponents to the bargaining table.}

. H.R. 10 is gravely flawed.

. The bill would, in numerous ways, undercut the role of this or any fulure
Administration in financial services policymaking,

» It would allow new financial activities 10 be conducted only in entities
regulated by the Fed (e.g., securities affiliates, insurance affiliates,
wholesale financial institutions, and overseas subsidiaries) -- thereby
devaluing the national bank charter. It would make the Fed the sole
banking regulator for bank holding companies, for all new financial
activitics guthorized by the bill (e.g., securities activities, merchadnt
banking, and insurance underwriting), and for the new wholesale banks
created by the bill. National banks would then have a strong incentive to
switch 10 a state charter, pick up the same regulator as their affiliates, and
shed a superfluous regulator (Treasury/OCC),

. In so doing, it would upset the existing baiance between the elected
Administration and the independent agencies - diminishing the rolz of the
glected Administration in a criticed area of economic policy-making.

* There is no good reason for doing this. It does not help safety and soundness, and
is ot necessary for functional regulation,

» Allowing activities in subsidiarics would promote safety and soundness
{as the FDIC poinis out).

-

. Citibank already has a $70 billion subsidiary underwriting securities and
. sonducting merchant banking abroad. This activity, permitted by current
Tfaw and subject only to Fed regulation, belics any argument that these
activities are unsafe for subsidiarics of banks. Other financial institutions
should heve the smme soris of choices abount how they structure
thernselves,
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. The bill would alsa do little for communities and consumers, and would actually
l tend to weaken the Community Reinvestment Act. [t would:

i . encourage the movement of assets, activities, and innovation out of banks
| (where they can contribute to the banks” CRA activities) and into holding
company affiliates; and

. permit wholesale institutions (such as J.P, Morgan and Bankers Trust) to
have full access to the discount window and the payment system while
avoiding the CRA. l

. We see no reason o accept such & badly flawed bill — a bill that so dramatically (and

gratuitously} reorders financial regulation against the Administration and in favor of the
Fed.

. We have made proposals to bridge the gaps here, but have received no response.
{For example, at the June 1 Senate hearing, Secretary Rubin suggested requiring
the largest banks to retain holding companies so as to assure that the Fed has
Jurigdiction over them,)
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BACKGROUND INFORMATION FOR (GENE SPERLING:
CHANGES MADE BY SENATE BANKING COMMITTEE
The Senate Banking Committee made the following major changes in the House-passed bill:
* Adopting a complex set of adjustrents to the provisions governing the insurance sales

activities of banks and affiliated companies, These changes generally tend to narrow the
leewsy provided by the House bill for State insurance regulation to discriminate against
banks and their affiliates. The bill would still curtail judicial deference to the
Comptroller of the Currency's insurance-related interpretations of the National Bank Act,
providing deference only regarding certain state laws adopted before September 1998,

Insurance agents complain that the bill goes too far in the banks’ divection, while
the QCC and many banks {especially small banks) contend that the bill provides
too little protection against discrimination.

. Narrowing the House bill’s requirement that banks transfer certain kinds of financial
activities to broker-dealers registered with the Securities and Exchange Commission. For
example, the bill would now authorize the Fed (rather than the SEC) 1o determine thata
given activity involving a banking product should be allowed to remsin in the bank.

Representative Dingell complains that the Senate bill overly narrows the House
bill's transfer requirements. ‘

.- Deleting the House bill's requirement that banking organizations that seek broader
powers must offer low-cost bank accounts.

. Giving the Treasury some limited voice in the process of determining whether particular
aclivities are financial.

. Extending the CRA to so-called wholesale financial institutions (i.¢., banks with no FDIC
insugance but with full access to the Fed discount window} enly if they have FDIC-
insured affiliates,

Senators Gramm and Shelby contend that ever this application of the CRA to
wholesale financial institutions goes too far.

. Not authorizing regulators to require divestiture of new hnancial activities if an affiliated
bank has a bad CRA record.
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» Limiting the enforcement authority of the OCC and FDIC over subsidiaries of banks.

The QUC and OTS are looking into whether this raises safely and scundness
CONCErns. .

» CGenerally not permiiting transfer of a grandiathered S&1L hoiding company.”

Some S&L holding companies, led by Washington Mutual, vigorously oppose this
provision.

’ Deleting House provisions that would have cleared the way for mutual insurance
companies to shift their domicile to another state and convert from mutual to stock
companies.

Consumer groups opposed these “redomestication” provisions as overly fraught
with potential for abuse of companies’ existing policyholder-owners. The New
York banking and insurance comnissioner, Neil Levin (a D'Amato ally), feared
significant loss of his insurance regulatory clientele, since New York does not
permit demutualization. Life insurance companies strongly urge restoring the
provisions to the bill.
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To: Secretary Rubin

Bt MEMORANDUN

Subject: Industry Positions on H.R, 10
Date:  September 22, 1998

Despite several near death encounters, HR 10 manages 10 survive thanks in large part dua 10
the extraordinary efforts of its core advocates: Merrdlt Lynch, Ciicorp/Traveters, and Nation's
Bank/Bank of America. The securities industry has remained a strong supporter throughout
Congress' consideration of this bill. SIA, the Securities Industry Association claims that they
could support op subs, but the House Commerce Cornmittee would not accept this
prosssion, 1tis not an important enough issue for them to weaken thelr support,

As a result of changes the Serate Barking Commitiee rade, the Armerican Bankers
Agsociation now supports HR 10, The ABA has persuaded maost state banking associations 10
support the bill, with the excaptions of OK, TX, K5 and KY. NI opposes, too, but may
become neutral. Those opposing view the 13 safe harbors in the bilt as creating too much
apporiunity for states 1o enact laws discririnating against banks offering insurance. Apparently,
the memo from the OCC addressing this issue has generated much concern among the state
associations. The independent Bankers Assodiation has taken a position of *not opposed,” but
eardier enunciated support for the affiliate seucture. (Ken Guenther of IBAA worked for the
Fed.) America’s Community Bankers Association wants 1o make Improvernents in the bill,
particuiarly the thrift provisions and aliow for full transferability of grandfathered powers. ACB
would ke all of Title IV removed, notably Sec, 401.

A number of large banks have also changed their position to one of support. Walter Shipley of
Chase Manhattan just seat a letter expressing support @ the Senate provided the bill does not
change, Last week, Norwest, one of the last holdouts opposing the bill, agreed © join the
Bankers' Roundtable support of the bill, Both Norwest and the Roundtable have been
advocating the need for addressing op sub. Washington Mutual, the Nation's largest thift,
however, has persuaded Senators. Gardon and Murray to place a hold on the bill because of
its restrictions on the transfer of grandfathered unitary thnits.

The insurance industry had been a strong supporter of the House passed bifl, but the agents
now strenuously oppose the Senate passed version. The agent groups, the Mational
Association of Underwriters ("NALL") in particular, have tried unsuccessiully 1o reach an
agreement with the American Bankers Asseciation to settie their diference on the insurance
sales provisions. Consequently, the independent Insurance Agent and the Professional
Insurarce Agents have mounted raior grassroots carmpaigns against HR. 10 NALU has or is
expected to activate thelr membership as well. These associations purpartedly have lined up
Senators Ford, Bob Kerry and Cleland to fight their battle on the Senate floor. Should the bilf
pass the Senate, the agerds have much support in the House, particularly with Speaker
Gingrich and Rules Committee Chairman Solomon who would be key members deciding on
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Secretary Rubin
Page 2
September 22, 1998

;ﬁmr 10 accept such a bill,

’z'f?se Fsurance company trade assodations generally continue 1o support HR 10, but have a few issues
they woudd like 10 see addressed mmng corporate governance angd state discrirmination, The
remva! of the redornestication provision has created a tremendous internal preblem for the ACLL
Wzr big NY-based mutual mermber companies, £.2. Metropolitan and New York Life, are adamant
lhat this provision be restored. This creates a political problem for D'AmMatn, who cannot be seen

sa;zpcrtmg legilation that would aliow major NY rustuat cormparies to redomestic to states where
they can demutualize,

Several community groups have launched their own grassroots campaigns to defeat HR 10, They
have been especially energized by the weakening of the Community Reinvestrnent Act. The National
Cezrmumty Reirvestrment Coalition are looking to Senators Welistone, Dorgan and Feinstein for help
with their cause,

In summary, the question of whether the banks and the insurance agents can cut a deal remains 2
c:em:ai factor in the progniosis for the bill, If an agreement can be reached between these groups,
ﬁ'ten the changes for enactment dramatically improve. The next question becoenes whether the
House would accept such a brokered agreement,
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Industry Positions on H.R. 10
I Insurance

Paul Equale of the Independent Insured Agents confirmed that they are negotiating with the
ABA to come up with a compromise on the insurance provisions. He assured me that they had a
“fireball built an the Senate floor to protect their interests if necesyary, He mentioned Bob Kerry,
Wendall Ford, Max Cleland, and implied other midwestern populists were supporting them. On
Friday, Sept. 18, Paul seid he had just coms from a meeting with Sarbanes and his senior staff' to
explain their concerns on the insurance provisions, Sarbanes, Dodd and D'Amato really waot a bill
and Paul seemed quite hopeful that their issue would be addressed, He said that during the S.
Banking mark-up, the agents had been asked *io fook the other way,* which some took to mean
they approved of the bill 1acitly. Paul said they had corvected that misconception, He cormmented
that Bahner is trying 1o find & way to move a bill which would be no worse for the agents than the
House bill. Subsequently, Tom Conklin of the Indep. Insurance Agents, reponted no agreement
bas been reached with the ABA. He lamented that they do not have a strong Member of the
Senate willing to serve as a broker between the entilies.

NALU (Natl Ass, of Life Underwriters}-- David Winstoa does not believe an agreement can be
worked out; Hence, the grassroots effort. He said neither D’Amato or Sarbanes seem wiiling to
accept a manager's amd. He coromented that the ACLI has a huge problem -- o the
redomestication issue. David also said that no one seems to be lobbying the rank and file

| Senators, eg, Lautenberg said no one from private industry had been in to talk about HR 10, He
assured e Sen. Ford would be a dog fighting this battle for them; “Ford is more adament than
we are.” He reiterated that he sces no incentive for the banks to concede. NALU is mounting e
big grassroots campaign to defeat the bill. They've called upon their entire membership -~ & rare
event. They also just ended & national convention where they were reving up opposition. . View
they bill as worse than current law. They hope the bill dies.

According to the PIA, the Professional Insurance agents (p&e agents), the agents have not
reached an accord with the ABA, nor do they believe agreement is likely. Consequently, the
grassroot effort to defeat the bill continues in carnest. PIA faxed 22,000 members last week,
NALU sent some 80-100,000 legislative alerts 1o their membership. PIA said they're getting a
good response, but Marne reporis she's heard little on the Hill about the agents' grassroots
lobbying.

Lincoln Natlenal {members of ACLI and the Financial Services Council) « Interestingly, Mark
Pope shared with me that Howard Mennell has agreed to a manager's amendment, a technical
amendment and an agreement 10 work out redomestication in conference. One part of the
manager's amd. would cure a huge problem concerning state corp governance. As Mark
explained it to me, HR 10's provision pre-empting state [aws that prevent or restrict affliations
also captures state "corp. goverernance laws” which help protect companies from unwanted
takeovers. He said the ACLI hag gotten SIA aboard on this, that it's critical to the IBAA, and that
the ABA wants it, too. Mark even said it's on page 10 of the manager’s amd. [ asked if he had &
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copy he could share. He said that this is the only part he had, which I find hard to believe. The
header on the fax shows page 10 orginated from thie Board of Governors two days agot While
the substance of the provision is not critical here, the fact that Howard has a manager's amd.
scems indicative of movement, The technical amendment refates to Sarbanes' "mega-merger
:amendment” by adding a third criteria for the Fed to consider if a target company in s takeover
has assets of greater than $40billion, This provision would require the Fed to consider the
functional regulator's opinion on whether the merger would protect the interests of policyholders

and the nisk to the state insurance guaranty fund, He commented that without these amendments,
then the IBAA would reslly come out opposed.

il Securities Associations

The STA fully supports HR 10 and suppaorte an affliste holding structure for the ease of functional
regulation. Steve Judge said that while they prefer the affiliste spproach, they are "agnostic® sbout
the op sub structure. He said they had been willing to talk about flexibility for op subs earlier, but that
Ahe House Commerce Committee was adamantly opposed. Steve thinks there's 2 50-60% chance the
bill will pass the Senate, and commented that neither the Fed or Treasury thinks the bill will really
bccamc law. He volunteered that if Rubinand Greenspan, or Suminers and Virgil Mattingly (or
wixm‘s #2), could get together then they should be sble to work out an agreement. I reminded him
‘hat we hadn't been able to do that earfier and remain staunchly opposed to the bile.

HL Individual Banks
t .

H

First Union's Chairman Crutchfield said st the CEG lunch 9/17 that they supported HR. 10, Hiz
Washington lobbyist, however, told me that First Union was not actively supporting the bill. Joe
Siedel said it was & bad bill, and that Wachovia and sll the other N.C, banks [except Nation's)
were against it. FU's top exec's were in town 9/17 for the BRT meeting. Their sec. sub., Wheat
Fu'sz exec. was in, too. These exec’s lobbied with the message that progress was made in HR 10,
th it was not enough, FU has problems with the safe harbors enabling states 1o enact
dimmatmy state laws against financial institutions. They have a particular prob%m with Flas

msmam commissioner and this language could exacerbate that problem, FU is studying this
provision carefully.

;Iorww is now supporting the bill. They apparantly joined in 8 Merrill Lyach letter today expressing
thes: support. Anita Bedelis said they wers pushing op sub hard, arguing among other reasons that
ihe Fed had an imbalance of power. She reported Dorgan, Wellstone, Feingold all agree on the Fed
problem. Norwest will continue to support the bill, however, even if op sub is not taken carc of. They
would also like to see clarification on the ins, provisions, Anita said they are very worried about the
pmerma! for the House bill to be enacted (which they oppose). She says Daschle would like to move
something because of Sarbanes, but that he listened carafaiiy to Kovacevich on the need to curb the
Fed's authority and on the op sub issues. Norwest views the Senate as an interim battle.
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Chase'’s Chairman Shipley sent a letter 1o the Senats expressing Chase's support for the bill
provided no changes are made. Rick Hohlt s8id the report was filed Friday and that Lot is
expected to bring the bill 10 the floor on Oct. 2, conceiveably it will be a bill the House will

accept. Rick says they recognize there's not enough time for a conference.

1V. Bank Associ

As Jerry reported eaclier, the Bankers Roundfable now supports HR. 10. Alfred Pollard said they
are focusing on the op sub isaue and the fact that the Fed has too much power under this bill. He also
said Daschle was going to encoursge Reed to take the lead on op sub. 1If no ob sub amd were
adopted, the BRT would continue to support the bill. Tn their lobbying materials, the BRT include

2 pro op sub editorials [and a pro IMP piece.]. When Larry spoke to the BRT Sezpt. 18th on the

international economic situation, no one asked a question on the HR 10.

America’s Community Bankers-- wants to make improvements in the bill, particularly the thrift
provisions and allow for full transferability of grandfathered powers. ACB would like all of Title
IV removed, notably Sec. 401,

1 have spokes to numerous state banking associations this week and with the exception of the ND,
TX, OK and KY, all are inclined to support HR 10. The lack of enthusiasm is evident. ND is
opposed now, but may become *neuiral” at best. Their Exec. Director said Dorgan would oppose
no matter what and that Conrad was opposed,

The Arkansas bankers view HR 10 as much improved to the point, “IV's digestible, with heartbuen.”
They have grave concems about slippage oocur on the bilt, especially in -conference. Their concems
over unitary theifts and deterrence have been ameliorated and are sharing this with their Senators.
He noted the lack of improvement on op subs. The Ex. Dir, senses that the Senate is being asked to
pass legislation without much opportunity for a thorough debate. Nevertheless, the "emotional issues”
for bankers - unitary thrifts and the ability for state ins. comm'rs to discriminate have been taken care
of to a degres they're satisfied.

The WYV bankers hold a similar view. They ero satisfied with the unitary thrift and title ins.
provisions, which had been their chief sources of opposition earlier. He expects that at some point
they will lobby for the bill. He noted that the ABA is pushing hard on op sub.

