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SE—007280 * -
DEPARTMENT OF THE TREASURY o
 WASHINGTON, D.C. 20220 i

BRIEFING

August 7, 1996 - :
NIEMCIRANDUM FOR SECRETARY RUBIN ‘ !
DEPUTY SECRETARY SUB‘IMERS '

FROM: - Roger L. Anderson R o
Deputy Assistant Secretary
- Federal Finance N o i

Mozelle W. Thompson‘*c\ \ ' :
Principal Deputy Assistant Secretary |
Government Financial Policy : '

Victoria Rostow \}¥— . 9
Deputy Assistant Secretary . B .
Banking and Finance ' *

SUBJECT: SLMA and Connic Lee | | ;

You have asked for a summary of the issues involved in the legislation regardmg the
privatization of lhese two Government Sponsored Enterprises.

SLMA o :
|
. Treasury, on behalf of the Administration, had negotlated pnvauzatlon language

* acceptable to SLMA

0 At the last minute, the Department of Education, raised two new issues: i

i

- The first would legislate‘ Education’s litigating position regarding SLMA’s
liability for a 30 basxs point fee on Guaranteed Student Loans put into -
securitization vehicle:

- The second would require SLMA to expand its marketing programs to scﬁools
whose students hlstoncally have poorer repayment records i

. {

* OMB supported Education and refused to endorse the legislative language. |

o We talked to Ellen Seidman about your interest in either NEC or Chief of Staff review

of OMB’s position. Ellen suggested calling Panetta. ; :



CONNIE LEE : : ;-

Treasury has objected to three bill provisions that we believe would have a negative
impact on the sale of Federally-owned Connie Lee stock. Taken together, we believe
that these provisions will result in a "fire sale” of such stock. (The USG has mvested $19
million in Connie Lee.) The bill: r

- requires that the stock be sold in six ﬁonths (we asked for one year), |

- requires that such stock be: soId to Connie Lee (if such stock is not sold w;thm
six months) _ o y

-- based upon a price approved by Connie Lee, ‘
-- as determined by a financial advisor chosen by Connie Lee, and |

--- the price cannot exceed a 1992 CBQO estimated price of $7 millioh.



MEMORANDUM FOR: 153 SECRETARY X]DEPUTY SECRETARY [JEXECUTIVE SECRETARY |
CJINFORMATION (J LEGISLATIO

TREASURY CLEARANCE SHEET
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Ogn( - (O OTHER
Principal DAS Thompson - DAS Rostow
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1

I SUBJECT: SLMA and Connie Lee
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INITIATORIS) |
| |
R.Anderson A Federal Finance 2-2640
| a
RFY[EWEES - |
e we. | 4ol :
: thﬂ@v~ i
H
i .
| Cron
; v |
lg <W :
i
| .
: :
: ;
|
|
|
| |
| o
| |
SPECIAL INSTRUCTIONS | l
, | ‘
| ;
| ! .
| o
CJ Review Officer - i Date

{J Executive Secretary

|
!
i
!



1997 ~-SE- 001385 o
g \ DEPARTMENT OF THE TREASURY -
WASHINGTON, D.C. 20220

Fehruary 7, 1097 |

'ACTION
nxuoanunnx FOR SECRETARY RUBIN

; DEPUTY BECRETARY suggigg . I ;
"TKROUGK: John D. Hawke, Jrégg) , : |
! D

] Under Secretary ( estic Finance)

' FROM: © Roger L. AndersonQLfF ;
! Deputy Assistant Secretary (Federal Finance)

ﬁéUBJECT: - Sallie Mae Oversight A - R : : ,
! . . .
‘ACTION FORCING EVENT: ' ‘ » ' : i

The scope of Treasury'’s over31ght of the Student Loan Marketing

Associatlon (Sallie Ma€e) has been expanded and enhanced as part of
last year’s Government-sponsored enterprise (GSE) privatization
1eglslat10n. Funding is provided for by annual assessments of
Sallie Mae, capped at $800,000 adjusted for changes in the CPI. |

&RBCOHMENDATION: . ‘
- <i_

' That you approve the creation of an Office of Sallie Mae Over51ght

H

;as described below. . , |
i . . ‘
' ___Agree o Disagree Let’s Discuss
' | !

| . [
| BACKGROUND ANALYSIS:
!

. Treasury was first charged with overseelng the financial safety and
soundness of Sallie Mae by legislation in 1992, No additional |
s resources were provided, however. At the time, the Office of the
i Deputy Assistant Secretary (Federal Finance) was assigned this
responsibility because of its close involvement with Sallie Mae
. since the inception of the GSE in 1972, and because of the Office’s
| extensive coverage of Sallie Mae operations during GSE studies '
conducted by Treasury in 1990-1991. Since then, we have carried,
out Sallie Mae oversight with one full-time professional superv1sed
- by the Director of the Office of Market Finance.

A !
In mid-1996, GAO audltors loaklng at Sallie Mae expressed concern
about the limited resources available for Treasury oversight. !
Treasury and the Administration demanded and received enhanced |
"oversight and enforcement authority, as well as funding for

oversight operatlons, as a condition for supporting Sallie Mae’ s
privatization legislation last year. :

The legislation requires enhanced oversight of Sallie Mae until the
termination of its GSE status, which must occur not later than 2008
I if Sallie Mae’s shareholders elect to privatize or 2013 if Sallie Mae
dissolves. .The shareholders are expected to elect privatization at a

‘ i

i
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May 15, 1997 meeting. Sallie Mae would then become a GSE subsidﬁary
of a completely private, state-chartered Holding Company durlng a
transition period of up to 11 years. The Government would have no
specific ties to or oversight authority of the Holdlng Company.

If Sallie Mae privatlzes, Treasury must make sure that "fire walls"

- provided for by statute are erected in order to insulate the GSE

from the activities of its parent and non-GSE affiliates. Treasury
must also make sure that, once established, the "fire walls" are
never breached. Uncertified dividend distributlons to the parent
cannot be permltted, and the GSE’s compliance with its statutory
capital ratio, which is to be increased from 2.0 to 2.25 percent in
2000, must be rigorously monitored and enforced. Treasury must !
asSure that, among other things, restrictions on debt issuance, GSE
name usage, and new business activities are not violated.

For a period of up to 11 years, Treasury must make sure that at all

-times there are no extensions of credit or any kind of credit

guarantees by the GSE to other parties in the holding. company i
structure, and that the assets of the GSE are never encumbered Ln

- any way by the other parties. Contracts with the Holding Company

for loan servicing and for financial management and internal
controls nmust be subjected to continuous scrutiny. Aall transactlons
must be carried out at arms length at costs and performance:
standards that are no less favorable than are available elsewhere.
Oversight would be complicated substantially if the parent itself
were acquired, such as by a foreign financial services firm.

If Sallie Mae dissolves, enhanced oversight could span 16 yearsi
buring that time, Treasury would need to focus on risks inherent in
a company likely to lose expertlse in management and internal ;
control early on. |

Sallie Mae’s financial and operations management under either |
dissolution or privatization must always measure up to industry and
Federal regulatory standards involving internal controls over credit
risk, interest rate risk, risk arising from derivative transactions,
adequacy of reserves for losses, and all other sources of risk. ! on
December 31, 1996, Sallie Mae had assets of $47.6 billion with !
appropriately matched liabilities. In the third quarter, the nominal
volume of financial derivatives totaled $44.6 billion. ‘

An Office of Sallie. Mae Oversight staffed by a SES-level Office’

- Director, two professionals, one research assistant, and contract-

consultants with expertise in bank regulation and examination
appears sufficient to meet the statutory oversight requirements.

The consultants would be needed from time to time to assist the;in-ﬁ

house staff develop the Treasury oversight plan; evaluate Sallle
Mae’'s Reorganization Plan, and later on its Winddown Plan if the
shareholders do not elect reorganization; and conduct perlodlc,xon-
site full-scale or selected-target examinations.

!
f
i
1
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When we'were planning the Office, we Snght‘the advice of bank |

" examiners at the OCC and the Fed. They concurred that a relatively

small office with a technically strong, highly visible Director hnd
support from contract consultants would be adequate for Treasury
oversight of Sallie Mae. The case for a small office reflects (1)
the fact that Sallie Mae’s operations consist of standardized, |-
highly repetitive computerized processes involving the purcha81ng
and servicing of Government-guaranteed student loans, and (2) the
fact that Sallie Mae currently utilizes well-established f1nanc1a1
management and internal controls to minimize credit and interest]
rate risks. ' Our internal oversight evaluations have found that
Sallie Mae has been very successful in controlling risks.

As a comparison, the Office of Federal Housing Enterprise
Oversight, which has somewhat broader oversight authority for FNMA
and FHIMC than Treasury does for Sallie Mae, has a budget of $15|5
million for fiscal year 1997 and a full-time staff of 72. That
$15.5 million is approximately 3.0 percent of the combined assets
of FNMA and FHIMC, while our $800,000 budget is only 1.7 percent\of

Sallie Mae’s assets. 'J
The Sallie- Mae 0versxght Office must develop a Treasury oversight
operating plan while 51multaneously providing for an analysis and

evaluation of Sallie Mae’s Reorganlzatlon Plan. Sallie Mae expects

to submit a review copy of the Reorganization Plan to Treasury in

February or March, before presentlng the Plan for shareholder vote
in May. A staff with expertise in sophisticated corporate financial
managenent and credit analysis in a holding company structure,
knowledge of the federally guaranteed student loan program, and the
ability to ant1c1pate .challenges to oversight for a span of up to 11
or 16 years is the key to providing acceptable oversight. 1

If Treasury does not prov1de proper oversight, the Government could

be exposed to risks that the Holding Company’s management and 1nterna1

controls might be inadequate to assure corporate separateness. One
intent of the law, and of Treasury oversight, is to protect the GSE
from business risks of the parent or its non-GSE affiliates.

Treasury must determine that the terms and substance of a trust to be

established by Sallie Mae upon termination of its GSE status arel
satisfactory to the’ Secretary for purposes of holding funds for the

benefit of investors in remaining GSE debt. Currently, GSE debt| totals

$46.6 billion, of which $0.4 billion has a maturity date of 2022, or.
well beyond the maximum end date of 2008 or 2013 for terminationiof
GSE status. If Sallie Mae experienced a financial crisis, investors
might appeal to the Government for assistance, although GSE debtlls

not guaranteed by the Government. Sallie Mae has the ability to borrow -

up to $1.0 billion from the Treasury subject to the approval of the
Secretary. (TAB C provides details on potential risk exposure.),

{

!
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: ’ I

Sallie Mae agreed to the leglslatlon requiring enhanced oversight,

including the funding provisions. Sallie. Mae’s first semi-annual

payment for FY 1997 ($400,000) has been received and is available .
to finance expanded oversight beginning as of October 1, 1996.

