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 March_, 1997

MEMORANDUM FOR:  THE PRESIDENT

FROM: | GENE SPERLING
SUBJECT: TREASURY’S PROPOSED FINANCIAL SERVICES
. | MODERNIZATION LEGISLATION -

ACTION-FORCING EVENT: The Treasury seeks to propose legislation that would
increase competition among providers of financial services by repealing the Depression-era
Glass-Steagall Act, allowing a broader range of affiliations between banks and other.
compames (including both other financial companies and commercial and industrial
companies), and merging the regulation of banks and savings institutions. This proposal
would satisfy a statutory requirement that the Secretary of the Treasury report to Congress
by March 31, 1997 (which will probably be delayed until April 7 when Congress returns
from recess), on how to harmonize and integrate the regulation of banks and thrifts. The
proposal would also respond to Congressional requests for the Administration to set forth’

. a plan for modernizing financial services regulation, including requests for Secretary Rubin
to testify before the House Banking Committee in April.

On March 18 and 20, the NEC principals and relevant White House offices met to discuss -
the Treasury proposal.  Although the group concluded that the. Administration should go
forward with the Treasury'proposal with limited modifications, we also concluded that
pnor to authorizing the Treasury to proceed, you should be aware of signficant

substantive and political concerns raised by the principals. This memorandum outlines

the case for financial services modernization, the essential parameters of the Treasury
proposal and the issues that raise the most questions and concerns.

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

But :technologica.l‘ and financial 'mnovadon, together with market pressures to offer

~ consumers a wider array of services, have rendered this segmentation untenable.
Different types of financial products have converged with one another. No longer is
there.a sharp practical distinction between a syndicated loan and privately placed
commercial paper, between a security and a financial future, between a checking account
and a money-market mutual fund, or between a mutual fund and a variable-annuity
insurance policy. * Derivative financial instruments even challenge such fundamental
distinctions as those between debt and equity or between dollars and drachmas.

In the face of these developments -- this proliferation of new types of financial products --
the old distinctions among financial institutions are eroding, Banks and thrifts are now
pracucally indistinguishable (although thrifts -+ but not banks -- can form affiliatons. with
any company, financial or nonfinancial). Banks offer insurance, mutual fund shares, and
brokerage services, and underwrite a wide range of securities, directly or through affiliates.
" Securities firms make or syndicate commercial loans, and offer money-market accounts
with check-writing privileges. Securities markets constitute the largest source of
home-mortgage financing. A wide range of nonﬁnanqal cornpames own banks that offer
credrt cards.

,Yet the old statutory restrictions remain on the books -- imposing needless regulatory and
management costs, and impeding competition, innovation and consumer choice.
Allowing finahcial firms of all types to affiliates holds promise that consumers will benefit
as fair competition -- less hindered by regulatory restrictions -- will drive firms to achieve
and pass savings.on to consumers, For example, for many years a very limited group of
savings banks, mainly in the northeast, has be allowed to offer savings bank life insurance,
" an extremely reasonably-priced product attractive to people (such as young married
couples with children) whose income and capadity to purchase insurance make them
inefficient prospects for the higher-cost insurance agent distribution channel.  Expanding
the ability of banks to offer insurance products should, on the basis of this experience,
make insurance more widely available, at reduced prices. Similarly, securities firms have
clearly proven their ability to offer highly attractive savings vehicles at greater yields than
available from banks -- witness the fact that last year for the first tme more money was in
mutual funds than in bank deposits.  Providing securities firms the opportunity to more
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dlrectly offer their efficiencies to bank deposnors may well enhance ylelds availa
small savers on insured deposxts :

In addmon to providing benefits to consumers, greater affiliation among financial
institutions should reduce the operating costs of the institutions, which, whether passed on
10 ‘consumers, employees or shareholders, will almost certainly w1ll increase the

' institutions’ productivity and should have similar benefits economy-wide. Increased
affiliation will increase intra-firm diversification, which will almost certainly reduce the risk
of institutional failure, ~ And finally, by aligning what our financial firms can do in the -
United States with what they can do abroad and with what foreign finandial firms can do
in the United States, allowing increased affiliations shou]d increase the international
competitiveness of US firms.

For. these reasons, there has been a growing agreement that the restrictions against
affiliations among financial institutions have become outdated. Over the years, both
Congressional Banking Committees have approved legislation to repeal the Glass-Steagall
Act, and the Senate passed such a bill in 1988 by a vote of 94-2.  Yet such legislation has
repeatedly foundered on inter-industry conflicts (e.g., between banks and securities firms,
insurance companies, and insurance agents), most recently during the last Congress. '

Diixing the past year, however, trade associations representing a wide range of market
 participants have made significant progress toward bridging the gaps that have traditionally
divided them. The Alliance for Financial Modernization -- a coalition of 10 bank, thrift,
securities, insurance, and diversified-company trade associations -- has agreed on
legislation (the Alliance, or Roukema/Vento, bill) that would permit any company to
“affiliate with a bank if it has at least 75 percent of its business in financial institutions or
financial activites.! ~ Thus the Alliance bill would remove existing constraints on

.1 This provision encouraged the securities and insurance industries - which have always been
allowed to affiliate with non-financial companies and did not wish to divest such companies as the price for
access to banking -- to join together with banks to support modemnization legislation. The bill has'been
introduced in the House, and there have been initial hearings. While it has attracted some- support, there
has also been much skeptlcxsm, mainly on the banking and commerce issue, to a lesser extent.on consumer
and community concerns.  In addition, at least one Alliance member -- America’s Commumty Bankers
(the thrift trade group) -- has said it can’t support the bill it its present form, because it would reduce the
scope of thrift activities. 'The bill is very vague on how to measure the 25 limit, and different . -
measurements generate very different results.  An asset- based measurement is least restrictive and a- gross
revenue-based measurement most restrictive of finandial/non-finandial combmatlons
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afﬁhatrons among different types of firms that concentrate in ﬁnancral services, and glve
these' financial firms lantude to conduct nonﬁnanaal activities of srg‘mﬁcant but not’
overwhehmng, scale.

Other major proposals currently pending in Congress include the D’Amato/Baker and
Leach bills. The D'Amato/Baker bill is the most sweeping of these proposals, It'would
permit banks to affiliate with any company, financial or nonfinancial. By contrast, the
Leach bill -- the most restrictive of the Congressional proposals -- would permit affiliations
among banks, securities firms, and insurance companies (but not nonfinancial firms),

retain much bank -type regulation of companies affiliated with banks and vest broad
regulatory authority in the Federal Reserve Board.

One other concern motivates this legislation. Last year Congress passed legislation that
rehablhtated the two FDIC insurance funds -- one that insures thrifts, and the other that
insures banks. * All your financial advisors, as well as the FDIC, strongly believe these
two funds should be merged in order to maximize their abLhty to withstand any future
shocks to the financial system. However, Congress has conditioned merging of the funds
on the elimination of the thrift charter. The proposed leglslanon would satisfy this
precondition and thus permit a fund merger. - :

We 'see the Treasury proposal as rarsrng'four key issues.  First, whether (and to what
extent) to permit affiliadons between banks and nonfinancial companies. Second, to what -
extent and how to regulate companies affiliated with banks, and what the role the Federal

- Reserve would have in such regulation. Third, how do deal with issues raised by the
Community Reinvestment Act, which only applies to banks and their subsidiaries. And

: ﬁnally, whether the Adrmnrstranon should go forward with the proposal ‘

1 AFFILIATIONS BETWEEN FrNANCLAL AND N ONFINANCIAL COMPANIES

i
Issue: To what extent (if at all) to permit affiliations between banks and nonﬁnanaal
‘companies - the so- -called “bankrng and commerce” issue. -

Treasury Approach Would permit ﬁnanaal services compames that are predommamly |
financial -- ie., if 75 percent of their business consists.of financial institutions or financial
activities -- to have a 25 percent “basket” of nonfinancial activities’. ~ Any bank holding -

' 2 Treasury draft legislation at OMB for clearance does not define “business.” See foomote 1.
If the most restrictive definition is chosen - - measurement accordmg to. gross revenue, Chase (the second
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corn;':)any, whether operating or non-operating, finanical or non-financial, would be
required to guarantee the well-capitalized status of the bank.

largest bank) could affiliate with the 191st largest nonfinancial company (Merisel, Inc) or anythmg smaller,
 but the combination of Chase and Salomon could affiliate with the 97th largest nonfinancial company
(CSX) Conversely, under such 2 definition, Microsoft could acquire any of the three largest banks
(Citicorp, Chase, or Bank of America), although it is fair to ask whether such a purchase would make any
fihanical sense to Microsoft. Treasury is working with the CEA and OMB to refine the definition to
prevent these kinds of “giant to giant” combinations. The Treasury draft, like both the Roukema and
Leach bills, would authorize any firm to own a “Wholesale Financial Institution” (or WOOFIE) -- a new
kind of entity that would be a bank with full access to the payment system and strong capital standards, but

cpuld not accept insured deposits. | ! v
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Discussion: The decision whether to allow any affiliation of finanical and notifira
(the “banking and commerce” issue) is one of the two most contentious issues arising
from the legislation.  In general, the substantive arguments for permitting affiliation to the
extent allowed in the Treasury draft are (i) to get the benefits of financial firm synergies, it
is important to allow securities and insurance companies -- which contain signficant |
non-financial elements -- to have access to retail banking customers; (ii) there are synergies
between financial and non-financial firms -- seen most clearly in GE, but also present at
various times in firms such as Sears (Allstate) and GM (GMAC) - that should be allowed
to provide consumers with the maximum benefit from modernization; (iii) allowing firms
such as Microsoft into banking would increase competition, which -- together with the
. natural synergies from such a combination -~ would benefit consumers; and (iv) such
combinations are already permitted in the thnift 1ndustry, where they have not caused any
problems

In addition to these substantive arguments, there are two political arguments for permitting
the combination Treasury proposes: (i) the securities and insurance companies,* and
Senators Dodd and D’Amato, will not support modernization without the 25 basket, and
without their support, the legislation is dead; and (ii) because of likely opposition to any
significant banking and commerce combination from the Fed and others, the basket is
likely to get smaller as the leglslatlon progresses, makmg it unportant 'to start from a
position with some “give.”

The substantive reasons for opposition to the combmanon are: (1) unlike other finanical
services, banking comes with government backing, which generates capital subsidies and
moral hazard; it is inappropriate to extend this safety net to commerce without far greater
evidence of positive synergies; (ii) most of the cited synergies between commercial and
finanical firms involve using the financial firm as a marketing tool for the commercial firm
(indeed, GE may be sui generis in having a consistenty profitable finance subsidiary),
which is an inappropriate use of the government safety net; (iii) this country, unlike Japan
a;id Germany, has a long legal and cultural tradition against combinations of banking and

3 Under current law, any type of company -- including an industrial company - can own a thrift,
as long as it owns only one such institution (it becomes a “diversified unitary thrift holding company™).
There are currenty only 14 such institutions, the largest.one being a paper company that owns a $9 billion
thrif.  However, in the past Ford Motor Company owned a thrift based in California. Ford poured
alot of money into the institution before it finally sold it for far less than it had contributed in capit_al.'

4 And the thrifts, ‘see féotnote | " CLINT ON LIBRARY PHOTOCOPY
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control of credit and financial services out of the local communities where these services
are needed; and (v) it is difficult to believe that financial regulators can or should
effectively regulate even the capital of non-financial companies - which is what would be
“requ’ired to ensure the value of any capital guarantee of the bank by a non-financial :parent
or a holding company with significant commercial activities.  As far as concerns synergies
between financial firms and companies doing a business that truly would provide some
positive synergies for the finanical firm, such a software or telecommunications firm, it A
may well be possible to add these gradually to the mix by estabhshmg in the’ leglslatxon a
system by which regulators could expand the definition of “financial” over time, without
havmg to move all the way to allowing combmanons of financial and industrial firms.

In addition to these substantive arguments, there are two political arguments against
permitting the combination: (i) Senator Sarbanes and such traditional Democratic
constituencies as community and consumer groups have stated they will unalterably
oppose any leg151at10n that permits any banking/commerce combination; and (i1) House
Banking Committee Chairman Leach and the Fed (and former Fed Chamnan Paul
Volcker) have come out firmly in opposition to any significant bankmg and cornmerce
combination. : :

Pbst'tions of Other Relevant Parties: Persons who support an even broader approach, as in
the D'Amato/Baker bill, include: the Securities Industry Association, the Investment
Company Institute, the Financial Services Council, the American Council of Life
Insurance, America’s Community Bankers, the American’ Fmanaal Serwces Assoaanon
and Bankers Roundtable..