KS Baokers - After s week of regional mestings, the KS bankers are ambivalent about HR 10, They
really don't care whether it passes or not, and have expressed this position to their Senators whose
staffs have called asking their position. Jim Magg thinks their Senators will follow the state ass'ns
recommendation. Presently, their position remaing opposed, but it may change afier the ABA
conference call, Tim said K8 doesn't have problems with their insurance commissioner, and 70% of
their members are in towns of less than 5,000 so already are eligible for ins. powers. Op sub not & big
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deal, but & few urban county bankers would prefer op. sub. Jim commented that Roger Beverage of
OK Bankers had sent around the OCC memo.

L& does not have & position yet since they have only seen a one-pags summary. They had been
opposed to the bill, and don't have an official position now. He warned that the House leadership hag

maée no commitment on [preserving] the Senate language and doesn't believe Congress can be
trusted to develop & bill acceptable to the industry.

'I;he MT bankery are not that concerned shout the bill since most of their members are rural bankers
who would not interested in expandad powers. They have given up on engaging in the legisative
debn:c since losing the credit union vote. Although the MT bankers usually follow the ABA's
;mmon, the Ex, VP/CED thought they'd be more inclined to follow Norwest's position (supportive
c{ the IBAA's. Bottom line: they're not sctively lobbying this.

iows has no official position until a Board meeting is held, but probably could support the bill based
upon what they've seen. TA is unique in that state banks have security powers option already; for
the nationat banks, they're concerned about state discrimination; feel that the !1ghtemng on unitary

thnﬁs is all they can get; agree w/ Treas. on op sub, but believes few community bankers would
offer insurance in subs,

1Dy is ambivalent sbout the bill. Largest member, US Bank has been for HR 10, but others had been
oppased The ass'n probably won't oppose the bill or lobby aggressively for it. The Exec. Dir.
!anwﬁedﬁmﬁmr Senators weren't that concerned about the bill a!}aiangmdnhecxpecwé ther to
foilow the Republican leadership on this bill regardless of the ass’n’s position. She had heard that the
FHLB in their district had problems with the governance issue. and suggested that the FHLBs might

bo allies in opposing the bill. She was c.heckmg on this. The ass'ns board meets Sept. 23 and will
ilikeiy have an nﬁ'icml position then.

&K Bankers - They can probably support the bill, and will likely lobby on it later. They only have
82;3:1&3 in AK, inchuding Key and B of A. Right now, the Ass'n is concerned with ATM feea in the
bani(mpicy bill. In terms of HR 10, they're concerned about a prohibition on title ins. sales by banks
nat already in the business; that lifeline banking is a major negative if restored, belicve CRA has gone
tm far and creates an competitive adv. for thase not subject to it. Have no concern with op sub; no
prablem with Wolfies. He feels no pressure on bank ins. sale. (seems contrary to concern @ title ins.)
Bcheves that there's little real enthusiasm for the bill, but that bankers view think this bill is better than
whaz they'd get next year. Another driving factor for bankers' support is that big interests will use
zim unitary thrift chaster to banks’ competitive ézsazivamagc Bottom line, though, he persanally think
that there's too much in the bill to get it enacted into law,

OK against, says both Senators appose based upon their discussions; ins. pmmmes too unclear,
nothing for community banks. TK opposed due because of problems with safe harbors.

 FL —supporta bill, and Connie Mack apparently supporis because of Barnett i.e, Nations.
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iMiss, Bankers met $/21 with the ABA and the ACB jointly. Apparently, the ass'n is torn on ity
support for HR 10. While one of the members was a strong proponent at the meeting, others had
concerns with the 13 safe harbors and expressed fear that they may generate new, unfavorable
state laws. ABA purportedly did a poor job explaining these provisions. Accompanying the ass'n
were the state's Banking Commissioner, the Deputy Banking Comm'r and the chairs of the state's
legistative banking commitees. They're meeting with the Comptroller tomorrow. Steve Verdier -
called Carolyn McFarlen to warmn her about the lack of unity among the MS bankers and the
fissure on the state powers, The MS bankers will also meet with Lott who wants 1o know where
they stand. Presumably it will influerics how strongly he feels shout moving the bill.
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Media Advisory
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Comptroller of the Currency
Adrainisirator of National Banks

Washington, DC 20218

; September 23, 1998

Attention: Banking Reporters/Business Editors

The attached letter from acting Comptroller of the Cumrency hilie L. Williams and Office of
Thrift Supervision Director Ellen Seidman was sent to Senste Banking Committee Chairman
Alfonse M. D’Amato. An identical letter was sent to Sen. Paul Sarbanes, the Bankmg
Commniittes’s ranking Democrat.

In the letter, the two regulators express gravs concern with a provision added by the Senate
Banking Committes to the financial modernization legislation that Hmits their agencles’
authority to examine and even to obtain information sbout the operations of securities or
insurance units owned by or affiliated with nationally~chartered banks and thrifts.

The OCC charters, regulates and supervises approximately 2,50 national banks and 66 federal branches and
agencies of foreign banks in the 1.8, sccounting for more than 58 peroent of the nation’s banking asscts, 1is
mission is to ensure a safe, sound and competitive aations] banking system thai supports the citizens, conimunities
and economy of the United Siates,
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OFFICE OF THE COMPTROLLER OF THE CURRENCY
OFFICE OF THRIFT SUPERVISION

September 22, 1998

The Honorable Alfonse M. I Amato

Chairman

Commities on Banking, Housing, and
" Urban Affairs

1.S. Senate

Washington, D.C, 20218

Dear Chaivmean D' Amato:

We arg writing to inform you about grave concerns we have with Saction 118 of HR. 10
a3 added by the manugers’ amendment that the Committee adopted during consideration of the
bill on September 11. This provislon compromises our ability to oversee the safe and sound
operaticn of the institutions we supervise. Despite this crosion of the supervisory authority of
the Office of the Coraptroller of the Cuwrrency (FOCC") and the Office of Thrift Supervision
{“OTS"), neither of our agencles was informed ahout this provision prior % its passage nor
provided with any opportunity to corument o its ¢ffect on the safe and sound operation of
nations] banks and savings associetions. This amendment would undermine the safety and
soundness of the insured depository institutions regulated by our two agencies. Further, it would
wesken consumer protections and appears to be inconsistent with section 307 of HR. 10, which
requires the federal banking agencies 1o adopt consumer protection regulations in connection
with the sale of insurance products by depository institutions and their subsidiaries.

Specifically, Section 118 of the reported bill would limit our agencies’ ability to examine,
request reports from, and take enforcament actions against functionally regulsted insurance and
- securitics subsidiaries and affiliates of bank holding companies (including noabank subsidiaries
of depository institutions). Under the amendment, our agencies must meet rigid standards to
justify an on-site examination or to takte an enforcement action against a ragulated subsidiary.

- Our examination staff would have w demonstrate that (i) a subsidiary’s activities pose a
“material risk™ of harm to a related depository institution, or (ii) it has “reasonsble cause 1o
helieve” a subsidiary is not in compliance with laws relating to transactions with a depository
inatitution and 1 cannot meke the compliance determination through an examination of the
depository institution. We would essentially be forced 1o wait until a danger or violation
materializes befors we could act. Section {18 thus would take away from regulators one of their
most important 100} 10 ensure safety and soundness: the ability to act promptly to prevent or
contain risks to the depository institutions that they supervise based on their seasoned judgment,
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Carrently, we work cooperatively with the functional regulators of our subsidiaries and
affiliates under flexible arrangements that permit us to examing subsidiaries as necessary.
Neither the OCC nor the OTS seek to be the regulator of securities firms, insurance companias,
or mutual funds, We fully recognize and respect the primary role of the gecurities and insurance
regulators aver nondepositary subsidiaries and affilintes and largely defer to their reports and
examinations. Howevar, these regulatory reports end examinations were designed for a
fundamentally diffcrent sapervisory struciure. Moreover, these regulators are simply not on site
at the subsidisries on a regular basis. in contrast 1o the functional regulators, our sxaminess are
on the premises of bapks and thrifts oo a statutorily mandated, regular basis, Under the current
regulatory regime, the bank and thrift examiners have sufficient flexibility and information to
assess the risk exposure to a bank or thrifi based on activities of the entite entity. Section 118
could seriously undermine this capability. '

The now standards would shift our examiners’ focus away from substantive supervisory
concerns by forcing them to provide legalistic justifications to obtain the information they need.
The standards set up neediess confrontations between depository institution regulators and
ponbank subsidiaries. Additionzally, there may be compelling circumstances for our examiners to
seek information from, or examine aspects of a subsidiary’s operations that do not fall within any
of the required justifications. For example, a subsidiary broker-dezler may be operating on the
premises of a bank or thrift and feiling to make adeguate disclosures to consumers about the
uninsured nature of {ts investment products. These activities may pose no material risk to the
safe and sound operation of the institution, may not vicfate this Act, and may not relate to a
transaction with the baok or thrift - the requisite standards for justifying our investigating the
circumstances. Yot such & failuee i3 contrary to important and long-standing customer protection
policies of our agencies and may impact the reputation risk and market perception of the
institution. A different situation that could posc cven greater risks arises when the broker-desler

- operates off the depogitory institution’s premises and engages in inappropriste activities with the
ingtitition’s customers. {n that case, the regulator of the depository institution would be denied
effective tools to even make fiself aware of potential problems.

The amendment’s differential reatment of foderally and state chartered depository
institutions in bank holding company structures that own functionslly regulated subsidiaries is
inexplicable and has no basis in safety and soundness. The amendment would Hmit the authority
of the QCC and QTS, the regulators of federally chartered institutions, but leaves unimpaired the
supervisory authority of the states. the Federal Reserve, and the Federal Deposit Insurance
Corporation (“FDIC™) with respect 1o state banky that have functionally regulated subsidiaries
and affiliates. The disparity is most apparent in a bank holding company structure with a state
aonmember bank, a state member bank, & national bank, and a thrift, The states, the PDIC, and
e Federal Reserve as well, may be able to use their authority as bank regulators to examine a
joint subsidiary of the depository institutions, but the OCC and OTS could sot. The amendinent
could well impede the banking agencies from working jotntly on problems affeeting their
Interrelated instituiions, as we do now, becaunse we would have different enforcament authorities.”
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Fewer than 10 years ago, in the face of 2 savings and loan and subseguent banking crisis,
the Congress enacted regulatory reformy 1o ensure that the thrift and banking sgenciss had robust
supervisory powers to sppropriately oversee insured depository institutions and their subsidiaries
and affilintes. It is particularly important for regulators of insurcd depository institutions to have
timely information shout activitics and compliance by nonbank subsidiaries and affiliates o that
regulators of the insured depository institution can adequately moniter transactions and enforce
compliance with firewalls designed to protect the depository institution and the insurance funds
from risks ereated by nonbank activities. This in no way detzacts from the role snd
responsibilities of functional regulators of securities and insurance firms, It is, however,
fundamental to prudent oversight of insured depository institutions.

We note that the FDIC raised similar concerns fo the onics we have raised in this letter
about an earlier version of this amendment and have enclosed a copy of their letter, We would
be happy fo discuss these Important igsues with you or your staff. This same letter is also being
sent {o Senator Sarbanes, "

Sincerely,
Fllen Seidman Julie L. Williams
Director, Office of Thrift Supervision Acting Comptroller of the Currency

Enclosure
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To; Sarah Rosen, Nat’l Ecosomic Council, The White House
Fax #: 456-2223

Subject:  Opposition letter to HR 10

Date: September 23, 1998

Pages: 3, including this cover cheet.

COMMENTS:.

Here i 8 copy of 4 gragaroots sign.on letter that was clrculfated yesterday to the Senate. It was
endorged by over 800 national and local organizations, as well as by over 30 loca! public officials.
A list of the national organization endorsers is attached,

From the OnsX o .
Ebhen J, Fighbely
Carder o Contrmindy Charge
1000 Wisconsin Avenus, NwW
Vasrington, D5,

A2 a2-D56F
Fac 223335452
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September 21, 1998

;fhf: Honorabie
Linited States Senate
Washingron, DC 2051Q

Dear Senator (last name):

The undersigned organizations are writing to urge your opposition 10 efforts to
schedule time on the Senate floor for HR 10, the “financial modermization” bill
reported out by the Senate Banking Committee on September 11, In its present
form, HR 10 promotes the formation of giant financial conglomerates, but
contains virtually nothing to safeguard access to fundamental banking services for
consumers and communities. In fact, this bill is totally opposed by virtually

every community leader working to revitalize inner city neighborhoods and rural
cominunities, .

HR 10 undestnines the effectiveness of the Community Reinvestment Act (CRA),
the 1977 law that has served as the primary ool for directing mach needed small
business, small farm, and affordable housing credit into previously underserved
urban and mral communities. The bill passed by the Commitiee makes it easier
for banks to shift their assets to insurance, securities, and other affiliates not

covered by the CRA. As a result, banks and thrifts will have fewer resources to
lend to underserved geographies.

. The Committee took a bad bill and made it worse. It deleted a requirement that

banks affiliated with securities firms or insurance compantes offer “lifeline” or
low-cost checking accounts to low-income customers, The Committee bill also
weakens extremely modest TRA provisions that were in the House-passed version
of the bill, limiting the extent to which CRA wouid apply to new, uninsured
banks created by the bill, and clininating enforcement provisions for institutions
that fail to sustain an adequate record of serving their local communities.

In short, HR 10 does nothing to modemize the laws that protect the vast majority
of consumers and communities that are the most vulnerable to the disinvestment
forces that the bill promises to unleash, By promoting the concentration of
economic power, this bill will hurt your constituents.

The 809 community orgamizations signing this letter urge you to voice your
opposition o this bill, ask the Senate leadership net to schedule floor time for this

harmful legislaton, and urge you to work with us to defeat any further
consideraiton of HR 10,

H e
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WYOMING
The Honorable Trudy MceCraken, Mayor,

AF1L - ClO Housing Investmzns Trost

Alfiance to End Childhood Lead Poisoning
American Planning Associztion

Center for Community Change

Center for Policy Alternatives

Consumer Fedemtion of America

Carporatios for Enterprise Development

Hispanic Association an for Corporate Responsibility (HACR)
Housing Assistance Council '

Insernational Brotherhood of Teamsters

Intemational Union of Antomobile, Aerospace, and Agricultuce Imnplement Warkers / UAW
Lawycr's Conunttes for Civil Rights

Local Initiatives Support Corparation

NAACP

Ralph Nader

NAHRO

National Allisnce w6 End Homelessness

National American Indian Housing Coungil

National Association of Affordable Housing Lenders
Mational Associaton of Community Action Ageac‘ics'
Hational Black Chamber of Commerce

Nanoaal Coalition for the Homaless

National Community Action Agencies
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National Community Reipvestment Coalition
Natonal Congress for Community Economic Development B
Raﬁnnai Council of La Raza

National Council of State Housing Agencies
National Fair Housing Alliance

National Housing Trust

National League of Cities

National Low Income Housing Coalition
Nationat Nefghborhood Coalition

National Neighbors, Inc.

National Organization for Women

Narional People’s Action

National Puerte Rican Coalition

National Trust for Historic Preservation
Neighborhood Reinvestrnent Corparation
NETWORK: A National Cathiolic Social Justice Lobby
Rural Housing Coalition

Surface Transpormtion Policy Project

The Emerprise Foundation

The National Congress of Black Churches
.5, Catholic Confegence

U.5. Conference of Mayoars

UNITE
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November 14, 1998 CONFI DENHP\L

MEMORANDUM FOR SECRETARY RUBIN
DEPUTY SECRETARY SUMMERS

FROM: Richard 8. Carnell @—E.. “
Assistant Secretary for Financial Institutions

Gregory A, Baer
Deputy Assistant Secretary for Financial Institutions Policy

SUBJECT: Rethinking Financial Modermization Legislation
" Attached are three documents as background for our discussions about how to
approach financial modernization legislation.

Tke first document (pages 2-5) zespan&s to two questions posed by Deputy Secretary
Summers: to what extent would H.R. 10 bring hedge-fund activities closer to the federal
safety net; and how should recent financial tumoil, including the problems of Asian
financial systems, affect our views about U.S. financial modernization legislation.