Attachments: : ' ‘ ' 1

TAB A Organlzatlon Chart and M1551on Statement -
TAB B Personnel Needs and Budget

TAB C Overview of Potential Risk Exposure

TAB D Legislation and Schedule of Selected Dates
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1 9 9 7 -SE-002 |
- DEPARTMENT OF THE TREASURY |
WASHINGTON, 1D.C. 20220 ;
|

F‘°bruary 25, 1697

MEMORANDUM FOR SECRETARY RUBIN

THROUGH “George Muiioz 5”\ | \
... Assistant Secretafy (Management) and
? Chief Financial Officer
FRCM: : John D. Hawke, Jr.

i
|
|
|
‘Under Secretary ( estic Finance) ‘
|
Mozelle W. Tho‘mpsonW ;
‘ Principal Deputy Assistant Secretary |
i : (Government Financial Policy)
+ . |
SUBJECT : Privatization of Connie Lee ' . i
_ACFION FORCING EVENT: |
thsu'ant to Section 603 of the Student Loan Marketing Association Reorganization Act of 1996, as i
enacted in the Omnibus Consolidated Appropriations Act of 1997 (Pub. L. 104-208), the Secretary of the
Treasury is directed to sell the Connie Lee stock held by the Department of Education no later than |
F ebruary 27, 1997. i
RECOMMEN])ATION : i
|
|

That ‘you delegate your authority to Under Secretary Hawke and PDAS Thompson for the sale of the
Connie Lee stock held by the Secretary of Education. o

|

Agree _ Disagree .__Let's Discuss

|

|

|

] | |

BACKGROUN])/ANALYSIS' |

' |

Treasury understands that the sale of stock to Connie Lee will take place on February 27. To sign :
necessary documents on behalf of the Secretary, such as cross-receipts, the Office of General Counsel i lS of
the oplmon that a delegation of authority is necessary. _ :

Tab A: A Temporary Order is attached for your signature. | |
1 ' : .

|
I
|
t
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:

BY ORDER OF THE DATE:

SECRETARY OF THE TREASURY

TREASURY ORDER  103.02 (T)

™

Sunset Review:

§ SUBJECT: Delegation of Authority Relating to Connie Lee Privatization

1, By virtue of the authority vested in the Secretary of the Treasury, including the authority in
31 U.S.C. 321(b), I hereby delegate to the Under Secretary (Domestic Finance) and the Principal
" | Deputy Assistant Secretary (Government Financial Policy), the authority of the Secretary of the
+ Treasury under Section 603 of the Student Loan Marketing Association Reorganization Act of 1996,
~as enacted in the Omnibus Consolidated Appropriations Act of 1997 (Pub. L. 104-208) (“Section 603 |
- of the Act™) to exercise any right or power, make any finding or determination, or perform any duty |
or obligation which the Secretary of the Treasury is authorized to exercise, make or perform under |
i
{
t
!

Sectlon 603 of the Act. Each of these ofﬁclals may exercise thls authority in his own right.

‘ 2. This Temporary Order shall be effective as of the date of enactment of Section 603 of the Act;
"and it shall terminate without any further action on February 28, 1998, -Termination of this
Temporary Order shall have no effect upon actions taken within the scope of the Temporary Order
prlor to its termmatlon

Robert E. Rubin
Secretary of the Treasury

- OPL: US (Domestic Finance)

I
'
+
i ’ Plasse Printed on

| Pecycie Hacyciad Paper
TOF 83-01.7 (Rev. 05/84)



MEMORANDUM FOR:

No.
Date

TREASURY CLEARANCE SHEET

[x] SECRETARY [ | DEPUTY SECRETARY [ J EXECUTIVE SECRETARY

[1ACTION []BRIEFING [} INFORMATION [] LEGISLATION
[ ] PRESS RELEASE [ ] PUBLICATION [] REGULATION [ ] SPEECH
[ ] TESTIMONY [ ] OTHER
FROM: . Assistant Secretary (Management) and CFQ
THROUGH: ) ;
SUBJECT: os der 103- I
, e [
REVIEW OFFICES (Check when office clears) f
[ ] Under Secretary for Finance [ ] Enforcement [ ] Policy Management i
i [ J Domestic Finance : [1ATF [ 1 Scheduling l
[ 1 Bconomic Policy [ ] Customs { ] Public Affairs/Liaison i
[ ] Fiseal []1FLETC { ] Tax Policy !
[1FM5 " [ Secret Service - [] Treasurer [
[1] Public Debt [ 1 General Counsel . [JE&P :
{ ] Inspector General [ } Mint ' i
[ ] Under Secretary for International Affalrs [1IRS [ ] Savings Bonds |
{ ] International Affairs { ] Legislative Aftairs |
: { ] Management [ ] Other :
! {10cC
i ‘ .
NAME (Please Type) VINI’IA‘IAL DATE OFFICE TEL. Né.
INITIATORS) | | ‘
- L Dohahue 9’9 27/ 2‘5/77 Ofc. of Organizational Improvement' 2-0075 |
REVIEWERS ' l
| i
|
M. Sﬁaw ?D 1/ 3%/97 | Act. Dir., Ofc. of Organizational Improvement | 2-1068 |
S. Gould bp”" |2 %7’ 7| DAS (DF&M) 22400
G. Mufioz \  p-25-g7 | AS (M)/CFO 20410
Ed Knight &7 ’(%/?% General Counsel 20287
; !
I
i
(
l
l

THIS ORDER MUST BE REVIEWED BY THE GENERAL COUNSEL PRIOR TO SUBMISSION TO THE

SECRETARY

[1 Re\:fiew Officer-

|
o o , |
: | ; -

|

Date - [ 1 Executive Secretary Date

i
i
;
{
|
|
|
1
[
|
i
i
i
H
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DEPARTMENT OF THE TREASURY l”ﬂ'ﬁ“&)’:"ﬂ‘?‘ {'”‘“ :
WASHINGTON, D.C. s N i

ASSISTANT SECRETARY S | : INFORMATIOI\}

December 10, 1998 C‘" r '0"]

)(0 Chf"“
v’;..

MEMORANDUM FOR SECRETARY RUBIN
DEPUTY SECRETAR/¥ SUNMERS

FROM: Gary Gensler }5
e Assistant Secretary for £l Markets

Richard . Camell g
Assistant Secretary for Financial Institutions -

‘ SUBJEC’]": Budget-Related Proposals re GSEs and Ginnie Mae
On December 9, we spoke with Josh Gotbaum of OMB about budget-related proposals :
- for new fees on govemment-sponsored enterprises (such as Fannie Mae and Freddie Mac) and
for selling rights relating to Ginnie Mae. :
 GSEFees | | o | B

We underscored the Secretary’s desire to assist OMB in achieving its fiscal goals§-and to

do so in a way that wQuld not lend credence to market perceptions that the government 1mphc1tly M
o | 'mTu&(

We outlined several proposals that would seek to achieve those dual objectives by
imposing fees based on specific, identifiable benefits that the government provides to the GSEs:.
e.g., exemption from securities registration; exemption from state and local corporate income
taxes; and the GSEs’ federal charters themselves. p a

. At Josh’s request, we will prepare for OMB a more specific list of ideas along with rough
- estimates of the revenue they would raise. We will follow-up with Michael Deich, dascussmg the
political feasibility as well as the substance of these ideas.

Josh specifically asked us to include a proposal requiring Fannie Mae to make some
~ payment in lieu of the D.C. corporate income tax. (As Fannie Mae has the right to relocate
within 50 miles of D.C., one might key the fee to the lowest of the D.C., Maryland, and Vlrglma
corporate income tax rates.) :

i
(-

{

EXEGUTIVE SEGRETARIAT




Ginnie Mae

OMB wants to continue developing a possible proposal for selling the right to collect
Ginnie Mae’s future revenues. Jack Lew informed Andrew Cuomo today of OMB’s interest in :
this idea. We understand that Cuomo responded negatively, emphasizing possible adverse l
effects on first-time homebuyers and members of minority groups.
‘ OMB now believes that under the Credit Reform Act, the government would not derive .
scorable receipts from selling the right to payments on Ginnie Mae’s existing book of business.
Accordingly, Josh has in mind selling the exclusive right to fees on Ginnie Mae’s fufure business
for a periad on the order of 15 years.. : |

, X - |
Josh’s goal is to raise some $2-2.5 billion in this manner. He has asked us to work A!
closely with OMB in structuring and valuing such a proposal. ‘

We note that such a proposal continues to face significant hurdles from the standpomt of
housing policy, GSE pollcy, privatization policy, and political feasnblhty '

cc: A].an‘Cohen
Linda Robertson

David Wilcox
)
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December 14; 1998

NOTE - TO GARY GENSLER
RICK CARNELL

FROM: Bob Rubin

GSE Fees: Critical.
Ginnie Mae: This is important.

The Secretary of the Treasury

|



EXECUTIVE SECRETARIAT CORRESPONDENCE MEMO COVER SHEET f

Thursday, December 10, 199£3

[

PROFILE#  1398-SE-013985
DATE CREATED: 12/10/1998 - | | | :

ADDRESSEE:  Robert E. Rubin/Lawrence Summers AUTHOR: Gensler, Gary/Carnell, Richard S.
- Secretary/Depuly Secretary Domestic Finance

SUBJECT: Budget-Related Proposals Re GSEs And Ginnie Mae
ABSTRACT: Budget—relatéd proposals re GSEs and Ginnie Mae.

, i
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DEPARTMENTOFTHETREASURY %{T}O‘]
. - F&Ea* B RAWE]
WASHINGTCN, D.C. '
August 3; 2000

ASSISTANT SZCRETARY -

I\fﬂilMORANDUM FOR SECRETARY SUMMERS

 DEPUTY SEC Y EIZENSTAT
THROUGH: : Gary Gensler . ‘
' Under Secretary - (Domgstic Finance) ‘ j
FROM: Lee Sachs Q// o o
. Assistant S (Fmancxal Markets) : , f
SUBJECT: © Sallie Mae Oversight -
ACTION FORCING EVENT: : - ' ' ;

The Student Loan Marketing Association Reorganization Act of 1996 (the Privatization Act)
expanded Treasury’s oversight of the Student Loan Marketing Association (the GSE). In 1997,
former Secretary Rubin created the Office of Sallie Mae Oversight (the Oversight Office) under

- the Deputy Assistant Secretary for Federal Finance. The Oversight Office has conducted studies
of the GSE's operations, and has developed an examination plan to monitor the GSE’s safety : and
soundness and compliance with statutory prowsmns N

N
- RECOMMENDATION: ‘

f

That you direct the Oversight Office to prepare an annual examination report to assess the
financial safety and.soundness and the statutory compliance of the GSE as it moves to full '

privatization. (/OSL ?//\ 41« | / M

Dlsapprove Let's Discuss

H

Approve l -

BACKGROUND: . ‘ \ " S
In 1997, the GSE was reorganized into a subsidiary of SLM Hélding Corporation (SLM), with
the authority to continue purchasing student loans until September 2007. The GSE must then

dissolve and relinquish its charter by September 2008. During the transition, the holding |
company structure allows SLM to enter new lines of business through its nqn—GSE subsidiaries.

EXEGUTVE SECASTARIAT
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Friday, August 04, 2000

PROFILE #: 2000-SE-008024
DATE CREATED: 08/04/2000

ADDRESSEE:  Lawrence H. Summers
Secretary .

SUBJECT: Sallie Mae Oversight
ABSTRACT: Sallie Mae Oversight
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- DEPARTMENTOF THE TREASURY

WASHINGTON, D.C.
August 3, 2000

ASSISTANT SECRETARY ‘

MEMORANDUM FOR SECRETARY SUMMERS

RY EIZENSTAT

THROUGH: " Gary Gensler \ |
Under Secretayy or:/7stic Finance)
FROM: Lee Sachs » :
’ ' Assistant S etary (Financial Markets) . i
'SUBJECT: . Sallie Mae OverSIght ' ‘ !
ACTION FORCING EVENT: - |

The Student Loan Marketing Association Reorganization Act of 1996 (the Privatization Act)
expanded Treasury’s oversight of the Student Loan Marketing Association (the GSE). In 1997, .
former Secretary Rubin created the Office of Sallie Mae Oversight (the Oversight Office) under

* .the Deputy Assistant Secretary for Federal Finance. The Oversight Office has conducted studies -
of the GSE's operations, and has developed an examination plan to monitor the GSE’s safety and
soundness and compliance with statutory provmons '

RECOMMENDATION:

That you direct the Oversight Office to prepare an annual examination report to assess the !
financial safety and soundness and the statutory compliance of the GSE as it moves to full
privatization.

| Approve v 'Disappr‘ove Let's Discuss

" BACKGROUND: .