Persons opposing full removal of restrictions on affiliations between banks and

nonfinancial companies including:  Senators Conrad, Daschle, Dorgan, Feingold, Harkin,

Johnson Kerrey, Kohl, and Sarbanes; Representatives Leach, and Gonzalez; the

Independent Bankers Association of America; the AFL-CIO, ACORN, National People's

~ ‘Action, the Consumer Federatlon of America, Consumers Union, and the Greenhmng
'Coalition. '

jt Persons who support the 75 percetxt test in the Alliance bil ,and the bTreasury‘ appreach
include: the American Bankers Association and the other members of the Alliance for
 Financial Modernization, including the trade assocxatlons listed above as supporting the

D’Amato/Baker bill.
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2. HOLDING COMPANY REGULATION; AND THE ROLE OF THE FED

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

Treasury Approach:  The Federal Reserve Board would continue to regulate bank holding
companies, and could conduct examinations and overall risk-management, require reports,
and take enforcement action. But it would no longer prescribe bank-type capital
staqdards for nonbank affiliates of banks. Instead, subsidiary banks would have to remain
well capitalized (i.e., keep the capital above the normal required level) after subtracting
dollar-for-dollar any investment in a non-bank firm, transactions between banks and related
firms would be limited, and the holding company could be asked to guarantee its
sub31d1ary banks’ capital.

Discussion: This issue raises most clearly a central question about this legislation: the extent
to which affiliations that provide synergies and thus benefits to consumers can be regulated
in a manner that does not stifle those synergies yet at the same time protects taxpayers,
primarily by restricting the reach of the deposit insurance. ° :

S 5 While it is a subject of substantial debate-in Congress, the Administration has strongly and
consistently supported the proposition that the choice whether to conduct financial activities as a subsidiary
of a bank or as a subsidiary of a holding company (and thus as an affiliate of a bank) should be a matter of

corporate choice, ie., that no particular form should either be mandated or encouraged by law. This
position is based on the following: (i) legal and economic ‘analysis that suggests strongly that the downside
risk to the bank -- that it will harm itself through its dealing with related financial entities to the point of
creating a risk to the deposit insurance funds -- is the same whether the party is a subsidiary or an affiliate,
as long as rules are in place requiring the bank 10 be well capitalized at all times without taking investment
in the subsidiary into account and there are limits on the amount of bank funds that can be invested in a
subsidiary; (ii) there is no evidence that any “subsidy® from deposit insurance -- which is small or
non-existent on a net basis anyway -- “leaks” more to the benefit of a subsidiary than an affiliate; (iii)
profits from a subsidiary are more likely to flow to the bank as a parent than as an affiliate, creating upside
benefit; (iv) under CRA, all the assets and income of the bank and its subsidiaries are taken into account in
' deterrrnmng the “context” of the bank’s performance affiliates are only taken into account at the bank’s
option; and (v) the holding company structure is cumbersome and costly (which is why a non-operating
holding company is rare outside of banking), and firms should not be forced into it.  There is also the fact
that the OCC regulates banks and their subsidiaries, whereas the Fed regulates bank holding companies,
‘and thus fordng activites into affiliates reduces the Administration’s reach with respect to financial services
policy. ‘There is significant disagreement (mainly from the Fed) about the first and second points,
although the FDIC, which is responsible for the deposit insurance funds, backs the Administration’s l
‘position. We have therefore not raised this as a discussion issue in this memo. Chairman Yellen 18,
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“however, concerned the the subsidiary structure (even for financial activities such as insurance and seucrities
-underwriting) does not suffidently protect the deposit insurance system.

CLINTON LIBRARY PHOTOCOPY

Altomgta i r
Mated Dan: i« .
tqd R»-Corc‘fs A"""-‘ .

Tlex o = “Jmé‘clnn,, ‘ .
T G g, %t System




The Treasury approach rests on the proposmon that the deposit i msuranc Systemnedt
protected by requiring very high capital standards of any bank that wishes to -- through a
subsidiary or affiliate -- engage in non-bank finanical activities (including insurance and
securities underwriting) or -- through an affiliate -- engage in nonfinanical activities, and
by protectmg those high capital standards through limitations on dealings within the
corporate family (“corporate separateness”) and by a guarantee of the high capital levels -
by a bank holding company where one exists. The holding company would be
monitored by the Fed to ensure its continued ability to make good on the guarantee, and
"t provide early warning of any risk issues arising out of the consolidated entity’s activities
- that:might harm the bank® By isolating the bank, the Treasury’s approach would limit
intrusion by bank regulators into activities of non-bank parts of a corporate family while
srmultaneously protecting the deposit system. The Treasury approach also is based on -
traditional bank statuory construction, under which broad principles (such as the need for |
corporate “separateness”) are stated, but their definition is left to the regulator, making
Lhem somewhat easier to change over time as cirucmstances evolve.

Politically, the Treasury’s approach responds the the Fed’s strong desire to ensure its
continued role as a supervisor of bank holding companies while stll not imposing the
entire panoply of holding company regulation on diversified financial companies
(in:clu’ding those with non-financial businesses). The Treasury and the Fed are
continuing discussions about the extent to which full holding company regulation
(inicluding capital requirements) would apply 10 a holding company whose bank was
extremely large, even if the entity had other large non-bank subsidiaries.’

Questions have been raised in the course of our discussions over the last week about both
(1) the effectiveness of the Treasury’s proposal in protecting the deposit insurance system --
from both a risk and a subsidy perspective -- from access by non-bank firms and (ii) the
extent to which the Treasury proposal’s attempt to isolate the bank will prevent the
synergies that the entire modernization effort is about from actually being realized. These
are obviously logically inconsistent concerns, but they highlight the degree to which the
efficacy of the Treasury’s proposal depends on effective, but not overbearing, regulatron by
the Fed

S For example, if a single corporate family included both a property and casualty insurance
company and a mortgage lender, it would be important to take into account the extent to which the risk of
mortgage default arising from an earthquake was not in fact mitigated by insurance written (and risk’
retained) by the related insurance company.
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Pohtlcally, the Treasury’s proposal provides the Fed with more authonty over diversified
"holding companies than do either the Roukema or D’Amato bills, but it is unlikely that
the Fed will ever be satisfied with a level of regulatory authority that Treasury believes is
limited enough to keep securities and insurance firms supportive of the legislation. It is
clear that this part of the Treasury’s prOposal will be finetuned in the course of the |
leglslanve process. :

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

Persons supporting a significant Fed role in holding company regulation include: the
Fed, Chairman Leach, Paul Volcker, and the Independent Bankers Association of
Amenca

3 | COMMUNITY REINVESTMENT ACT
Issjuef How should any proposal deal with the Community Reinvestment Act (CRA)?

Treasury Approach: Apply the CRA to Wholesale Financial Institutions -- banks that do
not accept accounts uner $100,000 and thus do not have insured desposits, but avoid
putting CRA “in play” by proposing an expansion of CRA coverage to nonbanking firms.

In addition, the Secretary’s speech announcing any proposal -- and all subsequent
statements from the Administration - should state explicitly that we will tolerate no
weakening of CRA. -

Discussion: One of the hallmarks of your Administration has been its recognition that
-access to credit and other finanical services is essential to the vitality and growth of
communities. From the start of the Administration, you have pressed bank regulators to
make the Community Reinvestment Act work to generate “performance, not paperwork.”
The regulators -- working through an unprecedented series of hearings and other outreach
efforts -- responded effectively: new CRA regulations, which are just coming into effect,
have been praised as effective without being burdensome. As a result of this
Administration’s efforts in this area (including not only CRA, but also effective
enforcernent of non-discrmination laws, and the National Homeownership Strategy), over
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$90 bllhon in CRA commitments have been made and the number of mortgages made in
low- and moderate-income communities is up.22% and to minorities 33% between 1993
and 1995 (compared with an overall increase in number of mortgages of 10%). - In the
104th Congress, the Administration stood strong against any cutback in CRA in the
context of banking regulatory relief regulatlon -- and succeeded In fendmg off all
challenges

Ttis qune clear that, notwithstanding continued strong bank proﬁtabrhty, assets and
lending are flowing out of the banking system. Through 1980, the bank share of assets
held by financial institutions was about 40 . Today it is barely 22 .  And the share of
non-farm, non-financial debt supplied by US banks to the corporate sector declined from
20 'in1979 to 15 in 1994; banks now write barely half of the short- and medium-term
business loans in the United States, down from three quarters 30 years ago. The
question is the pace at which the outflow will continue, and in particular whether finanical
services modernization will significantly accelerate the pace.

The power of CRA and related statutes and the regulators to get results is beyond
anything community groups have been able to accomplish in the remainder of the
financial services industry, where the best they get is philanthropy, some social investing,
and purchases of municipal bonds. So anything that diminishes the reach of the banking
regulators, and of CRA, is froublesome to these groups. - Their concern is exacerbated by
what they see as the lack of benefit to consumers -- particularly poor consumers -- from
changes, such as interstate banking, that have already occurred in the system.

Whatever support CRA has among community groups and some Congressmen (including
in particular Senator Sarbanes), it is strongly disliked by many banks, most Republican
members of Congress and many pro- “business Democrats. In fact, it is probably fair to
say that, with the potential [important] exception of Senator D’Amato, almost no one
strongly in favor of financial services legislation is strongly in favor of CRA.  And the
sécurities and insurance industries (backed by, e.g., Senator Dodd) are unalterably
opposed to any expansion. Moreover even many CRA proponents (such as Senator
Sarbanes) believe that any attempt to expand CRA as a price for modernization legislation
will lead either to no legislation (a result to which they would not object) or a frontal
assault on CRA by opponents such as Senators Shelby and Mack, with the result that -- if
it went anywhere at all -- the entire financial services debate would become a fight about
CRA, and it is very likely the Adminstration would be called upon to veto the resulting

bill.
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It should be noted that the Treasury bill would make CRA applicable to the ne N\
Wholesale Financial Institutions. They believe this change will not generate the ki 48"
CRA firefight other expansions might because (i) WEI’s are banks who take deposits; (11)
they have access to the payment system; and (i) to create WFIs without CRA would
open the way for an immediate contraction of CRA coverage as such wholesale banks as
Bankers Trust and JP Morgan -- now subject to CRA -- became WFIs. Treasury
adrmts however that it is not clear this drsnncnon will satisfy CRA opponents,

4 _WHEIHER T0 Go FORWARD
IssU'e: Should the Treasury go forward with its legislative proposal?

Treasury Approach Go forward with the proposal outlined in the appendix (as a
Treasury proposal rather than a White House 1nmanve) '
Discussion:

The decision whether to proceed with this legislation is essentially one of weighing the
very real -- although hard to quantify - benefits to the economy and consumers from
rationalizing a finanical services regulatory system that was established 60 years ago, under
totally different economic conditions against the concerns that traditional Democratic allies
are likely to express -- strongly -- that the legislation will lead to increased economic
concentration and less credit, capltal and financial access 10 underserved consumers and
communities.

Without the Administration’s active participation, legislation is unlikely to move forward.
With the Administration’s support, it is possible that -- even in a heavily partisan climate --
financial services modernization legislation could pass.” However, it is quite clear from
discussions with senior Senators, that only an Administration bill that (i) allows at least a
25 “basket” of nonfinancial assets and (ii) does not expand CRA will be regarded as
credible enough to move the discussions forward and keep the Adrmmstratlon as part of
the debate.

5 7 As noted above, passage of modernization legislation that merges the thrift into the bank
charter s also a precondition for merger of the thrift and bank insurance funds -- a result that is universally
regarded as desirable. Such a merger would also allow the consolidation of the Office of Thift Supervision
in the the Comptroller of the Currency, reducing the number of independent bank regulators. '
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Positions of Other Relevant Parties:
financial modemization legislation include: ~ Senators Dodd, Bryan, and D'Amato;
Representatives Gonzalez, LaFalce, Vento, Frank, Flake, Leach, McCollum, Roukema,
Baker; the American Bankers Association, the Bankers Roundtable, America's Community
" Bankers, the Consumer Bankers Association, the Securities Industry Association, the
American Coundil of Life Insurance, the American Insurance Assoaanon and the
Fmanaal Services Council. :

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

RECOMMENDATION: Your economic and political advisors have concluded that
Tréasury should go forward with its proposal, subject to (i) better clarification of the
limitation on the extent to which nonfinancial activities can be included in a financial firm
that includes a bank and (ii) a firm statement by the Admininstration that any attempt to
weaken CRA will be grounds for vetoing any finanical services modernization legislation,
no matter how otherwise beneﬁaal ‘

DECISION

Treasury should proceed wnh leglslanon as proposed, sub)ect 10,
conditions noted :

I support legislation, but have concerns about the Treasury proposal.
See me.