The second (pages 6-7) reviews the case for financial modernization legistation.

The third {pages 8-11} locks at possible {egislative strategies in light of Senator
Gramm’s anticipated rive o the chairmanship of the Senate Banking Committee.

Attachments
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QUESTIONS ABOUT FINANCIAL MODERNIZATION LEGISLATION

1. To what extent would H.R. 10 make it easier to bring hedge-fund activities closer
ta the federal safety net?

Current Law

. Banks can already expose themselives (and, indireetly, the federal safety net) 1o hedge
funds by lending to those funds. But there are limuts on that credit exposure.

» Under the general limit on foans to one borrower, a national bank’s total
extensions of credit to any one borrower, including a hedge fund, cannot
exceed 15 percent of the bank’s capital (with an additional 10 percent of
capital allowed if secured by certain types of readily marketable collateral).

. Banks must hold capital against any loan, and bank examiners are supposed to
ascertain whether banks have properly written down troubled loans.

’ If the bedge fund and the bank are under common control, section 234 of the
Federal Reserve Act limits the bank’s total extenstons of credit to 10 percent
of the bank’s capital, and also imposes strict collateral requirements on any
such lending to the fund.

. Current law strictly limitsdirect investment by a bank in a hedge fund,

. A national bank can invest money in a hedge fund only if the hedge fund
invests solely in assets of the type that the bank could invest in directly. Thus
a bank could not invest in a hedge fund that holds corporate equity securities
or certain types of bonds.” Other restrictions apply as well: e.g., if the fund
invests in futures, forwards, and options, it must do so in 8 manner consistent
with the standards applicable to the bank’s own portfolio. These restrictions
would preclude banks from investing in many hedge funds,

* The Federal Reserve has, case by case, permutted bana holding companies to invest in
or manage hedge funds, but has imposed a substantial regulatory capital penalty on
any holding company that chooses to do so.

» Specifically, the Federal Reserve has classified the activities in which hedge
funds engage as "closely related to banking” and thus permissible for a bank
holding company or a fund managed by such a company,
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. But the Federal Reserve, citing the reputational risks posed by managing hedge
funds, has required the bank holding company -- for purposes of consolidated
holding company capital requirements -- to consolidate with the holding
company’s own assets the assets of any hedge fund for which it serves as
general partner. In effect, the holding company must hold capital against the
hedge fund’s assets. This capital requirement applies even when the bank °
holding company’s own investment in the hedge fund is quite limited (e.g., 1-2
percent of the fund’s total equity).

* - Moreover, if the bank holding company engages in the activity directly or
through a subsidiary, any extensions of credit from affiliated banks come
under section 23A’s collateral requirements and 10-percent-of-capital limit.

. The Federal Reserve has not granted bank holding companies blanket authority to
manage and invest in hedge funds; it requires case-by-case prior approval, which
enables the Federal Reserve to act as gatekeeper and impose additional conditions as
appropriate in particular cases.

HR 10

" H.R. 10's effect on hedge fund activities is, to some degree, ambiguous because the

~ relevant statutory language is general and has not been interpreted by regulatory agencies or
the courts.! On balance, however, the General Counsel’s office views H.R. 10 as not
explicitly expanding the scope of hedge fund activities permissible for banks and bank
holding companies. H.R. 10 would generally permit bank holding companies to invest in and
manage hedge funds to the same extent and under the same restrictions and requirements as
the Federal Reserve has imposed under current law, unless the Federal Reserve chooses to
modify those conditions. Thus, unless changed by the Federal Reserve, the requirement to
consolidate a hedge fund’s assets with those of the bank holding company that manages it
would continue to apply. But HR. 10 would not require case-by-case prior approval for each
bank holding company wishing to engage in hedge fund activities. The bill would thus

_ eliminate the Federal Reserve’s current gatekeeper role. The Federal Reserve could still seek
to constrain bank holding companies’ hedge fund activities through the examination process,
through the pertodic reports filed by bank holding companies, and through regulatory
interpretation. '

H.E. 10 defines a long list of activities as "financial in nature" and thus permissible
for bank holding companies. Certain activities on this list -- such as merchant banking and

! Unless otherwise indicated, all references in this memorandum to H.R. 10 are to the version of
the bill reported by the Senate Banking Committee.
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securities underwriting and dealing -~ could provide some textval support for arguing that
H.R. 10 would expand bank holding companies” hedge fund powers. But the General
~ Counsel’s office believes that the better reading of these terms in H.R. 10 would not
encompass hiedge fund activities, Moreover, because HL.R. 10 continugs to permit the Federal
Reserve to issue regulations interpreting the Bank Holding Company Act, the Federal
Reserve could prescribe restrictrve definitions of the activities in question - and thus prohibit
a bank holding company from conducting hedge fund activities in the guise of merchant
banking or securities underwriting or dealing *

2. How should recent financial turmoil, including the problems of Asian financial
systems, affect our views about U.S. financial modernization legistation?

- Some Red Herrings

Banking and commerce: Opponents of atlowing any common ownership of banks
and nonfinancial firms will doubtless contend that the Asian experience demonstrates the risk
of mixing banking and commerce. But the reality is that even the most deregulatory U.S.
proposals would leave substantial walls between banking and commerce that were absent in
Asia. Such proposals would, at the very least, retain section 23A, which (in addition to the
collateral requirements and percentage-of-capital restrictions discussed on page 2) limits a
depository institution’s aggregate extensions of credit to all affiliates to 20 percent of the
. institution’s capital, In any event, HR. 16 would generally prohibit any affiliation between
an insured depository inatitution and a company engaged in nonfinancial activities {except as
incidental to merchant banking, in which section 23A limuts would apply).

Operating subsidiary: During House floor debate over FLR, 10, some opponents of
the subsidiary approach asserted that it would lead to Asian-type problems. This argument
ignores the safeguards in the Treasury’s proposal, notably the capital deduction requirement
and the percentage-of-capital lending limits in section 23A. Moreover, consolidated
financial reporting at the holding-company level would obviate auy accounting differences,
and leave the reputational risk the same.

? Other provisions of HR. 10 grandfather for 10 vears existing activitics ~ including, potentially,
broad hedge fund activities - engaged in by investment banks or other companies that come under the
Bank Holding Corapany Act after enactment of HR, 10, Thus HR, 10 conld conceivably let a centain
grandfathered set of holding companies continue engaging in a broader mnge of hedge fund activities
during a limited time as long as they did not expand those activitics.



Other Possible Lessons

Palitical conseguences: Deregulating during a time of financial anxiety may well
yield better real-world results than deregulating during a time of financial euphoria. Market
participanis are more likely 1o use sober, hard-headed judgment in assessing proposed new
ventures and affiliations -~ and less likely to be carried away by irrational exuberance. Hence
deregulation during @ time of financial anxiety runs a lesser risk ofactually creating
problems.

But deregulating during such a time runs a greater risk of being blamed for creating -
problems -- including problems that already existed or that would have arigen in any event.
The issues invoived are sufficiently unfamiliar to most people so that one can plausibly argue

. that the deregulation caused the problems, even if it actually mitigated them. Moreover,

financial turmoil reminds politicians of the blame that they face if they bungle, or are thought
to have bungled, deregulation. And the potential for blame increases if one can characterize
the proponents of deregulation as having acted recklessly, in the face of known hazards
highlighted by the financial turmoil itself. Accordingly, the points made in the preceding
paragraph -- whatever their intellectual cogency -~ are politically counterintuitive. Political
considerations generally militate against deregulating during & time of financial anxiety,

Possible implications for GSE pa&qp: The Asian example highlights the risk that
governmental efforts 1o allocate credit can lead to economie inefficiencies and ultimately to
losses for the lender {or the government).

The most recent Congress saw increasing attempts (through HR. 10 and other bills)
to expand the use of GSEs: e.g., to encourage lending to small businesses, agriculture, multi-
family housing, and day-care center construction. Such efforts are likely to continue,

Too-big-to-fail freatment  Although H.R. 10 would have facilitated the creation of
large financial conglomerates, it made no systematic effort to constrain the potential for such
entities to be seen as too big to he allowed to fail, and thus as at least partially 1asulated from
normal market discipline. Recent controversy relating to Long-Term Capital Management
LP underscores the importance of giving further attention to these issues One way to
maintain market discipline would be to require the issuance of subordmated debt, which
would strengthen capifal markets’ incentive 1o monitor large institutions and would help alert
regulators to any deterioration in those mstitusions” condition.
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THE CASE FOR FINANCIAL MODERNIZATION LEGISLATION

Rather than dealing with financial modernization as a single, undifferentiated concept,
we focus here on the twin pillars of recent fidancial modernization proposals, including HR.
10 and the Dreier-LaFalee bill: (1) allowing banks and securitiss underwriters to affiliate,
and (2) allowing banks and insurance underwriters to affiliate.

I The Case for Allowing Banks and Securities Firms to Affiliate

» - Bank holding companies already take on and manage the risks of underwriting and
dealing in a full range of securities.

» Banks can already affiliate with securities firms, so long'as underwriting and
dealing in corporate securities (and other securities that a bank cannot directly
underwrite and deal in) generates less than 25 percent of the securities firm’s
total revenue. Given the Federal Reserve likeral interpretation of this limit,
almost any secunties firm {e.g., Salomon/Smith Barney) can qualify.

. When originating syndicated loans, banks take on risks similar to those of
securities underwriting. And when making unsecured loans, banks arguably
take on even greater risks.

. Banks can affiliate with firms engégeci in financial activities that can be even
riskier than securities underwriting: e.g., commeodities trading and OTC
derivatives trading.

\ Thus Glass-Steagall currently fails to insulate banks from the risks of
securities activities.

. Moreover, affiliations between banks and securities firms have created few
problems since bank regulators began allowing them in the 1980s.

» Glass-Steagall creates inefficiencies, inequities, and perverse incentives.

» To create sufficient leeway under the 25-percent-of-revenue Himit, bank-
affiliated securities firms often run enormous matched books in government
securities or rely on generating brokerage revenue.

. Lacking such compliance options, a small bank wishing to underwrite
municipal revenue bonds, for example, is likely to find that the 25 percent
lirat prectudes it from entering the market.,
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The Case for Allowing Banks and Insurance Underwriters to Affiliate

Affiliation with insurance companies would help diversify bank holding companies’
earnings, as hard times for the banking industry would not necessarily correlate with
hard times for the insurance mdusiry,

Life insurance underwriting has historically been a low-risk business.

Insurance products are closely related to banking products, and customers would
benefit from heing able to purchase both from the same setler (although one could
presumably achieve this goal by allowing affiliates of banks to sell but not underwrite
insurance).

Existing restrictions are already atrophying.
. Banks can already sell annuities.

» Options can be indistinguishable from insurance, and one can expect expanded
bank use of derivatives to enable corporate customers {0 manage an .
increasingly broader range of risks. .

. Most large insurance companies ave already in the process of purchasing thrift
institutions. ‘

. The Federal Reserve informally questions whether the OTS, which
oversees thrift holding companies, has adequate resources to assess risk
at the nation’s most sophisticated insurance companies, {The OTS is
moving to expand its capabilities, and -- more broadly -~ one should
note that unitary thrift holding companies have not historically given
rise to significant problems.)
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WHAT SHOULD OUR LEGISLATIVE STRATEGY BE?

We face questions of legislative strategy regardless of whether or not we would prefer

to see the next Congress pursue financial modemnization legislation. It appears virtually
certain that Chairman Leach will pursue such legislation, and it is very possible that Senator
~ Gramm will do s0 as well. The question would then become whether or not we wash to be
part of the process,

How Should We Approach Leg‘ isiation?

Option 1 - Attempt to stop legislation, emphasizing uncertainty in markets

- Pro:

Cons.

Would have some chance of preventing legislation and preserving a status quo that we
find tolerable, particularly if the Secretary presses the issue publicly and with Senator
Gramim.

May well fail, given considerable industry support for a bill and two years in which to
enact one.

Would again leave us on the outside, with proponents of the bill sore at us and with
the Federal Reserve probably once again in the role of dealmaker and unconstrained
drafier.

May require us to push hedge fund phobia and market turmoil farther than credibility
would allow (and proponents of legisiation could weaken our position by including,
e.g., limits on bank-connected hedge fund activity}.

~ Option 2 — Work early and aften mth Senator Gramm to craft a bill that we find
mutually acceptable

Pros:

Senator Gramm has indicated some inclination towsard our two greatest objections to
H.R. 10; its rejection of the subsidiary option, and its expanston of the Federal Home
Loan Bank System. That provides a reasonable starting-point for developing an
acceptable bill,
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. Working from the inside, we could protect the Administration’s policy interests far
more effectrvely and on a2 much wider range of issues,

. To the extent that we have concerns about systemic, reputational, or other risks, we
could press for measures to alleviate them {e.g., a subordinated debt requirement, or
restrictions on bank affiliation with hedge funds, however defined),

Cons:

» Would risk alienating Sarbanes and some other Senate Democrats {but note that
Senator Dadd has a long history of working with Republican as well as Democratic
Chairmen of the Banking Commuttee).

’ (Given Senator Gramm’'s hostility to the Community Reinvestment Act, negotiations

might bog down over the CRA or put the Administration in the pesition of haviog
worked on legislation that consumer and community groups strongly oppose.

Assuming We're Interested in Legisiation, What Starting Point Should We Seek?
Option 1 -- Dreier-LaFalce bill (see summary below}
Pros:

= The bill is already at least arguably CRA zzémzal, which would help us sidestep the
greatest obstacle to our working with Senator Gramm.

«  The bill contains no FHLBank expansion, no unitary thrift provisions, and none of the
host of provisions in H.R. 10 that aggrandize the Federal Reserve’s jurisdiction at the
expense of other agencies. Although the bill does not authorize new financial
activities in subsidiaries, it does not prohibit them either.

. Congress would probably end up grafting various branches of HR. 10 onto the
Drejer-LaFalce tree: e.g., provisions curtailing banks’ current exeroption from
securities broker-dealer regulation, and perhaps provisions restricting banks’
insurance sales activities. But it might well be easier to modify their problematic
features here -- in the context of a new bill -- than in the context of a revived H.R. 10,

Cons:

. Would mean starting from scratch and potentially reorgamzing the coalition behind
HR. 10
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H.R. 10 could still move in the House, 50 we may, in any event, have to pursue a
House strategy of dealing with a flawed H R 10

Option 2 - H.R. 10

Fros:

Cons:

The bill has had support from all the key trade associations and seemed poised for
passage not long ago.

With Senator Gramm’'s support, adding a subsidiary option and omitting the
FHLBank and Federal Reserve aggrandizement provisions may be just as feasible as
adding the subsidiary option to the Dreier-LaFalce bill,

Criven that HR 10 imposes eonditions for conducting new financial activities, &
decision would have to be made on whether those cengiitiuns weuld or would not
include CRA compliance,

Senator Gramm and others could end up splxttmg the dlfferencc on the provisions
aggrandizing the Federal Reserve,

H

SUMMARY OF DREIER-LAFALCE BILL

Should Senator Gramm decide to pursue financial modernization legislation, we have

reason {o believe he may be inclined to work not from H.R. 10 but from a bill offered during
the past Congress by Representatives Dreier (who is expected-to chair the House Rules

~ Committee during the next Congress) and LaFalce. We believe that this could be a welcome
development,

In brief, the Dreier-LaFalce bill, which ts only 30 pages long:

Would repeal the anti-affiliation provisions of the Glass-Steagall Act,

Would authorize bank holding companies to engage in any activity that the Federal
Reserve determines is "financial in nature” — 2 standard considerably broader than the
gurrent "closely related to banking” standard.
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. Would repeal the current prohibition against bank holding companies underwriting
insurance, expressly authorize them to do such underwriting, and also allow insurance
companies that are part of bank holding companies to make limited nonfinancial
investments under state insurance law,

. Would do nothing else.

* Thus, unlike H.R. 10, the Dreier-LaFalce bill: would preserve the unitary
thrift bolding company; would not restrict bank insurance sales or the judicial
deference accorded to the OCC; would not expand the Federal Home Loan
Bank System; and would not create new "financial holding compantes* or
"wholesale financial institutions” (and attendant CRA controversy).