In 1997, the GSE was reorganized into a subsidiary of SLM Holding Corporation (SLM), with
the authority to continue purchasing student loans until September 2007. The GSE must then
dissolve and relinquish its charter by September 2008. During the transition, the holding

- company structure allows SLM to enter new lines of business through its non-GSE sub51d1ancs




v

-any examination findings requiring corrective action; and (4) an operating performance section.

EXAMINATION PLAN:

The attached document more fully describes the mission of the Oversight Office and the
proposed examination and reporting process: The plan is consistent with the examination ,’
approaches used by Federal bank and government-sponsored enterprise regulators To ensure a
constructive examination process, the Oversight Office has also adopted several communication
standards. g ~ ‘ ,

REPORTS:

An examination report would be issued annually, absent any.cause for interim special
examination reports. By law, examination reports are to be provided simultaneously to the |
Secretary, the GSE, and to the Secretary of Education. Examination findings are considered
confidential and are not disclosed to the public. In addition, the Oversight Office may prowde
separate reports on the status of the GSE privatization or any other reports directed by the !
Secretary. _ ! ;

The annual examination report would generally include: (1) a description of risks associated wfith
the GSE’s business and how the risks are managed; (2) a description and assessment of the
GSE’s progress towards a winddown, and of specific risks arising from the privatization plan;(3)

LN

Most recently the Oversight Office prepared an interim limited-scbpe examination report dated
March 2000, which was forwarded to you under separate cover dated May 15, 2000.

Attachment:

Examination Plan




Department of the Treasury
Office of Sallie Mae Oversight |
Examination Plan |

The mission of the Office of Sallie Mae Oversight (the Oversight Office) is to carry out the
oversight charge of the Secretary of Treasury established by Congress to (1) monitor the
financial safety and soundness of the Student Loan Marketing Association (the GSE), and (2) !
monitor and enforce compliance with capital requirements and other statutory provisions. Tlus
mission will be carried out through ongoing off-site ana1y51s of the company and periodic on- 51te
examinations as described below.

4

I. Examination Communication Standards

A. Transparency. The Oversight Office seeks to foster.an understanding of the philosophy,
' goals, approach, and evaluation criteria being used by the examiners. Procedures
performed will be documented.

B. Familiarity Before issuing a formal report, the Oversight Office will provide ,
‘management with an opportunity to respond to any issues raised. Findings memoranda
on the area covered will be provided to management. Routine meetings with the Audlt
Cornmlttee of the Board of Dlrectors will be held.

C. Ethical Understanding. Information gamcred from the company will be treated as
confidential. Examiners will be sensitive to management concerns. Communications
with management will be candid. Examiners and consultants will be free from ﬁnanmal
interest in the GSE and its affiliates, including SLM Holding Corporatmn

i
1
§
1
|
(
i

II. Exammangn Objectives - These include an assessment of:

. Management’s expertise.
e Board of Directors’ oversight. ,
. The adequacy of records and internal controls. ' '
) Various risks faced by the company. ' ‘

II1. The Examination Approach

A. Gather Information - This is the first step toward understanding the GSE’s business |
and assessing risk associated with the businéss. The Oversight Office expects to engage'
experts to assist in assessments of certain aspects of the GSE's business. General areas of
examination are as follows:

U Credit Risk Management.
. »  Market Risk Management.
» Business Operations Risk.
»  Corporate Governance Risk.
» Technology Management.
o Progress Towards Privatization. .




S

N

B. SefSco’pe - Develop Examination Procedures

e - Select exam procedures that are focused on precisely deﬁned risks 1dent1ﬁed
in the Gather Information segment.

C. Perform Examination Procedures (Execute Examination Plan)

Interview Sallie Mae personnel

Evaluate the adequacy of Sallie Mae policies and procedures

Evaluate the appropriateness of the risk measurement and reporting system
Evaluate the reliability and accuracy of management reports. ‘

. @

D. Assess Results and Management

E. Conclude/Resolve - Post On-Site Examination Procedures

. Prepare an annual Report of Examination with summary of findings,
recommendations, compliance matters, and management response(s).

. Provide a copy of the Report of Examination to the GSE's Board of Dlrectors
‘and management.

. Discuss the Report of Exammanon with the GSE's Board of Dlrectors

.. Require a written response by the Board of Directors to the Report of L

Examination, specifically addressing any outstanding items. .

] Use reasonable good faith efforts to resolve findings that require corrective

action with management. A review process may need to be developed.




ADMINISTRATION HISTORY APPENDIX
CHAPTER THREE: IMPROVING FINANCIAL SERVICES, AND MARKETS AND THE
FEDERAL GOVERNMENT’S FINANCIAL MANAGEMENT
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DEPARTMENT OF THE TREASURY
WASHINGTON

November 13, 1998r

ASSISTANT SECRETARY

MEMORANDUM FOR SECRETARY RUBIN ' ?
" DEPUTY SECRETARY SUMMERS ‘ ‘

B UNDER SECRETARY HAWKE ;

FROM: Gary Gensler
Assistant Secretary (Eifgficial Markets) ‘

'SUBJECT: Possible Recommendations on Derivatives and Hedge Funds Studies

Based on our discussions today, we have revised the list of possible recommendations for the - : -
’ studies on derivatives and hedge funds. We have highlighted in a new first section, on “Margin:
and Capital Requirements,” some possible thoughts for addressing leverage. We also use this
section to set down a marker calling for the exploration of ways to implement margin and capxtal
requirements across a broader spectrum of financial activity. We will be developmg ﬁxrther our
own ideis on leverage. : o o
We have set up meetings with staff of the Federal Reserve and the SEC on Monday. We also
hope to meet with the CFTC next week. It was encouraging to hear of your meeting with }
Chairman Greenspan. We look forward to meeting with you and Larry on Tuesday to discuss -
these topncs further. : f

A’ITA(,HMENTS: Tab A: Possible Recommendations



L

Possible Recommendations
New Initiatives _ _ ‘ : ‘ , _ 1

a. Margin and Capital Requirements |

. Possibly subject OTC equity derivatives to margin regulation.

. Possibly give regulators of broker-dealers and FCMs the power to impose
capital requirements on trading and derivative affiliates (“consolidated
supervision™).

. Explore ways to implement margin and capltal requirements across a broader
spectrum of financial activity.

. Request the Bank for International Settlements (“BIS”) to review its current
capital requirements for derivatives and make adjustments where appropriate.

. . Possibly embody Bessemer requirements in statute (taking hedge funds’ assets

and liabilities fully into the bank’s own balance sheet). |

b. Disclosure

. Give regulators of banks, broker-dealers and Futures Commission Merchants
(“FCMs”) the power to impose record keeping and reporting requnrements on
derivatives affiliates. :

. Enhance Commodity Pool Operator (“CPO”) and Commodity Tradmg

"~ Advisor (“CTA”) filings to be quarterly, include summary denvatlves
information and potentially release to the public.

° Require financial institutions to disclose summary of exposures to other
leveraged entities as footnote to financial statements.
° Require that financial institutions demand more information from Ieveraged

entities. Require that creditors report this information to regulators on a
summary basis, with the opportunity for regulators to obtain more

information. I
c Stress Testing
° Requirebanks and broker-dealers (including their affiliates) to conduct regular
stress tests on their exposures (institutionalize the Derivatives Policy Group
(((DPG”))
. Require regulated entities to conduct an “integrated stress test” to measure
|

their total credit and derivative exposure to leveraged entities. ,
X Summary results of such stress tests would be made available to regulators.



" d. Internal Controls

!

Give regulators of broker-dealers and FCMs the power to impose mtemal
control reqmrements on trading and derivative affiliates. l

e.  Best Practices ;

Encouragé a group of financial institutions to draft and publish a set of best
practices for relationships with leveraged entities.

Encourage a group of hedge funds to draft and pubhsh a set of best practices
for their mternal controls. !

f. International Approach : o _ :
- ! |

- Improve international information exchange among national regulators
Encourage offshore bankmg centers to comply with internationally-agreed
standards. ‘

Providing Legal Certainty

a. Swap Exemption : ' ' : |

Leglslate the Swaps Exemption and change it to an exclusion ﬁ'om the
Commodity Exchange Act (“CEA”).

Continue to apply only to contracts between appropriate persons,
Maintain existing requirement for credit considerations.

Clarify that similar or industry standard terms do not equal fungibility.

i

b. Equity Swaps -

Expand Swaps Exemption to include swaps on non-exempt securities, e. g
equity swaps, credit swaps, emerging market swaps. i
Make over-the-counter (“OTC”) equity derivatives subject to at least
Securities Exchange Commission (“SEC”) anti-fraud jurisdiction, :

c. Board of Trade Issues

The Treasury Amendment would no longer use the term “Board of Trade.”
The Treasury Amendment would apply to all transactions in government
securities, foreign exchange and other listed mstruments not conducted onan
organized futures exchange.



d.  Organized Futures Exchange |

Swap exemption would no longer use the term “multilateral transactlon
execution facility.”

In its place, define the term “organized futures exchange to include today s
recognized exchanges, self-regulatory organizations (“SROs”) and anything
functionally identical, but to exclude clearinghouses and trading systems. |

e Broker or Dealer Trading Systems )
. Continue with current approach, even if expanded to derivatives. f
. Trading systems in securities are regulated by the SEC or Treasury.
. Trading systems in foreign exchange are unregulated.
. Trading systems which met the following conditions would not be an

Organized Futures Exchange: ;
a. trading only contracts on nonphysical commodltles J
b. principal only business

c. limited clearinghouse oversight

Futures exchanges could establish electronic versions that meet the ahove
conditions.

f. Limited Anti-Fraud Authority

Further Possible Initiatives

a, - Shad-Johnson

Give the Commodity Futures Trading Commission (“CFTC”) spéciﬁc
authority to prosecute fraud in foreign exchange bucket shops, those entities
that are not otherwise regulated that market foreign currency denvatlves to
retail.

!

Provide specnﬁc conditions for trading of single stock futures subject to SEC

jurisdiction.

b. Clearinghouses

°

- Cleannghouses that may develop for interest rate and currency swaps and

foreign exchange could be overseen by the Fed.
The CFTC would continue to oversee futures clearinghouses. : !

- The SEC would continue to oversee securities clearinghouses.

-~



¢.  International Centralized Credit Database

. SEC Chairman Arthur Levitt has proposed a market-organized Intcmattonal
Centralized Credit Database. i

“Tax Issues

a. Highlight Importance of Tax-Related Issues

. Treasury would address in a separate venue important tax-related issues for A
both derivatives and leveraged investors.
*  In particular, because tax havens adversely affect transparency for tax

purposes, consider measures to encourage U.S.-owned funds to domicile in
non tax-haven jurisdictions.

T

l
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DEPARTMENT OF THE TREASURY
WASHINGTON . !

Febr;xary 9, 1999

A$SiSTANT SECRETA RY

MEMORANDUM FOR SECRETARY RUBIN
- DEPUTY SECRETARY SUMMERS

FROM:  Gary Gensler y
: 'Assistant Secretary
 (Financial Markets)

Lee Sachs @3‘ o _ | Ry
Deputy Assistdnt Secretary ' : ’
(Govemment Financial Policy)

SUBJECT: President’s Working Group on Financial Markets Study of Hedge Funds:
Consensus Recommendations and Options for Addmonal Actions by
Treasury oo

Congress expects to receive the Working Group’s study of hedge funds by winter’s end.
Moreover, it is becoming increasingly important to resolve certain issues for OASIA, as they
move forward on many international commitments and approach the G-7 summit this summer. _ :
On February 17, Chairmen Greenspan and Levitt will meet with the two of you to discuss the |
report’s conclusions. Part I of this memorandum lists the expected consensus recommendations
of the Federal Reserve, the SEC and the Treasury. We believe that your meeting with Chaxrman
Greenspan on Wednesday, February 10, would be an opportunity to advance the consensus '
o recommendauons .