: I do not believe we should go forward with leglslanon at this time.
f - See me.
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SUMMARY OF TREASURY PROPOSAL

I ' CONVERSION OF THRIFT INSTITUTIONS TO BANK CHARTERS

Thrifts could become national banks under streamlined conversion rules.  After two years,
any federal thrift remaining would automatically be converted to a national bank charter.
Any remaining state-chartered thrifts would be treated as state-chartered banks for all
federal banking regulatory purposes. Thrifts becoming national banks could generally
continue the activities they conducted and retain the, assets they held as thrifts, and keep all
branches and agencies they operated as of the date of enactment. Subsequent branching
would be subject to laws for national banks. Thrifts could continue to specialize as
mortgage lenders. A former thrift holding company could conduct any activity that it
was authorized to-conduct before becoming a bank holding company if it meets certain

grandfather conditions.
H ACHVI'.’ES OF BANKS AND THEIR SUBSIDIARIES

' T;wo years after enactment, national banks would have pbwers previously permissible for
any national bank or federally chartered thrift.  Banks could not engage directly in most
msurance underwriting, but would be permitted to act as general agents for the sale of

1nsurance

- Subsidiaries of well-capitalized and well-managed national banks may engage in any
financial activity not permissible for national banks.  (Similar rules would apply to state
banks, to the extent permitted by state law.) ~Safeguards would include regulatory capital
deductions, Federal Reserve Act affiliate restrictions, and corporate separateness
requirements.

JII. ~ AFFILIATIONS BETWEEN BANKS AND -OTHER COMPANIES

'Bank holding companies could engage in nonbank activities if their subsidiary banks are

- well-capitalized and well-managed.  No less than 75 percent of the business of the

" consolidated holding company must be in financial institutions and financial activities.

" The holding company would have to execute a capped capital guarantee if any insured
i bank subsidiary loses its well-capitalized status. Holding company affiliates must abide
" by corporate separateness requirements. _ '
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A National Council on Financial Services would be established to (among othe
determine if activities are financial and if additional safeguards need to be imposed
between banks and affiliates. 'The Federal Reserve would continue to regulate bank
holding companies, but would not set holding company capital requirements.

Uninsured "wholesale financial institutions” would be authorized, opérating under either a
natienal or state bank charter. They could be owned by, or affiliated with, any company.

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

IV FUND MERGER

The Bank Insurance Fund and the Savings Association Insﬁ:ance Fund would be merged
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April7, 1999

MEMORANDUM FOR THE PRESIDENT & THE VICE PRESIDENT

FROM: = ROBERTRUBIN  GENESPERLING
; 'LARRY STEIN BRUCE REED
. CHUCK RUFF
SUBJECT Community Reinvestment Act (CRA) Snategy‘Memo

ACTION—FORCING EVENT

i The House and Senate Banking Committees have approved major financial services
legislation. On March 12, the House Banking Committee approved its bill — developed by
Chairman Leach and Ranking Democrat LaFalce -- on a broad, bipartisan vote (51-8). The.
bill includes a provision we strongly support requiring banks to have and maintain an adequate
CRA record in order to engage in newly authorized financial activities. But the Senate bill,
developed by Chairman Gramm, and reported out on strict party lines (11-9) on March 4,
would: significantly weaken CRA; erode the national bank charter and the Administration’s
role in financial services policy making; provide inadequate consumer protections; and provide
increased leeway for affiliations between banks and nonfinancial ﬁrms You issued a veto -
threat on the Gramm bill on March 2, citing these concerns.

:  In addition to the context of financial modernization legislation, CRA will be the focus of
hearings likely to be held this spring by Chairman Gramm and House Financial Institutions
Subcommittee Chair Roukema. Senator Gramm and other Republicans may also introduce
CRA proposals as stand-alone bills or in “regulatory burden relief”legislation. The purpose of
this memorandum is to present you with a strategy to prevent any roltback of CRA and
p_eserve CRA'’s relevance in the financial services industry of the 21“ century. .

BACKGROUND

; Current law. CRA requires a bank to serve the convenience and needs of all
communities in which it operates. Although banks are examined periodically (every 24-36
months) for CRA compliance, and these CRA ratings and evaluations are made public,
enforcement comes only when a bank files an application to merge with another bank or opens
a new branch. The regulator must then consider the bank’s CRA record in evaluating the
bank’s application. The public has an opportunity to comment on the application. A bank's
CRA record is not currently scrutinized in connection with applications to affiliate with
‘non-banking companies. In 1993, at your request, the banking regulators revised the CRA
regulations to focus on performance, not paperwork. They now base CRA ratings on a
three-pronged test: lending, services, and investments. In addition, regulators revised and
streamlmed the examination process, partlcularly for smaller institutions.
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Ej_"fectzveness of CRA. Evidence suggests that public disclosure of CRA ratings, tog@ther
with the changes made by the regulators under your leadership, have significantly contribu R N\&""\
improved performance by financial institutions in meeting the needs of low and moderate income ™~
communities and minorities. Since 1993, the number of home mortgage loans to African Americans
~ increased by 58 percent, to Hispanics by 62 percent, and to low and moderate income borrowers by
38 percent, well above the overall market increase. Since 1992, nonprofit community organizations
estimate that the private sector has pledged over 31 trillion in loans and investment under CRA. In
1997, banks and thrifts subject to CRA’s reporting requirement made 2.6 million small business loans
for a total of $159 billion, two-thirds of all small business loans made that year. More than one-fifth
. of those loans were made to small businesses in low and moderate income communities.

: Changing Nature of the Financial Services Industry. Commercial banks have seen their
share!of assets decline from about 60 percent at the end of World War II, to roughly 25 percent. As
the lines between banking and non:banking products become increasingly blurred and as financial
firms-become larger and financial power in the industry more concentrated, some have become .
. concerned that financial modernization -- both as it is already occurring in the marketplace, and in the
form jof new legislation -- will reduce the assets subject to CRA. Communities groups are likely to
oppose any financial modernization legislation unless CRA were extended to securities and insurance
providers which stands no chance of success in the current or foreseeable pohtlcal environment and
, thch presents practical and theoretical d1fﬁcult1es

Statps of Legislation

House. The Leach-LaFalce bill contains no weakening of CRA, and requires that banks must
‘“have and maintain” a satisfactory CRA rating in order to undertake newly authorized non-banking
activities. Secretary Rubin sent a letter to Leach and LaFalce on March 3 indicating our strong
support for their legislation.

. Democratic amendments to expand CRA to securities and insurance firms, in various ways,
were defeated by significant margins, as was a Waters amendment, which we supported, to require
the provision of low-cost “life-line” banking accounts asa precondmon for expanded nonbankmg
activity (31-27).

l

' Senate. Chairman Gramm'’s financial modemization bill would seriously weaken CRA, and
you have issued a statement that you would veto the bill in its current form. The bill has three main
problems with respect to CRA: (1) it does not require banks to have and maintain an adequate CRA
record as a condition for engaging in newly authorized financial activities; (2) it gives banks with
satisfactory CRA records a safe harbor from CRA reviews during applications; and (3) it exempts
small banks outside metropolitan areas from CRA. In addition, Gramm may yet offer an
“anti-extortion” amendment that would chill legitimate relationships between financial
institutions and communities. ' '

Senator Sarbanes, the Ranking Democrat, worked with the Treasury to unite Banking
Committee Democrats behind an alternative bill that had much in common W1t.h the Leach-LaFalce

| _ blll The Democratlc alternative lost on an 11 - 9 party line vote.
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satlsfactory CRA record. The Leach-LaF alce bill allows a ﬁnancwl services comp

new non-banking activities only if the company’s subsidiary banks have and maintain a 3¢
~ CRATrecord. Although such a requirement was not contained in the Administration’s 19 "
Treasury and Rep. LaFalce successfully argued that such an argument had to be included thlS time.
The Leach-LaFalce bill has now been referred to the House Commerce Committee, and we
understand that Commerce will leave this provision mtact

' Basically, the “have and mamtam requirement, while not expanding the scope of CRA

beyond insured depository institutions, broadens the enforcement mechanism for CRA to include the
potential for denial of applications for non-banking activities as well as banking activities, and for
further consequences if the bank’s CRA record becomes unsatisfactory affer the application is
. approved. (Under the Leach-LaFalce, this later action explicitly includes a requirement that a
' compliance plan be submitted and the possibility of forced divestitures of the newly approved
activities, It.could be read to include civil money penalties -- a sanction that the Justice
Department found in 1994 does not apply under CRA as it is currently written.) In arguing
for this provision in the Senate and the House testimony, Secretary Rubin noted that the
financial services system of the future may include fewer bank merger applications and more
non-banking activities. Thus, absent this additional enforcement mechanism, there could be
fewer opportunities to take action against a bank with an unsatisfactory CRA record. A bill
that is silent on CRA (and thus supposedly neutral) would, in our view, tend to weaken the
effect of CRA, and we would oppose such a bill.

RECOMMZENDATION h

Our near-term goal is to continue to assist Leach and LaFalce in moving their bill
forward, while doing everything possible to block the Gramm bill. By taking a strong stand
on CRA, we should be able to help unite Democrats against the Gramm bill and for the
Leach-LaFalce bill. We also need to find opportunities for you, Secretary Rubin, and others to
lnghhght the vital importance of CRA for building homes, creating jobs, and restonng hopein
economxcally distressed communities throughout the United States.

The Administration’s long-term strategy should be to 1) continue to strongly oppose
leglslatxon that would weaken CRA, and insist on provisions that would, for the first time,
reqmre banks to have and maintain an adequate record on CRA to engage in newly authorized .
non-banking activities. All of your advisers support this position at a minimum. 2) In
addition, the DPC and (?) believe we should actively encourage amendments that would
enhance enforcement of CRA, such as the LaFalce amendment requiring financial institutions
to report on their progress in meeting publicly announced “commitments” under CRA -- an
amendment LaFalce has not offered this year in recognition of Republican restraint in not
offeﬁng amendments to weaken CRA. DPC believes supporting something along these lines
could strengthen our hand in negotiations later on; moreover, as we provide the industry with
new opportunities, they argue, we should insist on some new responsibilities. However, a
majority of your other advisers, including Treasury and the NEC, believe these amendments
would present an uncomfortable vote for moderate Democrats, have slim prospects for passage,
and could possibly ]eopardlze the CRA provisions already in the House bill.
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Agree on Long-Term Strategy (1) ,
. Agree on Modified Long-Term Strategy (2)

DlSCl.lSS Further
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THE PRESIDENT HﬂS SEEN |

THE WHITE HOUSE
WASHINGTON

May 16, 1997

MEMORANDUM FOR  THE PRESIDENT

FROM: | GENE SPERLING
SUBJECT: - Request for Decision Concermng Treasury s Fmancml Services

i Modermzatlon Proposal :
" L ACTION FORCING EVENT: Treasury was required by statute to report to Congress by March 31 on
the potentlal merger of the bank and thrift charters and of the bank and thrift insurance funds. The
specxﬁc items in the report are lnextncably bound up with the broader issue of financial services ‘
modernization, namely the extent to which all types of financial entities -- including banks, thrifts, ,
securities firms and insurance companies -- can affiliate with each other, and the extent to wluch firms ;
affiliated with banks can aﬁihate with non-financial commercial firms.

All your economic adwsors beheve financial modermzatron reform is long overdue, that it is good
government, good for the American economy and good for American consumers. Consolidation in the .
banking industry will probably continue, with some loss of jobs, with or without modemization. But ;
modernization should make all financial services companies more competitive at home and abroad and !
should enable the sector to continue its recent job growth.

Although Treasury has not yet submitted its report, Congress -- especially the House -- is already
considering financial services modernization, including the repeal of the Glass-Steagall Act'. After
-declining several previous invitations to testify, Secretary Rubin has agreed to testify before the House
Bankmg Committee thie first week in June. He would like to be able to announce Treasury’s proposals
in a speech on May 21, so that the announcement would be in a forum he, rather than the Congress,
controls. Any financial services modernization effort would be a Treasury, rather than a Presidential,
lmtlatlve . : _ ;) ;
L DECISION REQUIRED: WHETHER TO AUTHORIZE THE TREASURY TO PROCEED WITH
PRESENTATION OF ALTERNATIVE FINANCIAL SERVICES MODERNIZATION PROPOSALS.