The Dreier-LaFalce bill would thus have some significant advantages -~ most notably,
being at least arguably CRA-neutral, as the CRA would continue to apply as currently? Thus
the bill could help the Administration and Senator Gramm to finesse the most potentially
divisive 1ssue between them.

The Dreter-LaFalce bill could probably not emerge from Congress in its current lean
~ condition. Securities firms and the Securities and Exchange Commission would certamly
wish to include H R 10% lim#tations on the bank broker-dealer exemption, and insurance
interests would also press for restrictions on bank insurance sales. Still, the Drejer-LaFalce
bill would probably not collect as much baggage objectionable to'us as H R, 10 already
contains -~ particularly if we were working with Senator Gramm,

cc.  Jerry Hawke
Michae] Froman
Gary Gensler, Ed Knight; Linda Robertson
Roger Anderson; Michael Barr, Karen Kornbluh; Sheryl Sandberg; Mame Levine

*H.R. 10 would have explicitly required a satisfactory CRA rating a5 a prerequisite for the
conduct of any new financial activity, Under current law {and the Dreier-LaFalce bill), the agencies
consider a banking orgmization’s CRA record in any depository institution acquisition or merger, but do
not consider it when acting on apphications to engage in nonbanking activitics.



FHE WHITE HOUSE
WASTHHINGTTON

N

\ March , 1999
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This Rubin/Sperling/Reed/Stein memo asks you to approve a

letter to Senate Banking Committee Chairman Gramm -- from

either you or John Podesta -~ that threatens a veto of the

financial services modernization bill scheduled for mark-up

before that committee on Thursday. -

The memo details why your advisers believe Gramms bill
would weaken the Community Reinvestment Act (CRA); erode
the Administration’s role in financial services policymaking;
weaken consumer protections; and permit unwarranted leeway
for banks to merge with commmercial firms. They think a veto
threat now will aid a better bill being advanced in the House by
Reps. Leach/LaFalce; underscore the CRA’s importance; help
rally/unify Senate Democrats; and highlight your opposition'to -
a bad bill and your support of a good one.

. Chances for overall passage appear stronger this year than last,
when similar legislation (H.R. 10) ran aground in the Senate
over CRA and other issues, including Administration
opposition. The Leach/LaFalce version is generally acceptable;
it allows affiliations among different types of financial services
firms without undercutting the CRA or the Administration's
poligymaking authority. Senator Sarbanes is gathering support
for a\similar Senate alternative and requested a veto letter.

Disapprove Discuss ___

Phil Caplan
Sean Maloney

———
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October 28, 1999

The Honorable William Jefferson Clinton
President of the United States of America
The White House

Washington, D.C. 20500

10-2%.96

Dear President Chinton:

{ pressed hard for a Financial Services Modernization biil that took
a strong stand on the Community Reinvestment Act {(CRA). When
it became clear that the final bill would assure that CRA remains
vital and relevant in the new financial landscape, I was quick to
praise it and 1 still do.

However, when I lock at some of the finer details of the bill, |
believe that changes are still needed to address the ominous
language of the “sunshine” provisions. While [ support the notion
that community organizations should be held accountable, 1 believe
the detailed reporting language will cast a pall over CRA by local
community groups. Additionally, I am concerned that the real
reason for these provisions is to collect the necessary data for future
attacks on CRA. These provisions implicitly support the premise
that community groups are engaged in extortion and fraud
regarding CRA. These reporting and penalties will have a chilling
effect on groups’ efforts to highlight weaknesses in bank

performance as well as their efforis to forge partnerships with
lenders.

I believe that in addition to the significant changes already made,
two modest additional changes are necessary 1o restore equilibrium
1o CRA. These changes would in no way adversely affec: uic il
and they should be suppoerted by the banking industry.

First, under the CRA Sunshine Reguirements, | would like to sec
the proposed new Sec. 48 (¢)(3) of the FDI Actelimina. © 7
information requested under these reporiing requirements is 0o

Rev, Willie T. Barrow, Co-Chair of Board of Trustees = Dennis Rivera, Co-Chatr of Beard of Trisst =

Jandoe 1. Mathis, General Cownse!
Rov. Jesse L. Jackson Sr., Founder & President R U



highly detatled and burdensome, particularly for small commmunity
groups who do not maintain information in this format.

Second, efforts were made in the legislative drafting 1o narrow the
scope of activity defined as a “CRA agreement,” limiting it to
activity relating to bank applications and examinations. [ believe
that the proposed new Sec. 48 (e)(1)(B)ii) should eliminate
references to individuals and organizations that have “discussed or
otherwise contacted the institution” concerning CRA. These
phrases case an extremely broad net and would cover situations
where a bank —~ even one with no application pending or a
scheduled CRA exam - approached a community group about
establishing a partnership that might be counted as part of its CRA
record. Without a change, community groups will rightly fear that
even the slightest criticism of bank performance will ensnare them
in a federal regulatory review.

Lastly, | understand that several privacy groups are unhappy with
the bill. While some progress has been made, more needs to be
done.

© We are in the final throes of this process, and | need your support
for these changes to the bill. [ believe that with these adjustments
we can create a stronger piece of legislation that serves both the
financial industry and their Jocal community partners.

Stncerely,
Qe /, (fa"
W Ve
i
Rev, Jesse £, Jackson, Sr.




THE WHITE HOUSE
WASHINGTON

March 1, 1999

MEMORANDUM FOR THE PRESIDENT

Ces THE VICE PRESIDENT
FROM: ROBERT RUBIN
GENE SPERLING
BRUCE REED
LARRY STEIN

SUBJECT:  Financial Services Legisiation

ACTION-FORCING EVENT: On March 4, the House and Senate Banking Commitiees are
both scheduled to mark up major financial services legisiation. The House bill, developed by
Chairman Leach and Ranking Democrat LaFalce, is generaily accepiable. But the Senate bill
being developed by Chairman Gramm {s seriously flawed. While we expect to see another draft
of the Graram bill later today, the most recent draft would remove outmoded barriers to
affiliations among different types of financial services finms, but it would also: (1) weaken the
effect of the Community Reinvesiment Act {CRA); (2) erode the national bank charter and the
Administration’s role in financial services policymaking; (3} provide inadequate consumer
profections; and (4) provide increased leeway for affiliations between banks and nonfinancial
firms,

RECOMMENDED ACTION: That you or John Podesta on your behalf sign the attached leiter
stating that you would veto the Senate bill in iis current form (Attachment A).

Agree Disagree ) Discuss

BACKGROUND: Both Houses of Congress are currently considering legisiation to permit the fuli
range of financial services firms-—including banks, securitics firms, and insurance companics—4o
affiliate with one apother. This memorandum desenibes the current status of such “financial

modernization’ legislation and outlines a strategy for countering the most objectionalile features of
ihe Scnate bill,

Allachment B provides 3 more detailed discussion of the issues in question.

in General

The 1933 Glass-Steagall Act gencrally prohibits affiliation between banks and scouritics
firms, The Bank Holding Company Act of 1956 gonerally prohibits affiliation between banks and
insurance companics. Large financial services firms strongly support removing these basriers to
affiliation, although consumer and community groups generally see little benefit in suoh changes.



Repealing barriers to affiliation among {inancial services finns has the potential for giving
consumers greater choice and lower costs. However desirable the general goal of financial
nmwodemization, # does not warrant accepling a seriously flawed bill. Financial modernization is
already sceurring in the marketplace, and will continue even without legisiation.

Ower the years, efforts to cnact financial modernization legislation have repeatedly failed in
the fage of infighting among different types of financial services firms., By the end of the last
Congress, however, a financial modernization bill known as H.R. 10 had received broad support
from the banking, securities, and insurance indusiries, The bill passed the House but died on the
Senate flocr for two reasons. First, Senators Gramm and Shelby opposed what they charscterized
as an expansion of the Community Reinvesiment Act. Second, the Administration objected that the
bill would have undercut its role in financial services policymaking and had the effect of weakening
CRA.,

Status of Legislation

_ As this Congress turns to financial modernization legislation, the inter-industry consensus
on the need for such legislation remains intact. Both the Banking Commitiees are scheduled to mark
up financial modemization bills on March 4. Given that early start and the momentum for some sort
of legislation, the prospecis for passage of legisiation are sitranger than in the last Congress, though
still uncertain,

House. The Leach-LaFRalee bill has been developing along very constructive lines, and we
anticipate that it will merit our supporl. As discussed in Attachiment B, the bill accomplishes
the basic work of financial modermnization—atiowing affilistions among different types of
financial services firms—and does so consistent with our views on the Community
Reinvestment Act, banking structure, and other issues. The House Leadership is by all
accounts conunitied to moving some sort of financial modernization bill, The House
Commeree Committee, however, may seck changes that could be unacceptable,

Senate, Chairman Gramim 15 scheduled to relcase a committes print on March 1. As further
deseribed in Aftachment B, Gramm's recent drafl bill runs counter to our views on CRA,
banking structure, consumer protection and promoting a separation between depository
institutions and commercial firms. Senator Sarbanes, the Ranking Democrat, is werking
with the Treasury to unite Banking Compuitice Democrats behind an aliernative bill that will
have much in common with the Leach-LaFalce bill. The Commitice is Bkely to approve the
Gramm bill en a straight party-line vote.

CRA: The current version of the Leach-LaFulce compromise requires a bank 1o have and maintais
a satisfactory CRA record in order to engape in newly authorized non-banking activitics—a
requirement not included in the Administration’s 1997 bill, but which we have since argued is
esseatial to maintaining the vitality of CRA. The draft Gramm bill confains no such “have and
maintain” requircment, and includes two amendments that would seriously undermine CRA.

2 -



Some House Doemocrats may seek to go on the offensive by proposing to expand CRA. For
example, Representative LaFalee may offer an amendment to make explicit that public comment on
an institution’s CRA record must be considered in applications for newly authorized activities, an
amendment we could sapport.  Last yeur, Representative LaFalee mdroduced an amendment
requiring financial institutions to report on their progress in miecting publicly announced
“commitments” under CRA; currently no such reporting occurs. Other House comunitice Democrats
may offer amendments to extend the reach of CRA. to insurance companics and securities firms.

Near-Term Strategy

Qur near-term goal is to assist Leach and LaFalee in moving their bill forward, while doing
everything possible 1o block the Gramm bill. This strategy has four advantages. First, we would
lielp advance the betier of the two bills. Second, we would take a strong stand against weakening
CRA. Third, we would help uniie Senate Democrats sgainst the Gramm bill. Fourth, we would be
taking a visible stand against 2 bad “financial modemnization” bill, while simultancously supporting
a good bill .

To further this strategy, we recommend that you --a5s requested by Senator Sarbanes - or
John Podesta on your behall send a short letter stating that you would veto the Gramimn bill if it were
presented 10 you in its current form. The proposed letter would cite two reasons from last Congress:
The bill’s weakening of the effect of CRA, and the bili's flawed baoking structure issues. 1t would
also cite two new reasons: the bill’s inadequate consumer protections {notably the failure to provide
adequate investor-protection safeguards on the sale of securitiss to bank customers), and ils
extensive expansion of non-financial firms’ ability to affiliate with banks.

Secretary Rubin would send a letier sctting forih a fuller explanation of our reasons for
opposing the Gramm bill. He would also send g Istter supporting the Leach-LaFalce bill,

Finally, your advisors are discussing the merits of various CRA proposals and how we should
respondd to amendments that would enhance enforcement of CRA, such as the LaFalce amendments.
Some think that supporting something along these lines could strengthen our hand in negotiations
later on; moreover, as we provide the industry with new opportunities, they argue, we should insist
on some new responsibilities. However, some of these amendments would present an uncomfortable
vote for moderate Democrats, have shim prospects for passage, and could possibly jeopardize the
CRA provisions already in the House bill.

Allachmenis



ATTACHMENT A: PROPOSED LETTER
TO CHAIRMAN GRAMM

Dear Mr, Chalrman

This Administration has heon 2 strong proponent of financial legisiation that would reduce
costs and increasc access o financial services for consumers, businesses and communitios.
Nevertheloss, we cannot support e “Financial Services Modemization Act of 1999 now pending
before your Commitieg.

In Hs current form, the bill would undermine the effectivencss of the Community
Reinvestment Acl, a law that has helped (o build homes, create jobs, and restore hope
-communities across America. The CRA is working, and we must preserve its vitality as we write
the financial constitution for the 21st Century. The bill would deny financial services firms the
freedom to organize themselves in the way that best serves their customers, and prohibit a structure
with proven advantages for safety and soundness. The bill would also provide inadequate consumer
protections. Finally, the bill would expand the ability of depository institutions and non-financial
firms to affiliate, at a time when experience around the world counsels caution to this area.

The President (1] agree[s] with you that reform of the laws governing our nation’s financial
services industry would promote the public interest. However, he [I] will veto the bill if it is
presented to him [me] in its current form.

Sincerely,



ATTACHMENT B: KEY ISBUES
{. Community Relnvestment Aet

Current Law, CRA requires a bank to serve the convenience and needs of all communitics in which
it operates. Although banks are examined periodically for CRA compliance, enforcement comes
only when & bank files an application to merge with another bank or open a new branch. The
regulator raust then consider the bank’s CRA record in evaluating the bank’s application, and the
public has an opportunity to comment on the application. A bank’s CRA record is not currently
scrutinized in connection with applications to affiliate with non-banking companies.

Barly in your Adminisiration, and al your request, the banking regulators revised the
regulations implomenting CRA to focus on performance, not paperwork, They now base CRA
ratings on a three-pronged test: lending, services, and investments. Regulators also revised and
streamlined the examination process, particularly for smaller institutions.

Conditioning Authority 1o Conduct New Non-banking Activities on Banks Having a Satisfaciory

'CRA Record. We have argued that financial modernization legislation must preserve the relevance
of CRA for the 21st century, and must not weaken the effect of CRA, CRA’s relevance should be
maintained by conditioning authority to conduct new non-banking activities on banks having a
satisfactory CRA record. Although the Administration’s 1997 bill did not impose a link between
CRA and non-banking activities, we have insisted in this Congress that a bank both Aave and
maintain an adequate CRA record as a condition of engaging in newly authorized non-bank
activities. This would provide additional means for enforcing existing CRA obligations.
Noncompliance would result in submission of a coraphiance plan (and ultimately, albeit unhikely,
forced divestiture),

The Leach-Lalialce compromise requires the bank 1o have and maintain a satisfactory CRA
rating, though amendments (including by Leach himself) are possible. Sceretary Rubin has testified
that if we wish to preserve the relevance of CRA, at a time when the relative importance of bank
mergers may decline and non-bank financial aclivitics are becoming increasingly important,
authority to engage in newly authorized non-bank financial activitics must be conditioned on
satisfactory CRA performance.

Gramm’s draft bill imposed no such condition. Gramumn views such a requirement as an
urprecedented expansion of CRA to non-bank activities, and has told the Seeretary that he would
prefer no bill to & bill with such a condition. We have argued, though, that the financial services
system of the future may include rather fewer banking spplications {and therefore fewer
opporlunities for enforcement of CRAY and more non-banking activitics {(where an ongoing
requirement of a satisfactory CRA record would be a meaningful incentive for compliance). Thus
2 bill that is silent on CRA (and thus supposedly neatral) would, in our view, tend to weaken the
effoct of CRA, and we would oppose such a bill,



Gramm’s Safe Harbor Amendment. Gramm has proposed a safe harbar for applications now
subicct to CRA. A sptisfactory CRA rating at o bank’s most recent examination would conclusively
cstablish the bank’s CRA performance, unless @ public comment provides substantial verifiabie
information o the contrary. A regulatory agency could not review the bank’s CRA record unfess
there were an adverse pubilic comment mecting the test—even if the previous examination were old
or otherwise stale, And Gramm would create a rebuttable presumption favoring approval of the
application, In so doing, he would place a significant burden of proof on consumer and community
organizations that generally have less access than (he bank to relevant information. He would aiso,
in eoffect, force community groups to streteh their limited resources (o comment on many
examinations, instead of focusing those resources on major applications {e.g., for mergers or
acquisitions}. Sceretary Rubin has festificd that such a safe harbor would tend to eviscerate the
effectiveness of CRA, and the Administration has repeatedly threatened vetoes of bills containing
safe harbors provisions.

