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MEMORANDUM B g &g

THE WHITE HQUSE

WABHINGTON

June 26, 1993

MEMORANDUM FOR SHIRLEY SAGAWA
FROM: Paul Weinstein
SUBJECT: C?mmaaity Development Banks and National Service

Per our discussion last Friday, this memo outlines how we might maich the President's
Community Development Financial Institutions (CDF1) and National Service legislation.

Under this proposal, an undergraduate business major could meet histher community
service requirement under the National Service proposal by serving a two-year apprenticeship
at an accredited COF[ -~ Community Development Banks (CDB), Community Development
Credit Unions (CDCU), Micro Loan Funds (MLF), Revolving Loan Funds (RLF), and
Community Development Corporations (CDC). The service could be as an accountant, junior
loan officer, teller, customer and technical service staffer, assistant investment banker, junior
conunercial developer officer, et¢. The student would gain hands—on financial skills while
the CDFlIs would bave access 10 a much larger pool of personnel trained in finance and -
aceounting.  As long as we stipulated that the community service commitment could only be
met by two years of work at 8 CDFI accredited by our national network, monitoring the
service requirement would be relatively easy.

Under this scenario, some students might even continue to work at CDFls, or even
start one. Even better however, would be for these individuals to take positions at traditional
banks and other financial institutions. I loan officers trained at CDFIs took jobs at
maiastream banks, we could see an unprecedented amount of lending activity in lower- to
moderate~income communities, With the knowledge, unique expertise, and energy of these
individuals, banks would meet their Community Reinvesiment Act requirements in z
meaningful manner, ?

During the campaign, President Clinton spoke at the Wharton School of Businéss, and
eriticized business students for creating an investment banking club called the "Unindicted”
and for “pursuing high incomes in high finance rather than in the apparently fess glamorous
work of creating jobs, goods and services to make America richer.” In four years, the
President could return to Wharton, and talk about how a whole new breed of business student,
trained at CDFls through the National Service program, was changing the way traditional
banks lend and reinvigorating the community spirit at financial institutions. :

ot Bruce Reed |
Gene Sperling
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b <’ c‘\’{’\'3 \J$ 1mw == OPTIONS ¥OR cnmx\ DRAFT
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1) Create a private Fund and a Federal regulator as follows:

o the private Fund would have a Board of the five agency
heads (HUD, Ay, Treasury, Commerce, and SBA) and 7-10
private citigena, initially appointed by the President.
After one year, private shareholders would elect the 7-
1¢ private Board nenbersy

{note: election would ccour no matter how little
private funds have besen investad, but scme private
funds are raguired.)

¢  give the appropriation funds to the private entity as =
grant perhaps with some reguirement (or at least a
goal) to generste matching private funds:

o use the sxiating KUD regulator (the Office of Fadaral
Housing Enterprise Uversight -~ Fannie and Freddie’'s
regulator} in consultation with Ay, or alternatively,
create & new regulator. The regulator would have
programmatic oversight reapongibilities including
ansuring that the Pund carries out ite public purpose
under the atatute;

o ragulator would interact with the esntity tc enforce
virtually all conditions currently provided for in the
draft bill. The regulator would have authority to
requlire the Fund to seek prior approval for all its
activitiaes;

e enly the appropriation ameunt (and any coets of ths
regulator) would be included in the budget, once
privats sharesholders elect a majority of Board membore
as described above.

2) Revise existing Fund proposal as follows:

¢ allew the five agency hsads to chocse six private Board
monbers until successors ars elected:

H
e The $382 nillion would be used either to purchase
nonvoting stock in the Fund or as & direct grant to ths
Fund)

o the six successors would ba elected in an election hald
by Sepienmbsr 30, 1994. Shareholdsrs would vote in
proportion to their voting shares:
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{note: elacticn would ococur no mattar hew little
private funds have beon invested, sithcugh some private
investmont would be raguirad.}

o include Fund on the budget until six Board merbors ars
alected by the shareholders {(for the fiscal year 19585
budgst at the latast).-

}

Note: we are also trying to find a way to ensure community groups
reprasantation on the Board undey elthar scenaric. One optlon
would ba to gell different classes of vobing atock, some
restricted to community groups only. Ancther might be to hava
the Board elect several community group representatives. We are
still considering hoiw best to address this,

¥
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MEMORANDUM FOR CHRIS EDLEY / ,1

FROM: PAUL DIMOND - o J‘L (ﬂ"’! ’ W
v

SUBJECT: STRUCTURE FOR CDFI FUND ‘

There appear to be at least five models for the structure of the
CDFY Fund:

« the private fund with Presidential appointment of sll
Board members as proposed 1in the current draft of the bill

« Bob Nagh's proposed modification of the current draft,
whereby succassor Board members are selected by existing
Board members (as In most Directorship non~profit
corporations, although a "membership® form of non~profit
corporations might also be snvisioned)

+ & private fund with election of a majority of the Board
members by shareholders no later than 1§95

+ a private fund with a majority of Board members elected by
sharsholders after first year but with a Federal regulator
to assure fulflllment of public misaion

+ one fund to regeive and to expend the federal
a§grnpriatians in the current draft bill plus an afflliiated
private fund (or funds) to receive private investments,
program related investments and charitable zontxibutions

inder any structure, the legislation could affirmetively state
{a}that there is no implicit federal guerantee of investment to
or by the fund{s) and {b)}that private Investments and private
contributions are receipts of the fund(s) and not of the
government and that any investments or grants made from such non-
federal sources are expenditures or investments ©f the fund and
not of the federal government. Under any structure, we 40 not
want under the federal budget to have private investments oOr
contributions to the fund(s) scored as revenues to the governmant
or investments ar grantsg by the fund(g} from such non-federal
gources sgored a& cutlays by the government.

I would appreciate OMB's analysis of how each of the five
alternatives would bhe scored and whether there would be any
implicit guarantee under such nircumstances.

In order to infarm‘QMB’s analysis and our choices, plesse analyze
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the following governmentally created private entities to
determine (a) how.each is scored for budget purposes, {b) what is
the source of funds, () is government implicitly liable for any
private investments, and (4) what is the governing structure of
the entity:

. Consalid&téﬁ Rall Corporation

+ College awﬁstructi&n Insurance Loan Assocliation
. C&rgaratiuﬁ for Public Broadcasting

« AMTRAK

s Ngighborhivod Reinvestment Corporation

« Polish-Americen Enterprise Fund

Please also advise 1if there other similar, governmentally created
private funds and provide the same analysis.

Thank you for your continuing assistance. This ig obviously a
matter of high priority. We hope to gather the principals of the
Working Group together on Tuesday June 1 to review OMB's analysis
and recommendation and to meake a final decision so that we can
complete drafting of the CDFI bill.



PROJECT 76 - AN AMERICAN AFFAIR, INCORPORATED

CPHILANTHREOPY FOR THE FBUS AND BEYOND”
2400 SIXTEENTH STREET. NORTHWEST
SUTTII NUMBER 343
WASHING TN, BISTRICT GF COLUMBIA 2006
TELEPHOND (203) 4830684
FAX (302) 483-0M0

My L. Napgoleon Ceoper Parry M. Moisinglon
Yoduntger Chaemnan and , Majy General LISAF, Retirsd
Chie! Exacutive Cificer Volunist: Adwisory Vice Chalrman
April 27, 1993 *

ORIGINAL COPY FOR MR. BRUCE REED (DOMESTIC POLICY COUNCIL)
The Honorable Frank N. Newman

Undersecretary of the Treasury for Finance

United States Department of the Treasury

1500 Pennsylvania Avenue, N.W. Room 3312

Washington, D.C. 20220

Re: Supplemental Private Frnancmg for Bndgmg the Gap BeMeen évaqabz‘e Fubr’;c Fands and
President Cintorn's £ 2 st 1 ansion Goals

Dewr Undersecretary Newman:

1 am writing at the suggestion of Mr. Paul Diamond, Assistant for Community Development
at the Narional Economic Council, in order 1o introduge you 1o our unique connnunity
development bank (ot "CDR"} and credit expansion proposals that eall for Congress and the
Admunistration te support the enactment of legislation that would alfow the creation and
private capitahization of o new super class of “wafe " national development haks {or "SNDBs™}

I am also writiog in order request a meeting with you because we undersiand that you are
either personally interest in or have jurisdiction in your Treasury department position over
CDR, public debt management, credit expansion and "nation-wide” branch banking issues.

While, such a meeting would afford us muny imporiant opportunities, including:

& 1o follow-up my conversation with Depury Secretary Roger O Altman, on the subject
of our unique tew non-profit sector financing szrategy called the Charitable Bond;™

® to show how an action the Treasury has g}i‘ew(msiy expressed @ strong interest in
taking could have a measurable near-term stimulus impact upon our economy and,
bave great significance for the fidf funding of Admiaistration gouls in this area and,

2 10 unswer any 'questions vou and your office may bave concerning gither our new
SNDB or our Charitable Bond™ proposals,

our main goal will be to demonstrate as conclusively us possible why we think it would be
unecessary 1o see the potential of President Clinton's 100 new community development
banks" inttiative, diminished by an understandable inability of government 1o reconcile the
timits of public Tunding with the urgent nced 1o redress the wide-scale economic distress that
every Ametrican hopes can be mitigated by new c¢redit expansion proposals.
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Specifically, we believe that Congress and the Admunistration should suppott combining the
good features of aff CDB approsches that could have a measurable impact upon this
nationul problem, with the substantial privare financing that endy our SNDB and Chariwsble
Bond™ proposals can generate, including for COB ideus being developed in the publicsector
and by existing or proposed community development financiad institutions {"CDFIs®).

We are confident that once you become more knowledgealile about our proposals, you will
agree with us that by marshalling the measurable funding that the Charitable Bond™ can
generate and by utilizing the experience of existing CDVIs and Comnuenity Retnvestnent Act
{or "CRA"} regulated for-profit institutions, market lorces can be expected 1o help the
President’s much anticipated 100 new conmununity development banks initiative to Tacilitate:

¢ an up to 80 basis points reduction in overall borrowing cost for the U.S, Treasury;
® the creation of new competition that expands credit availability in depressed areas;

L the a%;ility of new CDBs 10 build upon the experience of CDFI and CRA regulated
institutions in order to utilize the signilicant annual capital investments of SNDBs;

e the inmtraduction of new capital formation strategies that will enable non-profits 1o
match prbiic funds o CDB receives under the President’s proposal {sapanding privese
soctal welfare investment in areas where CRA, CDFI and SNDB lending occurs);

the substantive empowerment of citizens in depressed crime-ridden urban areas, and

® the financing of public-private joint-ventures and matching-funding for community
development hanker apprenticeship, job training and nationul service initiatives,

Again, while I recemly received a letter from the Acring Assistant Treasury Secretary for
Domestic Finance which indicates that she is aware of my conversation with the Deputy
Secretary about the Charitable Bond™ itself, we wish to meet with you because of your
interest in these issues and becuuse your Treasury office intersects with our broader
initiative at more points than anry other position in the federal government.

In conclusion, I wani to reemphasize our opinion that in order 1o achieve the gouls of the
President’s much anticipated CDB proposal, advantage must be taken of the best features
of alf related inftiatives. We look forward to discussing the matter with you in more detail
and thank you for your consideration.

Sincerely yours,

: 1‘C<§M@5'/€<‘
Enclosure:

oG Megsrs, Paul Dlamond, David Lebryk, Bruce Reed, Geme Spering an Paui Weinstein, The
Honorable Henry B, Gonzalez and Donald W, Riegle, Jr. and, Ma. Deborah J. Dankar




PROJECT 76 - AN AMERICAN AFFAIR, INCORPORATED

PHILANTHROPY FOR THE 199G'S AND BEYOND”
2400 SIXTEENTII STREET, NORTHWEST
SUITT! NUMBER 545
WASHINGTON, DISTRICI OF COLUMBIA 20009
TELEPHONE (202) 483-0684
FAX (202) 4830940

Mr. L. NHapoleon Cocper ) Perry M. Hoisington
Volunteer Chairman and Major General USAF, Retired
Chief Executive Officer . Volunteer Advisory Vice Chairrnan

April 13, 1993

The Honorable Donald W. Riegle, Jr.

Chairman

Senate Committee in Banking,
Housing, and Urban Affairs

105 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Chairman Riegle: |

als 1 L . . . -
[ am writing to you in order to inform the Committee on Banking, Housing, and Urban
Affairs of the long-standing desire of Project 76 - An American Affair, Inc., to participate in
hearings and other forums intended to present nesv credit formation and depressed conununity
development policy options to the United States Senale for consideration.
We are particularly interested in commumnity development bank ("CDB") options and in any
consideration the Senate may be giving to reducing insurance premiums or the supervision
and regulation of financial institutions, with the objective of either enhancing Conununity
Reinvestment Act ("CRA") compliance or of facilitating new credit formation.
Our interest in these issues is derived from the fact that we have developed a uniyue
"market" driven option that would help government to expand community development and
to ease the “credit crunch” for small-to-medium sized commercial and industrial concerns.

Further, unlike any other approach that we are aware of, ours would enlist private capital
to achieve immediate measurable results in these important areas, without undermining the
safety or soundness of new or existing financial institutions and it would not entail expanding .
off-budget government! liabilities, creating new tax-payer financed subsidies nor would it
reward institutions that can not show that they make an effort to comply with the CRA.

SUMMARY

Simply stated, our proposed solution for redressing the lack of credit and other banking
services in certain areas of our economy is good old-fashicned American competition.

That is, competition in the form of new “safe” national development banks (or "SNDBs")
which the Senate can help facilitate the formation and private capitalization of, by enacting
“legislative exemptions for SNDBs from banking taws that limit who may own equity stakes
of greater than 25 percent in bank holding companies and, that exempt them from laws and
Federal Reserve System regulations that would prohibit "nation-wide” bank branching.
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Based upon an analysis of the community development and credit-crunch issues, we belicve
that in order 1o achieve Congress and the Administration’s stated goal of seeing an
immediate measurable increase take place in the availability of credit for small-to-medium
sized commercial and fndostrial companies in depressed communities and/or to see created
an environment where market forees would drive existing federally insured institutions fo
make the loans in guestion, the Committee needs to seriously consider recommending that
the United States Senate enuct timely SNDB enabling legislation.

Accordingly, under the new busingss conditions that would exist under our proposal,
regulated financial institutions with problemuatic track-records in certain areas, including:

® unsatisfactary Community Reinvestment Act ratings;
L ractally (§mrmzmdwry mortgage and consumer lending and/er employment practices;
@ questionable third-party mortgage lending relationships and/for
¢ direct lending patterns viewed as "red-tining” by local communities,
3

would face stiff SNDB public relations and banking services cnmpetm(m, that could manifest
itself on a number of fronts, including competition for:

public sector, retail and socially conscious investor depmm
Federal secunties purchases;

consumer oans;

secured credit cards;

refirement aceount services;

small business andd mortgage loans, and for

tow-cost capital in the debt and equity markets.

On the other hand, financial institutions generally would be afforded every opportunity to
maintain their conpetitive positions, via loan participations and non-profit sector financed
suppaort social services wherever CRA lending takes place. Also, they would have an equal
opportunity to create SNDB onits of their own or to invest in the equity of others,

While Congress cun Facilitate the formation and capitalization of SNDBg and permit the
implementation of our proposed SNDB marker solution by enacting legisiation that would:

L insist on a minimum §1 hillion initial capitalization for new SNDBs;

® require SNIDBs o Jend {rom ibeir capital rather than from insured SNDB depuosits;

& demand that SNDBs lend axcliesively 1o small businesses and mid-sized commercial
and industrial companies and communily development initiatives in depressed areas;
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® stipulate that no less than half of a new SNDBs lending and operations be directed
N i
toward Afncan-Amencm d other minorities in the most depressed urban areas;

® direct that SNDBs make reasonable efforts to facilitate new investment in America’s
social infrastructure, including summer jobs, public education and "national service”
and "youth apprenticeship” training programs for SNDB and CDB bankers and,

o encourage SNDBs to finance minority, local community, small business and smail
investor acquisitions of real estate, thrift and other assets from the R.T.C.,

Project 76 would be the driving force behind actually forming and capitalizing the initial
SNDB, via a new non-prlofit sector financing stratagem calied the Charitable Bond.™

t

PROJECT 76 - AN AMEER[CAN AFFAIR, INCORPORATED

i
Project 76 is a 501(c)(3) and S09(a)(2) tax-exempt entity. It has a capital structure that is
uniguely more akin to that of a commercial bank rather than to that of a publicly charitable
corporation. 1t was founded in 1973 and recognized by the LR.S. in 1977 (letter attached).

Simply stated, Project 76, creates a private institutional base for the finance and
administration of fundamental public works, services, social welfare and other public interest
activities of benefit directly or indirectly to the overall society. Programs undertaken by this
charitable corporation are to be done individually and/or in association with and to the
specifications of federal,istate and local governments.