Over the past several months, the NEC has run an mteragency process to consider Treasury s
proposa.ls Treasury, Commerce, Justice, SBA, OMB, CEA, DPC and White House Legislative Affairs
have been participants. We have been able to develop a consensus on all issues. On several issues,

- however, we wish to inform you of i important countervailing considerations. This memo provides you
w1th a quick overview of the major issues, with a substantlal amount of background following,

CLINTON LIBRARY PHOTOCOPY

! The 1933 Glass-Steagall Act prohibits the combination of commercial and investment banking.




W R A A L TN AN AR O L N e R e e v

proposes to provrde two altematlves The ﬁrst would allow banks to aﬁ‘ihate freely th all types of

‘financial service companies and allow thie combinations to include up to an unspecified percentage of

commercial business (measured by gross revenues), but exclude any combination of the 1000 largest
non-financial firms with any bank. ‘The second would allow banks to affiliate freely with all types of
financial service companies but not allow such affiliations to do any non-financial business. In the
second alternative, the thrift charter, which allows any type of business to affiliate with a thrift, would
be retained. Your advisors agree with Treasury’s proposal. While the Administration will surely be
criticized for not being decisive, this appears to be a reasonable way of moving the process forward
while accommodatmg the strong feelings against any combination of banking and commerce held by
seveml semor Democratic Senators (including Senators Sarbanes and Daschle).

ml_:_nmgmz Treasury proposes to a.llow the Fed to unpose capital requrrement__gnly ona limxted
group of diversified bank holding companies, those: (i) with total assets over $75 billion which include
bank assets totaling over $5 billion; (ii) in which the aggregate bank assets constitute at least 75% of
total holding company assets; or (iii) where a subsidiary bank’s capital level falls below the “well-
capitalized” level (the highest statutory capital level) and remains there for 90 days. The diversified
holding company would guarantee to the Fed that each of its depository institution subsidiaries would
be continuously well-capitalized or the depository institution will be divested with a requirement that it
be well-capitalized after divestiture. Some diversified financial companies interested in affiliating with
banks may complain that this is too much regulation, and the Fed may assert it is too little. However,
we believe itisa responsible starting point for the legislative process. '

pmm

tlmfts.as.n&anIﬂmnmLsemm_nd_emegL Treasury prOposes to extendCRA only to a new -

class of banks -- Wholesale Financial Institutions, which could not take insured deposits but would be

~ banks in most other respects.. Treasury does not propose any further extension because, not only is _'

there no support in Congress for extension, but Republicans have given clear warning that an attempt to
extend will lead to new efforts to repeal or gut CRA. Your advisors agree with Treasury’s assessment

~ of the political situation and with Treasury’s position. However, you should be aware that community

groups will regard proposing moderization without extending CRA to non-bank entities that are part
of a bank holding company to be backtrackmg on your Admirustrauon s most successful economic
development initiative. '

muu&nnﬂawwﬂﬂﬂmﬂmm_i Teasury proposes to reqmre bank

regulators to adopt regulations on these issues (currently there are only “guidelines”), including a very
simple disclosure about insurance status. Your advisors agree with this proposal, believing that there
are one-stop shopping synergies in financial services modernization that really will benefit consumers.
However, consumer groups are likely to regard the proposal as insufficient, in part because of lack of
trust of the bank regulators, and in part because banking law would not be amended to establish a

private right of action for violation of the regulations.
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2 ‘Treasury proposes to

provrde Congress with legrslatrve language from whrch Congress can proceed to consider financial ‘
services modernization. Your advisors agree with Treasury’s position, but Legislative Affairs raises the |
caution that once we have sent up legislative language, the process may well begin to move and we may '1
have difficulty controllrng it, particularly with respect to issues such as CRA and the ability of banks to !
do non-bank activities in a bank, rather than a holding company, subsidiary. (see footnote 8). Itis ‘ '
generally agreed that without an Administration submission, the legislative process will stall.

IIL BACKGROUND: Current law restricts affiliations between banks and other companies (Lg., it
prevents them from owning one another or-being under common ownership). The Glass-Steagall Act
generally prohibits affiliations between banks and securities firms. The Bank Holding Company Act of
1956 generally restricts bank holding companies to activities closely related to banking, and specifically
prohibits such companies from underwriting or selling insurance?. o

Technological and financial innovation, together with market pressures to offer consumers a wider array

of services, have rendered this segmentation of the financial market untenable. Different types of. ,
financial products have converged with one another. No longer is there a sharp practical distinction ;
betwieen a syndicated loan and privately placed commercial paper, between a security and a financial ‘ :
future, between a checking account and a money-market mutual fund, or between a mutual fand and a -
variable-annuity insurance policy. Derivative financial instruments even challenge such fundamental

distinctions as those between debt and equity or between dollars and drachmas.

In the face of these developments -- this prolrferatlon of new types of financial products -- the old : o
distinctions among financial institutions are eroding. Banks and thrifts are now practrcally : | :
indistinguishable. Many banks offer insurance, mutual fund shares, and brokerage services, and

underwrite a wide range of securities, directly or through affiliates. Securities firms make or syndicate

commercial loans, and offer money-market accounts with check-writing privileges, Securities markets

constitute the largest. source of home-mortgage ﬁnancmg A wide range of nonﬁnancral compames own

specrahzed banks that offer credit cards.

Yet the old statutory restnctlons remain, imposing needless regulatory and management costs, and ;
impeding competition, innovation and consumer choice. Allowing financial firms of all types to affiliate

holds promise that consumers will benefit as fair competition -- less hindered by regulatory restrictions -

- will drive firms to achieve savings and pass them on to consumers®.

2 The Comptroller of the Currency has penmtted national banks under specific provisions of the .
Natxonal Bank Act, to sell insurance, and has been upheld by the Supreme Court. Insurance agents, in
. particular, are very much opposed to this “extension” of bank powers, and the i lssue has been both a catalyst
! for and a polltrcal barrier to, financial services modernization.

? For example for many years a very lumted group of savings banks, mainly in the Northeast, has
becn allowed to offer savings bank life insurance, an extremely reasonably-priced product attractive to people -
" (such as young married couples with children) whose income and capacity to purchase insurance make them
. inefficient prospects for the higher-cost insurance agent distribution channel, Expanding the ability of banks
. to offer insurance products should, on the basis of this experience, make insurance more widely available, at
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In addmon to providing benefits to consumers, affiliations among ﬁnancral institutions shobid.xesid.
operating costs of the institutions, which, whether passed on to consumers, employees or shareholders,
will almost certainly increase the institutions’ productivity and should provide economy-wide-benefits.
Increased affiliation will increase intra-firm diversification, which should help reduce the risk of

 institutional failure. And finally, by aligning what our financial firms can do in the United States with
- what they can do abroad and with what foreign financial firms can do in thé United States, allowmg

mcreased affiliations should i mcrease the international competrtxveness of US firms.

For these reasons, there has been a growing agreement that the restrictions against affiliations among
financial institutions have become outdated~ Over the years, both Congressional Banking Committees
have approved legislation to repeal the Glass-Steagall Act, and the Senate passed such a bill in 1988 by
a vote of 94-2. Yet such legislation has repeatedly foundered on inter-industry conflicts (e.g., between
banks and securities firms, insurance companies, and insurance agents), most recently during the last

Congress X —_— .

' Dunng the past year, trade assoclatlons representing a wide range of market participants have made

significant progress toward bridging the gaps that have traditionally divided them. The Alliance for
Financial Modernization -- a coalition of 10 bank, thrift, securities, insurance, and diversified-company
trade associations -- has agreed on legislation (the Alliance, or Roukema/Vento, bill) that would permit ~
any company to affiliate with a bank if the resulting company has at least 75 percent of its business in
financial institutions or financial activities. Thus the Alliance bill would remove existing constraints on
affiliations among different types of firms that concentrate in financial services, and give these ﬁnancral
ﬁrms latitude to conduct nonfinancial actrvmes of srgmﬂca.nt, but not overwhelrmng, scale. -

Other major proposals currently pendmg in Congress mclude the D'Amato/Baker and Leach bills. The
D'Amato/Baker bill is the most sweeping, permitting banks to affiliate with any company, financial or
nonfinancial. By contrast, the Leach bill -- the most restrictive proposal -- would permit affiliations
among banks, securities firms, and insurance companies (but not nonfinancial firms), retain much bank-

type regulation of companies affiliated with banks, and vest broad regulatory authority in the Federal
' ReServe Board. Chairman Leach has scheduled hearings on his bill for the first two weeks of June.

One other concern motivates this legislation. Last year Congress passed legislation that rehabilitated the -
FDIC insurance fund that insures thrifts (SAIF). All your financial advisors, as well as the FDIC,

strongly believe SAIF should be merged with the Bank Insurance Fund (BIF) to maximize their ability

to withstand any future shocks to the financial system. However, the “Frist Amendment” conditioned
merging of the funds on the elimination of the thrift charter. Both banks and thrifts have taken the

position that this means creation of a unified charter that provides both types of institutions with

virtually all the benefits each now has, including banks’ broad commercial lending powers and at least
some of the thnﬁs nght to affiliate with any type of entlty :

reduced prices. Similarly, security firms have clearly proven their ability to offer highly attractive savings
- vehicles at higher yields than those available from banks -- witness the fact that last year for the first time
more money was in mutual funds than in bank deposits. Providing securities firms the opportunity to offer
their efficiencies more dtrectly to bank deposrtors may well enhance yields avallable to small saverson
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ISSUE l HOW SHOULD BANKING AND COMMERCE COMBINATIONS BE DEALT

-5.

T reasury Alternative A (consolidation of the bank and thnﬂ charters, permitting affiligtions, among
all financial firms, with a “basket” of non-financial activities allowed): Alternative A is similar to the
Roukema bill.. The thrift charter would be abolished and all thrifts would becomé banks®. A “basket” of

non-financial® activities would be permitted within a holding company structure that includes a bank, but

the Treasury report would not provide a specific size for the basket. Ba:ﬂung/non-ﬁnancxal affiliations
would be further limited in that none of the largest 1000 non-ﬁnanclal firms (by asset s:ze) would be .

‘allowed to affiliate with a bankS,

The capltal of any bank within a diversified holdmg company (i.e., one that engages in activities,
including securities and insurance underwriting, that could not have been done in the bank) would have -

to

be maintained at the “well-capitalized”” level, and the holding company would have to provide a_

guaranitee to that effect. While banks could engage in non-bank financial activities in in subsidiaries ofthe =
bank?®, all non-financial activities would have to be done in-holding company subsidiaries and there would
be a total ban on any extension of credit by a bank to or for the benefit of a non-financial affiliate.

i 4 The Office of Thrift Supervision (OTS) would be merged with the Office of the Comptroller of the
Currency (OCC). Both are burcaus of the Treasury. ,

‘ 3 “Financial” would gcncrally be defined in the statute to include banking and any activity currently
authonzcd for a bank, the activities of bank opcratmg subsidiaries, and all activities that can be performed by
securities, commodities and insurance companies. The National Council on Financial Services could add
other financial or ﬁnancnally-rclatcd activities to the definition. All other activities would be deemed non-

ﬁnanctal

. 6 Any company, financial or non-financial, could affiliate with a “Wholesale F inancial [nstitution”
(W'F L, pronounced “WOQOOFIE"), which could not take insured deposits and would not be subjcct to the Bank
Holdmg Company Act

; 7 Bank (and thrift) capital categories are set by statute at “well-capitalized,” “adequately
capitalized,” “undercapitalized” (which subjects the bank to regulatory sanctions), “significantly
undercapitalized” (regulatory sanctions required), and “critically undercapitalized” (bank subject to being
placed in receivership). Current law in effect requires a holding company to either maintain the bank or thrift

;at the adequately capitalized level or divest itself of the institution.

8 The Administration has supported the proposition that the choice whether to conduct financial

activities as a subsidiary of a bank or as a subsidiary of a holding company (and thus as an affiliate of a bank)

should be a matter of corporate choice, i.¢., that no particular form should either be mandated or encouraged

: by law. The Fed (and a number of its supporters) has taken the position that all non-bank activity should be
' done in a holding company subsidiary only. While there are substantive issues involved in this debate, much

of the dispute in fact revolves around the fact that OCC regulates banks and their subsidiaries, whereas the

. Fed regulates bank holding companies, and thus forcing activities into holding company subsidiaries reduces

! the Administration’s reach with respect to financial services pohcy The FDIC, which is responsxblc for the

. deposit insurance funds, backs the Administration’s position. . | :
CLINTON LIBRARY PHOTOCOPY _




‘ Altematlve A’s abolition of the federal thrift charter (and the treatment of any remainmggta
' state banks) substantively satisfies the Frist Amendment. A major complication with thls change

. however, is how to handle differences in the affiliation powers of bank holding companies-and unitary
thrift holding companies (companies that own one and only one thrift). Currently, unitary thrift holding
companies can engage in nonfinancial activities with virtually no limits.” Fewer than 30' thrifts are part
of holdmg companies that engage in non-financial businesses. (Approximately 45 others are engaged in
real estate development, investment and management, which is regarded as “financial” by OTS but not
“closely related to banking” by the Fed.) Treasury proposes to grandfather the right of all 515 existing
unitary thrift holding companies to engage in nonfinancial activities without regard to the basket. The

- grandfather rights would not survive a change in control of the holding company (i.e., the expanded
franchise could not be sold), but would otherwise be unlimited in duration.