Speclﬁcalliy, we suggest that you press Chairman Greenspan to support the consohdated

~ supervision of broker-dealers, in order to extend the regulatory net to broker-dealers’ affiliates.
We believe that Chairman Greenspan might not be enthusiastic, but that you might have success in
winning his support for consolidated supervision. . :

Part II discusses whether Treasury should go beyond the expected consensus recommendations to
put its position on the public record. We lay out some options that we would like to discuss with
you, concerning whether to go public and, if so, in what fora. This is basically a political decision
as to whether Treasury should say publicly that, while we support the Working Group ,
recommendations, we believe that additional action is warranted. ;

: : i
1. Working Group Recommendations

: Although Treasury has been consxstent!y working toward achieving its goals, consensus appears
to fall short of our position. The consensus recommendations agreed upon thus far by Fed, the
SEC, and Treasury focus on four primary areas: (a) disclosure and reporting, (b) minimum




Page 2

standards, (c) supervisory oversight, and (d) international approach. Discussions with the CFTC
lead us to believe that they agree with most of these items; however, they might be closer to the
Treasury position. o

Tt appears that the Working Group (ex-CFTC) is close to consensus on the following:

Disclosure and Reporting

Require financial institutions to disclose a summary of exposures to hxghly
leveraged complex financial entities as a footnote to their financial statements.
Require more frequent reporting by commodrty pool operators (CPOs) to the
CFTC.

‘Require CPO filings to include more meaningful measures of market risk that

reflect the risk of both on-balance sheet and off-balance sheet posmons (e g. value
at risk or stress-testing). .
Make CPO filings public.

Minimum Standards

Sulzemsory Oversight

International Approach S

Encourage a group of financial institutions to draft and publish a set of minimum - -
standards for risk management and relatlonshxps with leveraged complex financial,
institutions. For example, a group of twelve major, internationally active P
commercial and investment banks recently formed the “Counterparty Risk ;
Management Policy Group." -
Encourage a group of hedge funds to draft and publish a set of mmxmum standards
for their risk management and internal controls.

Promote the further development of risk-based capttal rules (value at nsk
methodologies).

Issue guidance on the credit approval process and. ongomg monitoring of credit |
quality.

Issue guidance concemmg limits on counterparty credit exposures

Issue guidance on improving procedures for estimating potential future credit’
exposures and stress testing. cod
Issue guidance concerning the use of collateral. ‘ |
Expand the SEC’s FOCUS reporting requirements, under which firms report
detailed broker-dealer positions, to include more information about credit
exposures. (The SEC is still reviewing this.)

Encourage offshore bankmg centers to comply thh mtematronally-agreed
standards. :
Endorse the Basle agenda to revise the Capital Accord in the short term and

~ overhaul it in the long term; and to develop standards for creditor lending to h:ghly

leveraged complex financial institutions.
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o Endorse the IOSCO agenda to examine the need for improved internal control
standards and risk management practices for securities firms, and to examine the
appropriateness of disclosure standards and regulation of hedge funds.

We have als0 explored expanding the regulatory net, by instituting the consolidated supervision of
broker-dealers with the SEC and the Federal Reserve. While the SEC supports consolidated =
supervision of broker-dealers, they are concerned about a negative response from Capitol Hill.
The SEC miight support including some language in favor of consolidated supervision in the
Working Group’s report. The Federal Reserve is hesitant about endorsing the consolidated |
supervision of broker-dealers. Of all the possible measures to broaden the scope of regulation, |
however, thiis is the one with which Federal Reserve staff has been most sympathetic. Thisisa |
 point that you might have better success pursuing directly with Chairman Greenspan during your :
meeting on Wednesday. .

" If we do not achieve consensus on the need for consolidated supervision of broker-dealers, we
" might be able to accomplish some of the benefits of consolidated supervision through the
- following measurw These will require leglslatlon ‘ ,

‘. Enhance the SEC’s risk assessment authority to include reporting, record-keeping and.
- examination authority for all broker-dealer affiliates.

. Update the SEC’s risk assessment rules, which require broker-dealers that meet threshhold
requirements to report about positions held by “Material Associated Persons” (or
“MAPs”). Update the risk assessment rules by requiring firms to: improve risk
assessment measures when they or their MAP deal with highly leveraged complex ﬁnanc:al '
institutions; report on credit risk by counterparty; and provide sensmv:ty analyses. e

. Consider SEC preventative action against bmker-dealers for excessive holding company
risk (double leverage). 5

!

IL. Options

- While public statements could highlight the differences of opinion within the Working Group, they
could further Treasury’s agenda and place our position on the historical record. ‘

I
Option A:  Articulate a More Proactive Agenda ‘ !

Treasury could advocate continued efforts to enhance existing regulations and broaden their reach
to currently unregulated entities. If we do so, it would be critical to stress our continued support
for the Workmg Group recommendanons The benefits of being proactive include: !
|
I

i
i

° hel]pmg to ensure ongoing study and debate of the potential need for additional enhanced
regulatory capital requirements;
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. preserving our options for the international debate (although it could complicate our

position to suggest that we favor something that we are later unable or unwﬂhng to
deliver); i
e maintaining our position on the “high ground” in the international debate as well as f

establishing it domestically (subject to the same caveat as above);

. more accurately reflecting Treasury’s position;

. putting this position “on the record” for the short term (for the next ﬁnancxal crisis);

. putting this position “on the record” for historical purposes, to set the framework for
possible future legislation; and

. possibly adding to the debate on financial modernization legis]ation.

I

f
i

Treasury’s message could consist of three parts (a) reiterate the problem,. (b) continue to
support the Working Group Recommendations; and (c) highlight the ongoing need to study and
consider additional actions. ‘

Reiterate the Problem. Treasury’s message should include our concern that market

. movements - both up and down - are exaggerated by excessive leverage. We should stress the
need to find additional ways to ensure that excessive leverage is reduced. As last fall’s events |
begin to fade from the collective memory, Treasury’s message should serve as on ongoing '
reminder of the need to attempt to reduce excessive leverage and mitigate systemic risk.

Support the Working Group Recommendations. Treasury would continue to support the
‘Working Group Recommendations. , 4

Highlight the Ongomg Need to Study and Consider Additional Actions. Treasury would
also advocate continued efforts to broaden the reach of existing regulation to currently o
unregulated entities. Treasury may want to advocate:

. ccnsolidated supervision by the SEC of broker-dealérs (unless you are successful in
persuading Chairman Greenspan to support this);

* . potential regulation of unaffiliated derivatives dealers; and

. potential regulation of other highly leveraged complex financial institutions.

Fora for conveyingﬂ the message. There are four main fora for conveying a Treasury
- message on the need for addmonal actions. ,

. Hedge Fund Study Treasury may want to state its posmon in the hedge fund study itself
This would starkly outline our differences with the other agencies, but it would most
clearly place our position in the historical record.

. Speeches: We could insert Treasury’s position into various speeches. Secretary Rubin’s
recent speech at Davos is an example of how future speeches could include details related
to broademng the net of regulation. » o
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Testimony: We could insert Treasury’é position into Testimony by Treasury officials.
Opportunities exist as early as your testimony on Financial Modernization before the
Banking Committee on February 12, but we do not think we would be prepared by then. .

Meetings: We could enunciate Treasury’s position at domestic and mternatronal meettngs.
The G-7 Financial Ministers Meeting, which will take place on February 20, is one
opportunity, however, it may be awkward for you and Chairman Greenspan to be taking
different positions in that meeting. Since most G-7 countries do not have hedge funds, all
the issues of direct regulation, as opposed to indirect influence through banks, are easy for
others to call for but require difficult action in the U.S.

i
i

Additional opportunities to convey the Treasury message may be created by the G-7 outreech !

OPTION B: Announce Treasury’s Desire to Go Beyond the Working Group

It might bé prudent for Treasury to characterize the Working Group recommendations as useful

‘seminar to be held in the U.S. in April and the upcoming debate around the reauthonzatron of the ,
CFTC. )

Recommendations, While Providing Little Detail

first steps in dealing with excessive leverage. In addition, we could say that we will continue to
watch the markets carefully and that, if these steps are not successful in dealing with excessive
leverage, further steps will be needed. We would not specify now what those steps might be.
The benefits of this approach would be:

Treasury would be on the public record and : |
there would be less appearance of disagreement with other Workmg Group agencies. |

The drawbacks of this stance would be:

Option C: Do Not Announce Treasury’s Position in Public Fora

~Not\annoﬁncing Treasury’s position would avoid the following risks:

Treaéury’s position would not be fully articulated on the public record.

public disagreement with Chairman Greenspan , :
lowv likelihood of support from other agencies; ' 3
proposing something that is unlikely to pass Congress may be of particular concern on the
international front; and , g
strong industry opposition. : - - ' S

The drawbacks to this approach are that we would forego the benefits of articulating a more pro-
active agenda (Option A). In addition, it might appear that Treasury only supports the status quo.

i

i
i
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

April 22,-1999 : ' i

SECRETARY OF THE TREASURY

MEMORANDUM FOR THE PRESIDENT
FROM: Robert E. Rubin (2 &L C :

- SUBJECT: Report of the President’s Working Group on Financial Markets on |
Hedge Funds and Long-Term Capital Management e

Next Thursday, the President’s Working Group on Financial Markets plans to release a report’
entitled “Hedge Funds, Leverage, and the Lessons of Long-Term Capital Management.” After
the near collapse of Long-Term Capital in September, 1998, the Working Group decided to
study the activities of firms such as Long-Term Capital and their relationships with their creditors.
This memorandum summarizes the Working Group’s conclusions and recommendations.
Although the Workmg Group could have issued a report reflecting the differing views of the
various agencx&s it was our judgment that the report would be stronger if it were supported by all
the agencies. We included a section on additional measures for further consideration if the need
arises in the future. :
t
We anticipate that the international community, financial institutions, Capitol Hill and the press
will be very interested in the report. It is likely that several committees in the House and the
Senate vvill hold hearings on this issue. Separately, the Working Group is preparing a study of'the
regulation of over-the-counter derivatives. !
Background
R ! |
Events in global financial markets during the summer and fall of 1998 demonstrated that excessive
leverage can greatly magnify the negative effects of any financial market event. Although
leverage can play a positive role in our financial system, it can also increase the chance that !
problems at one financial entity could be transmitted to other entities, thereby increasing the risk
- to the financial system as a whole. Our market-based economy relies on market participants to
provide discipline, but market discipline can break down. In the case of LTCM, none of its
investors, creditors, or counterparties provided an effective check on its overall activities. In ;
addition, market history indicates that even painful lessons recede from memory with time.

Although LTCM is a hedge fund, this issue is not limited to hedge funds. Other financial :
institutions, including some banks and securities firms, are larger, and generally more highly
leveraged, than hedge funds.




Recommendations

In response to these concerns about excessive leverage and systemic risk, the Working Group
recommends a number of measures designed to constrain excessive leverage in the financial
system. Many of the key measures are aimed at improving the information available to creditors,
and creditor’s risk management practices.

More frequent and meaningful information on hedge funds should be made pubﬁ¢.
(This measure requires legislation.) . !

Public companies, including financial institutions, should publicly disclose
additional information about their financial exposure to highly leveraged
institutions, including hedge funds.

Financial institutions should improve their practices for counterparty risk
management.

Regulators should encourage imprévements in the risk-management systems of -
regulated financial firms for both credit and market risk (mcludmg backtesting of
value at risk models).

Regulators should attempt to make capital charges more sensitive to risk !
(including revisions to the Basle Accord that are currently underway).

Regulators should expand risk reporting related to the unregulated affiliates of

broker-dealers and futures commission merchants. (Chairman Greenspan’s :
decision not to endorse this measure is noted in a footnote to the report.) (This |
measure requires legislation.) :

|
Congress should enact the provisions proposed by the President’s Working Group
on Financial Markets to improve financial contract netting in the United States in
the event of a bankruptcy (This measure requires legislation.) }
Regulators should consider stronger incentives to encourage offshore financial
centers to comply with international standards.