Preparation for this activity has been in progress for better that 20 years. In fact,
establishing the proper plan of operations, which would assure financing the charitable
corporation with funds of the enormous magnitude required to accomplish the mission of
Project 76, made it essential that the organization ground itself thoroughly in such dmmplmes
as: general securities law), non-profit organization and operations law; the tax economics of
charitable giving and, the innovative new field of corporate finance for charitable fundraising
-- not to mention the expertise its officers had to master in mathematical model design and
specialized computer operation in order to prepare the enormous quantities of financial
calculations submitted for evaluation by some of the nation’s foremost experts in the fields
of tax analysis and overall non-profit operations.
|

The organization has met the formidable challenge of fully designing the operational plan
for Project 76 and is now ready to establish the initiatives that will assure that appropriate
private sector efforts are aimed toward both direct and indirect participation in the solution
of many of the ever-growing tasks that face federal, state and local governments -- tasks that
normally may never be accomplished for lack of funds, low priority position or both.
Throughout its entire 20 year existence, Project 76 has been the nation’s foremost advocate
of focusing a more significant portion of private sector commercial, industrial and financial
assets towards supplementing the accomplishment of essential programs in the public sector,
an approach to the problem that has finally acquired recognition as a sensible and assured



Letter to the Honarable Bonald W, Riegle, Jr. dated Agdit 13, 1953, Fage 4 of Fhve.

way to proceed. Both government and private sector records will reflect the efforts Project
76 has made in this r%‘zrd C&nmz}%y, it must at least share in the ;mmeer status that will
someday be recognized in this fisld

Project 76, therefore, s proposing that it be permitted to form and capitalize a SNDB
through the use of the new Charitable Bond™ product, as new SNDBs would also serve as
a focus for the non-profit sector in general and for Project 76 specifically to chamel program
spending that is intended o gnhance honsing, job creation and training, health and child
care, as well as public education wherever CRA lending takes place.

THE CHARITABLE BONII™

Project 76 informed the previous Administration’s White House Policy Office and Treasury
Department of the exz%ience of the Charitable Bond™ and demonstrated that it can provide
the federal government with “captive” by and hold demand for 30 year maturity Treasury
bonds at substantial interest cost savings to US. tax-payers. While, we believe that the
attention of senijor officials in that Administration was diverted from the new bond program
by the campaign to re-elect the President, we understand that # "substantive” review of the
new hond was conducted, which indicated that # will not require a change in current Federat
income tax faws. (See copies of reiated Treasury dn{i White House letters attached.)

The 30 year maturity Charitable Bond™ sales anticipated by our SNDB proposal will offer
American investors a fully-ussured Investinent, at an ghove-market rate of refurn.

Additionally, the Charitable Bond™ sales which witl enable Projeer 76 to capitalize its
portion of the new SNDB’s equity capital and to finance other public interest activities in
connection therewith, will be collateratized by Federal securities purchased by Project 76
from the U.S. Treasury Department at a very substantial cost savings fo taxpayers. /n facy,
Charitable Bonds ™ will add sigrificamily to the Treaswy's revenue hase and have a measurabie
progressively favorable impact upon reducing the federal deficit over the next three decades.

More technical detail concerning the Charitable Bond™ is available to you and Swatf,

t

DESIRED BANK!NQZ‘SM}_&WANE}RESERVQ YSTEMREGULATORY EXEMPT]

Finally, as Project 76 seeks to form an initinl SNDB with a capitatization of $1 billion, the
new bank and its non-bank owners {including Project 76 and s financing affiliate) would
theoretically be exempt from certain banking laws and regulations including the following:

L Project 76 and its financing alfiliate would be exempt from the Bank Holding
Company Act and the Change in Bank Contral Act, 12 US.C. Section 1841 et seq.
and 12 U.S.C. 1B17()), respectively, and from the provisions of the Federal Reserve
Board’s Regulation Y, 12 C.FR. Puart 225, as well as Section 23A of the Federal
Reserve Act and'the Reserve Board's Regulation O, Specifically:
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1y Project 76 and s financing affiliate would be exempt from the “nctivigy”
imitations of the Bank Holding Company Act - which would otherwise apply
based upon the scale of its investment in the prew SNDB and its holding
conmpany - pursuant to Section 225 31{d)(2)(ii) of Regulation Y and,

2} the SNDB's holding company would be exempt from the Bank Holding
Company Act and other laws and regulations, with respect to restrictions that
would otherwise limit its ability to acquire banks across state lines and/or with
respect to the SNDB and its holding company - which will in all other respects
be governed by the Act - operaning an puerstate branching neiwork.

+

This project s the only private financinl program of its kind and scope that will produce
funds of such magnitude for the purposes stated. Such a financiad opportunity 1o ¢reate
additional and much needed funding in these areas shoukd not be missed, especially at this
time of our country’s need to assure positive business and supportive action on all froms,

Accordingly, our SNDB proposal can go 2 long way toward redressing the community
development and credit availability shortfalls that confront our economy and it would be
pradent for Senators, regulators and industry representatives (o become familiar with i,

Project 76, therefure, seeks to be invited to purticipute in future discussions and hearings on
these subjects, May we hear from you?

Thank you for your censideration.

Stneerely yours,

1
1
1
i

Enclosures; t\
cc: Steven B. Harris, Esquire
(Staff Director and Chief Counsel)
Matthew D, Raberts, Esquire

{Counsel)



Dear Sirs:

L

THE WHIT

E HOUSE

WASHINGTON

June 30, 1992°

Thank you for your recent memorandum concerning the Charitable
I understand that Clayton Yeutter's office and
the Department of the Treasury have analyzed this proposal and
will be providing a substantive response. 1T appreciate hearing

Bond proposal.

from you.

With kindest person%l regards, I remain

i

Dr. Louis C., Pendleton

Mr. L. Napoleon Cooper
Maj. Gen. Perry M. Hoisington, USAF Retired

2400 16th Street,
Washington, D.C.

N.W.,
20009

. N
%4_,,,—/_: )/L.-l--rt,'t.‘ _____'

e -

Suite 545

Sincerely yours,

W. Henson Moore,
Deputy Chief of Staff
to the President



. DEPARTMENT OF THE TREASURY
WASHINGTON

MAR 31 1392

My, L. Napoleon Cooper
Project 76 - An Anmeritcan Affair, Inc,
2400 Sixteenth Btreslt, N.W.
Washington, D.C. | 20009 . ’
! .

Dear Mr. Cooper: .
Thank you for your letters to Secretary Brady and
Mr. Yeutter cencerning your Charitable Bond proposal.

We appreciate receiving your information. We too
recognize that due to the preferential taw treatment of
annuities, many taxpayere are placing their funds in snnuities
rather than other investment vehicles fe.g,, certificates of
deposit, or taxable mutuval funds), as an investment decision.
We appreciate your support for the President’s proposal to
provide similax tax treatment for investments with similac

features.

As we understand your Charitakle Bond proposal from

the description you provided in your materlals, income from the
bonds would notb regeive special tax treatment requiring a change
ip the gurrent eederal Income Ltax x 1a¥s.  As euch, we Ravé ¥aken
the liberty of forwarding your materials to Jerome H. Powell,
Assistant Secretary of the Treasury for Domestic Finance, whose
office administers the issuance of Federal securities, for

further review.
i Y

Thank you again for writing.

Sincerely, p

B Httes

i R, Glenn #Hubbard
peputy Assistant Secretary

i
(Tax Analysis)

ge:  The Honorable Jerome H. Powell

*




Ilernal hevensue Seivice Departinent of Yia Treasury

Washinglon, DO 20224

Parson to Contact:  Edward Karcherp
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Affair, Iuc.
796 Naltional Press Bullding Reier Regly ot "L EO PR 2-5
" 529 15th Street H.W. J
Washington, b. C. tor~JAN 2 5 | —
’20{}&5 z 277 S

E

Enploysr Identification Number: 23-7382621
Key District: Cleveland

ﬂcanantfng Period Endiung: February
F?rm 990 Required: Yes

Dear Applicant:

Based on in%armation suppllied, and agssuming your opera-
tions will be ag stated in your application for recognltion
of exemption, we have determiued ;ou are exempt from Federal
income tax under section 501(c)(3)} of the Interval Hevenug

(ade. '

We have further determined you are not a private foundation
within the meaning of section 509(a) of the Code, because you
arg an organization described in section 509(a){2).

You are not liable for sociasl security (FICA) taxes unless

you file a waiver of exewption certificate as provided in
the Federal Insurauce Contributions Act. You are not liable
for the taxes iamposed under the Federal Unemployment Tax

Act (FUTA).
Since you are not a private foundation, you are neot subject

to the excise taxes under Chapter 42 of the Code, However,
you are not automatically exsmpt from other Federal excise

taxes.

Donors way deduct contributions to you as provided in

section 170 of the Code. Bequests, legacies, devises,
transfers, or gifts to you or for your use are deductible for

Federal estate and gift tax purposes if they weel the appli-
cable provisions of sections 2055, 2106, and 2522 of the Code.

If your pnryaées, character, or wathed of cperation is

changed, you must let your key District Director know 50 he
can consider the effect of the change on your exempt -status.
Alsc, you must inform him of all changes In your name or

address.



D
Project 76 - An American Affsir, Inc.

The block checked alt the begluning of this letber sliows
whether you must file Form 990, Return of Organization Exeupt
from Income Tax, If the Yes box is checked, youare required
to file Form 990 only if your gross recelpts each year are
pormally more thom $5,000. If o veburn is required, {t pust
be filed by the 15th day of the fifth month atter the end of

our annual accowting perviod. The law imposes a penalty of
$10 a day, up to a eaximum of $5,000, for fallure to file

thie reburn on time%

%: You are not raéuired te file Federal incowe tax returns
“unless you sre subject Lo the tax on unrelated business lucome
81 under section 511 of the Code. If you are subject to this tax,
Y you wust flle au ipcowme tex return on Form 990-FT. 1In this
letter we are not deterwining whether any of your present or
proposed activities are unrelated trade or business as defined

in section 513 of the Code.
1

Please use your?employer identification number oy all
returns you file and in all correspondence with the Internal
Revenue Service. } -

t R ’
We are inforwing yeur key District DMrector of this actioen.

Because this letter could help reseclve any quesklons about
your exempt statug and your foundakbion status, please keep 1L -

in your permanent records.

AT o

Sincarely yours,

il Bee:

! Hilton Ceruy
Chief, Nulings Se¢dtion 2
Esewpt Orgenizatious
Technical Branch

Enclasure :
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MEMORANDUM FOR  BRUCE REED

GENE SPERLING
FROM: Paul Weinstein

SUBJECT: R Legisiative Strategy On
. Community Development
Financial Institutions Proposal

Background

Last saturday, we had a line-by-line drafting session on the CDFI legislation. All the
members of the Inter-Agency Working Group were represented.  Treasury is making the
changes we agreed to at the meeting, and will be circulating a revised draft later tocay. 1
hope 1o give the bill 1o OMB on Tuesday, so they can begin their standard legislative referral
process. This would allow us to send a bill up to Congress late next week. [ also want to
send a draft to Matt Roberts of Senate Banking if you both agree.

What Has Been Done

Over the past week and a half, T have gone fo the Hill to meet with staff people on the
House and Scnate Banking Committees. Specifically, I have now met with Reigle's staff four
times, and Gonzalex's staff once, last Friday. Today, I went with Chris Edley of OMB and
Brian Mathis of Treasury to meet with Senate Banking Commitiee staffers representing
Reigle, Sarbanes, Carol Mosely Braun, and Boxer. I have also met with staff of
Representative Kennedy's Banking Subcommittee, which may have some jurisdiction of the
legislation.

Tomorrow 1 am meeting with Kanjorski's and Neal's staffs, because their
subcommittees may also have some junsdiction. The following is a list of Hill meetings:

Meetings with the staffs of:

Sen. Reigle (4 timcs),

Sen. Sarbancs (1 time)

Sen. Mosely Braun (1 time)
Sen. Boxer (1 time)

Rep. Gonzalez {1 time)



Rep, Kennedy (1 time) ’
Rep. Meal (tomorrow)
Rep. Kanjorski (tomorrow)

Extensive phone conversations with the stafis of:
Sen. Bradley

Sen. Dodd

Rep. Kanjorski

Rep. Neal

*NOTE?* Sarbanes’ staff was somewhat leery of the CDFI concept. We will need to use
Bruce Kaiz to help lobby the Senator.

What Needs To Be Done

The politics of the Banking Committee tend to be parochial rather than partisan. That
is why we neced to at least approach the Republicans on the commirtees. In particular, we
should meet with Representatives Leach, Roukema, and Ridge, and Senators D'Amato and
Bond, Steve Harris, staff disector of the Senate Banking Committee, 15 setting up a mecting
with Republican Committee staff. 'We need a meeting with the House Republican staff as
well,

i

It is also essential that we get minority Members on board. Represcntatives Flake,
Mfume, and Waters are key, as i8 Senator Mosely Braun. The following is a list of Members
that we need 1o set up a meeting with:

Senate

Banking Commitice Qthers

Reigle ~- Chairman (D-MI) Bradley (D-NJ)
Sarbanes ~- Chairman

Housing Subcommittee (D-MD)

Dodd (D-CT) .

Boxer (D-CA}

Moscely Braun (D~IL)

D'Amato —— Ranking Minority Member (R-NY)
Bond ~~ Ranking Minority Membcer Housing Subcommittee (R~MO)

House

Banking C .
Gonzalez —— Chairman House Banking (D-TX)
Neal = Chairman Financial Institutions Subcommitee (D-NC)

Kanjorski == Chairman Credit Subcommittee (D-PA)



Kennedy —— Chairman Consumer Subcommittee (D-MA)

Schumer (D-NY)

Frank (D-MA)

Flake (D-NY)

Mfume (D-MD)

Waters (D-CA) '

Leach -- Ranking Minority Member (R-1A)
Roukema -- Ranking Minority Member Housing Subcommitteec (R-NJ)
Ridge (R-PA)}

Other Qutreach Efforts

I am planning to give a draft of the legislation to South Shore and Elk Hom to make
sure they are comfortable with our approach. Also, I am sending a copy to Konrad Alt at
OCC, to make sure the rcgulators are at least familiar with the legislation. Finally, we will
need to get back in contact with some of the community groups. Paul, Sheryll, and I met
with Acorn and others aloouplc of months back. HUD has graciously agreed to meet with
these groups so we won't have to again. However, a call to ACORN and a few select others
prior to our sending the bill to Congress couldn't hurt.

Appropriations Process

Last, but most important, we need to get a handle on the appropriations process. The
committees are starting to take action. We¢ must talk with Mike Wessel in the House and
whoever his counterpart is in the Senate, about reserving the $60 million for FY94, contingent
on an authorization. I havc a call into Dan Kantu of the HUD/VA Subcommittee, because
word is they are getting prcssurcd to spend the $60 million on other initiatives. WE MUST
DEAL WITH THIS MATTER THIS WEEK.

“cc: Paul Dimond
Sheryll Cashin
Bruce Katz
Larry Parks
Lorrainc Miller
Paul Carey
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new investment amas or targeted populations, ’{
offering more services or increasing their volume of |
buginess. This will ensure that the funding process |
remaing competitive and dynamic as individual
community needs change.

<f

In most cases, matching funds from another source
on at least a 1:1 basis are required. Applicants must '
compete for available funds.

Whaen can CDFIs to apply for assistance?

There wiil be some delay before the Fund starts to
award assistance to CDFIs. President Clinton will
nominate an Adsministrator who must, in turmn, be
confirmed by the Senate. Fund staff must be hired
to <draft and implement the niles and regulations
urwier which the Pund will operate. Once adminis-
tration for the Fund is in place, applications for
assistance can be processed and assistance awarded
on a competitive basis,

Other Provisions of the Act
& protect homeowners from exorbitant fees and
anscrupulous practices by lenders

improve the detection of money laundering

reduce the regulatory and paperwork burdern
on out Hnancial institutions, and streamline
regulatory requirernents

® help small businesses and those who help
provide businesses with commercial real estate
by removing barriers to backing secusities with
small bugingss or commercial real estate loans

E——

’L
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Department of the Treasury
Washington, DC 20220
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Community
Development Financial
Institutions:
Fulfilling a Presidential
Promise

community investment
consumer protection
help for small businesses
streamlined regulation

What is CDFY?

The Comununity Development Banking and
Regulatory im?mvf:meat Act of 1994, signed by
President Clinton on September 23, is a landmark
bill that will bring fechnical and Hinancial assistance
for cornmunity development to needy arcas and
populations,

The Act complements and builds on other legisla-
tion designed to empower communities through
their focal institutions, including the Bank
Enterprise Act, Community Reinvestment Act,

and the Second Mortgage Market Enhancement
Act. Provisions of the new law are designed to help
copsumers, businesses, and banks.

As much as $300 million will be available over four
vears 1o establish a Fund to which communily
ﬁdewiopmmt firancial institutions {CDEls} can

s oapply, to'fifance the Bank Enferprice Act, and o 57

administer the provisions of the Act. For Fiscal
Year 1995, 8125 million has been appropriated.

The CDF Fund
Who can get help from the COFI Fund?

The Act creates a new Fund to assist exdsting snd
newiv-pstablished community development
financial institutions serving “investment areas”
or “targeted populations™

¥ Aninvestment area is a geographic area,
including an Indian reservation, that meels
objective criteria of distress developed by the
Fund and has significant unmet needs for
foans or equity investments or is located in an
empoewerment zone or enterprise coprmumity,

@  Atargeted population is individuals, ot groups
of individuals, including Indian tribes, who are
low-income persons or otherwise lack adequate
access to loans or equity investments.

A CDFIcan be an efficient and effective vehicle for
development. It may leverage Fund assistance
with other hunds from the private secter, and then
. lend the money out in its community. A CDFl may

- pmvzde dwei{:pmmt services in conjunction’ With ™

equity investments or loans. It must provide
accountability to the area or population it serves,

and may not be an agency of any governmert
furisdiction.

The Fund can also provide assistance to a “commu-
rity partnership” between a CDFl and a “commu-
nity partier.” Inthis way s CDFI can work with an
established entity such as a depository institution
holding company, credit undon, nonprofit organiza-
tion, state or local government agency, or quasi-
goverrimental entity. Assistance provided by e
Fund to community partnerships can go only to the
COF, not the community partner.