Treasury Alternative B (retain separate bank and thrift charters, allow affiliations among banks

and all financial firms, but with no basket of non-financial activities): Alternative B would " _
approach the banking and commerce issue by leaving the existing thrift charter, holding company
structure and regulatory system intact. As noted above, unitary thrift holding companies can currently
affiliate with any type of institution, Furthermore, the federal thrift charter has recently been altered to
permit (i) unlimited consumer lending and (ii) up to 10% of assets to be commercial loans and an
additional 10% to be small business loans -- thus making the chaner very similar to the actual asset mix™
of approxlmately 60% of the commercml barks. !

Altemat:ve B in essence preserves the current nght of a diversified financial holdmg company that
includes non-financial activities to get into retail “banking” by buying a single thrift. Alternatively, such
an institution could get into wholesale banking by affiliating with a WFI (see note 6). The Bank
Holdmg Company Act would be amended to allow any financial firm to affiliate with a bank-and to
allow any bank to buy, establish or otherwise affiliate with, any other type of financial firm including, in
. particular, an-insurance or securities underwriter. Under Alternative B, the Frist Amendment would

: ® Under current law, the initial purchase must be approved by OTS (which must approve holding
company management) and OTS can impose limitations on safety and soundness grounds. Informally, OTS
has indicated that they would look skeptically on, ¢.g., purchase of a thrift by a company a significant portion
of 'whose business was gambling. Multiple thrift holding companies (companies that own more than one
thrift, but no banks) are basically limited to activities permitted to bank holding companies, although they
may engage in real estate development, investment and management. Under alternative A, all thrift holding
companies would be tumed into bank holding companies (albeit with special powers in some cases), and
would be regulated by the Fed. .

! 1% Numbers rclating to thrift holding companies are as of 12/31/96. -
' While it is difficult to tell precisely from publicly available data, it appears unhkcly that many of
the largest banks could qualify as thrifts, mainly because of their commercial lending and investments in non-
mortgage securitics. However, it is possible that one or more of the large banks with a heavily consumer
orientation (e.g., NationsBank) might so qualify, and.could, therefore, make a choice to become a thrift to
‘take advantage of the commierce “opportunity.” In the past, banks such as Wells Fargo that have considered
* moving to a thrift charter have ultimately rejected the idea.
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“simply | be statutonly deemed to be sattsﬁed on the theory that its real purpose was to ensure the™
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opportunity of banks to expand into insurance and securities and this has been accomplished.

“Fa . T

Discussion:

' Substantive issues: The decision whether to allow any affiliation of financial and nonfinancial
fims is one of the most contentious issues arising from the legxslatton "In general, the substantive
arguments for permitting affiliation are: :

* . to get the benefits of financial firm synerg1es it is’ tmportant to allow securities and insurance
' companies —~ which eontam significant non-ﬁna.nctal elements — to have access to retail banking
* customers;

+ . there may be synergies between financial and non-financial firms that would provide consumers
! with additional benefits from modernization; :

o | allowing firms with non-financial elements into bankmg would increase competition, which . -

. would benefit consumers; and

- such combinations are already penmtted in the thnﬁ mdustry, where they have not caused any

-problems.

The substantive arguments for opposition to any combination of banking and commerce are:

¢, unlike other financial services, banking comes with government backing, which generates.

. subsidies and moral hazard, it is inappropriate to extend this safety net or-subsidy to commerce;

*' most of the synergies between commercial and financial firms involve using the financial firm as

,  a marketing or financing tool for the commercial firm, which is an inappropriate use of the

! government safety net;

o this country, unlike Japan and Germany, has a long cultural tradition against combinations of

~ banking and commerce, and has had legal prohibitions during the period in which modern

. financial institutions have developed,

- the combination may exacerbate the already strong trend toward moving control of credit and

- financial services out of the local communities where these services are needed,;

¢ allowing combmatlons of bankmg and commerce will lead to over-concentratton of economic

! power; and

f it is difficult to believe that financial regulators could eﬂ‘ecttvely regulate non—ﬂnanclal

- companies.
Affiliations between bank-aﬁ’ihated ﬁrms and companies domg a business that truly would prov1de some
positive synergies for the finanical firm, such as a software or telecommunications firm, may well be
possible to achieve gradually by establishing in the legislation a system by which regulators could
expand the definition of “related to a financial activity” over time, without having to move all the way to
allowmg combmatlons of banking and industrial firms. '

Political Issues: The pohttcal argument favormg a significant degree of bankmg and commerce
affiliation is that the securities and insurance companies and the thrift industry, and Senators Dodd and
D’Amato, will not support modernization without a substantial opportunity for entities affiliated with
depository institutions to do non-financial activities. Without their support, the legislation cannot
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combmatlon (i) Senator Sarbanes and such traditional Democratic constituencies as commumty and
consumer groups have stated they will unalterably oppose any legislation that permits any;..

- banking/commerce combination; and (ii) House Banking Committee Chairman Leach and former Fed

Chairman Paul Volcker have come out firmly in opposition to any significant banking and commerce
combination, while Fed Chairman Greenspan has indicated wrlhngness to consrder only very limited
combinations as the start of a go-slow approach.

Alternative A has generated some interest from Chamnan Leach, as closer to his minimalist approach to
banking and commerce than the Roukema bill, and commands support from those, such as Rep. :
Roukema, who support the basket approach. However, Senator Sarbanes remains opposed. Proponents

- of full banking and commerce, particularly Mr. Baker have voiced their displeasure with this more

limited: approach

Within’ the Administration, Chairman Yelien and Director Raines believe that grandfathering all the
unitary thrift holding companies is far too broad, and that grandfather rights should be limited to those
unitaries that are actually using their authority to engage in non-financial activities to an extent in excess
of whatever basket is established. Treasury responds that not cutting back on thrift powers is critical to
maintaining thrift support for legislation, which in turn is critical for legislation to move forward.
Treasury has agreed that the Administration would be willing to cut back substantially on the scope of
grandfathenng as a bill moved through the legislative process. _

' Treasury has been able to keep Alternative B from leakmg, so it is unclear how it w1ll be recerved The-

issues'that will potentially arise are:
. banks rmght assert that the Frist amendment has not been sat:sﬁed and therefore the condmons
~ for merging the funds have not been met™;

 diversified financial holding companies that have non-ﬁnancral affiliates rmght not view the thnﬁ :

,' option as sufficient;
bankmg/commerce opponents may view the proposal as unsatrsfymg since it preserves, and
_ pubhcxzes an existing banking/commerce “loophole”; and
* . there may be serious concern about the ability of OTS to regulate effectively a Iarge number of
- powerful new unitary thrift holding companies.
On this last point, Director Raines believes that if Alternative B prevails as the basis of ﬁna.ncral services
modemization legislation, thrift holding companies that engage, through holding company subsidiaries,

~ in financial or non-financial activities that could not be carned out in- the thrift 1tself, should be regulated
by the Fed, not by OTS S

1

12 The extent to which this concern can be met by allowing affiliations of non-financial institutions
with thrifts (as in Alternative B) rather than banks (as in Alternative A) is unclear, as Alternative B has not
yét been discusscd publicly as a possible rcsponse to the oompanies' or Senators’ concerns.

'3 In general, banks don t much care about mcrgmg the funds, that is a good government and a thnft
issue. But, understanding the interest of others in merging the funds, banks view the BIF/SAIF merger as a

qwd pro quo for agreeing to take on part of the FICO oblrgatron a@fjﬁ%ﬁﬁﬁ mﬁWdﬂftd‘afopy |
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taking mto consnderatlon, as the legislative process proceeds, the concems raised by Chauman Yellen
and Drrector Ramcs . NS

ISSUE 2 HOW SHOULD DIVERSIFIED HOLDING COMPANIES BE REGULATED AND WHAT SHOULD BE
THE ROLE OF 'I'HE FED? .

T reasury proposal: Treasury proposes that the Fed would regulate all bank holding companies (undcr
Alternative B thrift holding companies would continue to be regulated by OTS). Holding companies
engagxng in activities that cannot be done directly in the bank (including, for example, securities or
insurance underwriting) would be required to provide the Fed an undertaking to maintain the capital of
the subsidiary banks at the “well-capitalized” level'*, which exceeds the level at which a bank is
consndered to be in good standing under regular caprta] standards

If the ~bank’s capital fell below the “well-capitalized” level the holding company would be requued to
bring the capital level back up to well-capitalized and maintain it at that level. If, within 180 days, the
holding company were unable to bring bank capital back up to the well-capitalized level, the holding
company would be required to either (i) divest the bank in a manner that results in the bank being well-
capltahzed upon divestiture (e.g., by shrinking the balance sheet or by getting the buyer to add capital as
part of the transactlon) or (ii) cease engaging within the holding company in any activity the bank
could not engage in directly. If the bank got seriously in trouble so quickly that the FDIC were forced
to put it into receivership or conservatorship, the holding company’s guarantee of the bank’s well-
capitalized status would be enforceable by the FDIC. The Fed would be responsible, as part of its
normial supervisory process, for continuously evaluating the holding company’s ability to support the
bank’s capital at the well-capitalized level, and would be authorized to examine bank holding companies
and thelr nonbank sub51dlanes _

The Fed would have general regulatory authonty to estabhsh holding company capital requirements in
the following situations:
» A subsidiary bank’s capital has remaxned below the well-capitalized level for more than 90 days
. and the holding company engages in activities not permitted in a bank;
» Consolidated banking assets constitute more than 75% of the assets of the holding company; or
» The holding company has assets in excess $75 billion and owns one or more banks with
* consolidated assets in excess of $5 billion**. :
In addition, the Fed could impose holding company- capxtal requirements either on a case-by-case or
class basis upon a determination that such a requirement “is or may be necessary to avert a material nsk
to the safety and soundness of a subsidiary insured depository mstltutlon

The Treasury s proposal would not impose similar requuements on thrift holdmg compames (under
Alternative B), nor does current law. :

i
14 See note 7.

15 As of 12/3 1/96, 134 commercial banks had assets'in excess of $5 billion, as did 35 thrifts.
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‘that the proposal is generally “m the ballpark" However there has been no oﬁicral agreement
Dzscusswn The proposal to allow all types of financial services companies to affiliate (and perhaps to
allow some non-financial affiliations in addition) has raised concerns that the consolidated activities of
these diversified holding companies could generate risks to the subsidiary banks or even to the financial
system that cannot be detected through individual regulation of the bank, securities and insurance
affiliates. Just as the firms continue to consolidate their risk analysis and management at the holding
company level, there is 2 need for some holdmg company level oversrght by the federal government.
On the other hand, proposals for consolidation of all financial services regulators, even at the federal
level, have been notoriously unsuccessfil, in part because of turf jealousies, but also in part because ofa
real recognition of substantive differences in the statutory schemes under which the firms operate -~
dtfferences that, for the most part, would not be changed by either Treasury’s proposal, or any other v
proposal currently being considered in Congress. This leaves aside the even greater objectrons to
bringing insurance regulation under the federal umbrella. Moreover, neither federal regulators nor
* potential diversified firms that would like to affiliate with banks have any interest in bank-like regulation
bemg imposed on, €.g., Americam Express
In recogmtron of both.the substantlve and political implications of the Fed’s current role as regulator of
bank holding companies, all parties to the debate have concluded that some level of Fed oversight and
supervision of diversified bank holding companies is appropriate. Proposals have ranged from
‘permitting such regulation only upon a demonstration of imminent danger to the banking or financial
- system to imposing full bank holding company regulation-on all diversified firms.
Conclusion: The nature and extent of diversified holding company supervision and regulation by the
Fed has thus been one of the most difficult we have faced. Over the course of the last several months,
 the principals have discussed numerous variations among themselves, and Treasury has discussed many
of these variations with the Fed. In the opinion of the principals, Treasury’s current proposal represents
a responsible balance. . It provides the Fed with sufficient general authority to regulate large diversified
holding companies and those overwhelmingly engaged in banking -- about which legitimate concern of
banking or financial systemic risk could arise -- while neither requiring the Fed to exercise that authority -
where it is not needed nor mvolvmg them in regulatmg the capttal of smaller diversified holdmg
compames _

Treasury also notes that Congressional dynamrcs make it highly likely that the Fed’s authonty wz]l be
strengthened during the legislative process and it is therefore important to start at a point that provides

bargarmng room.