Given the nature of today’s global financial markets, the Working Group believes that it is
important that similar steps be taken in other countries, where relevant.

The Working Group will be monitoring and assessing the effectiveness of the measures outlined {
above. If further evidence emerges that indirect regulation of currently unregulated market
participants is not working, there are several matters that could be given further consideration tox
address concerns about leverage. Additional potential measures could include:

Page 2
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- Congress last year although it did not become law.

consolidated supervision of broker-dealers and their currently unregulated aﬁliafes;
direct regulation of hedge funds; and/or
direct regulation of derivatives dealers unaffiliated with a federally regulated entity.

These a,ddmonal potenttal measures are described in the report, although the Worlqng Group is
not recommending any of them at this time.

Finally, the Working Group is not making any récommendations regarding the tax policy and
administrative issues raised by the presence of hedge funds and other financial entities in tax
havens. These issues are being addressed separately by Treasury.

Link to Financial Architecture Study

The Working Group has been working closely with my Financial Architecture Task Force. Many
of the Working Group’s recommendations are incorporated in the financial architecture 3
documents that will be distributed during the Bank-Fund and G-7 meetings this coming weekend.

Potential Reaction : : : L ¥

This report will likely be received as a serious and thoughtful effort. The recommendations enjoy
the support of all the Working Group agencies: the Treasury, the Federal Reserve Board, the !
SEC and the CFTC. In addition, the NY Federal Reserve, CEA, FDIC, NEC, OCC, and OTS "
also participated in the drafting of this study. While most of these recommendations canbe .
implemented by the regulatory agencies or directly by the private sector, there are three that wﬂli
require legislative support: the call for expanded disclosure and reportmg, the call for enhanced
risk managiement by financial institutions, and the call for improving financial contract netting in '
the United States in the event of a bankruptcy. The bankruptcy legislation was submitted to

i

- We expect that our recommended measures will advance disclosure and risk management where !

highly leveraged financial institutions are concerned, and some, particularly in industry, will argue
that we have gone to far. Some parties, however, in the international community and on Capitol;

. Hill, would prefer that the report endorse the direct regulation of hedge funds, or other measures

to expand the regulatory net with the aim of constraining leverage. We do not believe that such '
measures would be realistic in the current political and regulatory climate. Moreover, such
measures do not enjoy the support of all the Working Group agencies. We believe that it is
important for the Working Group to present a jointly-agreed set of recommendations. -

Page 3 ' |
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O Economic Policy O Customs 1 Public Affairs/Liaison - 1
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_ ' H (International Affairs)
: i
Jon Talisman Tax Policy 622-0140 i
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ALISON SHELTON (622-0101) BY 11:00, THURSDAY, APRIL 22.
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FROM: SECRETARY RUBIN \ : | ’

THROUGH:
SUBJECT: Memo to the Premdent RE Report of the President’s :
Working Group on Fin. Markets on Hedge Funds and Long-
Term Capital Management
‘ . |
REVIEW OFFICES (Check when office clears) :

O Under Secretary for Finance 3 Enforcement (1 Policy Management
[J Domestic Finance O ATF [J Scheduling
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Gary Gensler Assist Secy (Fin. 622-1682

‘ ‘ Markets
Alison Shélton | Fin. Markets 622-0101 f
_Ed Knight General Counsel 622-0287 {
Tim Geithner | Under Secretary, 622-0656 |
, s {international Affaqrs) ,
Jon Talisman ' /; f}/ 7{/22//57{% Tax Policy 622-0140 {
L T / 7 . i

SPECIAL INSTRUCTIONS- SIMULTANEQUS CLEARANCE. PLEASE RETURN COMMENTS TO :
ALISON SHELTON (622-0101) BY 11:00, THURSDAY, APRIL 22. ‘
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

R
eiln gy

November 263 1997 |

MEMORANDUM FOR SECRETARY RUBIN -

‘ |

FROM: Victoria Rostow !?p ’ '
Deputy Assistant Secretary ;

(Banking and Finance) ’

SUBJECT: Final report under the Riegle-Neal Interstate Banking and Branching Efficiency | '
Act of 1994 to members of the Treasury Advisory Committee and the Federal

Reserve System

ACTION: S |

Last Monday, November 17, 1997, we released this report titled, “American Finance for the ;

21st Century.” - We need to transmit this report to the members of the Advxsory Committee and

the Federal Reserve System.
|

RECOMMENDATION:

That you approve the attached letters to 12 members of the Treasury Advisory Comrmttee |
- and 8 members of the Federal Reserve System. '

ATTACHMENTS: Letters for approval

Ayl bul Tl



DEFPARTMENT OF THE TREASURY ,
WASHINGTON. B.C.- !

SECFETARY OF THE TREASURY
* November 26, 1997

Mr. John G. Heimann :
Chairman : « !
Global Financial Institutions . ‘ |
Merrill Lynch & Co., Inc. : R
World Financial Center |
250 Vesey Street o g
New York, New York 102811332 : , ( )

Dear John:

1 am pleased to enclose a copy of the final report that we are submitting to the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your serviceasa'
member of the Advisory Commission that worked with us on this project was extremely valuable

f

~tous. - i

The livély and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights i into, 'the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you
will find the report to be a valuable contribution to the dialogue on the financial services mdustry

}

Sincerely,

\ So > |

Robert E. Rubin

Enclosure



S

DEFPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRUTARY OF THE TREASURY Noveﬁber 26 1997
. 3

Mr. Glenn H. Hutchins

General Partner

The Blackstone Group , !
345 Park Avenue ' f
31st Floor ' .
New York, New York 10154 ~ _ o

Dear Glenn: 3
I am pleased to enclose a copy of the final report that we are submitting to the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your serviceasa |
member of the Advisory Commission that worked with us on this project was extremely valu;'gble

“tous., -
The lively and insightful comments of the members of the Commission, both in our meetings fand
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into!the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you
will find the report to be a valuable contribution to the dialogue on the financial services industry.

Sincerely,

?0: D .

‘ Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECRETARY OF THE TREASURY ‘ November26 1997

Mr. Orin S. Kramer ’ : ;
General Partner , , :
Kramer Spellman, LP. . \ : |

~ 2050 Center Avenue 4 '
Suite 300
Fort Lee, New Jersey 07024

Dear Orin:

1 am pleased to enclose a copy of the final report that we are submitting to the Congress undér
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your service as a ‘ >
member of the Advisory Commission that worked with us on this project was extremely valuable
to us. : ,

The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you

will find the report to be a valuable contribution to the dialogue on the financial services industry.
‘ : I

I
Sincerely, i

\ 50 D

Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

szkcn.:.mm OF THE TREASURY Novembef 26, 1997

'Mr. John: F. Sandner
Chairman
Board of Governors
Chicago Mercantile Exchange . ‘
3050 S. Wacker Drive ‘ i l
Chicago, Illinois 60606 . |

Dear Johin:

1 am pleased to enclose a copy of the final report that we are submitting to the Cong;ess undgr
~ the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your service as a |
member of the Advisory Commission that worked with us on this project was extremiely valuable

to us.

The lively and insightful comments of the members of the Commission, both in our meetings and

* in follow-up discussions with Treasury staff, -helped us immeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you
will find the report to be a valuable contribution to the dialogue on the financial services industry.

Sincerely, ;

\So S

Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY
WASHINGTON. D.C. ' !

SECFETARY OF TH. TREASURY ) Novembel’ 26 1997

Mr. Robert C. Pozen

General Counsel and Managing Director

Fidelity Investments :
- 82 Devonshire Street R o |

Boston, Massachusetts 02109
Dear Bob: _ r |

Iam plea;Sed to enclose a copy of the final report that we are submitting to the Congress undgr

the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your service asa. * .

member of the Advisory Commission that worked with us on this project was extremely valuable
‘to us. : ' ' :

s
i
[

The lively and insightful comments of the members of the Commission, both in our meetings and
. in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you
will find the report to be a valuable contribution 1o the dialogue on the financial services industry.
Sincerely,
S \ So
: Robert E. Rubin ' f

Enclosure



DEPARTMENT OF THE TREASURY , : )
‘ WASHINGTON. D.C.

SLCRUTARY OF THE TREASURY , . November 26 ]997
b}

Mr Franklin D. Raines

1Director

Office of Management and Budget
Room 252 OEOB : S
Washington, D.C. 20503 1 S

Dear Frarik: . ;

I am pleased to enchse a copy of the final report that we are submitting to the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your serviceasa .
member of thé Advisory Commission that worked with us on this project was extremely valuable
to us.

The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the
future of this rapidly changing industry.. We are very much indebted to you, and we hope that you ..
will find the report to be a valuable contribution to the dialogue on the financial services industry.

Sincerely,

\So S -
Robert E. Rubin 4 ;

Enclosure

—



DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECRITARY OF THE TREASU ‘ A
HE TREASURY ) November 26, 1997

Mr. Alan Greenspan
Chairman

Federal Reserve System
20th & C Streets, N.W.
Washington, D.C. 20551

" Dear Alan:

I am pleased to enclose a copy of a report prepared for the Department of Treasury by

" Robert E. Litan and Jonathan Rauch entitled, “ American Finance for the 21st Century.”
The Riegle-Neal Interstate Banking and Efficiency Act of 1994 directed the Treasury
Department to examine the strengths and weaknesses of the banking system in this period
of rapid development and change. This report evolved from that mandate. We hope that it
will be useful to you as you consider the many challenges that the industry will face in the
years ahead. o ‘ '

Sincerely,
q—_‘\\

\ <o S

Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRETARY OF THE TREASGURY Novembel‘ 26 1997

Ms. Alice M. Rivlin ‘ }
Vice Chairman

Federal Reserve System

20th & C Streets, N'W.

Washington, D.C. 20551

Dear Alice:

I am pleased to enclose a copy of a report prepared for the Department of Treasury by
Robert E. Litan and Jonathan Rauch entitled, “American Finance for the 21st Century.”
The Ricgle-Neal Interstate Banking and Efficiency Act of 1994 directed the Treasury
Departinent to examine the strengths and weaknesses of the banking system in this period
of rapid development and change. This report evolved from that mandate. We hope that it
will be useful to you as you consider the many challenges that the industry will face in the

years ahead.

Sincerely,

\ o D

Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECREZTARY OF THE TREASUR .
Y November 26, 1997

Mr. Edward W. Kelley, Jr.
Federal Reserve System
20th & C Streets, N\W.
Washmgton, D.C. 20551

‘ Dear Ed:

I am pleased to enclose a copy of a report prepared for the Department of Treasury by
Robert E. Litan and Jonathan Rauch entitled, “American Finance for the 21st Century.”
The Riegle-Neal Interstate Banking and Efficiency Act of 1994 directed the Treasury
Departmient to examine the strengths and weaknesses of the banking system in this period
of rapid development and change. This report evolved from that mandate. We hope that it
will be useful to you as you oonsnder the many challenges that the industry will face in the

years ahead.

Sincerely,

\ <o N
Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY ’ !
WASHINGTON. D.C. _ ' !

SECFETARY OF THE TREASURY November 26 1997 ,
. ? * H

Mr. Stephen J. Brochk

- Executive Director
Consumer Federation of America \
1424 16th Street, N.-W., Suite 604 ' L
Washington, D.C. 20036 : ]

Dear Mr. Brobeck:

|
I am pleased to enclose a copy of the final report that we are submitting to the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your service as a
member of the Advisory Commission that worked with us on this project was extremely valua;ble
to us. K '
The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you
_will find the report to be a valuable contribution to the dialogue on the financial services industry.