The Fund mav provide:

& up to 85 milion during a three-vear period to
anyv one CDFI and its affiliates;

©  up te #3.75 million in additional asgistance for
a CIPFI to establish an affiliate or subsidiary
outside of the state or metropolitan area
currently served by the CDFL;

©  up to 5% of its funds to enbance the Hiquidity
of CDFls.

What will the application criteria for Fund

ascistanee be?

At a minimum, the applicant must show that it is~
or witl be, a comununity developmend firuencial
institution. It must have a comprehensive strategic
plan documenting the needs of the investment area
or targeted population and how it will address
those needs.

As CDFI-funded organizations become an integral
part of econemic development efforts in commuri-

o ties across the country, Lfméﬁ_a!mmgum&.mg«
7 thosk ofghinizations grow:: To receive additional <

funds, they must show that they v have met their
pedormance goals and that they are gapanding to

:‘«'
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MEMO To¢ CDE Working Group 1;fl£'
FROM: David Lebryk '
: Brian Mathis <
Mark Bender .
SUB&EC?: Discussion of Major Issues Pertaining to

Interstate Branching

This memo responds to the Working Group's regquest for an
analysis of the major issues that are raised by both proponents
and opponents of interstate branching. The need for this review
is driven by the proposal that large bank holding companies
(BHCs} ,would be required to establish subsidiary community
development banks {{DBs) in return for which certain interstate
branching rights would be provided.

The BHEC Subsidiary Proposal

Specifically, the BHC option would require the layger BHCs
to allocate some dollar amount to the establishment of subsidiary
ChBg, . In return these BHCs would receive the right to branch
interstate in states where: (1) statewide branching is permitted;
{2} nonresident BHCs are currently operating, oy would be
permitied to operate, a banking subsidiary; and (3) the BHC holds
a "sufficient amount" of *gualifying assets" which demonsirate a
meaningful and guantifiable commitment to cmmmun}ty development
in distressed areas of the potential host state.” In short, the
BHC must first demonstrate satisfactory CDB performange in &
selected state, after which the parent could branch into that
state 1f statewide branching were permitted and the BHC i§ or
would be able t¢ operate a subsidiary bank in that state.

b By way of example, the 50 largest BHCs could be regquired
*o make, and maintain, an eguity investment of 3/4 of 1% of their
total equity capital for the establishment of CDBs. This would
provide about $1 billion in equity for new CDBs. If assels were
leveraged at a conservative 10 times equity, these new CDBs would
anount to $1¢ billion in asset size to start,

? qhe terms “"sufficient amount® and "gqual ifving assets®
would be subject to definition and determination in the enabling
legislation.

% FRB data suggest that only two states (Hawail and
Montana) currently prohibit any form of interstate banking, while
only four states (Arkansas, Illinoig, Iowa, and Minnesota) still
effectively prohibit statewide branching. At this point in time
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The BHC option might alsc provide certain rights directly to
adeguately-capitalized subsidiary CDBs. First would be the
authority for adequately-capitalized CDBs located in distressed
areas to invest Jdn, deal in, or underwrite securities issued by
small businesses located there, and to sell insurance in these
distressed areas. Second would be the authority for adeguately-
capitalized and satisfactorily perforning ¢DBs to themselves
branch nationwide only into other economically distressed areas..
The securities and insurance provisionsg weuld ensure the
availability of "mainstream® financial services critically needed
by businesses and residents of distressed areas; at the same time
they would buttress safety and scundngss by diversifying the risk
and stabilizing the earnings of CDBs. The branching provision
would ensure that successful CDBs are able to export their
expertise to other economically distressed areas; the CDBs would
benefit from geographic diversification of risk, while diﬁgrassed
communities would benefit from additional skilled lenders. )

. these six states could not accommodate interstate branching for
parent BHCs as suguested here.
* The securities underwriting provision should be seen as
‘an important adiunet to the existing special authority of
national banks, member banks, and BHCs to invest up to 10 percent
of unimpaired capital and surplus in eguity and debt of Community
Development Corporations (CDCs) and Community Development .
Projects. (CDPs). The securities proposal would permit a similar,
targeted~area support of small businssses. In a similar manner,
the insurance sales provision merely extends to the CDB authority
to do what national banks in towns of 85,000 or less, mutual
savings banks wherever located, and a large number of state banks
already have authority to de {(e.g., 17 states currently allow
their state banks to brokerage insurance; 5 of these states
additionally allew insurance underwriting). CDBs would forus
insurance sales in distressed areas where the service is
desperately needed,

| All of these provisions are made within context of the
goals of the community revitalization program and are not unique
to this proposal. For example, in recent Congressional testimony
a representative of Shorebank Corporation stated that:

T legislative action defines the pernmissible activities of
these regulated institutions. These permitted activities
could be orchestrated to better serve public purposes by
allowing those depoesitories which are most responsive to
public needs to alse engage in other profit making
activities that are now prohibited or curtailed. Interstate
banking privileges, authorization te sell insurance,
permission to underwrite securities, higher levels of
deposit insurance, or other incentives ... could be provided

March 22, 1593 2
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As reguested by the Working Group, the remainder of this memo
will examine the maijor arguments offered by the proponents and
agpunagts of interstate branching.

f .

-

H

Arguments in Paver of Interstate Branching

Proponents of interstate branching argue that it is
difficult to determine exactly what economic purpose is now
served by restrictions on geographic diversification of bank
offices, For one thing, banking organizations today simply
cannot . be defined in terms of thg limited services and facilities
appropriate to the McFadden era. For another, there currently
exist a wide range of non-bank institutions that offer clase
substitutes for bank products and operate unencumbered by
geographic restrictions. O©On both sides of the balance sheet, the
business of banking has now gone far beyond the restricted range
of services underpinning McPadden. -

On the liability side, banking organizations now fund
themselves not only with lecal retail deposits, but with large
negotiated certificates of deposit, brokered deposits, Eurodollar
borrowings, foreign deposits, and debt issues. These funding
sources can invelve local, regional, national, and international
fipancial markets. On the agset sz&e also, banks long ago
reached beyond strictly local markets for business and consumer
ivans. Real estate loans, compercial loans, foreign government
leoans,: securitization of loan assets, and various types of loan
participations typically require invelvement in non-local
markets., This is also true of other services such as cash
management, electronic funds transfers, private placements,
credit card distributions, and certain off-balance sheet
activities,

to banks engaged in public purpose lending. Such
privileges, however, should only be granted to banks that
meet a high hurdle of investment in low and moderate income
communities,

See, statement of Robert M. Weissbourd, Vice President, Shorebank
Corporation, before the House Subcommittee on Consumer Credit and
Insurance, January 27, 1993, pg. 7.

6, Section 7(Ff) of McFadden defined a "branch" to include
*any branch office, hranch agency, additional office, or any
branch place of business located in any State ¢r Territory of the
United States or in the District of Columbia at which deposits
are received, or checks paid, or money lent."

¥
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Even with respect to brick-and-mortay facilities, geographic
. restrictions have proven to be quite porous. For example, the
loan production offices (LPOs) and Edge Corporations of banks are
not limited by "home state" geographic restrictions. And bank
holding companies have routinely offered financial services such
as mortgage finange, consumer finance, and discount brokerage
across 'state boundaries through subsidiaries. Also, c¢ertain
interstate banking activities of bank holding companies and
‘foreign banks ware grandfathered in the Bank Holding Company Act
of 1956 and the Internaticnal Banking Act of 1978. Finally, bank
holding companies were especially effective in the 1970s and
1980s at using networks of nonbank banks and acguired thrift
institutions to establish interstate networks of limited and full
pervice banking operations. In this respect it has been reported
that "By year end 1988, ... 14,600 interstate offices of banking
organizations were in operation, of which 7,500 could offer a
full line of bankipg services and about 7, 100 could offer limited
hanklng services.,®

B ritutions. A signifigant number of non-bank
financial lnst&txtzana offer products that compete directly with
bank services, vet these non-banks have nevey been forced into
the inefficiencies that accompany geographic restrictions.
Securities firms effectively compete for the funds of savers by
offering insured brokered CDs as well as cash management accounts
with check-writing and credit card features through large
networks of geographically dispersed offices. Also, insurance
companies provide a bank-like savings service. In effect, when
the holder of a whole~life policy pays premiums a portion of each
payment accunulates and earns interest as does a savings account,
The policyholder is free to surrender the policy and "withdraw®
its cash value. ©Or, a policyholder nay borrow against the “loan
value® of the policy at a modest interest rate and without
obligation to repay: the policy loans of 1&;& insurance companies
amounted to $57.4 billieon at year-end 138%." In these respects
1life insurers offer a service not unlike bank passbook savings
accounts. In addition, it should be remembered that securities
firms:iand insurance companies were major acquirors of "non-bank
banks" until the passage of restrictive legislation in 1987,

Other major bank competitors that operate free of branching
restrictions include consumer, business, and sales finance
companies, mortgage companies, thrift institutions, the "gaptive
finance® firms of automobile and appliance manufacturers, and
retail credit grantors, among others.

Rose, Peter 8., The Interstate Banking
Bocks, New York, 1989, pg. 13.

8 American Council of Life Insurance, 199C
Fagt Book, Washington, D.C., 1990, pg. 100,
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Explanatgory Factors., A nunber of factors help to explain
the 1980s’ trend towards fewer geographic restrictions on banks,
wost notably the adoption of interstate banking. The desire to
attract and pool capital that could be used Lo support a state's
econonic growth and development was perhaps the major motivation
for both statewide branching and interstate banking provisions.
This appears to have been the case for states such as Maine,
Delaware, South Dakota, and the §;ata& of the Southwest (such as
louisiana, Texas, and Oklahoma).

Anocther maior factor was the need to faclilitate the
resolution of troubled banks and thrifts by permitting
acguisitions by institutions from outside of the state
{provisions for which were contained in the Garn-8t Germain Act
of 1882). For example, the majority of bank failures of the
past years occurred in the Southwestern states of Arkansas,
Louisiana, New Mexico, Oklahoma, and Texas. 8ince 1980, Texas
and Oklahoma effectively shifted from unit banking to statewide
branching. In addition, all of the Southwestern states except
Arkansas now permit nationwide interstate banking; Arkansas
permits interstate banking based on regional reciprocity. The
importance of these changes in geographic restrictions. for a
state such as Texas was obvious from the Chemical Bank/Texas
Commerce and NCNB/First RepublicBank transactions,

A third major factor explaining liberalization of geographic
restrictions was the growing pressure exerted by the banking
industry on state regulators to establish a ”lﬁyal‘playing fielg"
for banks vis-~a-vis their nonbank competitors. As discussed
above, numerous nonbank institutions compete with banks over a
wide range of financial services without any geographic
restrictions to contend with., Mere and more states have come to
understand that artificially imposed geographic restrictions can
only erode the competitive viability of the commercial banks
their own economic vitality depends upon.

ngd undnes

All other considerations notwithstanding, a strong case

in aar§ast.

wf Rose, op. cit., pp. 25-28. Specifically, according to
Ruse, "..the desire to improve local economies and to stimulate
local and regional economic development stands at the top of the
list ag causal factors behind interstate banking.®

" Ibid., pp. 29-30.

¥ 1pid., pp. 36-31.

March 22, 1993 &



é | DRAFT

generally can be made for any structural arrangement that
enhances safety and soundness (or reduces risk) in the banking
system because of the public's exposure to the costs of bank
failures. The degree of risk of an activity is measured by the
variability of the cash flow, revenue, or rate of return ¢f that
activity:; to the extent this variability is suppressed, visk is
reduced. In the <¢ase of commercial banking, diversification
traditionally has been viewed as one of the most important
‘elements of risk contrel {(as opposed to depoesit insurance which
is fundamentally a mechanise for shifting risk from the
institution and its depositors to the insurance fund}.

In recent years, many of the proposals for financial
institutions restructuring have relied in large part on the
potential risk reduction benefits of diversification. For
example, proponents of securities activities for commercial banks
argue that there is a low correlation between the revenue flows
from commerclal loans and from securities underwriting
activities, meaning that the variability of the combined flow of
income from these activities would he less than that of either
activity taken alone. This leads to the ¢onclusion that
permitting commercial banks to engaga in full service seauritiaa
activities would reduce cverall rkg {enhance safety and
goundness) in the banking system.

The diversification argument for expanded activities is
easily transferred to the guestion of geographic location. In
short, the earnings of commercial banks limited in geographic
reach may bhe extremely susceptible to the vagaries of local
market cycles due to the lack of diversification of traditional
agsets. HMoreover, this risk will itself tend to vary inversely
with the degree of diversification of the lo¢al market, or state
economy. Proponents of interstate banking and branchiﬁg argue
that relaxing bank geographic restrictions will yield a combined
income flow from different regions that is more stable than that

u; See, Rethinking Glass~Steagall, J.P. Morgan & Co.
Incorpqrated, pp. 20~22. Specifically,

Not oenly is the securities bhusiness more profitable than the
banking business, but commercial bkank entry into corporate
securities activities would also allow banks to diverzify
their sources of revenue and reduce earnings volatility.

... for exanmple, corporate bond issuance and the growth of
bank commercial and industrial loans are negatively
correlated. When corporate bond issuance is high, the
demand for bank leoans is low; when bank loan demand is high,
bond sales tend to drop off. Thus involvement in the
corporate securities business might well prove beneficial in
enabling bank holding companies to even out swings in
earnings associated with changes in loan demand. (pg. 12)
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of each region individually. 1In this regard, a recent
statistical study concluded that "a majority of states with
failure rates above the national average are characterized by
economies that are generally not well diversified:" and "the
inability of banks to diversify their lcan portfolios is partly
respenszbla for the reporﬁgd higher than average rate of bank
failures in some states."

Other empirical studies uniformly find that branch banks
have historically had a better safety record than unit banks,
which have no branches. An examination of the record of bank
failures and the conseguent behavior of the states in recent
yvears confirns this. For example, during the 1970s, Texas bhanks
were confzneﬁ by state laws to a single fullw~service location,
put were considered among the best-capitalized, most profitable
banks in America. Ten years later, after severe problems with
the enerqgy econcony, nine of the top ten had been reorganized with
FRIC or other outside assistance. Appropriate regional
diversification might have prevented some of these failures. As
noted earlier, Texas has since adopted both statewide branching
and nationwide banking.

Restrictions on branching, he they intrastate or interstate,
represent barriers to market entry that may permit protected
institutions to perform at less than competitive standards,
Evidence of this could include higher profits, lower loan cutput,
higher prices for financial services and products, reduced
convenience for consumers, and lower interest rates paid on
deposits, among others.

A large number of studies of the impact of branch banking on
market structure and performance have been dong over: the years,
For the most part these studiesz have found that ease of entry
through branching improves performance; and, in particulayx,
little or no evidence is found to support the arquments that
branch banking will lead to a decline in the number of community
bankg and divert c¢redit from local borrowers,

A écmprehan&ive 1981 study of branching issues specifically
examined the question of the ﬁppaat of branching on banking
markets in local communities. _After an examination of the
evidence based on statewide branching, limited branching, and

§§§g ;lggggetg,ﬁxmrth Bolland”'ﬁaw York 1990,“pqﬁ 62.
s ‘U S. Treasury Department gemgraghig Regtrictions on

g, January 1983, Chapter §. °
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unit banking states, it was concluded that broader branching
authority brought with it "noticeable benefits® to local communie
ties. These benefits took the form of greater consumer conve-
nience through the availability of more bank offices and enhanced
hank performance. In particular, broader branching authority was
found to Yresult in increased potential competition and lower
prices and other more liberal terms for bank loan services,
higher dapmslt interest rates, greater loan output, and lower
profits."  Moreover, no evidence was found of either a restric~
tion of credit to local borrowers or & decrease in the number of
banklngialternatives in loccal communities.

A more recent survey of the avi&g&a& on branching confirms
nost of the findings discussed above. 0f special interest is
the fact that when commercial banks were grouped by size and
branching status, using 1984 data, & consistent pattern emerged
showing that {1} the loan-to-asset ratios of larger banks exceed-~
ed those of smaller banks, and (2) for all size categories, banks
in statewide branching states had higher loan-to-asset ratios
than their peer groups for the United States overall. Alsc, in
an assessment of consumer convenience, measured by population per
banking office, it was found that ™unit banking states tend %o
service. more persons per banking office than either limited or
statewide branahing states, indicating a relative lack of consune
er convenience in unit banking states.” Finally, branching was
found to be a slgnificant factor in promoting Ymore effiezent“ ’
przclng of bank services.

Interstate branching can create additional unigue
conveniences for consumers, particularly those who frequently
cross state lines for work or other reasons, Today, a customey
with a bank account in one state typically cannot get fulle-
service banking services from an affiliated bank in another state
without ‘opening a separate account; there would be no such
problem with interstate branching. An interstate branching
network would also make cash and banking services available to
travelers.

+
igienc Sa
Briefly put, a financial intermediary is a mechanism for the

collection and distribution (allecation) of funds. Banks (or
other insure& depositories) typically c¢ollect the greatest part

3

s Scheld, Karl A. and Baer, Herbert, "Interstate Banking

and Intrastate Branching: Summing Up," Toward Nationwide Bank-
ing: A Guide to the Issues, Federal Reserve Bank of Chicago,
1886, pp. 75-83,
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of theiy funds from insured and uninsured depositors; the
repainder comes from other creditors/debtholders and eguity
investoers. In turn these funds are allocated to commercial,
consumey, or housing loans {the mix depending upon the relative
spaaializaticn of the institution). The expenses of the bank are
twofeld in nature: First, the cost of collected funds which is
larqaly determined by market interest rates {and is known as
interest axpense IE). Second, all of the ancillary costs of
‘operating the bank including emgl&y&as, information processing,
transactions costs, wmaintenance of brick and mortar facllities,
management and administration, regulatory compliance, legal and
advertising costs, and s0 on {all of which are known as
non;ntarast expense NIE}.