Your advisors therefore recommend that Treasury s proposal be adopted, but that we remain flexible on
the precise boundaries set out.

1
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ISSUE 3. SHOULD THE COMMUNITY REINVESTMENT ACT BE EXTENDED BEYOND BA
THRIFTS AS PART OF FINANCIAL SERVICES MODERNIZATION? -

Treasury proposes to extend CRA to Wholesale Financial Institutions but not to nondepository financial
institutions (e.g., mutual funds or insurance companies), even if they were affiliated with a depository
institutuion. The Secretary’s speech announcing any proposal -- and all subsequent statements from the
AdminiStr'ation — would state explicitly that we will tolerate no weakening of CRA.

Discussion: One of the hallmarks of your Administration: ‘has been its recognition that access to credit
and other financial services is essential to the vitality and growth of communities. Bank regulators have
been drrected to make the Community Reinvestment Act work to generate “performance, not
paperwork.” The regulators - working through an unprecedented series of hearings and other outreach
efforts i-- responded effectively: new CRA regulations, which are just coming into effect, have been
praised as effective without being burdensome. As a result of this Administration’s eﬁ'orts in this area -
(mcludmg not only CRA, but also effective enforcement of non-discrimination laws, "and the National
Homeownership Strategy), over $90 billion in CRA commitments have been made and the number of
mortgages made in low- and moderate-income communities rose 22% and.the number to minorities rose

33% between 1993 and 1995 (compared with an overall increase in number of mortgages of 10%). In
the 104th Congress, the Administration stood strong against any cutback in CRA in the context of
banking regulatory relief regulation -- and succeeded in fending off all challenges.

The power of CRA and related statutes and of the bank regulators to get results is beyond anything
community groups have been able to accomplish in the remainder of the financial services industry. So -
anything that diminishes the reach of the banking regulators, and of CRA, is troublesome to these
groups. They believe financial services modernization will encourage assets to flow out of banks, and
thus reduce the impact of CRA. Their concern is exacerbated by what they see as the lack of benefit to
consumers -- particularly poor consumers -- from changes, such as interstate banking, that have already
occurred in the system. They have strongly urged the Administration, as a condition of financial
services modernization, to expand CRA coverage to all financial institutions affiliated with a bank or at
least to all bank-eligible products (such as mortgage loans) no matter where in the holding company

they are offered.

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

16 Treasury would expand CRA to WFIs because: (i) WFIs are banks that take deposits; (ii) they
havc access to the payment system; and (iii) to create WFIs without CRA would open the way for an
immediate contraction of CRA coverage as such wholesale banks as Bankers Trust and JP Morgan -- now
subject to CRA -- became WFIs. With one exception, all the non-bank companies likely to create WFIs have

ai would n s¢ application 0 5. '
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mstrtutrons - are not subject to comprehensive federal regulatron in the sense that banks ahdit!
- Thus it is not clear how CRA, which is keyed to the federal bank regulatory-application process would

be apphed to them, . A

In addition, while there may be some increased flow of assets out of banking as part of the synergies
-created by modemization, it is also likely that assets will flow in. For example, if an insurance company

" has a bank affiliate, it may be inclined to encourage recipients of insurance proceeds who wish to invest
them with limited risk to invest in a bank CD, rather than in some non-bank vehicle. Similarly,
securities firms may put uninvested customer cash into bank products rather than money funds. And, if
banks can provide one-stop shopping for business borrowers, they may be able to boost the bank share

of large syndicated credits.

As a political matter, whatever support CRA has among community groups and some Members of
Congress (including in particular Senator Sarbanes), it is strongly disliked by many ban banks, most
Republican members of Congress and many pro-business Democrats. In fact, it is probably fair to say
that, with the potentially important exceptions of Senator D’Amato and some senior House Banking
- Committee Democrats (such as Representatives LaFalce and Vento), no one strongly in favor of
 financial services legislation is strongly in favor of CRA. And the securities and insurance mdustnes
(backed by, e.g., Senator Dodd) are unalterably opposed to any expansion,

Moreover, even many CRA proponents (such as Senator Sarbanes) believe that any attempt to expand
CRA as a price for modernization legislation will lead either to no legislation (a result to which they
would not object) or a frontal assault on CRA by opponents such as Senators Shelby and Mack, with
the result that -- if it went anywhere at all - the entire financial services debate would become a fight
about CRA, and it is very likely the Administration would be called upon to veto any resulting bill.

. Senator D’ Amato has indicated that he will protect CRA from depredation if the Administration does
not push to expand its reach. The Senator did help us accomplish this result in 1996, when he was-
under significantly less electoral pressure to do so, and we believe he can and will hold the line again.

ISSUE 4. SHOULD STRONG CONSUMER PROTECTIONS BE HARDWIRED INTO THE STATUTE,
PARTICULARLY TO PREVENT CONSUMER CONFUSION ABOUT INSURANCE ON NON-DEPOSIT
PRODUCTS AND EXCESSIVE PRESSURE TO PURCHASE INSURANCE AS PART OF A LOAN TRANSACTION?

Treasury would establish that federal bank and securities regulators have an obhgatron, with respect to
retail sales of non-deposit investment products by depository institutions, to avoid customer confusion
about the applicability and scope of FDIC and SIPC insurance; to prevent improper disclosure of
confidential customer information; a.nd to avoid conflicts of i interest and other abuses.

The regulations adopted by the bankmg regulators and the SEC would be required to “encourage the
use; of disclosure that is simple, direct, and readily understandable,” and to encourage: oral as well as
wntten disclosure. (Studies have shown that oral disclosure is more effective, but it is, of course, more
difficult to momtor particularly in face-to-face, rather than telephone, conversations:) The National
Council on Financial Services, on which both the federal banking regulators and the SEC would sit,
could establish more stringent regulations than those adopted by the individual regulators '
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The Treasury s proposal would prohibit non-deposxtory institution affiliates w1thm a bank holthag 3
company from sharing with any depository institution in the holding company non-public customer
xnformatlon, including in particular evaluations of creditworthiness, unless the customer received “clear
and conspicuous disclosure” that such information might be shared and had an opportunity to direct that -
it not be shared. As a practical matter, customers would probably be given an opportunity to make this
choice for all classes of information upon the opening of an account, rather than on an event-by-event
basis.

Treasury would require the National Council onF inancial- Services to biennially review, starting on June
30, 2001, the regulations adopted pursuant to these réquirements to determine whether they achieve the
. statute’ $ purposes.

Finally, Treasury s proposal would, by adopting a greater degree of ﬁmctnonal regulation of securities
activitiés than is currently the case, impose more consumer-protective requ1rements on bank activities
‘ relatmg to securities sales and work for investment companies than is currently the case. )

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

The consumer groups are not likely to be fully satisfied with this approach for three reasons:
‘s they are skeptical of the bank regulators’ ability and willingness to adopt strong and effective
" regulations in this area and they would therefore prefer to hardwire more into the statute;
o - the proposal would not provide consumers with a private cause of action against a depository
! institution that caused harm by violating the regulations;
e _ the proposal would not explicitly deal with “implicit” tying, under which a consumer gets the
* impression, by the mere fact that credit insurance is offered before a loan is approved, that
* approval of the loan is contingent on purchase of insurance from the bank.
Conversely, financial institutions will be concerned that this proposal - particularly the information
disclosure portion -- may severely limit their ability to cross-sell securities and investment products,
which they regard as one of the benefits to both consumers and institutions of allowing greater
aﬁihatrons among ﬁnancnal institutions. : :

The history of hardwmng consumer protections into financial statutes has been very spotty, in large part
because the industry and technology are changing so quickly that what appears effective in protecting
consumers when a statute is enacted quickly becomes marginally useful and very burdensome, Truth in
Savings, Truth in Lending and the Real Estate Settlement Protection Act all needed statutory .
modification for years before Congress got around do doing the job last session. By using instead a
regulatory process with full notice and comment (unlike the development of guidelines, which is in
general done without public notice), and by requiring periodic review and updating, rules that make
more sense for both businesses and consumers are likely to be established and kept current.
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consumer protecuon provisions. The bill as a whole should generate srgmﬁcant consumer b Snefits
through opportunities for one-stop shoppmg and cross-marketmg While implicit tymg probably does
occur in the minds of some consumers'’, more opportunities for competition w1tbm the financial
servrces sector should reduce, rather than increase it.

‘ ISSUE 5 SHOULD TREASURY SUBMIT LEGISLATIVE LANGUAGE WITH ITé REPORT?
In 1995 as Congress started its most recent financial services modemlzatron debate, Treasury chose to
participate through testimony and a statemeat of pnncrples There is a general feeling that the result

was that the Administration was marginalized and not really a player once Members of Congress, such .

as Chairman Leach, submitted bills. Treasury’s opinion is that it is even more important for the
Administration to come to the table with legislative language this time, since several bills have already
been introduced, serious hearings have started, and -- while it looks less likely than it did several months
-ago -- the stars may be aligned to.actually produce legxslatlon this Congress People on the Hill are

‘ clearly wartmg for statuory language. . ,

At the same time, however, taking a firm position on banking and commerce would, as discussed above,

. be counterproductive. Treasury therefore intends to submit a single draft, with alternative language as ~.

necessary to conform to Alternatives A and B on banking and commerce. Treasury and White House
Legislative Affairs are discussing alternative formats that are simultaneously technically feasﬂ:le and
polmcally optimal; no package will be transmrtted WIthout their joint agreement,

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

. Treasury should proceed as it has proposed.

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

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

17 Under current law, explicit tying is prohrblted to banks without the showmg of market power
rcqulred under traditional antitrust law. '
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1. AFFILIATIONS BETwr;E_N FINANCIAL AND NONFINANCIAL FIRMS

Treasury Alternative A: Alternative A is in essence the previous Treasury proposal of allowing a
“basket” of non-financial'. activities wrthlh a holding company structure that includes a bank.

" Treasury’s proposal as of March 20 was 25% of the combined entity’s business. The current
proposal varies in several critical respects ‘from the March20 proposal: S

. The measure for calculating the basket would be specified as gross revenues.
*  The legislative language would be submitted without a percentage specified.
e Banking/non-financial affiliations would be further limited in that none of the
largest 1000 non-financial firms (by asset size) would be allowed to afﬁhate w1th
a bank.

Treasury has also clarified that: (i) while banks could engage in non-bank financial activities in-
subsidiaries of the bank, all non-financial activities would have to be done in holding company
subsidiaries and (ii) as is currently the case with thrift holding companies, there would be a total
ban on any extension of credit by a bank to or for the benefit of a non-financial affiliate.

Although not fully discussed in the earlier memos, a critical element of Treasury’s ihitial
proposal, now Alternative A, is the abolition of the thrift charter and the conversion of all thrifts-
to banks (together with the merger of the Office of Thrift Supervision with the Office-of the
Comptroller of the Currency) _Abolition of the thrift charter meets the explicit requirements of
the “Frist Amendment ,” which prOhlbltS merger of the BIF (bank) and SAIF (thrift) insurance .

~ funds until the charters are merged

A major comphcatron w1th the thrift. charter ‘CONVersion, however is how to handle differences in .
the affiliation pcwers of bank holding conipanies and unitary thrift holding corapanies

(companies that own one and only one thrift). Currently, unitary thrift holding companies can
engage in nonfinancial activities with virtually no limits. 2 As far as we can tell (and the data are
far from perfect), only 29° thrifts are part of hclding companies that engage in non-financial
businesses. (Approximately 45 othérs are engaged in real estate development, investment and

! “Financial” would be defined in the statute 1o mclude banking and any activity currently '
. authorized for a bank, the activities of bank operating subsidiaries, and all activities that can be performed
by securities, commodities and insurance companies. The National Council on Fmancml Services could
add to the definition. All other activities would be deemed non-financial.

? The initial purchase must be approved by OTS (which must approve holding company
management) and OTS can impose limitations on safety and soundness grounds. [nformally, OTS has
indicated that they would look skeptlcally on, e.g., purchase of a thrift by a company a significant portion
of whose business-was gambling. Multiple thrift holding companies (companies that own more than one

-~ thrift, but no banks) are basically limited to activities permltted to bank holding compames although they

may engage in real estate development, investment and management.