* Sincerely,

Qoo € Mtrn
Robert E. Rubin '

Enclosure



CEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

 SECHETARY 2 TREASURY . v
FETARYOFTHE TREASUR November 26, 1997 ’

Ms. Beth Hodges

Executive Vice President

First National BAnk of Panhandle
Box 990 '

Panhandle, Texas 79068

Dear Ms. Hodges:

I am pleased to enclose a copy of the final report that we are submitting to'the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your serviceasa
. member of the Advisory Commission that worked with us on this project was extremely valuable

to us.

“The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you -
will find the report to be a valuable contribution to the dialogue on the financial services industry.

Sincerely, ;

QoS E Mgun

Robert E. Rubin

Enclosure



CSELHETARY OF TWI TREASURY

DEPARTMENT OF THE TREASURY o ;
WASHINGTON. D.C.

November 26, 1997

Ms. Mary A. Houghton : B ‘ ;
President

Shorebank Corporation

7054 S. Jeffery Blvd.

Chicago, Illinoi§ 60649-2096

- Dear Ms. Houghton:
I'am pleased to enclose a copy of the final report that we are submitting to the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your service as a |
member of the Advisory Commission that worked with us on this project was extremely valuable
to us. ‘

‘The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the.
future of this rapidly changing industry. We are very much indebted to you, and we hope that: you -
will find the report to be a valuable contnbunon to the dialogue on the financial services mdustry

Sincerely,

Robert E. Rubin ;

Enclosure



s 7w

DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECFETARY OF THE TREASURY i . November 26 1997
*

Mr. Donald A. Moore, Jr
Managing Director

Morgan Stanley & Co.
Investment Banking Division 4 o , :
1585 Broadway, 31st Floor ' :
New York, New York 10036 :

i
}

Dear Mr. Moore: ’ _ o

I am pleased to enclose a copy of the final report that we are submitting to the Congress under

the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your serviceasa -
~ member of the Advisory Commission that worked with us on this project was extremely valuable

to us. ‘ : .
, . s
The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you
will find the report to be a valuable contribution to the dialogue on the financial services industry.

’
1
|

Sincerely,

RS E v
Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECKHETARY OF THL TREASURY ‘ November 26 1997

Ms. Racliel F. Robbins .
Managing Director and Deputy General Counsel
J.P. Morgan Securities Inc.

60 Wall Street |
New York, New York 10260 ' o

Dear Ms. Robbins:

I'am pleased to enclose a copy of the final report that we are submitting to the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your serviceasa |
member of the Advisory Commission that worked with us on this project was extremely \falu_a?le :
tous. ‘ ‘ A

The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us immeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that you
will find the report to be a valuable contribution to the dialogue on the financial services indusiry.

1
v

lSincerely, |
Qo€ Mt

Robert E. Rubin

.
i
h

Enclosure o '
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DEPARTMENT OF THE TREASURY ‘
AWASHINGTON. D.C.

SECFETARY OF THil TREASURY November 26 1997 )
’ i

Mr. Clyde W. Ostler A o i
Vice Chairman :
Wells Fargo Bank . '
420 Montgomery Street - 12th Floor ,
San Francisco, California 94104 ‘ : |

Dear Mr. Ostler:

1 am pleased to enclose a 'copy of the final report that we are submitting to the Congress under
the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Your service as a '
member of the Advisory Commission that worked with us on this project was extremely valuable
tous. A . '

The lively and insightful comments of the members of the Commission, both in our meetings and
in follow-up discussions with Treasury staff, helped us imimeasurably in gaining insights into the
future of this rapidly changing industry. We are very much indebted to you, and we hope that|you
will find the report to be a valuable contribution to the dialogue on the financial services industry.
Sincerely, o » a
Lo €, Mvtn
Robert E. Rubin

Enclosure



s

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECFETARY OF THE TREASUR"Y

November 26, 1997

Ms. Susan M. Phillips
Federal Reserve System
20th & C Streets, N'W.
Washington, D.C. 20551

Dear Ms. Phillips:

1 am pleased to enclose a copy of a report prepared for the Department of Treasury by
Robert E. Litan and Jonathan Rauch entitled, “American Finance for the 21st Century.”
The Riegle-Neal Interstate Banking and Efficiency Act of 1994 directed the Treasury
Department to examine the strengths and weaknesses of the banking system in this period
of rapid development and change. This report evolved from that mandate. We hope that it

will be useful to you as you consider the many challenges that the industry will face in the
years ahead.

Sincerely,

255"\% E ; ﬁ-%_
| ~ Robert E. Rubin

Enclosure



DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECFEYARY OF THil TREASURY

"~ November 26, 1997

Mr. Laurence H. Meyer
Federal Reserve System
20th & C Streets, N'W.
Washington, D.C. 20551

Dear Mr. Meyer:

‘1 am pleased to enclose a copy of a report prepared for the Department of Treasury by

'Robert E. Litan and Jonathan Rauch entitled, “American Finance for the 21st Century.”
The Riegle-Neal Interstate Banking and Efficiency Act of 1994 directed the Treasury
Department to examine the strengths and weaknesses of the banking system in this period
of rapid development and change. This report evolved from that mandate. We hope that it
will be useful to you as you consider the many challenges that the industry will face in the
years ahead. : o '

Sincerely,
208"\@ < , ﬂu.étn\_
Robert E. Rubin

Enclosure
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C '

SECHETARY OF THE TREASURY V , . November 26’ 1997

Mr. Edward Gramlich
Federal Reserve System
20th & C Streets, N'W.
Washington, D.C. 20551

Dear Mr. Gramlich:

I am pleased to enclose a copy of a report prepared for the Department of Treasury by .
Robert E. Litan and Jonathan Rauch entitled, “American Finance for the 21st Century.”
The Riegle-Neal Interstate Banking and Efficiency Act of 1994 directed the Treasury =
Department to examine the strengths and weaknesses of the banking system in this period
of rapid development and change. This report evolved from that mandate. We hope that it
will be useful to you as you consider the many challenges that the industry will face in the .
years ahead. A R

Sincerely,

zomi,@u@;

RoBert E. Rubin ;

Enclosure



DEPARTMENT OF THE TREASURY
WASKINGTON. D.C.

SECRETARY OF THE TREASURY

November 26, 1997

Mr. Roger Ferguson
Federal Reserve System
20th & C Streets, NW.
Washington, D.C. 20551

Dear Mr. Ferguson:

'T am pleased to enclose a copy of a report prepared for the Department of Treasury by
Robert E. Litan and Jonathan Rauch entitled, “American Finance for the 21st Century.”
The Riegle-Neal Interstate Banking and Efficiency Act of 1994 directed the Treasury .
‘Department to examine the strengths and weaknesses of the banking system in this period .
-of rapid development and change. This report evolved from that mandate. We hope that it

will be useful to you as you consider the many challenges that the industry will face in the

years ahead.

Sincerely,

2‘)&"‘54\'2. /Z.u»érn\.

Robert E. Rubin

Enclosure



ir. Stephen J. Brobeck

Executive Director

Zonsumer Federation of America
1424 16th Street, N.W., Suite 604
Washington, D.C. 20036

Ms. Beth Hodges

Executive Vice 2;es§dent

First Natlonal(ﬁknk of Panhandle
Box 990 ,
Panhandle, Texas 79068

v,

Mr. Glenn H. Hutchins
General Partner

The Blackstone Group

345 Park Avenue

31st Floor .
~ New York, New York 10154

Mr. Donald A. Moore, Jr.
Managing Director

Morgan Stanley & Co.
Investment Banking Division
1585 Broadway, 31st Floor
New York, New York 10036

Ms. Rachel F. Robbins

Managing Director and Deputy General

Counsel )

J.P. Morgan Securities Inc.
60 Wall Street

New York, New York 10260

Mr. Robert C. Pozen

General Counsel and Managing
Director

Fidelity Investments

82 Devonshire Street

Boston, Massachusetts 02109

!

"Mr. John G. Heimann

Chairman !
Global Financial Institutions

'Merrill Lynch & Co., Inc. j

World Financial Center
250 Vesey Street !
New York New York 10281-1332

Ms. Mary A, Houghton

President ) _
Shorebank Corporation |
7054 5. Jeffery Blvd. .
Chicago, Illinois 60649-~2096 |

Mr. Orin S. Kramer AN S A
General Partner '
Kramer Spellman, L.P.

2050 Center Avenue

Suite 300 . '

Fort Lee, New Jersey 07024

Mr. John F. Sandner Sents
Chairman o N
Board of Governors

Chicago Mercantile Exchange -
3050 S. Wacker Drive ;
Chicago, Illinocis 60606 N

Mr. Clyde W. Ostler o

. Vice Chairman

Wells Fargo Bank :
420 Montgomery Street - 12th Floor

‘San Francisco, California 94104

Mr. Franklin D. Raines
Director

Office of Management and Budget
Room 252 OEOB.

Washington, D.C. 20503

Tl
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Mr. Alan Greenspan
Chairman

Federal Reserve System
20th & C Streets, N.W.
Washington, D.C. 20551

Ms. Susan M. Phillips
Federal Reserve Systen
20th & C Streets, N.W.
Washington, D.C. 20551

Mr. Laurence H. Meyer
Federal Reserve System
_ 20th & C Streets, N.W.
Washington, D.C. 20551

Mr. Roger Ferguson

Federal Reserve System
20th & C Streets, N.W.
Washington, D.C, 20551

Ms. Alice M. Rivlin
Vice Chairman

Federal Reserve Systenm
20th & C Streets, N.W.
Washington, D.C. 20551

Mr. Edward W. Kelley, Jr.
Federal Reserve Systen
20th & C Streets, N.W.
Washington, D.C. 20551

Mr. Edward Gramlich
Federal Reserve Systen
20th & C Streets, N.W.
Washington, D.C. -20551 -



TREASURY CLEARANCE SHEET NO.

- Date: 11/25/97
MEMORANDUM FOR: O SECRETARY (1 DEPUTY SECRETARY (1 EXECUTIVE SECRETARY

0O ACTION [J BRIEFING O INFORMATION O LEGISLATION
O PRESS RELEASE {J PUBLICATION (O REGULATION 0 SPEECH
0O TESTIMONY O OTHER .
: : y
FROM: Victoria Rostow, Legislative Affairs 3
THROUGH:

SUBJECT: Report prepared for the Department of the Treasury by Robert Litan and Jonathan Ranch ,
entitled “American Finance for the 21st Cenfury.” - ' :

REVIEW OFFICES (Check when office clears) ' i

3 Under Secretary for Domestic Finance [1 Enforcement ) Management i
i3 Financial Institutions Poticy O ATF 0O Treasurer .
gocc [3 Customs 7 Mint )
13 OTS , 0 FLETC ) 0O Eagraving & Printing ;
) Fiscal [ FinCEN [J Savings Bonds ' :
0 FMS ’ O FAC 0 Public Affairs
{J Public Debt © [ Secret Service O Tax Policy :
D Legislative Affairs 0 Inspector General i
03 Under Secretary for International Affairs 0 General Counsel ] OIRsS ¥
O lnternational Affairs ) 3 Economic Affairs [] Public Liaison {f’ ¢
O Chief of Staff £ Other ~ : -
: B 7
NAME (Please Type) INITIAL DATE OFFICE ' TEL. NO.'
INITIATOR(S) E | D I .§
Victoria Rostow Legislative Affairs o | 6221910
REVIEWERS . |
“ Jerry Hawke - Domestic Finance 622-1703
B ‘. ) E
Ed Knight General Counsel 622-0291 °
Rick Carnell . : : Domestic Finance : 622-2600 [
David Fischer Economic Policy 622-2004
DR TR 0 | nles

SPECIAL INSTRUCTIONS: PLEASE PROVIDE COMMENTS/CLEARANCE ASAP, NOVEMBER 25, 1997, |
TO ROOM 3134, 622-1910. ‘ :

[ Review Officer Date’ [J Executive Secretary Date : !