Cost savings from commercial bank branching arve generally
estimated at two different levels of aggregation. In the first
case, nationwide branching is viewed as facilitating the
consolidation of the overall banking system through mergers and
acguisitions. It is argued that if overall consolidation is
characterized by efficient firms acguiring inefficient firms
substantial reductions in NIE can be realized for the entire
banking system. In the second case, a reduced level of
interstate branching would be designed to allow multibank firms
operating in several states to consolidate their subsidiary banks
ints a branch banking system. The nature of the ¢ost savings
would be identical to that of nationwide branching, but the
overall magnitude of those savings clearly would be less.

Bt AT ; _ $3lstc Analysis offered by
xcxinsay & Campany strangly7§upperta the notion of cast savings
through. bank consclidation. It is argued that the combined
noninterest expenses (NIE) of merged institutions can be reduced
by 24 to 25 percent of premerger levels, “"half of the saving
comes from the salaries and benefits of redundant employees; the
remainder comes from closing [redundantl branches and reducing
the cost of rent, office equipment, systens, mark&ting and
professjonal services.® According to this analysis, tremendous
excess capacity in the bankzng industyy nationwide, manifested in
large {$i20 billion} and growing {10 percent per year) NIE, is at
the heart ¢f the preblem. Elimination of this excess capacity
suggests that NIE *"could easily fall by %10 billion to 515
billion.® Finally, this analysis helds that total industry
savings of $15 billion per year "could add more than $4% billion

" Mendoca, Larry, *pone Right, Bank Mergers Can Save
Honey , ® 2l, May 13, 1992, (The McKinsey
findinqg assantlally raprasent an extrapolation ¢f observations
made on a few large institutions to the overall banking indus-

try.)
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t
to the%industry's market value," If a reduced level of
branching is considered, that is, interstate branching for the
multibank holding companies now operating interstate, MoKinsey
estimates total annual ¢ost savings ranging from a low of $416
million to a high of £813 million (with a midpoint of $624
millioq}.

A ‘recent academic study of the branching/consolidation issue
provides ﬁpnceptual and analytical support to the MoRKinsey
analysis. This study finds evidence of a substantial
dispersion in bank costs in all bank size categories. In fact,
after grouping banks in four cost quartiles, it was found that
“the highest cost quartile of banks have average costs that are
23% higher than those of the lowest quartile,% a difference
largely accounted for by variations in efficiency. It follows

!

m; In a separate publication, another McKinsey representa-
tive has made the case with respect to noninterest expenses as
follows:

Whenever we at McKinsey have analyzed non-interest expenses
in an individual bank, we have seen that the links t¢ reve-
nues are tenuous indeed. Typically, we find that some 20
percent Lo 3¢ percent of expenses are for pure overhead and
contreol functions {(that is, expenses that contribute neither
te attracting nor serving customers -- such as finance or
personnel departments, auditors, and the like}. Another 20
percent to 25 percent are for shared distribution expenses -
- in particular, branches. Another 20 percent te 30 percent
are for sharsed operating expenses. Only the remaining 18
percent te 20 percent can be attributed to bringing in
specific customers and actually delivering services. (pg.
44}

Fulrthemore:

... our analysis of a broad cross section of the industry
has shown that large regional banks can operate at signifi-
cantly lower costs than a smaller regicnal with the sane
customer mix. For example, we estimate a $20-billion re-
gional banX might have operating costs as a percentage of
assets of 2.5 percent to 3.0 percent, vhereas a $3~ Lo $4~
billion regional bank might have operating costs as a per~
centage of assets of 3.% percent to 4.0 percent. (py. 85}

an,

Bry

1 ' Humphrey, David Burras, ®The Likely Effects of Inter-
state Branching on Bank Costs and Service Prices,® Prepared for

the Congressional Budget Office, October 1951.

i
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that toithe extent interstate branching fosters the absorption of
insfficient banks by efficient banks, total banking system costs
might be reduced. The overall magnitude of €08t savings was
sstinated to be around 3% to 4%, depending upon the degree to
which the performance of inefficient banks could be made to mateh
the overall mean or the second lowest guartile of banks, respec-
tively. ({(These results were found to be reasonably compatible
with McKinsey's implied 3% to 6% savings in total systemwide
banking industry costs). .

Even the Conference of State Bank Supervisors {CSBS), in an
effert to diminish the importance of cost savings through
branching, estimated that annual savings through branching nmight
amount to “only® $2 pillion. But this is not a2 meaningless sum
of money =~ over ten years it would amcunt to $20 billion, a good
portion, of which would show up in strengthened capital for banks.

Arguments ip Opposition to Interstate Branching

i

a0 "ation of Small Banks

One of the most frequently heard arguments against
interstate branching is that it will inevitably lead to a decline
in the number of small banks. The premise of this argument is
that permitting the entry of large institutions into lowal,
protected markets will result in the “driving out¥ or “buying
out” of small community banks. Howaver, ithere is anple evidence
that this is not an inevitable ocutgcome. For exanple, in states
where branching restrictions were significantly relaxed in recent
years, such as New York, small banks have continued to prosper.
And when Maine opened itself up for interstate banking, Citicorp
established a de nove bank in Portland in 1884. By mid-1989,
Citicorp/Maine had captured less than 3 percent of total
semersial bank, savings bank, and savings and loan association
depusite. Overall, fears about the viability of small banks and
the maintenance of competition in the face of relaxed geographic
restrictions do not appear to have an enpirical base.

?&%&herm&re, even in states that have long had liberal
branching laws, small banks more than hold their own. For
exampple, both Borth and South Carclina hnave statewide branching
laws of long standing. Nevertheless, in 1981, in North Carolina
68 out of a total of 78 banks had assets of less than $500
million;: in South Carclina 78 out of a total of 84 banks had
assets of less than $500 wmillion.

The vast majority of small banks are actually among the most
profitable and best-capitalized banks in the nation. These
financially strong banks are guite capable of continued survival
in the face of nationwide banking and branching, provided their

1
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owners ar& committed to maintaining their independence. On
bazanae, it may be true that interstate branching will assist in
the needed consolidation of weak banks of whatever size: but it
will not mean the automatic congolidation of well-capitalized and
well-managed small banks.,

It is also claimed by opponents of interstate banking and
branching proposals that such measures would &amaqa the dual
banking system beyond repair. ¥For one thing, it is said that the
states would be effectively "stripped” of their ability to impose
terms and conditions on the operations of banks within their
borders. But this is just not the case, Aall of the major
legislative proposals of recent years deferred to the states in a
large number of important ways, Most importantly, states
roatained the right to govern intrastate branching, for both
national and state banks; and they retained their contrel over
the interstate branching privileges of their own state banks. In
addztzon, nost proposals granted Hhost states” the right te limit
the activities of the branches of cut-of-state banks, national
banks excepted, to no more than the activities allowed their own
in-state pbanks., Moreover, interstate branching proposals
typically yielded to the states on the issuve of regquiring
national bank compliznce with local state laws regarding fair
Ianaing practices, state capital reguirements, unsafe and unsound
bankzzg pﬁpctzces, community reinvestment regquirements, and state
taxation.

#

O Lccai nvastmont

§

Ancthey argument often made by opponents of interstate
branching is that it will undermine the intent of the Community
Reinvestment Act of 1977 (CRA) and lead to a Ygsiphoning off" of
funds from local markets. But there is sinply no firm evidence
that branch banks are more inclined than other banking
organizations to “siphon off* funds from local communities. To
the contrary, numerous studies over the past decade suggest that
bank expansion can result in a greater prapartian of loans to
local customers than where bank expansion is limited. Typically,
banks have higher loan-to-asset ratios -- that is, employ a
greater proportion of their resvurces for loans -- when they

s t There does not appear to be any authority that would
accord states a lesser right to tax in-state activities of a
national or state bank that hag its home office in ancther state.
In particular, section 3548 of Title 12 of the U.S. €Code, which
addresses state taxaticn of national banks, does not indicate
that national banks are to be treated differently than other
corperations in this respect.

L]
i

March 2?, 1993 13

!



DRAFT

uperatejin broader branching states than in restricted branching
states..

Furthermore, it must be recognized that the "siphoning off®
of funds is really not unigue to branch kanking. For example, a
bank not wishing to lend in its local area could sell federal
funds upstrean to a corrvespondent banX, partake in loan
participations, or put its funds into investment securities
rather than loans.

H
Finally, the argument that branches suck credit ocut of a
reqgion is a two-edged sword: The ability to draw credit out of
an area implies the ability to inject credit into an area, so
branches are as likely to bring funds into local communities as
to take' funds out (which was one of the major reasons for states
moving to liberal branching laws}.

! .
A long=standing concern with respect to the removal of

geographic restrictions involves the potential impact on the

concentration of banking resources. Critical to any assessment

- of concentration, however, is the definition of market used.

Results’ will typically vary depending upon whether the market is

defined. as local (SMSAs), regional, statewide, or national. The

conpetitive implications of most bank mergers in the U.8, are

still evaluated in terms of their potential impact on loeal

markets, both urban and rural. Local concentration is typically

reasured by three~firm concentration ratios, i.e., the share of - .

total hank assets or deposits in a given local area {normally a

Hetropolitan Statistical Area, MSA) held by the top three firms.

In this respect, the data show that concentration in local urban

and rural markets remained virtually unchanged between 1976 and

1931. In spite of the fact that concentration at the relevant

local market level remains far from worrisgma, a number of states

have enacted deposit concentration limits. It is important %o

note that the BHC subsidiary option would not override state

concentration limits.

& . Although concentration at the local market level remains
largely unchanged for many years now, sixteen states have
nevertheless implemented caps on depesit share (Arkansas,
Colorade, Iowa, Kansas, Kentucky, Masgsachusetts, Missouri,
Mississippi, Worth Dakota, Nevada, Ohio, Oklahoma, New Hampshire,
Tennessee, Texas, and West Virginia). These caps range from a
low of 10 percent to a high of 25 percent; and the caps vary from
including commercial bank deposits only te including the deposits
of all depository institutions. And Senator Dodd's "Interstate
Banking' and Branching Act of 1993% (8. 371} includes both
nationwide (no more than 1¢ percent) and statewide (30 percent or
more) asset caps.

March 2z, 19%3 . 14
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Moreover, banks compete with other insured depositories and
non=-depository financial intermediaries across a broad range of
activities, and these other bank competitors are not represented .
in simple ratios on concentration of bank assets ox deposits,
Indeed, in recent years the federal bank regulators and the
antitrust enforcement agencies have been attempting to redefine
relevant product and geographic markets ¢ betlter accommedate the
competitive impact of non~regulated financial services providers.

March 22, 1993 1%
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gummary of State Bank EBxpansion Laws (1992)

Intrastate Branching

47 states (including District of Columbia) currently
have laws permitting statewide branching.

4 states have laws that permit limited {(county or
parish) branching (AX, IL, IA, MN}.

Interstate Banking

£

. 12 states have enacted national non-reciprocal

{ interstate banking laws {(AK, AZ, €O, IDI, ME, NV, NM,
1 OK, OR, TX, UT, WY).

22 states have enacted national reciprocal interstate
banking laws {(CA, CT, DE, IL, IN, KY, LA, MA, MI, NE,
NH, N3, NY, ND, OH, PA, RI, TH, ED, VT, WA, WV).

.. 1% states {(including District of Columbia) have enacted
regional reciprocal interstate banking laws (AL, AR,
DC, FL, GA, IA, KS, MD, MN, MS, MO, NC, SC, VA, WI).

. 2 states continue to prohibit interstate banking -
L {Hawaii and Montana).

Intara%&ta Branching

As a general patter, no state currently permits
interstate branching.

1]
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STATE LEGISLATION IN EFFECT AREA

Szueh Czrslina TurTanwiv PerliTizal. 1D Tatal
South Dakota Currantly davioenal, reciprocal.
Ternesiasz Currently Natiwnal. recipracal.
Taxas Currently Nawlinnal. no rag¢liprocivy,
Ymah Currantly National. no reciprocity.
Vermons Surrantly | Natiueal. reciprocal
Yirginis Curcently Reciprocal. 12 Sraves znd

DC (AL. AR. FL. GA,
7. LA, MD, MS, NC, SC.
N, WY, By

Washingzon Currently National. reciproecal.
Wasr Virgini Currently National. reciprocal.

]
Wisconsin : Currently Reviprocal. B Stares {(IA.

! TL. IN, KY., MI., MN, MO, o3

wyaming Currently Hatisnal. no regiprocity.

Note:, Several sraves prohibiv asnquisition of banks in cperation for less
chan 3 specified number of years.
k]

Source: Financial Structure Section, Board of Governors of the Federal
Regerve Sysvtem.
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BHC Interstate Operations

Thirt§~nine of the top 50 BHCz in terms of asgets have
interstate banking offices.

Forty~five states plus the District of Columkia contain
banks owned by at least one of those 39 BHCs that have
interstate operations,

Five states contain neither an out-of~state BHC (from
the list of 39 BHCs that have interstate operations}
Dop the home office of any of the top 50 BHCs.

- These states are: Arkansas, Kansas, Louisiana,
Mississippi and West Virginia,

March 17, 1992
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8. 371 ==~ Interstste Banking and Branching Act (Dodd)

gunmary of Major FProvisiona

Provides for nationwide lnterstate banking via acquisitions
of existing banks by BHUs effective 1 year after enactment;
and by establishment ©f new banks effective 2 years after
'eqaatm&nt,

i
-= Acquisitions are prohibited if the applicant contrels,
or upon completion of the acgquisition would control,
more than 10 percent of insured depository institution
assets nationwide: or 30 percent or more of insured
depository institution deposits in the state in which
the bank to be acquired is located.

i

. Beginning 18 ponths after snactment multistate BHCs may
' consolidate interstate banks into branches {aalasa
prohibited by the host state).

. Beginning 3 years after enactment banks are permitted to
branch interstate.

-=  Interstate branches are subject to the laws of the host
gtate with respect to intrastate branching, c¢onsumer
protection, faly lending, community reinvestment, and
nondiscriminatory franchise {or other nonproperty)
taxes.

-=  Host states may reguire all banks using this branching
provision to comply with nondiscriminatory filing
' requirements.

-«  State banks may not conduct any activity at their
! interstate branches that is not permissible for a bank
y chartared by the host state,

-= The concentration limits applicable to BHC acquisitions
+  also are applicable to branch acguisitions.

-+  State banks chartered by, and national banks with their
i main office in states that do not permit interstate
- branching may not themselves branch interstate,

Within 3 years of the date of enactment a state may elect to
"opt out” of interstate branching through law that expressly
prohibits all out~of-state natiocnal and state banks from
acquiring or establishing branches in that state. (This
election may at any time be reversed by the state.} '
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During the 3-year period following enactment a national bank
may establish an interstate branch provided that the
prospective host state has specifically enacted legislation
permitting the establishment of branches by all out-of-state
national and state banks.

Fereign banks are provided "natianal treatment” with respect
tnzznterstate branching. :

Tha appropriate federal regulator must make a written
gvaluation of the entire institution’s CRA performance; and
again for each state where the institution has a dbranch.,
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R.: 459 -~ Nationwide Banking and Branching Act (Hoagland)

gummary of Xajor Proviaions

Provides for nationwide interstate kanking via subsidiaries
by BHCs or foreign banks effective with enactment.

Ba@inning two vears after snactmeni banks are permitted to
branch interstate (national bkanks subject to specific
consideration of CRA ratings).

~=  Hogst states may reguire all banks using this branching
© . provision te comply with nondiscrinminatory filing
regquirements.

-=  State banks may not conduct any activity at their
interstate branches that is not permissible for a bank
chartered by the host state.

. within two years of the date of enactment a state may alect
fo'prohibit interstate branching through law that expressly
prohibits all sut~of~state national and state banks from
acquiring or establishing branches in that state. (This
e¢lection may at any time be reversed by the state.)

-=  Staste dbanks charteraed by host states that do not pernit
interstate branching may not themselves branch
»  interstate.

. Dufing the two~year period following enactment a national
bank may establish an interstate branch provided that the
prospective host state has specifically enacted legislation
perxitting the establishment of branches by all out-ofwstate
national and state banks. ‘

Host state regulatory authorities may examine out-of~state
hank branches to determine compliance with host state laws.

Haat state taxation authority is rnot compromised by
interstata branching provisions.

nultintata BHCs are authorized to combine subsidiary banks
ints a single bank twe years after enactment and subject to
the branching restrictions of host states.

~=  States may "opt out" of this consolidation provision.

. Foreign banks are provided "national treatment" with respect
o xnterstata banking and branching.

R The appropriate federal regulator must make a written
evaluation of the entire institution’s CRA performance; and .
again for each state whers the institution has a branch.
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H.R, 256 -~ The Bank Effigiency Act {Neal)

"

Bummary of Xajar Provisions

. Bﬁ@s with panking subsidiaries in more than one state could
combine two or more of them into a single bank.

- séatea can "opt out® of this provision if they specifically
enact legislation to do ¢ within two years of enactment of
K¢R; 2$6o 4

. If any bank resulting from the provisions of H.R. 2%& ceanes
to be a subsidiary of a BHC it shall, within two vears of
termination of its subsidiary status, no longer be entitled
to the benefits of this law and must comply with all
p{avisians of state and federal law regarding branching.