Gramm’s Anti-extortion Amendment. Graoom has also proposed a so-called "anti-cxtortion”
provision which may be dropped from the bill. We strongly oppose extortion. Yet laws punishing
extortion, bribery, and false statements already protect against misuse of the URA process. Gramm’s
broad and vague proposal would criminalize normal, legitimate arms length transactions and
cooperation between banks and community groups {¢.g., bank grants to support community groups’
home ownership counseling programs)—the very sert of activity CRA seeks to foster.

It is important to note that if we should end up opposing a bill, for whatever reason, LRA
will be the 1gsue best able {0 unite Democrats behind us.

2. Allowing Firms the Choice of Operating through Subsidiaries as Well as Affiliates.
Since 1995, the Treasury has advocated giving financial services lirms that include banks the

option of conducting newly anthorized financial activitios (e.g., seouritics underwriting) in through
a subsidiary or an affiliate.

B BANK HOLDING COMPANY 1
1 L

AFFILIATE

g
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~
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The Fed, by contrast, has insisted that new activities be allowed only in Fed-regulated affilistes.



We have emphasized four points to Members of Congress:

Absent a demonstrable public interest to the contrary, financial services firms should
have the same {reedom as other businesses to organize themselves in the way that
best serves their customers.

The subsidiary approach has strong safely and soundness advaniages. H the
subskdiary prospers and the bank faliers, the bank’s interest in the subsidiary canbe
sold to help replonish the bank’s capital—or reduce any loss to the FDIC, Yot ifthe
bank prospers and the subsidiary falicrs, the bank faces no greater risk than if an
affiliate faltered. Four past and present Chaiomen of the FDIC have strongly agreed
with this point, arguing that the subsidiary offers better protection to the FDIC and
the taxpayer,

Banks with new financial activities in subsidianies will have more earning assets, and
thus will be stronger and better able {o serve their communities under CRA.

The subsidiary/afiiliate option would also help preserve the current balance among
the regulatory agencies by giving bath Treasury/OCC and the Fed a role in
supervising new financial activities. In so doing, it would help safeguard the role of
the Fresident and the Executive Branch in financial services policy making.

These ¢fforts appear to be bearing fruit. On the House side, the Leach/ LaFalce compromise
includes the subsidiary option, and permits subsidiaries to conduct all financial activities except
insurance wnderwriting, On the Senate side, Chairman Gramm’s discussion dreafl would allow the
subsidiary option only to banks with less than §1 billion in assets—aen approach that Secretary Rubin
has labeled a non-starter. We understand, however, that several Banking Commiltce Republicans
{Bennett, Grams, Shelby) strongly supporl our pasition (and may well be joined by Hagel and
Mack). Among the Democrats, Senator Sarbanes, formerly a critic of the subsidiary option, will
tnclude the Leach-LaFalee subsidiary in the Democratic substitute,

3, Consumer Protection

We believe that financial modemization legislation should contain appropriate consumer protections,
including safeguards relating to the sale of non-banking products to bank cuslomers {e.g., suitability
and disclosure requirements). The Leach-LaFalce bill contains such protections, Yol the Gramm
bill, although it would significanily expand the potentia! for affiliations between banks and securitics

firms, fails to provide adequate investor protections in conncction with the sale of securities to bank
cuslomers.

4. Banking and Commaoree

Coensiderable controversy has arisen recently over proposals (0 “mix banking and
commerce”, 1.e., o allow depository institutions to affilistc with non-{inancial firms.
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Secretary Rubin hag expressed serious reservations aboul allowing affiliations of depository
institutions and non-financial firms. Experience in Asia raises coneermns that mixing banking and

cominerce can kead to inefficient allocation of resources and exposure of the banking system to risk.
- Chairman Greenspan has expressed similar sentinients, arguing that we should assess the effect of
allowing full affiliation among financial firms before allowing affiliations with non-financial firms.
Senator Sarbanos strongly opposes mixing banking and commerce. Assistance on the subsidiary
issue was conditioned on our support on ns issue, Chairman Leach alsp opposes mixing banking
and commoerce,

The drafl Gramm bill proposed a significant expansion of banking and commnerce. For
example, under the Gramm drafl, a large banking organization could own a nud-sized commercial
firm, and a large commercial finm could own a small bank. Also, any commercial firm would be
permiited to owsn a savings assoctation {thrift) of any size, as under the curront “umtary thrift holding
corpany” law. ’

The Leach-LaFalee bill contains what may be an accepiable compromise. New commercial
affiliations would nat be permatied, and the unitary thrift holding company would be prohibiled
going forward (with existing ownership grandfathered). The compromise depends, though, on a
slightly broader definition of perrussible finaneial activities, which we will need to negotiate.

4



X 90 O

Pafz

5 900 - 05/03/99
OMB Home
EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUBGET
WASHINGTON, D.C. 20503

STATEMENT OF ADMINISTRATION POLICY
{THIS STATEMENT HAS BEEN COORDINATED BY OMB
WITH THE CONCERNED AGENUCIES)

Itipe/iwww whitehowse, govitexton W ON Begislativelsup 199/8900-s.banl

w TS TR R

May 3, 1990
{Senate)

S. 900 - Financial Services Modernization Act of 1999
{Gramm (R} TX)

The Administration strongly opposes 8. 900, which would revise laws goveming the
financial services industry, This Adminisirafion has been a strong proponent of financial
modernization legislation that would best serve the intercsts of consumers, businesses, and
communities, while protecting the safety and soundness of our financial systern.
Consequently, it supports the bill's repeal of the Glass-Sieagall Act’s prohibition on banks
affihating with securities firms and of the Bank Holding Company Act's prohibitions on
insurance underwriting, Nevertheless, because of crucial flaws in the bill, the President has
stated that, if the bill were presented 10 lum in 168 current form, he would velo il

In is current form, the bill would undermine the effectiveness of the Community
Reinvestrnent Act (CRA), a law ihat has helped fo build homes and create jobs by
encouraging banks to serve creditworthy borrowers throughout the communities they serve.
The bill fails to require that banks seeking to conduct new financial activities achieve and
maintain a satisfactory CRA record. {n addition, the bill's "safe harbor” provision would
amend current law o effectively shield Ninancial institutions from public comment on
banking applications that they file with Feders! regulators, The CRA exemption for banks

© with less than $100 million in assets would repeal CRA for approximately 4,000 banks and

thrifis that banking agency rules already exempt from CRA paperwork reporting burdens. {n
all, these limitutions constitute an assault upon CRA and are unacceptable,

The bill would unjustifiably deny financial services firms holding 99 percent of national
bank assets the choice of conducting new financial activities through subsidianies, forcing
them to conduct those activities exclusively through bank holding company affiliates. Thus
the bill fargely prohibits a structure with proven advantages for sufety and soundness,
effectively denying many finuncial services finms the frecdom 1o organize themselves in the
way that best serves their customers.

The bill would also madequately inform and protect consumers under the new system of
financial products it authorizes. H.Congress is 1o authorize large, conmplex organizations to
offer a wide range of financial products, then consumers should be guaranteed appropriate
disclosures and other protections,

The bill would dramatically expand the ability of depositary institutions and nonfinancial
firms to affiliate. The Administration has serious concerns about mixing basking and
commercial activity under any circumstances, and these concerns are heightened by the
Ninancial crises affecting other countries over the past fow yours,

The Admmistration also opposes the bill's piecemeal modification of the Federal Home
Loan Bank System. The Admimistration believes that the System mnst {ocus more on
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THE WHITE HOUSE
WASHINGTON
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FINARCIAL PRIVACY AND CONSUMER PROTECTION EVENT

DATE: May 4, 1999
TIME: 2:00~ 315 pn
LOCATION: Room 450
FROM: CGene Sperling

L PURFPOSE

Qver the past few years, new technology and increased competition have truly revolutionized the
financial services industry. By and large, these changes have been very good for consumers. But
technology and increased competition have also created new challenges. To prepare for the 2st
Century economy, we must update our privacy and consumer protection laws for our rapidly
changing financial marketplace. At thuis event, you will outline the administrative steps we are
taking, and the legislative proposals we support to give all Americans the tools and confidence
they need to participate in financial setivities in our thriving but highly complex 21st Century
economy. .

The initiative contains both administrative and legisiative proposals in five areas: (1) financial
privacy; (2) disclosure/right-to-know (in credit card, banking, and other services); (3) protection
againgt frand; (4) expanding access to financial services; and {3) consemer financial education.

I, BACKGROUND

There i little prospect that a package of consumer financial protection initiatives will move asa
whole in this Congress. However, pieces of the package could be considered in the context of
other financial legislation. This week Financial Modernization is on the {loor of the Senate and
Bankruptcy is on the floor of the House. This package will give Democrats numerous consutmer
protection proposals that they can advance that will earn enthusiastic Administration support,
The ligt does not include all the Democratic proposals that are currently pending before
Congress, but a significant proportion of those and all that we think are justified on policy

grounds,

Some Republicans will argue that you are signaling your desire 1o kill Bankrupicy and Financial
Modernization legislation by offering proposals that would be unsecepiable 1o those bills
proponents. However, in Financial Modemization, the Administration has indicated strong
support for the bipartisan bill reported out of the House Banking Committee and the Democratic
bill offered in the Senate. Both those bills contained only modest privacy proposals, far Jess
aggressive than those that we support here today. In Bankruptey, last year we supported the
Senate.passed bill that contained credit card, minimum payment diselosure requirements, but

COPY



only & small fraction of the proposals that we support here today. In both bills, the key for your
Administration has been balance, We do not insist on a wish list ~ jugt that the bills provide
SOmE appropriate consumer protections.

Finally, this event has been rescheduled numerous times because of the turmoil of recent events,
As a result, preliminary drafls of the proposals have been widely distributed, In general,
consumer groups are very pleased, aithough they always would like more, Industry’s criticism
wiil be very muted. They may even say kind things about many aspects of the inftistive. They
have indicated their desire to work with the Administration on these issues/

. PARTICIPANTS

Brief Participants
John Podests
Secretary Rubin
Gene Sperling
Sarah Rosen

Larry Stein
Lowell Weiss

Event Participants

The President

The First Lady

Secretary Rubin

Mari Frank, the real person

Senator Sarbanes {seated on podium — not speaking)
Representative LaFalce (seated on podium — not speaking)

IV, SEQUENCE OF EVENTS

- YOU will be briefed by your advisors in the Oval Office.

- YOU proceed to the OBOB,

-- YOU meet briefly with Members and Ms. Mari Frank and enter Room 430,
- The First Lady makes brief remarks and introduces Secretury Rubin.

— Secretury Rubin will make brief remarks and introduce Ms. Mani Frank.

. Ms. Frank will make brief remarks and introduce YOU.

- YOU will make your speech.

Senator Sarbanes and Representative LaFalce (the ranking members on the Senate and House
Banking Committess) will be seated on the podium with you, but they will not make remarks.
Other members who have supparted pending bills on these topics in Congress will be in the
adicnge.
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THE CIJ“ITON GORE PLAN FOR
FINANCIAL PRIVACY AND CONSUMER PROTECTION IN THE 215t CENTURY
May 03, 1999 .- drafl
DETAILED PROPOSAL SUMMARY

INTRODUCTION

Technology and competition in financial services give Amertcans more complex choices than
gver before. Innovations in the financial marketplace offer millions of consumers new, ever
increasing choices for investing their savings and obtaining credit. But new products have
brought new risks and new abusive practices. We must update our consumer protection laws to
give consumners the power, information and protection they need to profit from our 21 Century
financial system. '

Members of Congress, including Ranking Members Sarbanes and LaFalce, have sponsored
important fegisiation to modernize our consumer financial protection laws. We applaud their
leadership and Jook forward to working with Congress on a consumer protection agenda,

Set forth below is a series of actions that the Clinton Administration believes should be part of
this agenda. The list is not exhanstive, and we will continue fo ook for constructive ideas in
these and other areas. Among the issues deserving further scrutiny are lending practices such as
“pay day” loans (short-term loans which can carry interest rates of 400%) and bank check
processing practices that may be designed to maximize bounced check fees. We will work with
the states and the FTC wherever possible. Secretary Cuomo is making important efforiz to
address abusive mortgage lending practices. ‘

PROTECT FINANCIAL PRIVACY

Require institutions to inform consumers of plans to share or sell their financial
information, and give the consumer the power to stop it. Although consumers put great value
on the privacy of their financial records, our laws have not caught up to technological
developments that make it possible and potentially profitable for companies to share financial
data in new ways. Current law does provide some imporiant privacy protections: for cxample,
the Fair Credit Reporting Act (FCRA) reguires a form of notice and opt-out before certain
information about consumers {e.g., information provided on an account application) can be
shared, But there are no limits on the sharing of information dbout consumers’ transactions {e.g.,
account balances, who they write cheeks to) within 2 financial conglomerate, or even on the sale
of that information to a third party. We support legislation to give consumers control over the
use and sharing of all their financial information,

Impose special restrictions on any sharing of medical infermation within a financial
conglomerate, Our greatest privacy concerns involve medical information, Yet, cross-industry
mergers and consolidation have given banks unprecedented acoess to consumers’ medical
records. We support legislation requiring that medical information, such as that gathered from
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life insurance records, not be shared within financial services conglomerates {e.g., betwoen
banking and insurance affiliates), except for narrowly defined purposes. Consumers who
undergo physical exams to obtam insurance, {or cxample, should rot have to fear that the
information will be used to lower their credit card limits or deny them mortgages.

Give bank regulators the anthority they need to ensure compliauce with existing privacy
protections. (urrently, bank regulators may not examine for compliance with existing privacy

protections, but must wait for a consumer complaint, Congress should give regulators bmaéer
authority to monitor compliance.

Publicize best practices in the privaey area. Even in the absence of legisiation, many
responsible banks have begun posting their privacy practices on the Intemet and otherwise
informing customers about how their data is handled. The Office of Thrift Supervision has
issued guidance in this area. Today, the Office of the Comptroller of the Currency is publishing
best practices in this area, so that additional institutions can be encouraged to inform their
customers and do so in the most effective way possible.

Coordivate privacy policy in the financial and other sectors. We must ensure that a proper
balance is struck between information flows and personal privacy, for financial services and
more broadly. To coordinate the Administration’s privacy policy, we have created the new
position of Chief Counselor for Privacy, in the Office of Management and Budget.
EXPANDING THE CONSUMER’S RIGHT TO KNOW

Credit Card Disclosures

Prevent Misleading Credit Card Marketing of “Teaser™ Rates, Consumers frequently
complain that they did not understand marketing materials on credit card interest rates and are
shocked when rates skytocket, whether because a “teaser” rate expired or they had a minor late
payment, Some consumers are misled by mailings that promote a “low 3.9% initial rate” but fail
to disclose as prominently that the rate doubles or triples in six months or with a single late
payment. We support Jegislation requiring “teaser” rates for credit cards to be accompanied by
equally prominent disclosure of the expiration date of the initial rate and the eventual APR.

Require Credit Card Minimum Payment Disclosures. In recent years, credit cards lenders
have lowered minimum payments. Many consumers still agsume, however, that, as with o
monthly morigage payment, repeated payment will eventually retire the debl. In reality, jow
minimum payment requiremients and high interest raies often means that borrowers make little, if
any, headway. We support legislation requiring clear and conspicuous notice of how long and
how costly repayment would be if a consumer mukes only the minimum payment.
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Disclosure of Late Payment Fees. [t can be hard to tell from a credit sistoment whether and
when 2 late payment fee {in addition to interest on the unpaid balance) will be assessed, We
support legisiation requiring monthly statements to display prominently the daig that payment is
due, together with any late payment fec.

Disclosure of Security Interests, Increasingly, creditors take security interests in goods
purchased on credit, While consumers should expect 16 lose such goods if they fail to repay,
they ought 1o know if they are granting a lien. For goods with little resale value, such liens may
be taken as a cotlection techniquc or to encourage reaffirmation of the debt if the consumer goes
into bankruptcy. We support legislation requiring effective notice of liens taken.