TREASURY CLEARANCE SHEET ©  NO. __ , ‘ !
Date: 11/25/97 .
MEMORANDUM FOR: 1 SECRETARY (I DEPUTY SECRETARY Cl EXECUTIVE SECRETARY ;

0 ACTION {1 BRIEFING O INFORMATION [ LEGISLATION
* [ PRESS RELEASE 1 PUBLICATION {3 REGULATION O SPEECH !
O TESTIMONY 3 OTHER ’
FROM: Victoria Rostow, Legislative Affairs |
THROUGH:

SUBJECT: Report prepared for the Department of the Treasury by Robert Litan and Jonathan Rauch
entitled “American Finance for the 21st Century.”

REVIEW OFFICES (Check when office clears)

O Usxder Secretary for Domestic Finance 0 Enforcement O Management :
C1 Financial Institutions Policy O ATF 1 Treasurer o |

0 occ [ Customs O Mint
0 OTS ‘ 0 FLETC O Engraving & Printing . |
€ Fiscal O FinCEN O Savings Bonds :
1 FMS O FAC 07 Public Affairs :
L1 Public Debt ) . 0 Secret Service O Tex Policy o i

0 Leginlative Affairs O Tnspector General ’

{3 Under Secretary for International Affami O General Counsel . OIRs . . .
{1 International Affairs ‘ [l Economic Affairs 1 Public Liaison o
0 Chief of Staff . D Other |
b et e e i "
NAME (Please Type) INITIAL DATE OFFICE ‘ TEL. NO. :
INITIATOR(S) '
|
Victoria Rostow ' Legislative Affairs . , 622-1910 .
, _ i
H REVIEWERS R . !
Jerry Hawke | - | Domestic Finance o 622-1703 |
Ed Knight - General Counsel 6220291 |
RickCarnell G 1rr. Lot LZvigel ) ’/25/‘?7' Domestic Finance : 6222600 '
David Fischer . Economic Policy 6222004 |

SPECIAL INSTRUCTIONS PLEASE PROV[DE COMMENTS/CLEARANCE ASAP NOVEMBERZS 1997, T
TO ROOM 3134 622-1910.

O Review Officer Date 03 Executive Secretary Date




TREASURY CLEARANCE SHEET NO. '

. Date::- 11/25/97 I
MEMORJ\. {DUM FOR: O SECRETARY O DEPUTY SECRETARY 0O EXECUTIVE SECRETARY

O ACTION 0 BRIEFING D INFORMATION . O LEGISLATION
D PRESS RELEASE O PUBLICATION O REGULATION O SPEECH
O TESTIMONY O OTHER |
FROM: Victoria Rostow, Legislative Affirs
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

‘October 16, 1997

' MEMORANDUM FOR SECRETARY RUBIN | - .,
DEPUTY SECRETARY SUMMERS -

FROM:  DavidW. Wileox D\ I 3

SUBJECT: ~ Stock Market Crashes

The attached paper sketches the history of the U.S. stock market crashes of -
1929 and 1987, and the Japanese plunge of the early 1990s. The paper follows up on |
~ the discussions we had earlier about the risks of a downturn in today’s market.

We attempt to adopt a contemporary perspective, and pretend that we don't
know the actual historical outcome. We then try to provide a representative sampling
of market commentary. A primary. goal of this exercise is to investigate the extent to
which contemporary market participants perceived the extraordinary risks that lay
‘ahead. Not surprisingly, the answer is that these crashes were not clearly anticipated.
In every instance, there were serious, responsible, establishment fi igures who were
convinced that financial markets could continue along their recent trajectories.

Although some observers did warn of dire possibilities, their message would have been
difficult to disentangle from the chorus of more Optlmlstlc vo:ces

Please let us know if add‘tlonal work afong these lines would be useful

cc: Hawke
Gensler



~ LESSONS FROM THE PAST
What Previous Episodes Suggest
About Advance Sagns of Trouble

Summary"

A This paper sketches the hcstory of the U.S. stock market crashes of 1929 and
1887 and the Japanese plunge of the early 1990s. A key objective is to providea -

‘representative sampling of market commentary before each episode, with an eye

toward understanding the extent to which there were advance indicators of trouble. A

recurrent theme is that monetary policy has often played a crucial role, either asa
‘stablllzmg or destabilizing force.

The 1928 Crash -

. The ‘Settmg As is illustrated in the charts below real growth during the 1920s
~was strong and inflation was low: from 1922 to 1929, even including the recessions of
1923-24 and 1926-1927, real GNP grew 4.7 percent per year on average, the = .
unemployment rate averaged only 3.3 percent and the CPI advanced oniy 0.3 percent

per year

ECONOMBC CONDITIONS: 1923-1 930
, ; Annual Data Percent ;
‘Growth of Real GNP Unemployment Rate CPl inflation Rate
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»  The boom in the 1920s was stimulated in part by the development of new
technology — especially automobiles and radios -- combined with modern
management techniques and realized economies of scale, and financed largely
by equities. The last upswmg in stocks which led to the 1929 crash began in

Mar( h 1928.

Prepared by James Girola
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The Federal Reserve began a pollcy of tnghtenlng in January 1928 that lasted
throughout 1929. The express purpose was to rein in loans for stock market
speculation. ~

Real actlwty peaked in August 1929, and then entered the 43-month contractlon
that was to become known as the Great Depression.

The Dow Jones industrial average peaked at 381.17 on September 3, 1929 —

almost coincident with the August peak in the economy — and remained steady o

" for about a month

—  The price/earnings ratio for Standard & Poor's Composite Stock Price

Index (now called the 500 Composite) was 17.6 at year-end 1928, and an

estimated 20.2 in September 1929, based on the preceding twelve
months' worth of earnings. (The chart on page 6 shows the S&P p/e ratio
from 1926 forward.)

The rarket crashed in October: the Dow fell by 10.3 percent from Saturday,
October 19, to Saturday, October 26, with early trading on Black Thursday,
October 24, driven by panic. On Black Tuesday, October 29, the Dow plunged
another 12.8 percent. The following chart illustrates the decline, and includes

" the 1987 episode. (The chart scales for the two episodes have been chosen so

that equal distances in each scale represent equal percent changes.)

THE DOW JONES INDUSTRIAL AVERAGE
Daily, 1928-29 and 1986-87, Ratio _Scalos
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— The unemployment rate rose from 3.2 percent in 1929 to 8.7 percent in
~1830. Even so, the Fed maintained a restrictive stance, contributing in
the view of much academic opinion to the deepening of the Depression.
The Dow continued to fall, and by mid-1932 was about 89 percent below
" its 1929 peak. v



investor could reasonably have been confused by the divergence in views about the .
stock markeit. The bulk of the commentary expressed optimism that the strength of the -
-aconomy would propel the market ever upward. However, a significant minority pointed

3

- Irving Fisher, John Maynard Keyﬁes, and others érgued that stocks wéra -

not overvalued in 1929 in light of the justifiably strong ex ante eamings
expectations which arose during the 1920s expansion. From this -

. perspective, the crash could be viewed as stemming from an ex post
revision of earnings expectations after the August 1929 cyclical peak.

Market Views: Durihg the year or so before the 1929 créSh, a prospectivé

to indicatioris of trouble, and by 1929, much of their discussion was devoted to
concerns ahout the overvaluation of stock and the dangers of speculation.

President Hoover, of course, was consistently optimistic in public statementéi

-although privately he was fearful of speculation. Treasury Secretary

Andrew W. Mellon was a!so optumssnc

" One of the best-known optimists was John J. Raskob, who was a director of
. -General Motors and the Chairman of the Democratic National Committee. He

received wide acclaim for proposing a special trust based upon the assumption
that stocks would rise. In a famous interview in the Ladies' Home Joumal
entitied "Everybody Ought to be Rich" in August 1929 right before the crash he
stressed the benefits of the stock market for women investors.

~ Another well-known optimist was Charles E. Mitchell, Chairman of the Board of

the Mational City Bank in New York and a director of the New York Fed. He was
so bullish that his bank lent money in March 1929 to ensure that the market.

‘would keep rising.

Many leading academics were also confident, including Joseph Lawrence and
Edwin Kemmerer of Princeton, Irving Fisher of Yale, Joseph Davis of Stanford,

and Edmund Day of Michigan. Just before the crash, Fisher said that stocks had -

attaifed a permanently high level. Kemmerer and Fisher became associated
with investment trusts. :

The Harvard Economic Society was set up by economics professors for the
purpose of forecasting economic conditions. They were somewhat pessimistic
early in 1929, but then became more optimistic as stocks continued to rise
during 1929. For a while after the crash they repeatedly said that there would be
no depression, after whnch they dlsbanded

Another well-known bull was Charles Amos Dice of Ohio State University. - He

was continually optimistic about the future of the economy, and allayed concems f



about the ability of the stock market to sustain its advance:

- were published in Poor's Wee}sly_ausrnassandjnxestmam.heﬁar and The
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regarding brokers' loans. Just before the crash in August 1929, he argued that
the hrgh stock prices were justified by economic fundamentals

Bemard Baruch was also optimistic, and he spoke positively about world S i
economic conditions in a famous interview in June 1929. However he himself
moved out of the market before the crash.

And, in general most of the press contmued to express confidence throughout

1929. Bankers were positive, perhaps because many of them were speculating
themseives. And periodicals such as Time and the Samnday_ﬁmnmg_ﬂost all .
had good things to say about mvestlng in the market. , i

in contrast there was a substantral minority who held much less favorable views

Some managers said that the price of their stock was overvaiued. For example,
when the price of Canadian Marconi, a radio firm, soared from $3 to $28.50,
management stated publicly that the stock might be overvalued, prompting a
price decline of $12. A.P. Giannini, head of Bancitaly (later Bank of America),
also made.such a statement in 1928 causing the stock of his company to fall.

in March 1929, Paul M. Warburg of the !ntamational Acceptance Bank, whose
views were highly regarded, stated that stock prices were too high and said that
excessive speculation could lead to a crash and depréssion. Similar comments.

QommancJaLano_EmanmaLcnmmcle

-During 1929, one of the most wndeiy—read sources of commentary was a

continuing series of editorials by financial editor Alexander Dana Noyes of Iha
New York Times, who stressed the potentlal dangers in the market. .

- For exa‘mple, as early as-January 1, he discussed "an era of violent ' !
- speculation ... in due time, if continued, ... converts the comfortable credit
situation into one of great stringency ..." ‘ 2

Consistent with tight Fed policy, Fed Chairman Roy Young wamed against
speculation. In May, E.H.H. Simmons, president of the New York Stock -
Exchange expressed similar sentiments.

The "Babson Break” occurred on September 5 right after the September 3 peak,
when the financial adviser Roger Babson predicted a crash and a big recession
at a luncheon before the National Business Conference. Babson's forecasts had |
been derided before, but on that occasion he was listened to. The market ‘



closed almost 10 pbints ibwer and from then on, there were ever more
pessimistic forecasts from brokerage houses, and the market became more ‘
bearish and took seriously the poss;bxhty of a crash. o ’ |

«  One well-known episode which was interpreted as indicating pessimism toward '
‘the soaring market was the denial of Boston Edison's request fora 4 to 1 stock |

split by the Massachusetts Department of Public Utilities on October 11. The |

- Department said that Boston Edison's stock pnce was excessive and the spht
would lead to more speculation. ‘ ‘ g

. Interast rates on brokers’ loans soared from 1928 on, indicating that lenders

were concerned about speculation and felt reduced confidence in the market.
The higher rates also reflected the tight Fed monetary policy. Lender concern |
was further indicated by increases in margin requirements.

. On October 23, right before Black Thursday, a Wall Street Journal editorial
stated that the bull market was over and the bear market had begun.