. All branchas resulting from a combination under H.R. 256 can
e retained; and intrastate bhranching wauld ke subject to
gtate iav.

. The host state regulator may independently determine whether

’ an activity of an out-ofw-gtate branch of a state bank is
permissible. {(State authority does not reach teo the
permissible activities of national banks.)

. A state bank resulting from a combination would only be
subiect to the examination and supervision of the chartering
state. However, the home and host states may enter into a
couperative agreement to facilitate ‘supervision of the bhank
and its branches.



MARKET SHARE CAPS: A STATE-BY-STATE ROUNDUP
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tors. A number of factors help to explain
the 1980s' trend towards fewer geographic restrictions on banks,
nost notably the adoption of interstate banking. 7The desire to
attract!and pool capital that could be used to support a state's
economic growth and development was perhaps the major motivation
for both statewide branching and interstate banking provisions.
This appears to have been the case for states such as Maine,
Delaware, South Dakota, and the gtates ¢f the Southwest {such as
Iouisiana, Texas, and Oklahomal.

Another major factor was the need to facilitate the
resoclution of troubled banks and thrifts by permitting
acquisitions by institutions from outside of the state
(provisinns for which were contained in the Garn-St Germain Act
of 1982). For example, the majority of bank failures of the
past years ocourred in the Southwestern states of Arkansas,
Louisiana, New Mexico, Oklahoma, and Texas. Since 1980, Texas
and Oklahoma effectively shifted from unit banking to statewide
branching. In addition, all of the Sputhwestern states except
Arkansas now permit nationwide interstate banking: Arkansas
permits interstate banking based on regional reciprocity. The
importance of these changes in geographic restrictions for a
state such as Texas was obvious from the Chemical Bank/Texas
Commerce and NCNB/First RepublicBank transactions.

A third major factor explaining liberalization of geographic
restrictions was the growing pressure exerted by the banking
industry on state regulators to establish a "lgvel playing field"
for banks vis-a-vis their nonbank competitors. As discussed
above, numercus nonbank institutions compete with banks over a
wide range of financial services without any geographic
restrictions to contend with. More and more states have come to
understand that artificially imposed geographic restrictions can
only ercde the competitive viability of the commercial banks
their own econemic vitality depends upon.

i .

!
afet ans

All other considerations notwithstanding, a strong case

in sarnast,

%
[}

‘Roge, op. cit., pp. 25-28. Specifically, accerding to

Rogse, "..the desire to improve locval sconomies and to stimulate
local and regional economic development stands at the top of the
list of causal factoers behind interstate banking.® :

11

15

Ibids; pp¢ 29—300

2 Ibidﬁ; ppo 30“31&
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THE WHITE HOUSE
WASMINGTON

March 18, 1993

MEMORANDUM FOR Konrad Alt
+ Janice Booker

Bill Bowden
Steve Cross
Bruce Katz
. Geoe Ludwig
FROM: - Peier Yu

Nationsl Economic Council

SUBJECT: CRA Reform Proposals

¢

This memorandum, based in pant on thoughtfhul comments by Gene Ludwig and Steve
Cross, presents two options for CRA reform. The first involves a new CAMEL-type CRA
evaluation regime; the second is more modest and invelves improvements in CRA enforcement
practices, The background principles informing these options are set forth in the attached
memorandum, which most of you received last week.

I offer these proposals primanly as a cosversation-starter~—in the hope of generating
jideas about how to fulfill the President's campaige pledge to "substitute performance for
paperwork." As our timeline is quite short, I greatly appreciate your participation and isput.

L

Under this option, the regulators would establish a CRA performance evaluation system
that (i) was based largely on pbjective and quantifiable factors, (i} resembled the CAMEL system
in its structure and operation, and (iii) was enforced through revised powers and practices.

A The Performance Evaluation Factors

The revised system would look to five factors measuring CRA-relevant activity: (1)
lending practices, (2} community development activities, (3) financial services, (4) branching
practices, and {5} other activity. An cxaminer would cvaluate an institution on each of these
factors, assigning a rating of 1 to § for each factor.

Each factor would be designed to focus anention on the actval performance of the
institution, and not on either the paperwork accumulated in suppont of the institution's efforts, the



-2-

;

ingtitution’s "communication” with the community, or the invoivement of the institution's
directors. In short the revision would reject the approach implicit in Factors A, B, and C of the
current schems.

-

In order to limit examiner discretion in the assignment of ratings for the first four factors,
and in order to maximize the comparability of these ratings, factor ratings would be determined
by the following matrices.

Factor §: huﬁgg practices

The examiner would first identify the relevant type of lending: e.g., mongage, other
propesty—related, consumes, or commercial. Then the examiner would compare the yate of
extension of credit in low- and moderate~income tracts with the corresponding rate in higher~
income tracts. {This is an extension of current Factor E)

Rating 1 -~ Ratio of 0.75 or higher
Rating 2 -~ Ratu} of 0.60-0.74
Rating 3 ~~ Raiza of 0.50-0.59
Rating 4 w- Ratio of 0.25-0.49
Rating 5 ~~ Ratio of 0.24 or lower

The examiner would also review the bank’s compliance with anti~discrimination laws and
regulations such as the ECOA and the Fair Housing Act. A finding of discrimination would
result in a 2-point reduction in the bank's "lending practices” factor rating. (This incorporates
the current Factor F.)

The examiner could also weigh the bank's participation in government-sponsored loan
programs, such as guaranteed or subsidized loans for bousing, small businesses, or small farms.
Based on 'this evaluation, an examiner could increase the initial "lending practices” factor rating
by up 10 2 points, {This builds on current Factor J.)

Factor 2: Community Development

Community development activity may take many forms: equity investments, loans, or
grants to CD banks, corporations, or credit unions, revelving loan funds, or microloan funds. The
examiner would first examine the monefary aspect of such activity, determining the amount of
such activity as a percentage of total equity capital, and then assigning a rating for this factor as
follows:

§
Rating 1 ~~ 0.75% or more of total equity capital
Rating 2 ~~ 0.60~0.74% of total equity capital
Rating 3 ~~ (.50-0.59% of total equity capital
Rating 4 -~ 0.25-0.49% of total equity capital
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Rating 5 —- 0.24% or less of total equity capital

‘ The examiner could also consider non~monetary support of community development
fntstitutions (or activity) such as in-kind contributions or technical assistance. The examiner
could also weigh the character of the bank's participation in community development {e.g.,
whether the bank assumed a leadership role). Based on these considerations, the examiner could
adjust the initial rating by no more than 2 points. (This analysis builds on current Factor H.)

Factor 3: Access to Banking: Financlal Services

Basic “iifeline” banking services are critical to community reiovestment and "whole~
community” banking. Under the revised system, an examiner would compare the bank's market
penctration in these service areas in low- and moderate—income areas with penetration in higher—
income areas. The examiner would assign the following ratings, based on the ratio of penetration
in these tracts:

Rating 1 — Ratic of 0.75 or higher
Rating 2 —— Ratio of 0.60-0.74
Rating 3 ~~ Ratio of (.50-0.59
Rating 4 —— Ratio of 0.25-0.49
Rating 5 ~~ Ratio of (.24 or lower

The examiner could also consider other factors influencing bank services, including the
bank’s financial condition and size, and the economic ¢onditions ip the community. Based on
this evaluation, the examiner could adjust the initial rating by no more than 2 points. (This factor
is related to Factor K in the cumrent scheme )

Factor 4: Access {o Banking: Branching Practices

Acacss}w banking services is determined in large part by baok branching practices.
Because of differences in population density, branches per capita is an imperfect measure of bank
access.  Acoordingly, the examiner would compare the “teller-equivalents” per population,
counting both teliers and antomatic~teller machines. Again, the examiner would compare low-
and moderate-income neighborboods with higher-income neighborhoods, and assign ratings as
follows:

Rating 1 -~ Ratio of 0.75 or higher
Rating 2 —- Ratio of 0.60-0.74
Rating 3 - Ratio of 0.50~0.59
Rating 4 —— Ratio of 0.25-0.49
Rating § ~= Ratio of 0.24 or lower
i
The examiner could also consider the mix of branches and machines, the precise locations
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of branches, the bank's ‘policies toward branch closings, the hours of operation, and other factors
affecting access to banking services. Based on these considerations, the examiner could adjust
the initial rating by po more than 2 poims. (This is related to current Factor G.)

Fictor §: Other Considerations

There are, of course, many ways in which a bank may reinvest in its community.
Accordingly, Factor 5, which permits consideration of those activities, is open-ended. As stated
in the current Factor 1, these activities could include "working with affiliate organizations® or
"providing branch sites for minority- or women-owned depository institutions on favorable
lerms.” However, contrary to Factor L, standard charitable contributions would not be weighed
in determining a rating on this factor. '

B The Composite Evaluation Rating

Just as in the ‘CAMEL system, there would be no fixed formula, no simplistic mechanism
for aggregating the five performance factors. However, uplike CAMEL, the new CRA evaluation
system would include several prohibitions:

. a bank with one factor rating of 5 could not receive a composite rating of 1; a
bark with two ratings of 3 could not receive a composite rating of 2; and a bank
with three ratings of 5 could not receive a composite rating of 3.

Conversely,

. 2 bank with three factor ratings of 1 ¢ould not receive a composite mating of s; a
bank with four ratings of 1 could pot receive a composite rating of 4; and a bank
with five ratings of 1 could not receive a composite rating of 3.

These limitations wﬁu!d both constrain examiner discretion and provide certainty for institutions
and community groups.

C Enfarcemént Reforms

This revised performance-evaluation regime would be sccompanied by revised -
enforcement policies. As with CAMEL ratings, the regulators' first priority is the effective
surveillance of banks requiring special attention. Thus, banks with a composite CRA evaluation
score of 1 or 2 would only be examined for CRA compliance every 24 mondis; other banks
would be examined every 12 months. Moreoves, the regulators would establish a schedule of
civil money penalties to be paid by banks receiving composite CRA evaluation ratings of S or
receiving composite ratings of 4 for an extended period of time.

1
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Assessment and Comments

This system would improve upon the current system by (i) focusing on
performance and achievements rather than paperwork and deliberative processes,
{if) providing for inter-institution comparability; (iii) using the frequency of
evaluations as an incentive; {iv) providing a less blunt enforcement mechanism
(penalties).

A more quantitative approach is atrractive to banks because it {i) provides banks
with clear guidance, (ii) reduces paperwork burdens, and (iii) cmploys a familiar
methodology (CAMEL~type analysis).

A more quantitative approach is attractive to commusity groups because it (i)
prevents excessive "grade inflation,” (i) incorporates the most meaningful of the
existing factors, and (iii) ensures that CD activity is nof 2 substitute for CRA
compliance.

This approach is attractive to the regulators because it (i) leaves cerfain discretion
1o the examiners, and (ii) avoids the artifcial precision of a point system.

Notably, this arrapgement offers banks some CRA c¢redit for D bank
participation, but would prevent banks from obtaining a high CRA vating simply
by making such a contribution. Also this system minimizes the banks’ criticism
that CRA is credit allocation: only one of the factors tums solely on lending
practices and that factor is broadly defined.

H

Remaining Questions

Assuming we pursue Option 1, or some version thereof, therr remain several open

guestions: ;

i

Can Option 1 (including the civil money penattics) be implemented by regulation,
or is legislation required?

What are the paperwork burdens involved in geocoding data for the "lending
practices” factor analysis?

How should,"low-~ and moderate~income arcas™ be defined? By 80% AMI?

Should comparisons be made based on race or ethnicity rather than (or io addition
10} income?
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1s it sound to focus on only one type of lending per bank in regard to the "lending
practices”™ factor? '

How will this evaluation system work for rural banks?

How should one measure Jending in the “lending practices” factor? By dollars extended
per person? (This would seem inappropriate as poor areas have lower credit needs.)

What is the current fevel of bank investment in or lending to CD financial
institutions? (Such information would help set the rating thresholds for Factor 2.)

How should boutique banks be treated in a revised CRA regime?-

How should wholesale banking specialists be treated in a revised CRA regime?

Proposed Enkancements

A second option for CRA reform would involve extensive revisions to cument

enforcement practices, including:

f

Increased examiner specialization—-One shortcoming of the existing system is the
examiners' fack of experience in CRA examinations. The regulators would redress
this situation by concentrating responsibility for CRA examinations among a
limited ¢lass of examiners and establishing special training sessions for those
examiners. |

Enhanced leadership—-The leadership of the regulating agencies would emphasize,
through directives and actions, the importance of CRA compliance. The President
may use his bully pulpit to reinforce this message,

Enkanced penalties authority --As discussed above, the regulators would establish
a schedule Of; civil money penalties for CRA noncompliance.

Assessment and Comments

This option reflects the observation that "we've never seen what CRA enforcement under

a Democratic administration would look like.” This option would likely be easier to implement
than Option 1, but its efficacy is less certain. Moreover, the option does not address cither bank
or community group concerns concerning 1D banking.



To: ?r&s;deni's Warkzng Graup on Community Lﬁnding
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From: ”T&e Natux@ and Scope Sub~Task Force
Re: The Raﬁure and Scope of the Community Lending Picblem
‘znt;odgggidgb‘h“

The Subcommitiee is charged with providing rhetoric and data on the
naturs, scope and definition of the c¢redit problem faced by lower
income Americans particularly those living in central cities ang

. .rural areas,. The group is. currently trying to .amass statistical .. .

data on the credit problem. Below pleases f£ind an annotated cutline
which describes why the CDFI concept is necessary; what is the
nature of the credit problem for lower inceme communities; and why
the solution | should include capital access and technical
assistance. _

Discussion
I. Why Community Banks

A, Markst failure
1. Definition of the need for access to credit

;&. 20 million American households have no
' relationship with a bank; :
‘b, 60% increase in pawnshops; '

c. explosion of expensive chack cashing businesses;
4.,  warking capital for wurban entrepreneurs
generally found in factors that Gha:ga significant
,premzuﬁs‘

2. Govermment policies encouraged tﬁa decline of the
conminities

. a, FHA policies
b. Enforcement of CRA

3. Job seekers live in these communities wlth few ‘iob
Qppartun1t1a$,

‘a. statistics on number of ap911cants far limited
number of new business start-ups in working class
and poor communities;

b. statistics on reverse commuting for entry level

4obs in suburbia by urban and rural families;

c. number of urban and rural residents enrolled in
ok Cerps and JPTA.

B, Racigl Diserimination

1. ‘Historical relationship of Banks and minority
communitias '

2. Data on business formation and mortgage lending in
rinority communities

3. Redlining and other formal and informal lending

H
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pelicies towards minority communities.

C. Government assistance t¢ the low incone;
1. New age Democratic policies to work with business to
deliver assistance to low income communities;
2. Goal is to provide the poor with a ladder toward gelf-
determination;
3, In a time of scarce resources, less expensive way to

% provide assistance; ‘

4. Provides a tool that enables empowerment.

D. Government created obstacles for business formation and
mortgage lending; . ..
1. How govermment neglect and abandenment of urban and
“rural business environment;
2. Listing on the absence of basic resources that
suburban entrepreneurs take for granted;
1. How government can reverse neighborhood decline by-
providing coordinated government resources that will
encourage a reexamination of the communities by bankers.

1, Defining the Problem: The mismatch between credit availabiliﬁy
and need : .
A. Data on mortgage availability '

1. Description of the federal involvement in mmrtgage
credit; L
2. Data on the beneficiaries of the current federally lﬁd
mortgage credit system; ERFGA
1. The Federal Reserve study in Boston on mortgage o
lending discrepancies; :
2. The atlanta Constitution study on "The Color of &on&y”ﬁ
which showed that upper income blacks had a higher
mortgage rejection rate than lower income whites.

B. Data on small business discrimination

1. Discussion on the difficulty of finding data on small
business lending:

2. A c¢all for HMDA like disclosure of small business
lending -~ that is, disclosure by census tract on small
business lending; ‘
3. Anecdotal studies on the need for federal involvement
in small business lending in urban and rural communities.

11T, The Need for Technical Assistancs
A. Discussion from existing community development banks on the
nead for technical assistance
1. Reduction in failure rate;
2. Guidance to the banks and to the custoners;

B. Commerce Programs available for technical assistance;
1. one-on-one counselling, with businesses trying to
start CDFls and training programs on managing ,CDFIs
through the Minority Business Development MEGA Centers;
2. one=gne-one counselliing with business trying to start

8



reveolving loan funds through the Economic Development
Administration;

3, one-on-one counselling for businesses seeking to
involve themselves in international trade through the
International Trade Administration;

4. clearinghouse mechanisms on CDBs and other urban
financing programs in databases provided by the National
Technical Information Service (NTIS);

5. assisting distressed communities, especially those in
the mist of defense conversion through the FEcononmic
Development Administration;

6. assisting new entreprencurs funded by the banks
through manufacturing technology centers wvwhich allow
small and mid-sized manufacturers to 1learn advanced
technology techniques into their operations through NTIS;
7. assist businesses apply technology developed at
federal laboratories to their enterprises through NTIS;

€. HUD Technical Assistance programs
1. Non-profit capacity bulilding programs in economic
development though the Community Developnent Block Grant
Program;
2. Capacity building for entitlement communities to form
public-private partnerships for economic development;
3. Grants to leocal communities in distressed areas to
provide assistance in 1acaﬁing capital sources and
coordinating access to capital for self-employment skills
for low~income residents; '
4. Capacity building of Community Hou51ng Development
Organizations to participate in the HOME program of
heousing assistance;

f

D. Treasury. Technical Assistance efforts

{To be, supplied)
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of branches, the bank's policies toward branch closings, the hours of operation, and other factors
affecting access to banking services. Based on these considerations, the examiner could adjust
the initial rating by no more than 2 points. (This is related to current Factor G)

Factor §: Other Considerations

1 . :

There ate, of course, many ways in which 2 bank may reinvest in its conununity.
Accordingly, Factor S, which permits consideration of those activities, is open—ended. As stated
in the current Factor L, these activitics could include "working with affiliate organizations™ or
*providing branch sites for minority- or women~owned depository institutions on favorable
terms.” However, contrary o Factor 1., standard ¢haritable contributions would not be weighed
in determnining a rating on this factor. .