Disclosure of Interest Rates and Fees on Credit Advances Through Third-Party Checks,
Credit cards offer some card holders “convenience™ checks that aliow them to write checks
against their credit account in places where credit cards are not honored. But card holders may
not understand that rates and charges are typically higher than for their credit card. Currently,
these charges are explained only in initial disclosures but not at the time that the checks are sent
to the consumer, That jaw should be changed,

Apply Disclosure Rules to Internef Credit Card Selicitations. More and more, credit cards
are marketed to consumers on the Internet, but current law does not require the same complete
disclosures as apply to direct mail solicitations, We support legislation requiring that all Internet
credit card solicitations include clear and conspicuous disclosure of the card’s terms and
conditions, updated regularly to reflect current terms and costs,

Bank Disclasures ' :

Provide Enforcement “Teeth™ for Rules on Bank Sale of Non-Deposit Products.
Increasingly, consumers buy securities, mutual funds, annuities, insurance on bank premises.
Although none of these non-bank producis are insured, studies have shown that many customers
believe that these products are FDIC-insured or that the bank would protect them from loss.
Under current bank regulator guidelines, banks that sell non-deposit products smust disclosure
that those products are not federally insured and imit their praciices to avold such confusion, for
example by selling these products at a space physically separate from where banking transactions
occur. However, a violation of these guidelines brings no penalties. We call on the banking
regulators to adopt regulations that will be fully enforceable by civil money penalties and other
sanctions,

Rent-to-Own Companies

!iﬁquire Disclosure and Other Protection for Rent-to-Own {RTO). The attraction of
obtaining a TV, refrigerator, or living room flrniture with little down has spurred the rapid
growth of firms offering 1o rent products with an option to buy, Butan RTO firm cansclla
customer a used product that looks new, and the consumer can pay many times the value of the

3
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product, The FTC 1s nearing completion of g study of the RTO industry. We look forward to its
recommendations, and expeet to support a legislative response,  Adequate consumey proteciions,
including disclosure so consumers can compare the cost of RTO to other altematives, should be
required. In addition, we will work with states {o ensure that any federal rules do not interfere

with or preeryst state consumer protection efforts, incleding regulation of RTO under state eredit
sales and usury laws.

ATMs

Hequire ATMs to provide ciear and conspicuous disclosures of surcharges on the machine
and terminal screen. When customers use an ATM, the operator of the machine may inposc a
sizeable surcharge. Accordingly, most consumers shop around to avoid ATM fees or pay less,
A conspicuous posting of the amount of any surcharge allows customers to walk past higher
priced machines, or at least to begin the transaction with their eyes open, While ATM networks
generally require members to post fee notices on the machine, 8 recent survey shows that nearly
25 percent of machines had either no posiing or an inaccurate one. We support legislation
requiring ATM owners to post a elear and conspicuous notice on the machine as well as on-
screen, and subjecting ATM owners to sanctions for failure to make the mandated disclosures,

Mortgages

Require Enbianced Disclosure for Mortgage and Settiement Services and Stem Abusive
Practices. In July 1998, the Federal Reserve Board and the Department of Housing and Urban
Development released a Congressionally mandated study of how best {o streamline the statutory
disclosure requirements for morigage loans and settlement services, with the geal of simphifying
and improving the quality of information provided to consumers ¢ enhance their ability o shop
and increase competition. The report calls for a series of statutory reforms to the Real Estate
Settiement Procedures Act and the Truth in Lending Act to make the information provided (o
censumers more reliable, more timely, and more helpful in comparison shopping for all the
services required to finance a home, Congress should adopt the report’s recommendations. For
example, the reguired annual pereentage rate disclosure should inciude all costs the consumer is
required (o pay in order to receive eredit, instead of the patchwork of costs currently disclosed,
Credifors should be required to provide firm and reliable rate, fee, and ¢losing cost information,
and disclosures should be made early in the application process, before creditors impose
substantial fees. It also is important to miake sure that information provided to consumers is
readily snderstandable,

Orther DHsclosures

Expand Truth in Lending Act (TT1LA) coverage for consumer [oans and leases. TILA
protections enacted in 1968 currently apply to all credit transuctions seoured by home equity and
to other non-business consumer loans under $25,000; the same cap was imposad on loase
transactions in 1976. Originally, the $25,000 Himit was sufficiently high to ensure that mosgt
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automobile, credit card, and personal loan transactions would come under TILA protections.
Thirty years later, however, this is not the ¢ase, particularly for astomobile loans. The limit
should be raised to $50,000 to cover maost cars and other consumer loans.

Require Effective Disclosure of Exchange Rate and Fees {or International Moncy
Transfers. Consumers wiring money abroad often are confused or misled about fees and
exchange rates. To provent this confusion, we would amend the Electronic Funds Transfer Act
ts require additional disclosures relating to cxchange rates for international transfers. Financial
institutions or other businesges that initiate international money transfers on behalf of consumers
would have to disclose, in both English and the Janguage principally used by the business:

{1} the exchange rate used in the transaction; {2} the prevailing exchange rafe; and (3) all
comimissions and fees charged in connection with such transactions. Current law does not
require such disclosure.

PREVENT FRAUD AND ABUSIVE PRACTICES

Devote Law Enforcement and Ageney Resources to Financial Fraud,

“Identity Theft” Enforcement Initiative. Identify theit is the use of another’s individual
identifying information to commit an offense -~ for example, using another's social security
nember to apply for a credit card, ) Once, one had to forge or steal documents to impersonate
another, but now one can casily use your identifiers {o impersonate you over the phone or
Internet, This type of crime is growing rapidly [insert numbers]. Last year, Congress enacted
new laws barring the use of another’s identifying information. The Secret Service, in
coordination with the Justice Department and regulatory agencies, will launch a vigorous identity
thefl enforcement and prevention strategy that includes referral of cases among federal, state and
local law enforcement; developing a pulilic-private partnership to educate consuniers on how to
protest themselves: and proposing sentencing enhancernents, They will cooperate with the
Amecrican Bankers Association and others in the banking industry that have worked to combat
this preblem, '

Combaf Internct Securitics Risk and Fraud with Investor Education and Enforcement.
More and more Americans are investing in the stock market; 5.6 million are now trading on-line.
The technology opens up great opportunity, but the rewards are not without risks. Complainis to
the SEC were up 330% in one year, and new securitics fraud schemes arc uncovered each day.
SEC Chairman Levitt is launching a stepped-up SEC effort 1o arm investors with the information
ihoy need to understand and manage the risks and protect themselves against fraud, In eddition,
President Clinton’s budget provided $11 mitlion in new funds for SEC enforcement; however,
the rate of growth in Internet trading and abusce has exceeded expectations. To meet this need,
President Clinton will work with Congress and Chairman Levitt {o provide an additional $5.5
mithion for SEC enforcement, bevond what was requesied in the FY 2000 balanced budget.
These funds will help the SEC better investigate and prosecute Internet securities fraud. It will
specifically help the Commission increase Internet surveillance, enhance the SECs Enfercement
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Complaint Center, sugment training for law enforcement on how te recognize and prosecute
Internet securities fraud and continue g efforts to educate investors abowt the risk and rewards of
investing over the Internet.

faternet Fraud Initiative: Federal, state and Tocal faw enforcement officials and regulatory
agencics are receiving a growing number of complaints from consumers about Internet fraud,
Many of the same features of the Internet that make it a powerful tool for legitimate ¢-commerce
{glabal reach, instant and oflen anonymous communications, ability to reach millions of
consumersy -- also make it atiractive for frand schemes.  The Internet Fraud Initiative will crack
down on Internct fraud by, for example, stepping up training for federal, state, and local
prosecutors and agents; developing infornation on the nature and scope of Internet fraud; and
keeping the public better informed about current {raud schemes and how fo handle them. The
initiative will also help coordinate the efforts of federal (Department of Justice, the FBI, the U8,
Secret Service, the Postal {nsgiection Service, the Federal Trade Commuassion, and the Securities
and Exchange Commission), state and local law enforcement agencies.

‘Criminalize “Pretext Catling.” There are widespread reports of private investigators and data
brokers tricking financial institutions info providing confidential customer information. Along
with the banking industry, we support legislation that would criminalize this practice and profect
the privacy and security of consumer financial information.

Fully Implement FTC-HELP and Consumer Seatinel. The Year 2000 will be the first ful}

year of operation for FTC’s toll-free consumer hotline, part of the Commission’s Consumer
Response Center. The hotline will give consumers fast and easy access te information they need

to protect themselves - from tips about credit and debt collection to advice on how to avoid
becoming a victim of frausd. Complaints to the hotline become part of the Consumer Sentinel,

the FTC’s fraud database, which is shared only with other law enforcers in the U.S. and Canada. [
© By 2000, the Consumer Sentinel database is expecied to be a primary tool in the fight against
consumer fraud, The President’s FY2000 budget funds Consumer Sentinel.

Improve Consumer Protections Against Fraudulenf or Abugive Practices.

Expand Disclosures for High LTV Martgages. Consumers with high eredit card debis are
frequently offered second mortgages to consolidate their debts, extend the time for repayment,
and reduce the wierest rate. These mortgages can result tn debt levels of 125% to 130% of the

" home’s value, Consumers may nol understand the consequences of these refinancings «-
especially that the failure to repay these consumaer debts could lead to osing their home -- and
recent stugdies shaw that many such homcowners promptly incur new consumer credit debis. We
suppori legisiation requiring lenders on high loan-to-value second mortgages to disclose that: {1}
ierest payments may not be fully deductible; (2) the consumer may be unable to resell the
house unless the loan amount is significanily repaid; and {3} default can result in foreclosure,



Increase Civil Liability Limiis for the Truth in Lending Act {TILA) Viclations. TILA
provides an individual right of action for violations under which a consumer can recover actual
damages, additional statulory damages, and court costs. The amount of damages, however, is
limited to a range of not less than 3100 nor greater than $1,000 for non-mortgage loans or leases,
and to a range of $200 to $2000 for mortgage loans. These damage limits may be too fow to
deter TILA violations, particularly at unregulated institations not subject to systematic and
regalar examinations, We support raising the statutory cap to a level sufficient to deter violations.

Improved Reporting on Race, Inceme and Other Data. Financial institutions are required
under the Home Morigage Disclasure Act (HMDA) te report the race, income and other data
about home morigage borrowers, but 2 separate Federal Reserve regelation prohibits them from
collecting such information for non-nortgage borrowers, Experience suggests that publicizing
such data helps to reduce discrimination, increase access for minonity borrowers, and {oster
innovation, and the current prohibition inhibits seif-testing under the fair lending laws and makes
fair lending enforcement more difficult. The Treasury Department has asked the F edﬁral Reserve
to amend the regulation to allow increased reporting.

Clear Reporting. HMDA regulations do not require financial institutions fo report separalely on
sub-prime loans, such as for manusfactured housing. If these loans were identified separaicely,
banking regulators and enforcement agencies could beiter analyze the data for potentiz] fair
lending problems. In addition, financial instttutions should be required to report on the reasons
for loan denials. The Treasury Department has asked the Federal Reserve to determine if these
reguiatory changes can be made.

Limitations on HMDA. [nstitutions, other than banks and thrifis, do not have to repost under
HMDA if fewer than 10% of their loans are made for home purchase. The effect ef this rule s to
exclude from reporting some of the largest and fastest growing mottgage providers in the
country, whose consumer loan portfolio is also large. We are asking the Federal Reserve to bring
such providers under HMDA coverage.

Frohibit Coercive Sales of Insurance Products. Borrowers buy credit insurance to ensure
repayment of their mortgages in the event of death, injury or job loss, However, the economic
vatue (o the consumer of these producis is dubious. Moreover, credit insurance is frequently
marketed in a way that is either explicitly or implicitly coercive - that is, consumers are {old or
tefl with the impression that their chances of getting the loan or getling it more quickly would
improve if they purchased the insurance. Some creditors collect up-front lump-sum insurance
premivims for the policy term, 80 consumers cannot cancel. Required disclosures appear (o be
ineffective at deterring these practices, We support legislation barring the advance coflection of
Jump-sum insurance premiums, so that consumers can pay for the ingurance one month at a time,
and so loan termination automatically cancels both coverage and Hability for mnsurance
payrnents. In addition, Congrass should bar the solicitation of ¢redit 1ife insurance until the
lender has approved the loan apphcation and communicated approval (o the borrower,



Limit Consumer Liahility for Non-PIN Protected Debit Cards. “Off-line debit cards” allow
consumers to pay for products through an clectronic transier at the point of sale, These “check
cards” differ from “on-lind™ ATM cards because there is no PIN or other security feature {other
than 4 signature} 1o authenticate the transaction, Although credit cards also carmry no PIN
protection, the consumer is gencrally only liable for no more than $50 of unauthorized charges.
But with debit cards losses can be much higher unless the customer quickly notices and reports
the loss. Thus, consumers can get the worst of botl worlds: higher expesure o loss without
security protections, Consumer Hability for these cards should be limited as it is currently
fimited for credit cards -- a step that VIS A and Mastercard have already taken voluntarily.

Prohibit Unsolicited Mailing of Loan Checks. Loan checks are eredit products for which the
consumer need only sign and cash the check to obtain a loan. Because these unsolicited checks
are “live,” however, the consumer is also at nisk for fraudulent endorsement of the check. For the
same reasons that Federal law prohibits unsoliciied mailing of credit cards -« protecting
consumers from the hassle of contesting hability for stolen card purchases - we support

legislation prohibiting unsolicited mailing of loan checks. Consumers should not fecl they have
1o shred their daily mail.

Reformi Accounting Rules for Consumer Instailment Loans. We support legislation to
etiminate the use of the “rule of 78, an outmoded accounting rule that disadvantages borrowers,
for all consumer credit transactions. In 1992, Congress barred the rule’s use in loans with terms
over 61 months; our proposal would finish the task. Creditors would have to use an accounting
method at lzast as favorable to the consumer as the actuarial method,

Take Action Against “Sub-prime” Lending Abuses.

Expand Profections in the Home Equity Market. The Fed/HUD Report on RESPA and TILA
documented continued problems with abusive praciices in some segments of the mortgage
market, including evasions of the Home Ownership Equity Protection Act (HOEPA), which
provides protections for borrowers with high-cost loans, The study recommended targeting
abusive practices. For example: 1o reduce the occurrence of loan fhipping - recurrent
refinancings that may make it difficult for a home owner to pay off 4 Joan or to sell her home -
financing fees in high cost loans covered by HOEPA should be regulated,; prepayment penalties
and balloon payments should be further restricted; and the HOEPA threshold should be lowered.
Creditors should be required to provide additional data on HOEPA loans. All amounts paid by a
barrower should be counted under the HOEPA trigger. Creditors should be required 316 inform
high-cost-loan applicants of available home counscling programs prior to closing. We will work
with Congress (o increase profections in this area.

Expand Enforcement Tools Against Abusive Practices. Congress should efiminate the
requirement for a showing of “pattern or practice” of asset-based lending to cstablish HOEPA
violations. The definition of “creditor” should be expanded to include individuals that control
the lending practices of a company 1o deal with the problem of smadl, thinly capiialized sub-~
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prime lenders who escape HOEPA liability by dissolution or bankruptey. Finally, Congress
should strengthen RESPA enforeement and remedies, consistent with the recommendations in
the Fed/HUD Repont.

Improve HMDA Reporting. There is a current imbalance in reporting requirements and
enforcernent under HMDA as between regulated depository institutions and other mortgage
lenders. Some unregulated lenders do not have to report all their loans, and face no sanctions if
they fail 10 report when required, We support legislation providing HUD with enforcement
authority to assure compliance by all lenders with HMDA reporting, unless banking regulators
are already enforcing HMIDA with respect to such lenders. These legistative changes will help
level the playing field on reporting and compliance between regulated and unregulated financial
institutioas, and will improve disclosure in a growing segment of the mortgage lending market.

The Banking Regulators Should Continue to Improve Guidance on Sub-prime Lending.
The Federal Financial Institutions Examination Council is improving guidance on fair lending
compliance. The FFIBC issued fair lending examination procedures for banking regulators in
January 1999 and focused particular attention on the prablem of “steering” loan applicantison a
prohibited basis 10 a sub-prime lender within 2 financial institution’s organization. In March, the
FFIEC released additional guidance focused on safety and soundness issues and fair lending
problems. The OCC recently issucd guidance warning of the risks in this area. Today, the
President is directing the Office of the Compiroller of the Currency and the Office of Thnft
Supervision, in consultation with HUD, the FTC, the Justice Department, and the other banking
regulators, to study whether further actions are necessary to halt abusive practices in the sub-
prime area,

EXPAND ACCESS TO FINANCIAL SERVICES

Provide Low-Cost Banking Services to All Americans. Too many Amencans cannot afford, or
do not have access {o, basic banking services. The Administration will increase and strengthen
its efforts -~ working with banks and consumer groups -- to increase access o low-cost banking
services to all Americans. As part of this effort, Treasury is finalizing a program {0 pay sel-up
costs for low-fee basic banking accounts for federal benefit recipients.