The 1987 Crash | ? T e

The Setting: In November 1987, the economy was nearing the end of its fifth
year of expansion from the 1982 economic trough. By fall, the unemployment rate had |
fallen below the 6.0 percent level then regarded as the NAIRU, capacity utilization was

 rising rapidly, and the core CPI had accelerated by half a percentage point since the
start of the year. V

. Concerns about overheating led the- Fed to tighten, and interest rates rose from i
August through mid-October: the discount rate was raised from 5-1/2 percent to
6 percent on September 4, and the federal funds rate increased from below
7 percent in late August to about 7.6 percent at the time of the crash.

- Chaifman Greenspan had takeri office in mid-August, and at that time
there was a much lower level of conftdenca in the Fed's ability to contain . | .

mﬂatlon than today

. The Dow reached a record peak of 2,722.42 on August 25, 1987. After that, as
' in 1929, the Dow remained stable for about two months before the crash. The -
" decline began on Wednesday, October 14, and continued through Black
Monday, October 19, when the Dow plunged 508 points: From October 13, |
Tuesday, through Black Monday the Dow dropped a total of 30.7 percent. The
dally movement of the Dow dunng this period is illustrated in the chart on page 2 I

!
i
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- The price/earnings ratio for the S&P Composité from 1926 onward is
plotted in the following chart. Based on quarterly data published by I
Standard & Poor's, which provide for each quarter the price at the end of =

. the quarter divided by the earnlngs for the precedmg year. Data for 1926- '
1934 are annual. o

S&P COMPOSITE PRICE/EARNINGS RATIO
Quarterly, 1926:-1987: 4, Anoual Data for 19231934
End of Quarter Price Ovar 4-Quarter Tgtmng Eamings

.- L w |
25 : ' ' R - |2s . ;
20. -4 20
15| 15
101 10 .
5 ‘ , - ' s

TSNS EREN AR RSN TSR IR IR TN Y FAC R RAUNNN AR SR AN ANET] ke s TELIXBNAEL o ! E
6303540455055606570?5808590 97 !

-~ The chart shows that right before the 1987 crash, the p/e ratio was above b
20, which is high historically. ThlS was si m:lar to the level prior to the
1929 crash.

« - The period before the crash was also characterized by a weak doliar, and Iargé
budget and trade deficits, both of which some regarded as mtractable and likely
to bring about higher mterest rates and inflation.

—  In The New York Times a week before the crash, Michael Quint wrote
' about the "doubts and worries" in financial markets referring to the
budget and trade deficits. :

- On Wednesday, October 14, the reported merchandise trade deficit figure '
for August came out at $15.7 billion, which was much bigger than
expected and was seen by some as a motivating factor in the crash.

Martiet Views: In contrast to 1929, the financial market commentary prior to the .
1987 crash appears to have been characterized much more by consensus. Most | *
commentators were concerned that the market was overvalued, and thought that there |
would be a correction of about 150 points, certainly less than 250 points. The
correction was expected to be gradual, perhaps taking several months, after which the
Dow would continue its ascent to the 3,000 level and beyond Few if any saw the
magnitude of the coming crash. .
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" The belief that a correctron was needed arose as early as February and became B

more wadespread as the year progressed.

Around early September, Al Frank, who wrote market letters, was expressing

- worries about the situation, but thought that the Dow would continue to rise after
the correction. Martin Zweig, a well-known commentator, was more pessimistic
~and concerned about a possible crash. Publisher Dan Sullivan was also
expecting a correctlon o .

One of the best~known forecasters of the time was Robert Prechter, a Dow-
theory practitioner. In early September he thought that the outlook was for a
rising stock market, but by early October he switched to the view that the outiook -

-was for a falling market. Nevertheless, he remained basically optimistic for the
future. o

Many others felt Slmllarly that there would be a correction followed by contlnued
gains. Included were Roger Ford of Prudential Equity Management Associates,
Steven Goidstem of nght-erder and Steve Leeb who wrote market letters

-Up to the time of the crash, investment banks expressed samllar views, mcludmg
Drexel Burnham Lambert, Byron We|n of Morgan: Stanley, and
Salomon Brothers.

On a more pessrrmstlc note, in 1986 and into 1987 former Secretary of
Commerce Peter G. Peterson examined the economic imbalances of the time.
In an extended analysis in the Qctober Atlantic, he emphasized the trade and
. budget deficits, and suggested that a crash could be coming.

Commentators were aiso cencemed that the Japanese stock market would
crash and pull down the U.S. market. As outhned below, the Japanese crash did
not biegin until 1990. 4 ,

One analyst who foresaw the magnitude of the crash was Beatrice E. Garcia,
writing October 12, one week before the crash, in the column "Abreast of the |
Market” in the Wall Street Journal. She pointed to the interaction of program
tradiihg with portfolio insurance as the mechanism which could cause the market
to spiral downward. (This mechanism no doubt exacerbated the plunge once it
got started, but it was probably not the source of the crash: the crash was
worldwide and occurred in countrres which did not have program tradlng or
portfolio insurance.) ,




The Japanese Crash of the 1990s

' The Setting: In the late 1980s, the Japanese stock market had perhaps the
biggest bubble of any stock market in this century. The bubble burst in a sharp decline
- which started at the beginning of 1890. There are some important distinctions between

the Japanese experience and any likely U.S. experience. Importantly that in Japan the |
- market ascent and subsequent crash were engmeered by government pohcy in the !
context of & very different mstrtutlonal background

Japanese stocks tripled in value in the second half of the 1980s to astronomical .
levels; their price/earnings ratio — while not entirely comparabie with U.S. '
measures -- rose above 60, and the Japanese stock market at the peak was

worth 1-1/2 times all U.S. equities. (By comparison, Japanese GDP was only -
37.7 percent of U.S. GDP in 1989.) The stock market boom occurred in tandem -
with a real estate boom which saw land values double to the point where -

‘metropolitan Tokyo ended up being worth as much as all the land in the U.S.

Both the stock market and real estate booms were encouraged by.the Ministry of |
Finance (MOF), which wanted to make it easy for Japanese corporations to raise -
funds. Corporations were allowed to have speculative trading accounts with tax

-advantages, monetary policy was easy, and interest rates were kept low to

encourage borrowing for speculation. Banks were encouraged to support the
speculation through ioans. .

The big increases in value were fueled by the perception that stocks wouid |
always rise and, especially, that land values could never decrease. Indeed, land -
coulct be used as collateral to purchase more stock. There was also the belief
that the MOF had rigged the market and would use regulations to prevent a
crash.

-~ The power of the MOF was shown in the 1987 crash. The Japanese

market had fallen along with the U.S. market in that crash; however, L
Japanese brokerage houses together with the MOF halted the decline the
day after Black Monday and restored the bull market in Japan. '

As shown in the next chart, the peak in the Nikkei index at around 40,000 was.
reached at the end of 1989. By that time corporate profitability was declining, A
land in foreign countries was much cheaper, mﬂatnon was accelerating, and there -
were scandals in the securmes market. . :
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» The Japanese government then decided that the stock market should decline,
and the Bank of Japan tightened monetary policy and raised interest rates

sharply. Starting at 2-1/2 percent in February 1987, the official discount rate was -

moved up several times, and reached 6 percent by August 1990.

. The stock market fell more precipitously than the govemment had anticipated or
~ desired: the index quickly sunk to 25,000, then dropped further to a level below
16,000 around mid-1992 for a total decline of almost 60 percent from its peak.

Market Views: Typical market commentary of the time took note of the run up
in stock prices and the high price/earnings ratios. Commentators usually expressed
concem that there might be a crash, although such fears seemed to be tempered by

_the belief that the Japanese system, built upon an alliance between government and
the private sector, had the power to prevent a serious downturn. In general, market

- commentary was not particularly prescient with regard to the timing or the nature of the
crash

. At the end of 1988, some analysts, such as Dave Marvin of‘Mamh and Paimer
Associates in New York felt that the overvaluatlon of Japanese stocks was not
extreme.

- In an interview in Barron's in October 1988, Paul Tudor Jones, who
managed futures funds on Wall Street, said "l don't think the Japanese
market is overvalued to the tune of 40% or 50%. But | do think Japanese
stocks are 10%-20% too high by the valuanon standards one might apply
to other world stock markets "
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However, in 1989, théspeculative bubble began to cause more concem. .
Speculation was seen not only in stocks and real estate, butevenin y
memberships in golf clubs, and speculation was widespread among Japanese. '

At the beginning of the year, the possibility of a crash was noted by such
commentators as the well-known consultant Keniiichi Omae, Gregory Clark at
Sophia University in Tokyo, Masaru Yoshitomi who directed the research.
institute at the government Economic Planning Agency, and Richard Russell who
authored Rlchard Russell's Dow Theory Letters.

~ Fears of inflation and higher interest rates increased several months mto the
year. Satoshi Sumita of the Bank of Japan issued inflation warnings in April.

It is interesting that official opinion, always somewhat constrained, was i
surprisingly sanguine in the face of the soaring Japanese stock market. In Wm:ld
Economic Qutlook issued by the International Monetary Fund in April, the rise in

stock prices is noted without concem or any hint that it mlght be an mportant !
" macroeconomic influence.

- ‘A year later in the May 1990 World Economic Qutlook, the IMF - :
deemphasized the possibility of any lasting adverse effects from the |
declining Japanese stock market. : :

By September, a substantial segment of analysts thought that the Japanese
economy had reached a peak, and discussed the possibility of a decline in
stocks and the economy in general. However, this was a minority view: the
majority of observers continued to have confidence in the Japanese economlc i
expansion and the stock market. . | g

- Those who were concemed that the Japanese economy and stock market
were about to turn down included Kenichi Ito of Japan Forumon ‘
Intemnational Relations, Johsen Takahashi at the Mitsubishi Research
Institute, and Charles Wolf Jr. of the Rand. Corporation. ‘

By November, increases in interest rates were prompting some reallocation of

investment funds from stocks into bonds, increasing fears of a crash. Persons ati . |

‘Yamaichi Securities Company, Daiwa Securities Company, Nikko Securities |
Cornpany, and the Tokyo office of Shearson Lehman Hutton Inc. were all
concemed that money should be realliocated away from stocks

In contrast, the 1988/89 OECD Economic Sur\fey for Japan, pubhshed
December, while taking note of the rise in stock prices, evidenced little concermn

about a crash and amphas:zed the strength in the Japanese economy %
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- Ultnmately, as pointed out before tughtenmg by the Bank of Japan piayed a

substantial role in bringing about the crash. By early 1990, right after the market |
peak, many observers had become convinced that the crash was on its way. |

Conclusions

Since all historical ebisodes have unique characteristics, the circumstances i
surroundirig the 1929 and 1987 crashes cannot be easily compared with today's .
situation. . o

Th_e’are were solid, respectable observers on both sides of the issue in 1929. In |
1987, there was more of a consensus, but again there were optimists and pessimists.
Both episodes suggest that once a correction gets started, it can quickly become -
deeper and faster than anyone had foreseen. In 1987, even the pessimists tended to |
believe that any correction would be brief and relatively mild. And in a sense, they were
not too far wrong, given that it was only 22 months after the crash that the market i
surpassed its earlier peak. ;

i

The 1920s were a period of strong growth and low inflation, as have beenthe |
~ last few years, and even though the economy peaked in August 1929, economic ;

conditions: were still strong at the time of the crash. Conditions were also good in 1987
although with the twin deficits and an accelerating inflation, they were not as good as
now. . L : ‘

Prior to both crashes, the Fed had embarked on a policy of monetary tightness |
with rising interest rates. The Japanese experience, despite institutional differences |
with the U.S., may be interpreted as further evidence that monetary tightening can be
‘important in prempttatmg a crash ‘ !

After the 1929 crash, continued tight monetary pohcy deepened the Depression !
“and pulled the market down further. The Bank of Japan also maintained a relatively :
restrictive: policy as their market was falling during 1890. in contrast, after 1987 the Fed
supplied ample liquidity, possibly averting an immediate recession and allowing the . '
market to resume :ts upward path within a year. : : i

E: 10/16/97 b
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