B8 The Composite jEmiua:im Rating

Just as in the m system, there would be no fixed formula, no simplistic mechanism
for aggregating the five performance faciors, However, unlike CAMEL, the pew CRA evaluation
systern would include Several prohibitions:

» a bank with one factor rating of 5 could not receive 3 composite rating of 1; a
bank with two ratings of § could not receive a composite rating of 2; and a bank
with three ratings of 5 could pot receive a composite rating of 3.

Conversely,

. a bank with three factor ratings of 1 Could not receive a composite rating of 5; a
bank with four {zatings of 1 could not reccive a compesite rating of 4; and a bank
with five ratings of 1 could not receive a composite rating of 3.
f

These limitations would both constrain examiner discretion and provide certainty for institutions
and community groups.

C.  Enforcement Réform

This revised - performance-cvaluation regime would be accompanied by revised
enforcement policies.’ As with CAMEL ratings, the regulators’ first priority is the effective
surveillance of banks requiring special attention. Thus, banks with a composite CRA evaluation
score of 1 or 2 would enly be examined for CRA compliance every 24 months; other banks
would be examined gvery 12 months. Morcover, the regulators would establish a schedule of
civil money penalties 10 be paid by banks receiving composite CRA evaluation mtings of § or
receiving composite ratings of 4 for an extended period of time.

i



Assessment and Cammenrs

This system would improve upon the cument system by (i) focusing on
performance and achievements rather than paperwork and deliberative processes,
(i} providing for inter-institution comparability; (iii) vsing the frequency of
cvaluations as ap incentive; (iv) providing a less blun! enforcement mechanism

{penalties).

A more quantitative approach is attractive to banks because it (i) provides banks
with clear guidance, (ii} reduces paperwork burdens, and (iil) employs a familiar
methodology {CAMEL-type analysis).

A more guantitative approach is attractive to community groups because it (i)
prevents excessive "grade inflation,” {ii} incorporates the most meaningful of the
existing factors, and (iii) ensures that CD activity is not a substitute for CRA
compliance.

This approach is'attractive to the regulatars because it (i) leaves eertain discretion
to the examniners, and (i) avoids the artificial precision of a point system.

Notably, this arrangement offers banks some CRA credit for €D bank
participation, but would prevent banks from obtaining a high CRA mating simply
by making such a contribution. Also this system minimizes the banks' criticism
that CRA is credit allocation: only one of the factors turns solely on lending
practices and that factor is broadly defined.

Remaining Questions

Assuming we pursue Option 1, or some version thereof, there semain several open

guestions:

1.

Can Option 1 (including the civil money penaltics) be implemented by regulation,

or is legisiation ircquir:é?

What are the paperwork burdens involved in geocoding data for the "lending
practices” factor analysis?

How should "low~ and moderate~income areas” be defined? By 809% AMI?

Should comparisons be made based on race or ethmnicity rather than (or in addition
to} income?
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-
Is it sound to fm;ﬁs on only one type of lending per bank in regard to the "lending
practices” factor?

How will this evaluation system work for rural banks?

i
How should one measure lending in the "lesding practices” factor? By dollars extended
per person? (This would seem inappropriate as poor arcss bave lower credit needs.)

What is the curtent fevel of bank investment in or lending to CD financial
institutions? (Such information would help set the rating thresholds for Factor 2)

How should boutique banks be treated in a revised CRA regime?

How should wholesale banking specialists be treated in a revised CRA regime?
i

Proposed Enhancements
A second option for CRA reform would iovolve extensive mevisions to current
enforcement practices, including:

Increased examiner specialization--One shortcoming of the existing system is the
examiners' lack of experience in CRA examinations. The regulators would redress
this situation by concentrating responsibility for CRA examinations among a
Limited class of cxammcrs and establishing special training sessions for those
examiners. X

Enhanced leadership--The leadership of the regulating agencies would emphasize,
through directives and actions, the impontance of CRA compliance. The President
tay use his bully pulpit 1o reinforce this message.

Enhanced penaltics authority ~~As discussed above, the regulators would establish
2 schedule of civil money penalties for CRA poncompliance. -

Assessment and Comments

This option reflects the observation that "we've never scen what CRA enforcement under

a Democratic administration would look like." This option would likely be casier to fmplement
than Option 1, but its efficacy is less certain. Moreover, the option docs not address cither bank
or community group concerns concerning CD banking.



To: Praszdant*s %orklnq Group on Community Landmng
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From: The Natura and Scope Sub~Task Force
Re: The Natura and Scope of the Community Lending Problem
Introduction

The Subcommittee is charged with providing rhetoric and data on the
nature, scope and definition of the credit problem faced by lower
incone Americans gartlcalarly those living in central cities and

. rural areas.. The group is.currently trying to.amass statistical ...

“data on the credit problem. Below please find an annotated cutline
which describes why the CDFI concept is necessary; wvwhat is the
nature of the credit problem for lower income communities; and why
the solution :should include capital access and technical
agsistance.

DRiscussion
I. wWhy chmunﬁty Banks

i .

A. Market failure '
1. Definition of the need for access to credit

a. 20 million American households have no
relationship with a bank; .
b. 60% increase in pawnshops;
¢. explosion of expensive check cashinq businesses;
d. working capltal for urban entrepreneurs
qenaralzy found in factors that charge significant
prémlums

2. Government policies encouraged the declzne of the
communities .
a. FHA policies
b. Enforcement of CRA
3. Job seekers live in these communities with few job
ocpportunities;
a. statistics on number of applicants for limited
number of new business start-ups in working class
and poor communities;
b. statistics on reverse commuting for antry level
jobs in suburbia by urbkan and rural families;
¢. number of urban and rural residents enrclled in
qcb Corps and JPTA.
t
B. Racial Discrimination

1. Historical relationship of Banks and minority
communities

2. Data on business formation and mortgage 1and1ng in
minority communities

3. Redlining and other formal and informal lending



policies towards minority communities.

C. Government assistance to the low income;
1. New age Democratic policies to work with business to
deliver assistance to low income communities;
2. Goal is to provide the poor with a ladder toward self-
determination;
3. In a time of scarce resources, less expensxve way to

provide assistance;

4, Provides a toel that enables empowerment.

. Government created obstacles for business formation and
mortgage lending;
1. How government neglect and abandonment of urban and
raral business environment;
2. Listing on the absence of basiec rescurces that
suburban entrepreneurs take for granted;
3. How government can reverse neilghborhood decline by
providing coordinated government resources that will
encourage a reexamination of the communities by bankers.

TI. Defining the Problem: The mismatch between credit availabiliﬁy
and need
A. Data on mortgage availability
1. Description of the federal involvement in mcrtgaqa
credit; e f
2. Data on the beneficiaries of the current federally led

nortgage credit system; P SR

1. The Federal Reserve study in Boston on mcrtgage’f
lending discrepancies; : -
2. The Atlanta Constitution atuﬁy on "The Color of Money .
which showed that upper income bklacks had a higher

mortgage rejection rate than lower incomne whites,

B, Data on small business discrimination

1. Discussion on the difficulty of finding data on small
business lending;

2., A call for HMDA like disclosure of small business
lending -~ that is, disclosure by census tract on spall
pusiness lending; _
3. Anecdotal studies on the need for federal involvement
in anall business lending in urkan and rural communities.

III. The Need far Technical Assistance

A, Discussion from existing community development banks on the

need for technical assistance
1. Reduction in failure ratse;
2. Guidance to the banks and to the customers;

B. Commerce Programs available for technical assistances
1. one~on-one counselling, with businesses trying to
gtart| CDFIs and training programs on managing ,ChFls
through the Minority Business Development MEGA Centers;
2. one-on~one counselling with business trying to start



ravalving loan funds through the Economic Development

Administration;

3. one-on-one counselling for businesses seeking to

involve themselves in international trade through the

Internaticnal Trade Administration;

4. clearinghouse mechanisms on CDBs and other urban

financing programs in databases provided by the Natienal

Technical Information Service {NTIS);

5. assisting distressed communities, especially those in

the mist of defense gonversion thraugh the Economic

Developnment Administration;

6. agsisting new entrepreneurs funded by the banks

through manufacturing technology centers which allow

small and wnid-sized manufacturers to learn advanced

technology technigques into their operations through NTIS;
’ 7. assist businesses apply technology developed at

federal laberatories to their enterprises through NTIS;

€. HUD Technjical Assistance programsg
1. Non-profit capacity bullding programe in econcomic
development though the Community Development Block Grant
?rogram,
2. Capacity building for entitlement communitiess to form
public-private partnerships for econcmic development;
3. Grants to local communities in distressed areas to
provide assistance in locating capital sources and
coordinating access to capital for self-employment skills
for low-znaoma residents;
4. Capacity building of Community Housing Development
Organizations to participate in ths HOME program of
housing assistance;

D. Treasury Technical Assistance efforts
{(To be supplied)

o
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Is it sound to focus on only one type of lending per bank in regard to the "lending
practices” factor?

How will this evaluation system work for rural banks?

How should mw measure lending in the "lending practices” factor? By dollars extended
per pexsen" {This would seems inappropriate as poor arcas have lower credit needs.)

What is the current level of bask investment in or lending to CD financial
institutions? (Such information would help sct the rating threshelds for Factor 2)

How should boutique banks be treated in & revised CRA regime?

How should wholesale banking specialists be treated in a revised CRA regime?

H

A

Propased Enhancements

A second option for CRA reform would involve extensive revisions fo current

enforcement practices, including:

B.

Increased examiner specialization~One shortcoming of the existing system is the
examiners’ lack of experience in CRA examinations. The regulators would redress
this situation by concentrating responsibility for CRA ¢xaminations among a
limited class of examiners and cstabizsizmg special training sessions for those

examiners.
Enhanced leadership~~The leadership of the regulating agencies would emphasize,
through directives and actions, the importance of CRA compliance. The President
may use his b?lly pulpit to reinforce this message.

Enhanced pen;ziri&s authority =—As discussed abave, the regulators would establish
a schedule of civil money penalties for CRA noncompliance.

Assessment mf'd Comments

] :
This option reflects the observation that "we've never seen what CRA enforcement under

a Democratic administration would look like.” This option would likely be casier to implement
than Option 1, but its efficacy is less certain. Moreover, the option does not address either bank
or community group concemns concerning CD banking.
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From: "The Hature and Scope Sub~Task Force

Re: The &azara and Scope of the Community Lending Problen

The Subcammittéa is charged with providing rhetoric and daté on the
nature, scope and definition of the credit problem faced by lower
income Americans particularly those living in central cities and

-, yural areas.. The ¢group is.currently trylng to .amasgs statistical

data on the credit problem. Below please find an annotated outline
which describes why the CDFI concept 1is necessary; what is the
pature of the credit problem for lower income communities; and why
the solution should include ecapital access and technical
asslistance.

Discussion
I. Why Conmunity Banks

3
A. Market failure
1. Definition of the need for access to credit

a. 20 miliion American households have no

 relationship with a bank;
"b. 60% increase in pawnshops;
| @, explosion of expensive check cashlng businesses;
. d. working capital for urban entrepreneurs
generally found in facters that charge significant
| preniums.

2. Government policies encouraged the dealin& of the
conmunities
a. FHA policies
b. Enforcement of CRA
3. Job seskers live in these communities with few job
opportunities;
{ a, statistics on nambar of appllcants for limited
nunber of new business start-ups in working class
¢ and poor commpunities;
b. statistics on reverse commuting for entry level
jobs in suburbia by urban and rural families;
¢. number of urban and rural residents enrolled in
. Job Corps and JPTA.

B, Racial Discrimination

1. EHistorical relationship of Banks and minority
communities

2. Data on husiness formation and mortgage lendlng in
minority communities

3. iRedlmnlng and other formal and informal lending

F]
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f
policies towards minority communities.

C. government assistance to the low income;

1. New age Democratic pelicies te work with business to
deliver assistance to low income communities;

2. Goal is to provide the poor with a ladder toward self-
detarwinatlon,

a. In a time of scarce rescurces, less axpenszva way to

provide assistance;
4. Provldaa a2 tool that anables empowerment,

D. Govexnmant created obstacles for business f&rmatlon and
mortqage lending; ‘
1. How government neglect and abandonment of urban and’
rural business environment; '

- 2. Listing on the absence of basic resources that

suburban entrepreneurs take for granted;
3. How government can reverse neighborheod decline: by
provx&lﬁg coordinated governnment resocurces that will
ancourage a reexamination of the cammunzﬁzaﬁ by bankers.

IT. pefining the Problem: The m&smatch betwesn credit avaxlab;lzty
and naed
A. Pata en mortgage avallability
1. Description of the federal involvement in martgage
cxredit; AT
2. Data on the beneficiaries cf the current,fedarally led B
mortgage credit system;. e e

1. The Federal Reserve study in Bostoen am ‘mortgagavgf

lending discrepancies; L -
2. The ptlanta Constitution study on "The Color of H&ney" .
which! showed that upper income blacks had a higher
mmrtq§ge rejection rate than lower zncmm& whzte&. ,
. B. Data onf&ﬁall business discrimination )
i. DlSQ&&SlQn on the difficulty of finding data on small.
businéss lending,;
2. 2 lecall for HMDA like disclosure of small business
'l&n&zng -~ that is, dlﬁclosura hy census tract on small
huﬁiness lending; )
3. Anead&ﬁ&l studies on the need for federal invelvement
4in small business lending in urban and rural communities.
f .
III. The Need for Technical Assistance
A. Discussion from existing communzty devezaymant banks on the
need for technical assistance :
1. Reduction in failurs rate;
2. Guldanaa to the banks and to the customers;

B. Commerme Programs avallabla for technzcal agssistance;
1. one-on-one counselling, with businesses trving to
starti ChFis and training §ragrams on 3nanaging' CHFIs
through the Minority Business Development MEGA Centers;
2. one~on~one counselling wlth business trying to start

N 1



revolving loan funds thrmugh the Econonic Bevelnpmant
Administration;

3. one-on-ocne counselling for businesses seeking to
involve themselves in international trade through the
International Trade Adainistration;

4, clearinghouse nechanismg on CDBs and other urban
financing programs in databases provided by the National
Technical Information Service (NTIS);

%, assisting distressed communities, especially those in
the mist of defense conversion through the Economic
Development Administration;

€. assisting new entrepreneurs funded by the banks
through manufacturing technology centers which allow
small and mid-sized mamafacturers to learn advanced
technology technigues intoe their operations through NTIS;
7. assist businesses apply technology develcoped at
federal laboratories to thelr enterprises through RTIS;

¢, HUD Technical Assistance progranms
1., MNon-preofit capacity building programs in economic
developument though the Community Development Block Grant
Program;
2. Capacity bullding for entitlement communities to form
public-private partnerships for economic development;
3. @Grants to local communities in distressed areas to
provide assistance in Ilocating capital sources and
conrdinating access to capital for zwlf-—amployment skills
for law~1ncome residents; '
4, Capaclty building of Community Housing Development
Grganxzatxons te participate in the HOME program of
housing: assistance;

D. Treasury Technical Assistance efforts
{To be supplied)
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MEMO TOY 0B Werking Group 1:&{1-
FROM: David Lebryk
Brian Mathis { %
Mark Bender
SUBJECT: Discussion of Major Issues Pertaining to ~

Interstate Branching

This meme responds to the Working Group's request for an
analysis of the major issues that are raised by both propenents
and eopponents of inteystate branching. The need for this review
is driven by the proposal that large bank holding companies
{BHCs) would be required to establish subsidiary community
development banks (CDBs) in return for which certain interstate
branching rights would be provided.

t

The BHC Bubsidiary Propossl

Specifically, the BHC option would reguire the larger BHCS
to al}amate some dollar amount to the establishment of subsidiary
CDBs. In return these BHCs would receive the right te branch
interstate in states where: (1) statewide branching is permitted:
{2} nonresident BHCs are currently operating, or would be
permitted to operate, a banking subsidiary; and (3) the BHC holds
a "sufficient amount" of ¥gualifying assets” which demonstrate a
meaningful and quantifiable commitment to commuﬁ}ty development
in distressed areas of the potential host state.” In short, the
BHC must first' demonstrate satisfactory CDB performance Iin a
selected state, after which the parent could branch into that
state if statewide branching were permitted and the BHC ig or
would be able to operate a subsidiary bank in that state,

! By way of example, the 50 largest BHCs could be reguired
to make, and maintain, an equity investment of 3/4 of 1% of their
total eguity capital for the establishment of CDBs. This would
provide about $1 billion in eguity for new CDBs. If assets were
leveraged at a conseyvative 1¢ times eguity, these new CDBs would
amount to $10 hillion in asset size to start.

’ The terms "sufficient amount” and *gualifying asseta®
would be subject to definition and determination in the enabling
legislation.