Provide Individual Development Aceounts (IDAs) To Make It Easier for Low-Income
Families to Save. 1DAs allow low-income houscholds to save not just for retirement but also
for education, smergencies, home ownership, or business invesiment.  Individual contributions
can be matched {0 encourage more savings. (The FY 2000 budget doubles funding for IDAs.)

Bolster the Community Development Financial Institutions (CDFI} Fund. Treasury's CDFL
Fund provides grants, loans, and cquity investments to Jovally-based, specialized financial
institutions and mainstream banks and thrifts serving low and moderate income communities.
The CDFI Fund is helping to expand the reach of these institutions 1o uader served communitics,
The Administration is secking $125 million for the Fund in FY 2000 and Fund reauthorization.
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IMPROVE CONSUMER FINANCIAL EDUCATION

Launch a Campaign to Promote Educatien an Credit, Savings, and Investment. One of the
best protections for consumers 1s education. Yot evidence suggests (hat consumers often find
credit and investment oppertunities confusing, and are carrying greater levels of debt, filing
bankruptoy more ofles, not saving as much as they would like for retiremont, and investing
without full comprehension of the risks involved. The President today directed his National
Economic Council to convene a high Ievel interagency task force to present kim with a plan to
raise financial literacy Jevels, and 1o expand the Administration’s conrnitment o public and
private consumer {inancial education programs. Elements of this plan will include:

Ydentify anii Publicize Suceessful ‘Best Practices™ fer High School and Other Financial
Education Programs. Nonprofit groups, such as the National Courgil on Economic Education
and JumpStart, as wel as government agencies including the Departinent of Agriculture and the
Department of Defense, have developed educational modules and course materials that not only
improve students’” understanding of complex financial topics but alse have been shewn to
improve their long-term financial status, Working with the interagency task force, the
Department of Education will help publicize proven educational programs, (o make it casier for
teachers, professors, and other educators to adopt financial ¢ducation programs that work.

Premote Effective Financial Planning, Studics show that familics who are able to develop and
follow a financial plan are much more successful in achisving major financial goals, such as
saving adequately for retirement, their children’s education, or a new business vegture, A
growing number of public, nonprofit, and corporate initiatives have begun to educate Americans
about effective financial planning, such as the campaigns sponsored by the American Savings
Education Coungil, the Securities and Exchange Cominission, and the Department of Labor, The
Administration will participate in joint initiatives with these and other groups to highlight the
benefits of personal financial planning and the steps that all Americans can take to make
financial planning easier,
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THE CLINTON-GORE PLAN FOR
FINANCIAL PRIVACY AND CONSUMER PROTECTION IN THE 21st CENTURY
. May.04,1999
DETAILED PROPOSAL SUMMARY

INTRODUCTION

Technology and 'c';b'mpctition in financial services give Americans more complex choices than
ever before. Innovations in the financial marketplace offer millions of consumers new, ever
increasing choices for investing their savings and obtaining credit. But new products have
brought new risks and new abusive practices. We must update our consumer protection laws to

give consumers the power, information and protection they need to profit from our 21* Century
financial system.

Members of Congress, including Ranking Members Sarbanes and LaFalce, have sponsored
important legislation to modernize our consumer financial protection laws. We applaud their
leadership and look forward to working with Congress on a consumer protection agenda.

Set forth below is a series of actions that the Clinton Administration believes should be part of
this agenda. The list is not exhaustive, and we will continue to look for constructive ideas in
these and other areas. Among the issues deserving further scrutiny are lending practices such as
“pay day” loans (short-term loans which can carry interest rates of 400%) and bank check
processing practices that may be designed to maximize bounced check fees. We will work with

. the states and the FTC wherever possible. Secretary Cuomo is making important efforts to
address abusive mortgage lending practices.

PROTECT FINANCIAL PRIVACY

Require institutions to inform consumers of plans to share or sell their financial
information, and give the consumer the power to stop it. Although consumers put great value
on the privacy of their financial records, our laws have not caught up to technological
developments that make it possible and potentiaily profitable for companices to share financial
data in new ways. Current law doces provide some privacy protections: for example, the Fair
Credit Reporting Act (FCRA) requires a form of notice and opt-out before certain information
about consumers {(e.g., information provided on an account application) can be shared. But there
are no limits on the sharing of information about consumers’ transactions {(¢.g., account balanccs,
who they write checks to) within a financial conglomerate, or even on the sale of that
information to a third party. We support legislation to give consumers control over the use and
sharing of all their financial information.

Impose special restrictions on any sharing of medical information within a financial
conglomerate. One of our greatest privacy concerns involve medical information. Yet, cross-
industry mergers and consolidation have given banks unprecedented access to consumers’
medical records. We support legislation requiring that medical information, such as that



gathered from life insurance records, not be shared within financial services conglomerates (e.g.,
between banking and insurance affiliates) or with third parties, except for narrowly defined
purposes. Consumers who undergo physical exams to obtain insurance, for example, should not
have o fear that the information will be used (o lower their credit card limits or deny them
mortgages.

(Give bank repulstors the authority they need (o ensure compliance with existing privacy
protections. Currently, bank regulators may not examine for compliance with existing privacy
protections, but must wait for a consumer complaint. Congress should give regulators broader
authority to monitor compliance.

Publicize best practices in the privacy arca. Even in the absence of legislation, many
responstble banks have begun posting their privacy practices on the Internet and otherwise
informing customers about how their data 1s handled. The Office of Thrift Supervision has
issued guidance in this area. Teday, the Office of the Comptroller of the Currency is publishing
best practices in this area, so that additiona! institutions can be encouragzxi to inform their
castomers and do so in the most effective way possible. X
Coordinate privacy policy in the financial and ather sectors. We must ensure that a proper
balance is struck between information flows and personal privacy, for financial services and
more broadly. To coordinate the Adminisiration’s privacy policy, we have created the new
position of Chief Counselor for Privacy, in the Office of Management and Budget.

EXPANDING THE CONSUMER’S RIGHT TO KNOW

Credit Card Disclosures

Frovent Misleading Credit Card Marketing of “Teaser” Rates. Consumers frequently
complain that they did not understand marketing materials on credit card interest rates and are
shocked when rates skyrocket, whether because a “teaser” rate expired or they had 2 minor late
payment, Some consumers ar¢ misled by mailings that proniote a “low 3,9% initial rate” but fail
to disclose as prominently that the rate doubles or triples in six months or with a single late
payment. We support legislation requiring *teaser”™ rates for credit cards to be accompanied by
equally prominent disclosure of the expiration date of the initial rate and the eventual APR,

Require Credit Card Minimurm Payment Disclosures. In recent years, oredit cards lenders
have lowered minimum payments. Many consumers siill assume, however, that, zs witha
monthly morigage payment, repeated pavment will eventually retire the debt. In reality, low
minfmum payment requirements and high interest rates often means that borrowers make little, if
any, headway., Wo support logislation requiring clear and conspicuous notice of how long and
how costly repayment would be if a consumer makes only the minimum payment,



Disclosure of Late Payment Fees. It can be hard (0 tell from a credit statement whether and
when a Iate payment fee (in addition {o interest on the unpaid balance) will be assessed. We
support legislation requiring monthly statements to display prominently the date that payment is
due, together with any late payment fee.

Disclosure of Security Interests. Increasingly, creditors take security interests in goods
purchased on credit, While consumers should expect to lose such goods if they fail to repay,
they ought to know if they are granting a lien. For goods with little resale value, such liens may
be taken as a collection technique or to encourage reaffirmation of the debt if the consumer goes
into bankruptcy. We support legislation requiring effective notice of liens taken,

Disclosure of Interest Rates and Fees oa Credit Advances Through Third-Party Checks.
Credit cards offer some card wolders “convenience” checks that allow them to write checks
against their credit account in places where credit cards are not honored. But card holders may
not understand that rates and charges are typically higher than for their credit card. Currently,
these charges are explained only in inial disclosures bul not at the time that the checks are sent
to the consumer. That law should be changed.

Apply Disclosure Rules to Internct Credit Card Solicitations. More and more, cfedit cards
are marketed to consumers on the Intemet, but current law does not specifically address the use
of the Intemet as it does for direct mail solicitations. We support legislation ¢larifying that all
Intemet credit card solicitations must include clear and conspicuous disclosure of the card’s
terms and conditions, updated regularly to reflect current terms and costs, consistent with direct
mail disclosyres,

Bank Disclosures

Provide Enforcement “Teeth” for Rules on Bank Sate of Non-Deposit Products.
Increasingly, consumers buy securitics, mutual funds, annuities, insurance on bank premises.
Although none of these non-bank products are FDIC-insured, studies have shown that many
customers believe that these products are FDIC-insured or that the bank would protect them from
toss. Under current bank regulator guidelines, banks that seil non-deposit products must
disclosure that those products are not federally insured and limit their practices to avaid such
confusion, for example by selling these products at u space physically separate from where
banking transactions occur, Howgever, # viplation of these guidelines brings no penalties, We
czll on the banking regulators to sdopt regulations that will be fully enforceable by civil money
penalties and other sanctions. -

Rent-to-Own Caompanies

Reqéim Disclosure and Other Protection for Rent-te-Own (RTO). The attraction of
obtaming a TV, refrigerator, or living roon furniture with hittle dows has spurred the rapid
growth of Hirms offering to rent products with an option to buy. But an RTG {immcan sell a
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custorner 3 used product that looks new, and the consumer can pay many times the value of the
product. The FTC is nearing completion of a study of the RTO industry. We look forward to its
recommendations, and expect to support a legislative response, Adequate consumer protections,
mcinding disclosure so consumers can compare the cost of RTQ to other alternatives, should be
required, In addition, we will work with states o ensure that any federal rules do not interfere
with or preempt state consumer protection efforts, including regulation of RTO under state credit
sales and usury laws.

ATMs

Require ATMs to provide clear and conspicuous disclosures of surcharges on the machine
and terminal screem. When customers use an ATM, the operator of the machine may impose a
sizeable surcharge. Accordingly, most consumers shop around to avoid ATM fees or pay less.
A conspicuous posting of the amount of any surcharge allows customers to walk past higher
priced machines, or at least to begin the transaction with their eyes open. While ATM networks
generally require members to post fee notices on the machine, s recent survey shows that nearly
25 percent of machines had either no posting or an inaccurate one. We support legislation
requiring ATM owners to post a clear and conspicuous notice on the machine as well as on-
soreen, and subjecting ATM owners to sanctions for failure to meke the mandated disclosures.

Morigages

Require Enhanced Disclosure for Mortgage and Settlement Scrvices and Stem Abusive
Practices, In July 1998, the Federal Reserve Board and the Department of Housing and Urban
Development released a Congressionally mandated siudy of how best to streamline the statutory
disclosure requirements for mortgage loans and settlement services, with the goal of simplifying
and improving the quality of information provided to consumers to enhance their ability 1o shep
and increase competition. The report calls for a series of statutory reforms to the Real Estate
Setilement Procedures Act and the Truth in Lending Act to make the information provided 1o
consumers more reliable, more timely, and more helpful in comparison shopping for all the
services required to finance a home. Congress should adopt the report’s recommendations. For
example, the required annual percentage rate disclosure should include all costs the consumer is
required 1o pay in order to receive credit, instead of the patchwork of costs currently disclosed.
Creditors should be required to provide firm and reliable rate, fee, and closing cost information,
amed disclosures should be made carly in the application process, before creditfors impose
substantial fees, 1t also is important to make sure that information provided to consumers is
readily understandabice,

Cither Disclosures

Expand Truth in Lending Act (T11LA) coverage for consumer loans and Jeases. TILA
protections enacted in 1968 currently apply to all credit transactions secured by home equity and
to other non-bustness consumer Joans under $25,000; the same cap was imposed on lease

4



transactions in 1976. Originally, the $25,000 limit was sufficiently high to ensure that most
automobile, credit card, and personal loan transactions would come under TILA protections.
Thirty years later, however, this is not the case, particularly for automobile loans. The limit
should be raised to $50,000 to cover most cars and other consumer loans.

Require Effective Disclosure of Exchange Rate and Fees for International Money
Transfers. Consumers wiring money abroad often are confused or misled about fees and
exchange rates. To prevent this confusion, we'would amend the Electronic Fund Transfer Act to
require additional disclosures relating to exchange rates for international transfers. Financial
institutions or other businesses that initiate intermational money transfers on behalf of consumers
would have to disclose, in both English and the language principally used by the business:

(1) the exchange rate used in the transaction; (2) the prevailing exchange rate; and (3) all
commissions and fees charged in connection with such transactions. Current law. does not
require such disclosure.

PREVENT FRAUD AND ABUSIVE PRACTICES

Devote Law Enforcement and Agency Resources to Financial Fraud.

“Identity Theft” Enforcement Initiative. Identify theft is the use of another’s individual
identifying information to commit an offense -- for example, using another’s social security
number to apply for a credit card.) Once, one had to forge or steal documents to impersonate
another, but now one can easily use your identifiers to impersonate you over the phone or
Internet. This type of crime is growing rapidly. Last year, Congress enacted new laws barring
the use of another’s identifying information. The Secret Service, in coordination with the Justice
Department and regulatory agencies, will launch a vigorous identity theft enforcement and
prevention strategy that includes referral of cases among federal, state and local law enforcement;
developing a public-private partnership to educate consumers on how to protect themselves; and
proposing sentencing enhancements. They will cooperate with the American Bankers
Association and others in the banking industry that have worked to combat this problem.

Combat Internet Securities Risk and Fraud with Investor Education and Enforcement.
More and more Amernicans are investing in the stock market; 5.6 mitlion are now trading on-line,
The technology opens up great opportunity, but the rewards are not without risks. Complaints to
the SEC were up 330% in one year, and new securitics fraud schemes are uncovered each day.
SEC Chairman Levitt is launching a stepped-up SEC effort to arm investors with the information
they need 1o understand and manage the risks and protect themselves against fraud. In addition,
President Clinton’s budget provided $11 million in new funds for SEC enforcement; however,
the rate of growth in Intemet trading and abuse has exceeded expectations. 7'o meet this need,
President Clinton will work with Congress and Chairman Levitt to provide an additional §5.5
million for SEC enforcement, beyond what was requested in the FY 2000 balanced budget.
These funds will help the SEC betler investigate and prosccute Internet sccurities fraud. It will
specifically help the Commission increase Intemnet surveillance, enhance the SEC's Enforcement
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Complaint Center, augment training for law enforcement on how 1o recognize and prosecute
Internet securities fraud and continug ils efforts o educate investors about the risk and rewards of
investing over the Intemet.

Internet Fraud Initiative: Federal, state and local law enforcement officials and regulatory
agencies are receiving a growing number of complaints from consumers about Intemet fraud.
Many of the same features of the Intemet that make it a powerful tool for legitimate e-commerce
_ {global reach, instant and ofien anonymous communications, ability to reach millions of
consumers) -- also make it attractive for fraud schemes. The Internet Fraud Initiative will crack
down on Intemnet fraud by, for example, stepping up training for federal, state, and local
prasecutors and agents; developing mformation on the nature and scope of Internet fraud; and
keeping the public better informed about current fraud schemes and how to handle them. The
initiative will also help coordinate the efforts of federal (Department of Justice, the FBI, the U.S.
Secret Service, the Postal Inspection Service, the Federal Trade Commission, and the Secunties
andd Exchange Commission), state and local law enforcement agencies.

Criminalize “Pretext Calling.” There are widespread reports of privale investigators and data
brokers tricking financial institutions into providing confidential customer information. We
support legislation that would eriminalize this praciice and protect the privacy and scounty of
consumer financial information.