3 Numbers r_elating to thrift holding companies are as of 12/31/96.
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management which is regarded as “ﬁnancial” by OTS but not “related to banking™ by the Fed.)
Treasury proposes to grandfather the rrght of all 515 existing unitary thrift holding companies to
engage in nonfinancial activities without regard to the basket. The grandfather rights would not
survive a change in control of the holdlng ‘company (i.e., the expanded franchise could not be
sold), but would not otherwise be. errted in, duratron :

-

Treasury Alternati_ve B: Alternative B would approach the banking and commerce issue by
leaving the existing thrift charter, holding company structure and regulatory system intact . As
noted above, unitary thrift holding companies can currently affiliate with any type of institution.
Furthermore, the thrift charter has recently been altered to permit (i) unlimited consumer lending
and (ii) up to 10% of assets to be commercial loans and an additional 10% to be small business |
loans -- thus makmg the charter very srmrlar 1o the actual asset mix of approxrmately 60% of the

‘commercial banks.*

Alternatrve B.in essence offers any drversrﬁed financial holding company that includes non-

financial activities the opportunity to get into retail “banking” by buying a single thrift.

Alternatively, such ai institution could get into wholesale banking (only non- ~insured deposits

over $100,000) by establishing a “Wholesale Financial Institution” (WFI, pronounced

“WOOFIE"), which would. not be subject to the Bank Holding Company Act. The Bank Holdrng

- Company Act would be amended to allow any financial firm to affiliate with a bank and to

allow any bank to buy, establish or otherwise affiliate: with; any other type of financial firm. .-
including, in particular; an insurance or securities underwriter. Under Alternative B, the Frlst
Amendment would simply be statutorily dcemed to be satisfied, on the’ theory that its real

© purpose was to ensure the opportunity of: banks to expand into insurance- and securities and that

this has been aceompnshed

Discussion: As revised, Alternative A has generated some interest from Charrman Leach as
moving closer to his minimalist approach to banking and commerce, and still commands support
from those, such as Rep. Roukema, who supported the basket approach in the first place.
However, Senator Sarbanes is still not convinced. Proponents of fuill banking and commerce,
varticularly Mr. Baker, have voiced their displeasure. Within the Administration, Chairman
Yellen has expressed her concern that the extent of the grandfathering of unitary thrift holding
companies is far too broad, and should be limited to those unitaries that are actually using their
authority to engage in non-financial activities to an extent in excess of whatever basket is .
established. Treasury responds that not cutting back on thrift powers is critical to maintaining

4 While it is difficult to tell precisely from publicly available data, it appears unlikely that many
of the iargest banks could qualify as thrifts, mainly because of their commercial Iendmg and investments
in non-mortgage securities. However, it is possible that one or more of the large banks with a heavily
~consumer orientation (e.g., NationsBank) might so qualify, and could, therefore, make a choice to
become a thrift to take advantage of the commerce “opportunity.” In the past, banks such as Wells Fargo :

that have considered moving to a thrift charter have ultimately rejected the rdea
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thrift support for legislation, which in turn is critical for legislation to move forward. For a
discussion of other issues related to this approach see pages 4-6 of Tab A. - .

Treasury has bden able to keep Alternative B from leaking, so it is unclear how it will be
received. The issqes'that will potentially arise are: (i) banks might assert that the Frist

amendment has not been satisfied and therefore the conditions for merging the funds have not | 5
been met’; (ii) diversified financial holding companies that have non-financial affiliates might %
not view the thrift option as sufficient; (iii) banking/commerce opponents may view the proposal 1
as unsatisfying since it preserves, and publicizes, an existing banking/commerce “loophole”; and ‘
(iv) there may be serious concern about the ability of OTS to.effectively regulate a large number
of powerful new unitary thrift holding companies. . S ;

2. HoLDpING COMPANY REGULATION AND THE ROLE OF THE FED

- Treasury pr0pésal: Treasury’s latest proposal, which has not been vetted with the Fed, would
apply to either Alternative A or Alternative B. Under this scheme, the Fed would regulate all
bank holding companies (but under Alternative B not thrift holding companies, which would be i

 regulated by OTS). Holding companies engaging in activities that cannot be done directly in the o
bank (including, for example, securities or insurance underwriting) would be required to provide: ' ' !
the Fed an undertaking to maintain the capital of the subsidiary banks at the “well-capitalized” ' '
levelS. If the bank’s capital falls below that level the holding company would be required to
bring the capital level back up to well-capitalized and maintain it at that level. If, within 180 _ ‘
days, the holding company were unable to-bring bank capital back up to the well-capitalized ‘ j
level, the holding company ‘would be required to either (i) divest the bank in a manner that o S “
results in the bank being well-capitalized upon divestiture (e.g., by shrinking the balance cheet or
by getting the buyer to add capital as part of the transaction); or (ii) cease engaging within the \ ;
holding company in any activity the bank could not engage in directly (including, for example, ' '
fost insurance and securities underwriting). 1f the bark got seriously in trouble so quickly that
the FDIC were forced to put it into receivership or conservatorship, the holding company’s '
guarantee of the bank’s well-capitalized status would be enforceable by the FDIC.

S In general, banks don’t much care about merging the funds; that is @ good government and a
thrift issue. But, understanding the interest of others in merging the funds, banks view the BIF/SAIF
merger as leverage to-enable them to get “paid” for agreeing to take on part of the FICO obligation as part i
of the SAIF recapitalization last year. ' ‘ ' ' 1

% Bank (and thrift) capital levels are set by statute at “well-capitalized,” “adequately capitalized,”
“undercapitalized” (which subjects the bank to regulatory sanctions), “significantly undercapitalized”
(regulatory sanctions required),' and “critically undercapitalized” (bank subject to being placed in
receivership). Current law in effect requires a holding company to guarantee to maintain the bank or. ‘ i

thrift at the adequately capitalized level.
- COPY |
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“The Fed would be responsible, as part of its normal supervisory process, for continuously
“evaluating the holding company’s ability to support the bank’s capital at the well-capitalized

level, and would be able to examine bank holding companies and their nonbank subsidiaries if
 there were reason to suspect thost entities were engaged in activities that could pose a significant

threat to a subsidiary bank.’ S ’

i
. -

Although bank holding companies would be subject to Fed regulation under the Bank Holding
Company Act, the Fed’s authority to establish holding company capital requirements’ would be
* limited to the following situations: ' :
A subsidiary bank’s capital has remained below the well-capitalized level for more than
180 days; ‘ - . , ‘
» Banking assets constitute rf;ope than 90% of the assets of the holding company and
imposition of holding company capital requirements is or may be necessary to avoid
"a threat to the safety and soundness of the bank; or - ' co
» On a'case-by-case basis if the holding company has assets in excess $100 billion and
owns a bank with assets in excess of about $5 billion® and imposition of holding ‘
company capital requirements is or may be needed to avert systemic risk to the
economy or a threat to bank safety and soundness. " '

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

Discussion: With réspect‘ to the holding company guarantee, the issues likely to be raised are (i)
the ability of the Fed adequately to monitor the effective strength of the guarantee when it is.
reither authorized of szt up to regularly and fully examine the holding company or its non-bark
subsidiaries (a concern Director Raines has raised) and (ii) the extent to whick the difference
between “well-capitalized” and “adequately capitalized” provides a sufficient cushion in capital
and time so that a bank that falls below the well-capitalized level can be recapitalized or sold
before it is truly in trouble (a concern Chairman Yellen and Director Raines have both raised).

On the issue of Fed capital standards, the major substantive questicn, raised by Chairman Yellen, .
is whether these standards amount to attempting to close the barn door after the horse is out. In
particular, if the Fed can impose holding company capital standards during the first 180 days
when a bank falls below the well-capitalized level only after finding a threat or likél_ihopd of
threat to the bank or of systemic risk, will the capital standards be effective in preventing the risk
from materializing? Chairman Yellen also believes that defining a holding company that is '

7 The Fed asserts it hias such authority under current law. However, it is unclear whether the
assertion would survive legal challenge. '

& As of 12/31/96, 134 commercial banks had assets in excess df'SS billion. As of 9/30/96, 31

thrifts had assets in excess of §5 billion.. .
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primarily bank-related as one in which the bank accounts for 90% of the assets is too lax: moving
sufficient assets out of the bank to fall below the 90% levél would be fairly painless. She would
support a‘lower threshold. Director Raines has also expressed concern in the past that capital
requirements that are discretionary with regulator§ may pose “forebearance.risk”: the risk that

capital standards will not be imposed when needed because regulators and the regulated can
convince each other that the situation will be resolved without the imposition of standards. .

Treasury responds that: (i) holding company capital regulation is in fact an extremely minor part
of the entire bank regulatory structure that, with the post-1990 rules concerning prompt '
corrective action, would ensure the security of the deposit i insurance funds; (ii) providing the Fed
with any degree of explicit holdmg company capital authority is more than the Fed has now; and :
(iii) since the goal of holding company capital regulation in the case of a holding company that is
predominantly a bank is to prevent “double-leveraging™ in order to protect the deposit insurance
fund, it does not matter that a holding company could avoid the capital requirements by moving
assets out of the bank. An additional substantive questron is whether, whatever system is
proposed to allow the Fed to set holding company capital standards, a similar system should be
~ proposed with respect to OTS’ regulatron of thrift holdmg compames under Alternative B.

Treasmy s current proposal is an attempt to provide for holdmg company capltal requirements

where the strength of the holding companyreally would be needed to protect the safety and -

soundness of the banking system, while keeping the Fed out of this business -- particularly with

respect to diversified financial holding cornpanies - under normal circumstances. Whethier this - ..o -
will prove (i) too little to satisfy the Fed and-its supporters or (u) too much to satisfy the

drver51ﬁed holding companies is unclear.

. 3, CONSUMER PROTECTION

T, reasury proposal: Treasury would establish that federal bank and securities regulators have an

- cbligation, with respect to retail sales of non-deposit investment products by depository ‘
__ institutions, to avoid customer confusion about the applicability and scope of FDIC-and SIPC
insurance; to prevent improper disclosure of confidential customer information; and to avoid -

~ conflicts of interest and other abuses. -

Treasury’s proposal would direct the bank regulators, in consultation with the SEC, to édopt
regulations for sales of non-deposit investment products by insured depository institutions that
are not registered securities brokers. Such regulations would be required to cover the foilowing

\

’ Double leveragirrg occurs when a holding company issues debt that is then used to capitalize the
bank. The result is that the bank nominally has equity, but it i under pressure to dividend profits to the
holding company to pay the debt service. This can result in the bank holding less capital (e.g., little in
excess of the minimum amount required -- in the case of a bank in a diversified holding company, the
well-capitalized level) than would otherwise be the case. - In contrast, if the bank itself has raised the

equity, there is no debt service, and so less pressure to pay holding company dividends. '
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areas: advertising, disclosure, sales practices, quahﬁcatlons and training of sales personnel
compensation of sales personnel, and the.circumstances under which transactions and referrals.
occur. With respect to non- deposit investment products that are secuntles (including mutual
funds) or annuities, the bank regulators would be required to adopt regu]atlons comparable to
those adopted by the SEC. The SEC would be required (to the extent such rules are not already
_in place) to adopt similar rules concerning sales of non-deposit invéstment products by brokers or

dealers who are depository institutions (in the case of brokers) or-are affiliated with a depository
institution. The SEC would have to consider one major new item, namely.the disclosure by
depository institution subsidiaries and affiliates of the financial interest of the depository B
institution or securities subsidiary or affiliate with respect to referrals or transactions.

The regulations adopted by the banking regulators and the SEC would be required to “encourage
the use of disclosure that is simple, direct, and readily understandable” (model language wouid
be included), and to encourage oral as well as written disclosure. (Studles have shown that oral |
disclosure is more effective, but it is, of course, more difficult to momtor particularly in face-to-
face, rather than telephone, conversations.) The National Council on Financial Services, on
which both the federal banking regulators and the SEC would sit, could establish more stnngent
~ regulations than those adopted by the individual regulators :

" The Treasury S proposal would prohrbrt non- deposrtory mstrtutron affi lrates wrthrn d bank

public customer information, 1nclud1ng in partlcular evaluations of credltworthmess unless the
customer received “clear and conspicuous dlSClOoUI‘C” that such information might be shared and -
had an opportunity to direct that it not be shared. Asa practical matter, customers would. -
probatly be given an oppertunity to make this choice for all classes of informaticn upon the

" opening of an account, rather than on an event-by-event basrs

Treasury would require the National Council on Financial Services to biennially review, starting
on June 30, 2001, the regulations adopted pursuant to these requirements to determine whether

they carry out the purposes.

Fmally Treasury S bl“ would, by adopting a greater degree of functronal regulation of securrtres
activities than is currently the case, impose more consumer-protective requirements on bank
activities relating to securities sales and work for investment comparies than 1s currently the

case.