3

FRE data suggest that only two states (Hawaii and

Hontana) currently prohibit any form of interstate banking, while
only four states {(Arkansas, Illinois, Iowa, and Minnesota) still
effectively prohibit statewide branching. At this point in time

% , .
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The BHC coption might also provide certain rights directly to
adeguately-capitalized subsidiary CDBs, First would be the
authority for adequately-~capitalized CDBs located in distressed
areas to invest Jdn, deal in, or underwrite securities issued by
small businesses located there, and to sell insurance in these
distressed areas. Second would be the authority for adeguately-
capitalized and, satisfactorily performing CDBs to themselves
branch nationwide only into cther econonically distressed areas.
The securities and insurance provisions would ensure the
availability of "mainstrean® financial services critically needed
by businesses and residents of distressed areas: at the same time
they would buttress safety and soundngss by diversifying the risk
and stabilizing; the earnings of C¢DBs.  The branching provision
would ensure that successful CDBs are able to export their
expertise to other economically distressed areas: the CDBs would
benefit from geographic diversification of risk, while dis;ressad
communities would benefit from additional skilled lenders.

. these six states could not accommodate interstate branching for
parent BHCs as suggested here.
]

* The securities undeyrwriting provision should be seen as
an inportant adiunct to the existing special authority of
national banks, member banks, and BHCs to invest up to 10 percent
of uninpaired capital and surplus in eguity and debt of Community
Development Corporations (CDCs) and Community Development
Projects. (CDPs). The securities propesal would permit a similar,
targeted~area support of small businesses. In a similar manner,
the insurance sales provision merely extends to the CDB authority
to do what national banks in towns of 3,000 or less, mutual
savings banks wherevey located, and a large number of state banks
already have authority to do {e.g., 17 states currently allow
their state banks to brokerage insurance; 5 of these states
additionally allow insurance underwriting). CDBs would focus
insurance sales in distressed areas where the service is
desperately needed.
® All of these provisions are made within context of the
goals of the community revitalizaticn program and are not unique
to this proposal. For example, in recent Congressional testimony
a representative of Shorebank Corporation stated that:

Legislative action defines the permissible activities of
these regulated institutions. These permitted activities
could be orchestrated to better serve public purposes by
allowing those depositories which are most responsive to
pubtlic needs to also engage in othexr profit making
activities that are now prohibited or curtailed. Interstate
banking privileges, authorization to sell insurance,
permission to underwrite securities, higher levels of
deposit insurance, or other incentives ... could be provided

I
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As raqu&&ﬁeé by the Working Group, the remainder of this memo
will exanine the major arguments offered by the proponents and
opponents ¢f interstate branching.

I oe

§
Arguments in Favor of Interstate Branching

Froponents of interstate branching argue that it is
difficult to determine exactly what economic purpose is now
served by restrictions on gecgraphic diversification of bank
offices. For ¢ne thing, banking organizations today simply
cannot be defined in terms of the limited services and facilities
appropriate to the McFadden era. For another, there currently
exist a wide range of non-bank institutions that offer close
substitutes for bank products and operate unencumbered by
geographic restrictions. ©On both sides of the balance sheet, the
business of banking haz now gone far beyond the restricted range
of services underpinning McFadden. -

Oon the liability side, banking organizations now fund
thenselves not only with local retail deposits, but with large
negotiated certificates of deposit, brokered deposits, Eureodollar
borrowings, foreign deposits, and debt issues. These funding
sources can involve local, regional, national, and international
financial markets. On the asset side alse, banks leong agoe
reached beyond strictly local markets for business and consumner
loans. Real estate loans, commercial leans, foreign government
loans, securitization of loan assets, and various types of loan
participations typically require inveolvenment in non-local
markets. This is also true of other services such as cash
managenent, electronic funds transfers, private placemernts,
credit card distributions, and certain off~balance sheet
activities.

to banks engaged in public purpose lending., Such
privileges, however, should only ke granted to banks that
meet a high hurdle of investment in low and moderate income
communities.

See, statement of Robert M. Welssbourd, Vice President, Shorebank
Corporation, before the House Subcommittee on Consumer Credit and
Insurance, Janaary 27, 31983, pg. 7.

Sect;nn 7(£) of McFadden defined a "branch" to includs
any branch office, branch agency, additional office, or any
branch place of business located in any State or Territory of the
United States or in the District of Columbia at which deposits ‘
are received, or checks paid, or money lent.”

March 22, 1993 _ ' 3
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Even with respect to brick-and-mortar facilities, geographic
restrictions have proven to be quite porous., For example, the
loan production offices (LPOs) and Edge Corporations of banks are
not limited by “home state" geographic restrictions. And bank
holding companies have routinely offered financial services such
as mortgage finance, consumer finance, and discount brokerage
across state boundaries through subsidiaries. Also, certain
interstate banking activities of bank holding companies and
foreign banks were grandfathered in the Bank Holding Company Act
of 1956 and the International Banking Act of 1978. Pinally, bank
holding companies were especially effective in the 1270s and
19808 at usinginetworks of nonbank banks and acquired thrift
institutions to establish interstate networks of limited and full
service banking operations. In this respect it has been reported
that "By year end 1988, ... 14,600 interstate offices of banking
. organizations were in operation, of which 7,500 could offer a
full line of bankipg services and about 7,100 could coffer limited
banking gervices.® ‘

Non~-Bank itutions. A significant number of non-bank
financial institutions offer products that compete directly with
bank services, yet these non-banks have never been forced into
the inefficiencies that accompany geographic restrictions.
Securities firms effectively compete for the funds of savers by
offering insured brokered C0s as well as cash management accounts
with check~writing and c¢redlt card features through large "
networks of gecgraphically dispersed offices. Also, insurance
companies provide a bank-like savings service. In effect, when
the holder of a whole~life policy pays premiumsg a portion ©f each
payment accumulates and earns interest as does a savings acoount.
The policyholder is free to surrender the policy and "withdraw"
its cash value. Or, a policyholder may borrow against the "loan
value® of the policy at a modest interest rate and without
obligation to repay: the policy loans of life insurance companies
amounted to $57.4 billion at year-end 1989%.° In these respects
life insurers offer a service not unlike bank passbook savings
accounts. In addition, it should be remembered that securitises
firms and insurance companies weye major acquirors of "non-bank
banks" until the passage of restrictive legislation in 1987.

Otheyr major bank competitors that operate free of branching
restrictions include consumer, business, and sales finance
companies, mortgage companies, thrift institutions, the "captive
finance® firms of automobile and appliance manufacturers, and
retail credit grantors, among others.

7 Rose,' Peter S., The lntsr
Boaks, New Y?rk, 1989, pg. 13,

& Anmerican Council of Life Insurance, 19840
Fact Book, w§$hingtcn, D.C., 1990, pg. 100,

March z2, 1983 4
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Explanatory Fasztors. A number of factors help o explain
the 1980s' trend towards fewer geographic restrictions on banks,
most notably the adoption of interstate banking. The desire to
attract and pool capital that could be used to support & statels
economic growth and development was perhaps the major motivation
for both statewide branching and interstate banking provisions.
This appears te have been the case for states such as Maine,
Delaware, South Dakota, and the §§&2ﬁ$ ¢f the Southwest (such as
Iouisiana, Texas, and Cklahoma}.

Another major factor was the need to facilitate the
resoiution of troubied banks and thrifts by permitting
agguisitions by institutions from outside of the state
(provisions for which were contained in the Garn-St Germain Act
of 198z). For example, the majority of bank failures of the
past years occurred in the Scuthwestern states of Arkansas,
Louwisiana, New Mexico, Cklahoma, and Texas. Since 1380, Texas
and Oklahoma effectively shifted from unit banking to statewide
branching. In addition, all of the Southwestern states except
Arkansas now permit nationwide interstate banking: Arkansas
permits interstate banking based on regional reciprocity. The
importance of these changes in geographic restrictions for a
state such as Texas was cobvious from the Chemical Bank/Texas
Commerce and NCNB/First RepublicBank transactions.

A third major factor explaining liberalizatien of geographic
restrictions was the growihg pressure exerted by the banking
industry on state regulators to establish a “1ﬁyel playing field"
for banks vis-~az=-vis their nonbank competitors. As discussed
above, numercus nonbank institutions compete with banks over a
wide range of financial services without any geographic
restrictions to contend with., More and more states have come to
understand that artificially imposed geographic restrictions can
only erocde the competitive viability of the commercial banks
their own economic vitality depends upon.

Safety and Souqdness

All other considerations notwithstanding, a strong case

in earnest.

0 Rose, op. cit., pp. 25-28. Specifically, according to
Rose, ",,.the desire to improve local economies and to stimulate
local and regional economic development stands at the top 0f the
list of causal, factors behind interstate banking."

" rpid., pp. 29-30.

% 1pid., pp. 30-31.
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generally can be wade for any strugtural arrvangement that
enhances safety:and soundness {or reduces risk) in the banking
system because of the public’s exposure to the costs of bank
failures, The degres of risk of an activiiy is measured by the
variability of the cash flow, revenue, or rate of return of that
activity; to the extent this variability is suppressed, risk is
reduced. In the case of commercial banking, diversification
traditionally has been viewed as one of the most important
‘elements of risk control {as opposed to deposit insurance which
is fundamentally a mechanism for shifting risk from the
institution and its depositors teo the insurance fund)}.

In recent years, many of the proposals for financial
institutions restructuring have relied in large part on the
potential risk reduction benefits of diversification. For
example, proponents of securities activities for commercial banks
argue that there is a low correlation between the revenue flows
from commercial loang and from securities underwriting
activities, meaning that the variability of the combined flow of
income from these activities would be less than that of ejither
activity taken alone. This leads to the c¢onclusion that
permitting commercial banks to engage in full service securities
activities would reduce overall r&sk (enhance safety and
soundness) in the banking system.”

The diversification argument for expanded activities is
easily transferred o the question of geographic location. In
short, the earnings of commercial banks limited in geographic
reach may be extremely susceptible to the vagaries of local
market cycles due toe the lack of diversification of traditional
assets, Moreover, this visk will itself tend to vary inversely
with the degree of diversification of the local market, or state
aconopy. Proponents of interstate banking and branching argue
that relaxing bank geographic restrictions will yield a combined
jncome flow from different regions that is more stable than that

3

See, Rethinking Glass-Steagall, J.P., Morgan & Co.

Incorporated, pp. 20~22. Specifically,
Not only is the securities business more profitable than the
banking business, but commercial bank entry into corporate
securities activities would also allow banks to diversify
their sources of revenue and reduce earnings volatility.
»» o for exanrple, corporate bond issuance and the growth of
bank conmercial and industrial lcans are negatively
vorrelated. When corporate bond issuance is high, the
demand for bank loans is low; when bank loan demand is high,
bond sales tend to drep off. Thus involvement in the
corporate securities business might well prove beneficial in
enabling bank holding companies to even out swings in
garnings associated with changss in loan demand. (pg. 12)
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of each region individually. In this regard, a recent
statistical study concluded that “a majority of states with
failure rates above the national average are characterized by
econemies that arve generally not well diversified;Y and "the
inability o6f banks to diversify their loan portfolios is partly
responsible for the reporﬁad higher than average rate of bank
failures in some states."

Other empirical studies uniformly find that branch banks
have historically had a better safety record than unit banks,
which have no branches. An examination of the record of bank
faileres and the consequent behavior of the states in recent
years confirms this., For example, during the 1870s, Texas banks
were confined by state laws to a single fullw-service location,
but were considered among the best~capitalized, most profitable
panks in America. Ten years later, after severe problems with
the energy economy, nine of the top ten had been yreorganized with
FDIC or other outside assistance. Appropriate regional
diversification might have prevented some of these fallures. As
noted earlier, Texas has since adopted both statewide branching
and nationwide banking.

Restrictions on branching, be they intrastate or interstate,
represent barriers to market entry that may permit protected
institutions to perform at less than competitive standards.
Bvidence of this could include higher profits, lower loan output,
higher prices for financial services and products, reduced
sonvenience for consunmers, and lower interest rates paid on
deposits, among others.

A large numhar nf studies of the impact of branch banking on
market structure and performance have been done over the years.
For the most part these studies have found that ease of entry
through branching improves performance; and, in particular,
little or no evidence is found to support the arguments that
branch banking will lead to a decline in the number of community
banks and divert credit from local borrowers.

S comprehenslv& 1981 study of branching issues specifically
examined the guestion of the jimpact of branching on banking
markets in local communities. After an examination of the
evidence based on statewide branching, limited branching, and

1%

Hawawinz, Gabrzel ané thhak 8wary, ggxggggﬂgnQ
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unit banking states, it was concluded that broader branching
authority brought with it "noticeable benefits® to local communi-
ties. These benefits took the form of greater consumer conve-~
nience through the avallability of more bank ocffices and enhanced
bank perfermance. In particular, broader branching authority was
found to "result in increased potential competition and lower
prices and other more liberal terms for bank loan services,
higher gdeposit interest rates, greater loan output, and lower
profits.¥ Moreover, no evidence was found of either a restric-
tion of credit to local borrowers or & decrease in the number of
panking alternatives in local communities.

A more recent survey of the evidgnce on branching confirms
most of the findings discussed abhove. of special interest is
the fact that when commercial banks were grouped by size and
branching status, using 1984 data, a consistent pattern emerged
showing that {1} the lsan-to-asset ratiovs of larger banks exceed-
ed those of smaller banks, and (2) for all size categories, banks
in statewide branaﬁzng states had higher loan-to-asset ratios
than their peer groups for the United States overall. Alse, in
ar assessment of consuner convenience, measured by population per
banking office, it was found that "unit banking states tend to
service more persons per banking office than either limited or
statewide branching states, indicating a relative lack of consum-
er convenience ‘in unit banking states.* FPinally, branching was
found to be a signxf;ﬁ&nt facter in prometing “more efficient® -
pricing of bank services.

Interstate bkranching can create additional unique
conveniences £or cunsumers, particularly those who frequently
cross state lines for work or other reasons. Today, a customer
with a2 bank acgount in one state typically cannot get full~ -
service banking services from an affiliated bank in another state
without opening & separate account; there would be no such
problem with interstate branching. An interstate branching
network would also make cash and banking services available to
travelers.

H
Briefly put, a financial intermediary is a mechanism for the
collection and distribution {allecation) of funds. Banks (or
ether insured depositories) typically collect the greatest part

1 Scheld, Rarl A. and Baer, Herbert, "Interstate Banking

and Intrastate,Branching: Sumning Up,® Toward NHationwide Banke

ing: A Guide to the Ilssues, Federal Reserve Bank of Chlcaga,
1986, pp. 75-B3.
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of their funds from insured and uninsured depositors: the
remainder comes from other creditors/debtholders and equity
investors. In turn these funds are allocated to commercial,
consumer, or howsing loans {the mix depending upon the relative
specialization of the institution). The expenses ¢f the bank are
twofold in nature: First, the cost of collected funds which is
largely determined by market interest rates {and is known as
interest expense IE}. Second, all of the ancillary costs of
‘operating the bank including employees, information provessing,
transactions copts, maintenance of brick and mortar facilities,
management and administration, regulatory compliance, legal and
advertising coste, and so on {(all of which are known as
noninterest expense NIE).

Cost savings from commercial bank branching are generally
estimated at two different levels of aggregation. In the first
case, nationwide branching is viewed as facilitating the
consolidation of the overall banking system through mergers and
acquisitions., It is argued that if overall consolidation is
characterized by efficient firms acquiring inefficient firms
substantial reductions in NIE can be realized for the entire
banking system. In the second case, a reduced level of
interstate branching would be designed to allow multibank firms
operating in several states to consolidate their subsidiary banks
into a branch banking system. The nature of the cost savings
would be identical to that of nationwide branching, but the
overall magnitud& of those savings clearly would be less.

3008 consg] ) &nazysis offered by
xaxznsey & chpany atrangiyisuppartg the notion of cost savings
through bank consclidation. It is argued that the combined
noninterest expenses {NIE) of merged institutions can be reduced
by 20 to 25 percent of premerger levels, "half of the saving
cones from the salaries and benefits of redundant employees; the
remainder comes from closing {redundant] branches and reducing
the cost of rent, office eguipment, systems, marketing and
professional services." According to this analysis, tremendous
excess capacity in the bkanking industry nationwide, manifested in
lavge ($120 billion) and growing {10 percent per year) NIE, is at
the heart of the problem. Elinmination of this excess capacity
sugggests that NIE Yeould easily fall by $10 billion to $15%
billion,* Finally, this analysis holds that total industry
savings of $15 billion per year "could add more than $4% billion

K Mendoca, Larry, "Done Right, Bank Mergers Can Save
Money,® Wall Street Journal, May 13, 19%2. (The McKinsey
findings essentially represent an extrapolation of observations
made on a few large institutions to the overall banking indus-

£ry.d
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to the industry's market value,®' If a reduced level of
branching is considered, that is, interstate branching for the
multibank holding companies now op&ratiny interstate, McKinsey
estimates total =mnnual cost s&vxngs ranging from a low of $416
million to a hzgh of $813 million (with a midpoint of $624
million}. i

A recent acadenmic study of the branching/consolidation issue
‘provides ﬁpnceptual and analytical support to the McKinsey
analysis. This study finds evidence of a substantial
dispersion in bank costs in all bank size categories. In fact,
after grouping .banks in four cost quartiles, it was found that
“the highest cost guartile of banks have average costs that are
23% higher than those of the lowest quartile,® a difference
largely accounted for by variations in efficiency. It follows

&

® 1na separate publication, another MocXinsey representa~

tive has made the case with respect to noninterest expenses as
follows:

Whenever we at McKinsey have analyzed non-interest axpenses
in an individual bank, we have seen that the links to reve-
nues are tenucus indeed. Typically, we find that some 20
percent to 30 percent of expenses are for pure overhead and
control functions (that is, expenses that contribute neither
to attracting nor serving customers -— such as finance or
personnel departments, auditors, and the like). Another 20
percent to 25 percent are for shared distribution expenses -
- in particular, branches. Ancther 20 percent to 30 percent
are for shared operating expenses. Only the remaining 1%
percent to 20 percent can be attributed to bringing in
specific customers and actually delivering services. (pg.
44)

furthermore:

.+» OUY analysis of a brecad cross section of the industry
has shown that large regional banks can operate at signifi-
cantly lower costs than a smaller regional with the same
customer mix. For example, we estimate a $20«billion re-
gienal bank might have operating costs as a percentage of
agsets of 2.5 percent to 3.0 percent, whereas a $3i~ to $4~
billion raglanaz bank might have operating costs as a per-
centage of assets of 3.5 percent te 4.0 percent. (pg. 85}

Bee, Bryan, Lowell L., Bs _
ghility of Our Banking Svstem, Harper Busmne55, 1991.