Fully Implement FTC-HELP and Consumer Sentinel, The Year 2000 will be the first full

year of operatien for FTC’s toll-free consumer hotitne, part of the Commission’s Consumer
Response Center. The hotline will give consumers {ast and easy access 1o information they need

to protect themselves -- from tips about cradit and debt collection to advice on how to avoid
becoming a victim of fraud. Complaints to the hotline become part of the Consumer Sentinel,

- the FTC’s fraud database, which is shared only with other law enforcers in the U.S. and Canada. |
By 2000, the Consumer Sentinel database is expecied 1o be a primary too! in the fight against
consumer fraud. The President’s FY 2000 budget funds Consumer Sentinel,

Improve Consumer Protections Against Fraudulent or Abusive Practices.

Expand Disclosures for High LTV Mortgages, Consumers with high credit card debts are
frequently offered second morigages 10 consolidate their debis, extend the time for repayment,
and reduce the interest rate. These morigages can result in debt levels of 125% to 150% of the
home’s value, Consumers may not understand the consequences of these refinancings ~-
especially that the failure to repay these consumier debis could lead 10 losing their home -- ard
recent studies show that many such homeowners promptly incur new consumer credit debts, We
support legislation requiring lenders on high loan-to-value second mortgages to disclose that: (1)
interest paymenls may not be fully deductible; (2) the consumer may be unable 1o resell the
house unless the loan amount is significantly repaid; and (3) defsull can result in foreclosure,



Increase Civil Liability Limits for the Truth in Lending Act {TILA) Violations, TILA
provides an individual right of action for violations under which a consumer can recover actual
damages, additional statutory damages, and court costs. The amount of damages, however, is
limited to 3 range of not less than $100 nor greater than $1,000 for non-mortgage loans or ieases,
and to a range of $200 to 32000 for mortgage loans. These dantage limits may be too low (o
deter TILA violations, particularly at unregulated ingtitutions not subject (o systematic and
regular examinations. We support raising the statutory cap © 2 level sufficient to deter violations,

improved Reporting on Race, Income and Otlier Data,  Financial institations are required |
under the Home Mortgage Disclosure Act (HMDA) to report the race, income and other data
about home morigage borrowers, but a separate Federal Reserve regulation prohibits them from
collecting such information for non-mortgage horrowers. Bxperience suggests that publicizing
such data helps to reduce discrimination, increase access for minority borrowers, and foster
mnovation, and the current prohibition inhibits self-testing under the fair lending laws and makes
fair lending enforcement more difficelt, The Treasury Department has asked the Federal Reserve
to amend the regulation to allow increased reporting,

Clear Reporting. HMDA regulations do not require financial institutions to report separately on
sub-prime loans, such as for manufaciured housing. If these loans were identified separately,
banking regulators and enforcement agencies could better analyze the data for potential fair
lending problems. In addition, financial institutions should be required to report on the reasons
for loan denials, The Treasury Department has asked the Federal Reserve to determing if these
regulatory changes can be made.

Limitations on HMDA. Institutions, other than banks and thrifis, do not have to report undey
HMDA if fewer than 10% of their loans are made for home purchase. The effect of thisrule is to
exclude from reporting some of the largest and fustest growing mortgage providers in the
sountry, whose consumer [oan portfolic is also farge. We are asking the Federal Reserve 10 bring
such providers under HMDA coverage.

End Coercive Sales of Insarance Products. Borrowers buy credit insurance to ensure
repayment of their mortgages in the event of death, injury or job loss. However, the cconomic
value to the consumer of these products is dubious. Moreover, oredit insurance is frequently
marketed in a way that is gither explicitly or implicitly coercive -- that is, consumers are tald or
left with the tmpression that their chances of getting the loan or getting it mors quickly would
improve if they purchased the insurance. Some creditors collect up-front lump-sum insurance
premiums for the policy term, so consumers cannot cancel. Required disclosures appear to be
ineffoctive at delerring these practices. 'We support Jegislation barring the advance collection of
lump-suy insurance premiums, so that consumers can pay for the insurance one month at a time,
and so loan termination automatically cancels both coverage and liability for insurance
payments, In addition, Congress should bar the sohicitation of credit life insurance untif the
lender has approved the toan application and communicated approval to the borrower.



Limit Consumer Liability for Non-PIN Protected Debit Cards, “Off-line debit cards” allow
consumers to pay for products through an electronic transfer at the point of sale. These “check
cards” differ from “on-line” ATM cards because there is no PIN or other security feature {(other
than a signature) to authenticate the transaction. Although credit cards also carry ne PIN
protection, the consumer is generally only Hable for no more than $50 of unauthorized charges.
But with debit cards losses can be much higher unless the customer quickly notices and reports
the loss, Thus, consumers can get the worst of both worlds: higher exposure to loss without
security protections. Consumer lability for these cards should be limited ag it is currently
Himited for credis cards - a step that VISA and Mastercard have already taken voluntarily,

Prohibit Unsolicited Mailing of Loan Checks. Loan checks are credit products for which the
consumer need only sign and cash the check to obtain a2 loan. Because these unsolicited checks
are “live,” however, the consumer 15 also at risk for fravdulent endorsement of the check. For the
same reasons that Federal law prohibits unsolicited mailing of eredif cards -- protecting
consumers {rom the hassle of contesting lability for stolen card purchases -- we support
legisiation prohibiting unsolicited mailing of loan checks. Consumers should not feel they have
to shred their daily mail.

Reform Accounting Rules for Consumer Installment Loans. We support legislation to
eliminate the use of the “rule o{ 78, an outmodsed accounting rule that disadvantages borrowers,
for all consumer credit transactions, In 1992, Congress barred the rule’s use in leans with terms
over 61 months; our proposal would flish the task. Creditors would have (0 use an accounting
method at least as favorable to the consumer as the actuarial method.

Take Action Against “Sub-prime” Lending Abuses.

Expand Protections in the Home Equity Market. The Fed/HUD Report on RESPA and Til.A
documented continued problems with abusive praclices tn some segments of the morigage
market, including evasions of the Home Ownership Equity Protection Act (HOEPA), which
provides profections for borrowers with high-cost loans. The study recommended targeting
abusive praciices. For example: to reduce the ocourence of loan flipping -~ recurrent
refinancings that may make it difficult for a home owner 1o pay off a foan or to scll her bome -
finanang {ees in high cost loans covered by HOEPA should be regulated; prepaymaent penaltics
and balloon payments should be further restricted; and the HOEPA threshold should be lowered.
Creditors should be required o provide additional data on HQEPA loaps. All amounis paid by a
borrower should be counted under the HOEPA wigger. Creditors should be required to inform
high-cost-loan applicants of available home counseling programs prior (0 closing. We will work
with Congress 10 ingrease protections in this arca.

Expand Enforcement Tools Against Abusive Practices. Congress should eliminage the
requireinent for a showing of “patiern or prastice” of asset-based lending 1o esiablish HOEPA
vialations., The definition of “creditor” should be expanded ¢ inciude individuals thal control
the lending practices of a company fo deal with the problem of small, thinly capitalized sub-
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prme lenders who escape HOEPA liability by dissolution or bankruptey. Finally, Congress

should strengthen RESPA enforcement and remedies, consistent with the recommendations in
the Fed/HUD Report.

Improve HMDA Reporting. There is a current imbalance in reporting requirements and
enforcement under HMDA as between regulated depository institutions and other mortgage
lenders, Some unregulated lenders face no sanctions if they fail to report when required. We
support legislation providing HUD with enforcement authority to assure compliance by all
lenders with HMIDA reporting, unless banking regulators are already enforcing HMDA with
respect to such lenders. These legisiative changes will help level the playing field on reporting
and compliance hetween regulated and unregulated financial institutions, and will improve
disclasure in a growing segment of the mortgage lending market,

The Banking Regulators Should Continue to Impreve Guidance on Sub-prime Leading.
The Federal Financial Institutions Examination Couneil i3 improving guidance on fair lending
compliance, The FFIEC issued fair lending examination procedures for banking regulators in
January 1999 and focused particular attention on the problem of “steering” loan applicants on &
prohibited basis 1o a sub-prime lender within a financial institution's organization. In March, the
FFIEC released additional guidance focused on safety and soundness issues and fair lending
problems. The OCC recently issued guidance warning of the rigks in this ares. Today, the
President is directing the Office of the Comptroller of the Currency and the {Office of Thrift
Supervision, in consultation with HUD, the FTC, the Justice Department, and the other banking

regulators, to study whether further actions are necessary to halt abusive practices in the sub-
prime area. :

B

EXPAND ACCESS TO FINANCIAL SERVICES

Frovide Low-Cost Banking Services to All Americans. Too many Americans cannot
afford, or do not have access to, basic banking services. The Administration will increase
and strengthen its efforts -- working with banks and consumer groups -- 0 Increase access (0
low-cost banking services to all Americans. The Treasury Departiment will pay set-up costs
to encourage private banks to offer low-foe banking accounts for those who receive federal
benefits like Social Security,

Provide Individual Development Accounts (I1DAs) To Make {t Easier for Low-Incomc
Families to Save. 1DAs allow low-income households to save not just for retirement but also
fo: education, ermergencies, home ownership, or busingss investment.  Individual contributions
can be matched to encourage more savings. (The FY 2000 budget doubles funding for IDAs)

Belster the Community Development Financia) Tnstitutions (CRFT) Fund. Treasury's CDFI
Fund provides grants, leans, and equily investments to locally-based, specialized financial
institutions and mainstream banks and thnifls serving low and maderate income communitics,


http:speciaii7.cd

The CDFI Fund is helping to expand the reach of these institutions to under served communitics.
The Administration is sceking $125 million for the Fund in FY 2000 and Fund reauthorization.

IMPROVE CONSUMER FINANCIAL EDUCATION

Launch a Campaign to Promote Education on Credit, Savings, and Investment. One of the
best protections for consumers is education. Yet evidence suggests that consumers often find
credit and investment opportunities confusing, and are carrying greater levels of debt, filing
bankruptcy more ofien, not saving as much as they would like for retirement, and investing
without full comprehension of the risks involved. The President today directed his Nationai
Economic Council to convene a high level interagency task force to present him with a plan to
raise financial literacy levels, and to expand the Administration’s commitment to public and
private consumer financial education programs. Elements of this plan will include:

Ideatify and Publicize Successful ‘Best Practices” for High School and Other Financial
Education Programs. Nonprofit groups, such as the National Council on Economic Education
and JumpStart, as well as government agencies including the Department of Agriculture and the
Department of Defense, have developed educational modules and course materials that not only
improve students’ understanding of complex financial topics but also have been shown to
improve their long-term financial status, Working with the interagency task force, the
Department of Education will help publicize proven educational programs, to make it easier for
teachers, professors, and other educators to adopt financial education programs that work.

Promote Effective Financial Planning. Studies show that families who are able to develop and
follow a financial plan are much more successful in achieving major financial goals, such as
saving adequately for retirement, their children’s education, or a new business venture. A
growing number of public, nonprofit, and corporate initiatives have begun to educate Americans
about cffective financial planning, such as the campaigns sponsored by the American Savings
Education Council, the Securities and Exchange Commission, and the Department of Labor. The
Administration will participate in joint initiatives with these and other groups to highlight the
benefits of personal financial planning and the steps that all Americans can take to make

financial planning easier.
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THE CLINTON-GORE PLAN FOR

FINANCIAL PRIVACY AND CONSUMER PROTECTION IN THE 21st CENTURY
‘ May 4. 1999

zi

Today, President Clinton Introduces Legislative Proposals and Executive Action to Protect
Consumers in the New Econemy, Based on Five Principles: (1) Protect Financial Privacy;
(1) Expand the Consumer’s Right to Know; (3} Prevent Fraud and Abusive Practices; {4} Expand
Access to Financial services; (5) Educate Consumers.

FROTECT FINANCIAL PRIVACY. Cross-mdustry mergers and consolxiation have given banks
unprecedenied access to consumers’ (nancial and medical records at just the time when new technelogies
have made it possible -- and potentially profttable — for banks to mine such data. President Clinton beligves
that consumers deserve notice and choice aboul the use of their personal information, and Vice President
Gore has led the Administiration’s efforts to proieet consumners’ financial and medical privacy in the new
financial marketplace. Today, President Clinton will call on Congress to:

7 Give Consuniers More Power Over Thelr Own Information, Require institutions to inform
consumers of plans to share or sell their financial information; give the consumer the power (o stop
it. Cutrent law does not limit on selling or sharing of information about consumers’ transactions.

v Protect Medical Information. Emi)osc special restrictions on any sharing of medical information
within a financial conglomerate. As banks and insurance firms merge, for example, consumers
should not fear that that the results of a physical exam could be used to make a credif decision.

EXPAND THE CONSUMER’S RIGHT TO KNOW. Consumers face a bewzléemg array of choiees in
today s hinancial markelplace and olien do nol have suificient information to make wise decisions,
Aggressive marketing can ebscure the truth about the financial choices a customer is being asked to make.
For example, consumers ar¢ often surprised when low infroductory credit card rates expire and interest rates
spike, To address this, President Clintor will urge Congress to:

v Improve Credit Card Disclosures, Prevent misleading marketing of “teaser rates” by requinng
cqually prominent disclosure of cpiration dates of low rates, eventual terms, and possible penaliies;
require disclosure of how long and how costly repayment would be if « consumer makes only the
mrinimum payment.

v lmprove Disclosure Rales. Improve disclosure rules for Internet eredit card selicitations,
v Require Greater Disclosure for Other Finaneiul Products. To allow consumers lo comparison
shop, reguire enlanced disclosures for sent-to-own asrangeruents, home mortgages and settlemet

services, and international money wansfors,

v Require Daal ATM Disclosures, Require ATMs to provide disclosure of surgharges on the
maching and the ternsinal sereen, so consumers can shop with their feet,



?REV;?:N’I FRAUD AND ABUSIVE PRACTICES. More and more Americans ate using the Interet to
invest in the stook miarket and condnct other financial transactions. Fraud schemes -- including stock
manipulation -- are uncovered each day. Off-line, old fraudulent practices continue, and new ones -- such as
identity theft and on-iine schemes - continue to arise. Low-income borrowers must often turm o
unregulaied, high-cost lenders whose terms are sometimes abusive. To crack down on financial fraizé and
attack other abuses, the Clinton Administration wili:

v

v

Seek Increased Funding for SEC Efforts. Work with Congress o provide to the SEC $16.5 million
{$5.5 miltion in addition to the $11 million increase in the FY 00 budget) to increase intemnet
prosecutions and surveillance, enhince the SEC's Enforcement Complaint Center, and nugment
training {or law enforcement on Internet seourities fraud,

Fight Identity Theft. Launch a vigorous identity thefl enforcement and prevention strategy led by (he

Treasury Department,

Fight Internet Fraud. Crack down on Iniemet fraud under an effort led by the Department of Justice
that will step up law enforcement training and public education.

Stop Sub-prime Lending Abuse. Improve reporting of high-cost mortgage loans and give the FTC
and HUD adequate authority to stop sub-prime lending abuses.

EXPAND ACCESS TO FINANCIAL S SERVZ{?ZES Too many Americans cammol afford, or do not have

ACCeSS (0, bAsic Eaa&mg sorvices. The Administration will strengthen its efforts - waorking with banks and
consumer groups - 10 expand access to low-cost banking services to all Americans, .

¢

Low-Fee Banking Accounts for Federal Beneficiaries. The Treasury Department will pay sct-up
costs to encourage private banks {o offer low-fee banking accounts for those who receive federal

benefits like Social Secarity.

Expand Individual Development Accounts (IDAs). The President’s balanced budget would
mrovide additional funds for accounts that allow low-income familics to save for education,
emergencies, homeownership or business.

Bolster the Community Development Financial Institutions {CDFI Fund., The President’s

halanced budget would increase funding for grants, loans, and equity nvestments in local institutions
serving low and mederate income contmunitics.

-



EDUCATE CONSUMERS AND IMPROVE FINANCIAL LITERACY. The daunting complexity of
financial products and choices inceeases e importance of consumor Tinancial education.

v A Plan {s Raise Financéal Literacy. Prestdent Clinton today directed that the Natonal Economic
Courncil to prepare an interngency plan 1o raise financaal literacy and ncrease the government’s
’sugpon for consumer financial education. Under the plan, for example, the Department of Education
will publicize proven educational programs that integrate financia literacy into basic school curricula,
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