1%

Rumphrey, David Burras, "The Likely Effects of Interw
state Branching on Bank Costs and Service Prices,*® Prepared for
the Congressional Budget Office, October 1991,
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that te the extent interstate branching fosters the abksorption of
inefficient banks by efficient banks, total banking system costs
might be reduced. The overall magnitude of cogt savings was
estimated to be around 3% to 4%, depending upon the degree to ,
which the performance of inefficient banks <¢ould be made to match
the overall mean or the second lowest quartile of banks, respecw
tively. (These results were found to be reasconably conpatible
with McKinsey's implied 3% to 6% savings in total systemwide
banking industry costs).

i _

Even the Conference of State Bank Supervisors {C88B8), in an
effort to diminish the importance of cost savings through
branching, estimated that annual savings through branching wight
amount to "only" $2 billion. But this is not a meaningless sum
of money —-- over ten years it would amounit to $20 bxlzxmn, a good
portion of whxch would show up in strengthened capital for banks.

Arguments in Opposition to Interstate Branching .

1
3

Congolidation of Small Banks . .

One of theimost fregquently heard arguments against
interstate branching is that it will inevitably lead to a decline
in the number ©f small kanks., The premise of this argument is
that permitting the entry of large institutions inte leecal,
protected markets will result in the “driving out® or "buying
out" of small community hanks. However, there is ample evidence
that this is not an inevitable outcome. For exapple, in states
where branching restrictions were significantly relaxed in recent
years, such as New York, small banks have continued to prosper.
And when Maine ‘opened itself up for interstate banking, Citicorp
established a de novo bank in Portland in 1984, By mid-1989,
Citicorp/Maine had captured less than 3 percent of total
commercial bank, savings bank, and savings and loan association
deposits. Overall, fsars about the viability of small banks and
the maintenance of competition in the face of relaxed geographic
restrictions do not appear to have an empirical base,

Furthermore, even in states that have long had liberal
branching laws; small banks more than held their own. For
example, both North and South Carolina have statewide branching
laws of long standing. Nevertheless, in 19%1, in North Carclina
68 out of a total of 78 banks had assets of 1ess than $500
willion; in South Carolina 78 ocut of a total of 84 banks had
assets of less than $5006 pillion.

The vast majorzty of ‘small banks are actually among the most
profitable and’ best-capitalized banks in the nation. These
financially strong banks are gquite capable of continued survival
in the face of naticnwide banking and branching, provided their

H
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H

owners are committed to maintaining their independence. On
balance, it may be true that interstate branching will assist in
the needed consolidation of weak banks of whatever size; but it
will not mean the automatic consolidation of well-capitalized and
well-managed small banks.,

H

It is also claimed by opponents of interstate banking and
branching propesals that such measures would damage the dual
banking aystem beyond repair. For one thing, it is said that the
states would ke effectively "stripped" of their ability to impose
terms and conditions on the operations of banks within their
borders. But this is just not the case. All of the major
legislative proposals of recent years deferred to the states in a
large number of important ways. Most importantly,. states
retained the right to govern intrastate kranching, for both
national and state banks; and they retained their control over
the interstate branching privileges of their own state banks, In
addition, most proposals granted "host states® the right to limit
the activities of the branches of cut~of-state banks, naticonal
banks excepted, to no more than the activities allowed their own
in~state banks. Morsover, interstate branﬁhinq proposals
typically vielded to the states on the issue of requiring
national bank compliance with local state laws regarding fair
lending practices, state capital requirements, unsafe and unsound
panking pﬁpctzces, community reinvestment reguirements, and state
taxation,

F

o, ceal Reinvestment

Ancther argument often made by opponents of interstate
branching is that it will undermine the intent of the Community
Reinvestment Act of 1977 (CRA) and lesad to a "siphoning off" of
funds from local markets. But there is simply no firm evidence
that branch banks are more inclined than other banking
organizations to "siphon off* funds from local communities. To
the contrary, numerous studies cover the past decade suggest that
bank expansion can result in a greatexr proportion of loans to
local customers than where bank expansion is limited. Typically,

banks have higher loan~to-asset ratios ~~ that is, employ a
greater proportion of their resources for loans -- when they
20

There dees not appear to be any authority that would
accord states a lesser right o tax in-state activities of a
national or state bank that has its home office in another state,
In particular, section 548 of Title 12 of the U.S. Code, which
addresses state taxation of national banks, does not indicate
that national banks are o be treated differently than sther
corporations in this respect.

3
H
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eperate in broader branching states than in restricted branching
states.

Furthermore, it must be recognized that the "siphoning off®
of funds is really not unigue to branch banking. For exanmple, a
bank not wishing to lend in its local area counld sell federal
funds upstrean t¢ a correspondsnt kank, partake in lean
participations, or put its funds intc investment securities
rather than loans.

Finally, the argument that branches suck credit cut of a
region is a two~edged sword: The ability to draw credit out of
an area implies the ability to inject credit into an area, so
pranches are as likely to bring funds into local communities as
to take funds out (which was one of the majoer reasens for states
moving to liberal branching laws}.

2 long-standing concern with respect to the removal of
gecyraphic restrictions involves the potential impact on the
concentration of banking rescurces. <Critical to any assessment
of concentration, however, 1is the definition of market used.
Results will typically vary depending upon whether the market is
defined as local (SMSAs), regional, statewide, or national. The
competitive implications of most bank mergers in the U.8. are
8till evaluated in terms of their potential impact on local
markets, both urban and rural. Local concentration is typically
measured by three~firm concentration ratios, i.e., the share of
total bank assets or deposits in a given local area {normally a
Metropolitan Statistical Area, MSA) held by the top three firms.
In this respect, the data show that concentration in local urban
and rural markets remained virtually unchanged between 1976 and
1881, In spite of the fact that concentration at the .relevant
docal market level remains far from warrisgme, a number of states
have enacted depcsit concentration limits. It is iaportant to
note that the BHC subsidiary cption would pnot override state
concentration limits.

21 !

Although concentration at the local market level remains
largely unchanged for many yvears now, sixteen states have
nevertheless implemented caps on deposit share {Arkansas,
Colorado, Iowa, Kansas, Kentucky, Massachusetts, Missouri,
Mississippi, North Dakota, Mevada, Ohio, Oklahoma, New Hampshire,
Tennessee, Texas, and West Virginia). fThese caps range from a
iow of 10 percent to a high of 25 percent; and the caps vary from
including commercial bank deposits only to including the deposits
of all depository institutions. And Senator Dodd's "Interstate
Banking and Branching Act of 19%3% (8. 371} includes hoth
nationwide (no more than 10 percent) and statewide (30 percent or
more) asset caps.

13
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Moreover, banks compete with other insured depositories and
non~depository financial intermediaries acress a broad range of
activities, and these other hank competitors are not represented
in simple ratiocs on concentration of bank assets or deposits,
Indeed, in recent years the federal bank regulators and the
antitrust enforcenment agencies have been attempting to redefine
relevant product and geographic markets to better accommodate the
competitive impact of non-regulated financlal services providers.

4
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Snagxr? of State Dank Expansion Laws (1992)

s

Intrastate 8rnnchinq

47 states (including District of Columbia) currently
have|1aws permitting statewide branching.

4, states have laws that permit limited (county or
parish} branching (AKX, IL, IA, MN}.

Interstate Banking

R 12 atatas have enacted national non-reciprocal
interstate banking laws (AK, AZ, CO, ID, ME, NV, NM,
0K, OR, TX, UT, WY}.

. 22 states have enacted national reciprocal interstate
banking laws (CA, CT, DE, IL, IN, KRY, LA, MA, MI, NE,
NH, NJ, NY, ND, OH, PA, RI, TN, 8L, VT, WA, WV},
%
1% states (including District of Columbia} have enacted
regional reciprocal interstate banking laws (AL, AR,
DC, FL, GA, IA, KS, MD, MN, M5, RO, NC, 8C, VA, WI}.

. 2 states continue to prohibit interstate banking
{Hawali and Montanaj.

£

Interstats Branching

. As a general matter, no state currently permits
interstate branching.

i
i

L
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BRC Interstate cparatiaﬁs
*

Thirtf-nina of the top 50 BHCs in terms of assets have
interstate banking offices.

Forty-five states plus the District of Columbia contain
banks owned by at least one of those 39 BHCs that have
interstate operations.

Five states contain neither an gut-of-state BHC {(from
the list of 39 BHCs that have interstate operations)
nor the home office of any of the top 50 BHCs,

-~ These states are: Arkansas, Kansas, Louisiana,
Mississippi and West Virginia.

.
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8. 371 -~ Interstate Banking and Branching Act {(Dodd)

]

!

summary of Kajor Provisions

-

Provides for nationwide interstate banking via acquisitions
of existing banks by BHCs effective 1 year after enactnent;
and by establishment of new banks-effective 2 years after
gnactment,

-~  Acqguisitions are prohibited if the applicant controls,
or upon completion of the acguisition would control,
more than 10 percent of insured depository instztutlan
assets nationwide; or 30 percent or more of insured
depository institution deposits in the state in which
#he bank to be acquired is located.

Beqinniné 18 months after enactment multistate BHCs may
consolidate interstate banks into branches (unless
grahxbxted by the hoest state).

Baginning 3 vears after enactment banks are permitted to
branch interstate,

-=  Interstate branches are subject to the laws of the host
state with respect to intrastate branching, consumey
protection, fair lending, community reinvestment, and
nondiscriminatory franchise (or other nonproperty)
taxes.

—~= Host states may require all banks using this branching
prov;aian te comply with nondiscriminatery filing
requiramants

— staga banks may not conduct any activity at their
interstate branches that is not permissible for a bank
chartered by the host state.

~=  The concentration limits applicable toc BHC acquisitions
also are applicable to branch acquisitions.

- Stita banks chartered by, and national banks with their
main office in states that do not permit interstate
br&nahing may not themselives branch interstate.

Within 3 vears of the date of enactment a state may elect %o
*opt out" of interstats branching through law that expressly
prohibits all cut-of-state national and state banks from
acquiring or establishing branches in that state. (This
election may at any %time be reversed by the state.)
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During the  I~year period following enactment a naticnal bank
may establish an interstate branch provided that the
prospective host state has specifically enacted legislation
permitting: the establishment of branches by all ocut-of-state
naticnal and state banks.

]
Foreign banks are provided “national treatment” with respect
to interstate branching.

The apprap?iate federal regulatoer must make a written
evaluation of the entire institution’s CRA performance; and
again for each state where the institution has a branch.
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H.R. 459 -~ Nationwide Banking and Branching Act (Hoagland)

Summary of !;jc} Provisicns

-

PFrovides fnr nationwide interstate banking via subsgidiaries
by BHCS or foreign banks effective with enactment.

Beginning two years after enactment banks are permitied to
branch interstate (national banks subject to specific
consideration of CRA ratings),

- Host states may require all banks using this branching
: provision to comply with nondiscriminatory filing
requirements.

- staté banks may noet conduct any activity at their
interstate branches that is not permissible for a bank
chartered by the hast state,

within two vyears of the date of enactment a state may elect
to prohibit interstate branching through law that expressly
prehibits all ocut~of-state national and state banks from
acquiring or establishing branches in that state. (This
glection ﬁay at any time be reversed by the state.)

~- Stata banks chartered by host states that do net pernit
interstate branching may not themselves branch
lntegatate.

During tha two-year pericd following enactmsnt a nationpal
bank may establish an interstate branch provided that the
prospective host state has specifically enacted lsgislation
permitting the establishment of branches by all ocut-of-state
national and state banks.

Host state regulatory authorities may examine ocut-of-state
bank branches to determine compliance with host state laws.

Host state taxation authority is not compromised by
interstate branching provisions.

Multistate BHCs are authorized to combine subsidiary banks
into a single bank two years after enactment and subject te
the branahing restrictions of host states.

-~  States may "opt cut" of this consolidation provision.

Foreign banks are provided "national treatment® with respect
to intsrstate banking and branching.

The appropriate federal regulator must make a written
evaluation of the entire institution‘s CRA performanca; and
again for each state where the institution has a branch.
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H.R. 2%6 -= The Bank Efficiency Act {Neal)
Fo . . . .

§
4

{ _ .
BHCs with banking subsidiaries in more than one state could
combine tga or more of them into a single bank.

States can “opt out® of this provision if they specifically
enact legislation to da 80 within twe years of enactment of
H.R. 3%6 E : _— .

If any baﬁx resulting from the prcviaians of H.R. 256 ceoases -

to be a subsidiary of a.BHC it shall, within two years of
termination of its subsidiary status, no longer be entitled
to the benefits of this law and must comply with all
praviaian? of state and federal law regarding branching.

; .
All branches resulting from a combination under H.R, 256 can
be retained; and intrastata branching would be subject to

_5tat& 1&9.

The lost 3tata reguiatar may in&apendanﬁiy deternine whether
an activity of an out-of-state branch of a state bank isg

permissible., {State authority does not reach to the

parmissihla activities of national banks.)

A state bank resulting from a combination would only be
subject to the examination and supervision of the chartering
state. However, the home and host states may enter intoe a
cooperative agreement to facilitate supervision of the bank
and its branches.

H



- MARKET SHARE CAPS: A STATE-BY-STATE ROUNDUP

Limit on
duposit
fitate share Banks Thelifts unions Lagislutive status
Arvkanpan 5% . Recently raissd from 15t B
Colorado 2% . " 4 Passed in 1988. Applies to §
: o - B o wut~cf<state banks voly: np )}
change foresean :
Towa 1o . - + #1111 pending to eithey
gaise or eliminate cap
i Kaneas i2 * toglielation in progress
that would raise cap to IBs
Faentucky 15 . [ L ] Rajsed Iin July 1992 from
: 15% of bank deposits only
f Hassachusotts 15 . Pasped in 1990; no change
foreseen
{ Minsouct 13 . | ¢ Informal expansion propossl |
rejected last yesr; further |
| proposals expected
| Mississippi 19 . " * Passed in July 1980; no
i shange foreseen
| North bakota 1% . = ’ For out-of-state banks
: only. Passed in 1991; no
change foreseen
| Nevada 14 * ] No change foreacen
| ohio 20 . 8 Ne change foreseen
Oklahoma 11 0 S * Expansion proposal sesn as
; iixely
§ Now Hampahire 28 . - 4 Raisad from 15% Lin 1990; no
change foreassen
| Tennesses 16.5 . ® * No change forseseen
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3 3 A number of factors help to explain
the 19803' trend towarﬂs fewer geographic restrictions on banks,
most notably the adoption of interstate banking. 7The desire to
attract and poocl capital that could be used to support a state's
egconomic growth and development was perhaps the majior motivation
for both statawzd& kranching and interstate banking provisions.
This appears to' have been the case for states such as Maine,
Delaware, South Dakota, and the §;ates ¢gf the Southwest (such as
,Lcuxsiana, Texas, and Oklahomal.

Ancther xajar factor was the need to facilitate the
resolution of troubled banks and thrifts by pérmitting
acguisitions byzinstzzutians from cutside ¢f the state
(proylszcﬁs for, which were contained in the Garn«St Germain Act
of 1982). For, ax&mpla, the wmajority of bank failures of the
" past years occurred in the Southwestern states of Arkansas,
Louisiana, New Mexico, Oklahoma, and Texas. Since 1980, Texas
and Oklahoma effectively shifted from unit banking to statewide
branching. In addition, all of the Southwestern states except
Arkansas now permit nationwide interstate banking: Arkansas
permits interstate banking based on regicnal reciprocity. The
importance of these changes in geographic restrictions for a
state such as Texas was cobvious from the Chenical Bank/Texas
commerce and HCNB/First RepublicBank transactions. )

A third maicr factor explaining liberalization of geographic
restrictions was the growing pressure exerted by the banking
industry on state regulators to establish a ”Zﬁvel playing field®
for banks vis-ar-vis their nonbank competitors. As discussed
above, numercus nonbank institutions compete with banks over a
wide range of financial services without any. gecgraphic
restrictions to, contend with, More and more states have come to
understand that‘artifiaially imposed geographic restrictions can
only erode the competitive visbkility of the commercial banks
their own economic vitality depends upon.

All other considerations notwithstanding, a strong case

in earnest.

1 Rose, op. ¢it., pp. 25-28. Specifically, according to

Ross, "..the desire to improve local economies and to stimulate
local and regional economic development stands at the top of the
list of causal factors behind interstate banking.®

" Ibid., pp. 29-30.

" 1pid., pp. 30-31.
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