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

deposit investment products.
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- The consumer groups are not likely to be fully satisfied with this approach for three reasons: (i)
they are skeptical of the bank regulators’ ability arid willingness to adopt strong and effective
regulations in this area and they would therefore prefer to hardwire more into the statute (i1) the
proposal would not provide consumers with a private cause’of action against a deposqtory
institution that caused harm by v1olatmg the regulations; and (iii) the proposal would not
explicitly deal with “implicit” tying, under which a consumer gets the impression, by the mere
" fact that insurance is offered before a loan is approved that approval of the loan is contingent on
purchase of i insurance from the bank. Conversely, financial institutions will be concemned that
this proposal -- particularly the information disclosure pomon -- may severely limit their ability
to cross-sell securities and investment products, which they regard as one of the benefits to both
' consumers and institutions of allowing greater affiliations among financial institutions.

i

4. COMMUNITY REVINESTMENT ACT

Treasmy s proposal with respect to CRA has not changed since March 20. The only, externa]
developments since March 20 are that (i) Senator D’ Amato has suggested that expanding CRA
even to WFIs will put CRA “in play” and (ii) the companies that are likely to create WFIs have --
with one exception -- said they will have no objection to expansion of CRA to such institutions.
We may also want to consider whether the fact that Treasury proposes sending up a report with
leglslatlve language rather than a bill, changes the dynamlc of what can and should be included.

T reasury Proposal Apply CRA to Wholesale F 1nanc1al Instxtutlons -- banks that do not accept .- - . v
accounts under $100,000 and thus do not have insured deposnts but avoid putting CRA in play

by proposmg an expansion of CRA coverage to nonbanking- firms. The Secretary’s speech -

announcing any proposal -- and all subsequent statements from the Administration -- would state

exphcxtly that we will tolerate no weakemng of CRA '

Discussion: One of the hallmarks of this Administration has been its recognition that access to
credit and other financial services is essential to the vitality and growth of communities. Bank
regulators have been dirécted to make the Community Reinvestment Act work to generate

“performance. not paperwork.” The regulators -- working through an unprecedented series of
hearings and other outreach efforts -- responded effectively: new CRA regulations, which are just
coming into effect, have been praised as effective without being burdensome. As a result of this
Administration’s efforts in this area (including not only CRA, but also effective enforcement of
non- -discrimination laws, and the National Homeownership Strategy), over $90 billion in CRA
commitments have been made and the number of mortgages made in low- and moderate-income
* communities rose 22% and the number to minorities rose 33% between 1993 and 1995
(compared with an overall increase in number of mortgages of 10%)." In the 104th Congress, the
Administration stood strong against any cutback in CRA in the context of tanking regulatory
relief regulation -- and succeeded in fending off all challenges. :

It is quite clear that, notwithstanding continued.strong bank profitability, assets and lending are
flowing out of the banking system. While much of the asset loss in the last few years is

COPY
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attributable to large businesses (who are unlikely to'rely on CRA for access to capital)ldirectly
accessing the capital markets, the movement of deposits”.from banks to mutual funds has put a
strain on both'the theory and practice_ of CRA.

{ " The power of CRA and related statutes and the regulators to get results is beyond anythirig
community groups have been able to accomplish in the remainder of the financial services
industry, where the best they get is philanthropy, some social investing, and purchases of
municipal bonds. So anything that diminishes the reach of the banking regulators, and of CRA,
is troublesome to these groups. Their concern 18 exacerbated by what they see as the lack of
benefit to consumers -- particularly poor consumers -- from changes, such as interstate banking,

~that have already occurred in the system. They have strongly urged the Administration, as a,

" condition of financial services modernization, to expand CRA coverage to all fi nancial o
institutions affiliated with a bank or at least to all bank-eligible products (such as mortgage o ol
loans) no matter where in the holding company they are offered ' - ' ‘ }

. Treasury beheves that, notwithstanding the concerns of the commumty groups CRA expansron E
beyond WFIs'" should not be included in the proposal. There are two basrc reasons: practical. and |
political.. On the practical side, Treasury notes the difficulty of defining the geographic service - ' l
area-- a critical CRA concept -- for securities firms-and mutual funds, and the difficulty of- ' t
imposing federal CRA regulation on state-regulated insurance companies and unregulated !
finance companies. They note that, while the OCC currently takes the activities of non-bank -
subsidiaries into account in evaluating the CRA performance of a national bank, in general the : |
subsidiaries are small in relation to the bank. If, in an attempt to avoid i imposing CRA drrectly |
on securities firms, insurance companies and finance companies affiliated-with banks, one were.. |
to impose on a relatively small bank the community obligations of all affiliated companies, the
most likely result would be a sharp.decrease in the:inter'est‘of anyone in affiliating -with a bank. .

As a political matter, whatever support CRA has among commurity groups and some
‘Congressmen (including in particular Senator Sarbanes), it is strongly disliked by many banks,
most Republican members of Congress and many pro-business Democrats. In fact, it is probably ' ;
fair to say that, with the potential [important] exception of Senator D’ Amato, almost no one _ |
strongly in favor of financial services legislation is strongly in favor of CRA. And the securities’ . '
and insurance industries (backed by, e.g., Senator Dodd) are unalterably opposed to any 1‘
expansion. Moreover, even many CRA proponents (such as Senator Sarbanes) believe that any ' ;
attempt to expand CRA as a price for modernization legislation will lead either to ne legislation
(a result to which they would not object) or a irontal assault on CRA by opponents such as
Senators Shelby and Mack, with the result that -- if it went anywhere at all -- the entire financial

0 Treasury would expand CRA to WFls because: (i) WEIs are banks that take deposnts (i1) they
have access to the payment system; and (iii) to create WFIs wrthout CRA would open the way for an ‘
immediate contraction of CRA coverage as such wholesale banks as Bankers Trust and JP Morgan —-now |

subject to CRA -- became WFIs
P ‘r
’ |
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services debate would become a ﬁ'ght about CRA, and it is very likely the Administration' would
_be called upon to veto the resulting bill. - ' ' '

)

‘4. WHETHER TO GO FORWARD, AND IN' WHAT FORM
' Treasury proposal: Treasuryl prbposes to release, on or about May 21, a brief statement by
Secretary Rubin, covering draft legislative language containing the two alternatives discussed

above.

Discussion: After a lengthy series of discussions with both members of Congress and interested
parties, Treasury came to the conclusion that the best way to both (i) respond to the statutory
directive that it report on the merger of the bank and thrift charters by March 31 and (ii) move the
financial services debate forward is to send forth a legislative proposal that is complete and
defensible, but that provides alternative ways to deal with the most contentious issue.

Sending alternatives rather than a legislative proposal may lead some to question both the
Administration’s purposes and its strength of commitment to financial services modernization.

And the result may be that the debate does not proceed or the Administration is marginalized.

" On the other hand, it is quite clear that taking the position on banking and commerce that is most

likely to move the debate quickly -- the basket approach with a fairly large basket -- will

seriously offend critically important Democratic Senators.such as Senator Sarbanes...One.lesson
of last Congress’ unsuccessful discussion of this issue is that even if there is no legislation, the~
‘ball moves: there no longer is a serious debate about whether to repeal Glass-Steagall or whether
'to allow banks to affiliate with insurance companies, rather the debate is how. For the
Administration to be & serious player in this session’s discussions, and to protect our interests
(narticularly with respect to CRA and the role of the OCC'"), almost certainly requires that -
Treasury fulfill its report obligation reasonably ‘quickly and do so in a manner that indicates we
have been considering tie issues seriously and have cogent proposals to put on the table, even if

we have two of then.

' As described in footnote S of the memo at Tab A, an important aspect of Treasury’s proposal
is that banks would be allowed to do non-bank financial activities in either a subsidiary or an affiliate of
the bank. In contrast, the Fed is insisting that such activities be done only in a bank affiliate (a subsidiary
of a bank holding company rather than of a bank). As footnote 5 points out, whatever the substantive -
issues involved, there are clearjurisdictidnal implications: national banks and their subsidiaries are
regulated by the OCC, a bureau of the Treasury, whereas bank holding companies (including holding

companies of national banks) are regulated by the Fed.

COPY




March __, 1997 -~
MEMORANDUM FOR: THE PRESIDENT. _
 FROM: GENESPERLING =~~~ ===~~~

SUBJECT: TREASURY’S PROPOSED FINANCIAL SERVICES
~ MODERNIZATION LEGISLATION

ACTION-FORCING EVENT: The Treasury seeks to propose legislation that would
increase competition among providers of financial services by repealing the Depression-
era Glass-Steagall Act, allowing a broader range of affiliations between banks and other
companies (including both other financial companies and commercial and industrial
compames) and merging the regulation of banks and savings institutions. This proposal
would satisfy a statutory requirement that the Secretary of the Treasury report to
Congress by March 31, 1997 (which will probably be delayed until April 7 when
Congress returns from recess), on how. to harmonize and integrate the regulation of banks
and thrifts. The proposal would also-respond to Congressional requests:for: thie::-

Administration to set forth a plan for modemizing financial services regulation; mcludmg o SR "
requests for Secretary Rubin to testrfy before the House Banking Committee incApril oo o 7

On March 18 and 20, the NEC pnncrpals and relevant Whrte House offices met to discuss
the Treasury proposal. Although the group concluded that the Administration should go
forward with the Treasury proposal with limited modifications, we also concluded that
prior to authorizing the Treasury to proceed, you should be aware of signficant
substantive and political concerns raised by the. principals. This memorandum outlines
the case for financial services modernization, the essential parameters of the Treasury
proposa.l and the issues that raise the most questrons and concerns.

BACKGROUND Current law restricts affiliations between banks and other companies
(i.e., it prevents them from owning one another or being under common ownership). The
Glass-Steaga]J Act generally prohibits affiliations between banks and securities firms.

. . The Bank Holding Company Act of 1956 generally restricts companies that control banks

(bank holding companies) to activities closely related to banking, and specifically

prohibits such companies from underwriting or selling insurance. These laws essentially‘ ,

sought to limit competition by segmenting different types of financial and other services'
from one another, and thus reinforce the traditional distinctions among banks, securities
firms, msurance compantes, and other ﬁnancral mstltutrons
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But technologlcal and financial mnovauon, together with market pressures to offer
consumers 8 wider array of services, have rendered this segmentation untenable.

. Drﬁ'erent types of financial products have converged with one another. No longer is there
 a sharp practical distinction between a syndicated loan and privately placed commercial
paper, between a security and a financial future, betwéen a checking account anda - -
money-market mutual fund, or between a mutual fund and a variable-annuity insurance
policy. Derivative financial instruments even challenge such fundamental distinctions as
those;between debt and equity or between dollars and drachmas.

In the face of these developments -~ this proliferation of new types of financial products -
- the old distinctions among financial institutions are eroding. Banks and thrifts are now
practically indistinguishable (although thrifts -- but not banks -- can form affiliations with
any company, financial or nonfinancial). Banks offer insurance, mutual fund shares, and
brokerage services, and underwrite a wide range of securities, directly or through
affiliates. Securities firms make or syndicate commercial loans, and offer money-market
accounts with check-writing privileges. Securities markets constitute the largest source of
home-mortgage ﬂnancmg A wide range of nonfinancial compames own banks that offer

credit cards.

Yetithe old statutory restncuons remain on the books -- imposing needless regulatory: ¢ and Ce e

management costs, and impeding competition, innovation and conspmer choice. -
Ailowing financial firms of all types to affiliates-holds pfomise that_consumers will
benefii as fair cornpeuuon -- iess hindered by regulatosy restrictions -- will drive firms to
achieve and pass savings on to consumers. For example, for many years a very limited
group of savings banks, mainly in the northeast, has be allowed to offer savings bank life
insurance, an extremely reasonably-priced product attractive to people (such as young
married couples with children) whose income and capacity to purchase insurance make
them inefficient prospects for the higher-cost insurance agent distribution channel.
Expanding the ability of banks to offer insurance produits shoald, on the basis of this

" experience, make insurance more widely available, at reduced prices. Similarly, -
securities firms have clearly proven their ability to offer highly attractive savings vehicles
at'greater yields than available from banks -- witness the fact that last year for the first
time more money was in mutual funds than in bank deposits. Providing securities firms
the opportunity to more directly offer their efficiencies to bank depositors may well
ehhance yields available to small savers on insured deposits.

In addition to providing benefits to consumers, greater affiliation among financial
institutions should reduce the operating costs of the institutions, which, whether passed
on to consumers, employees or shareholders, will almost certainly will increase the
institutions’ productivity and should have similar benefits economy-wide. Increased
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affiliation will increase intra-firm diversification, which will almost certainly reduce the
risk of institutional failure. And finally, by aligning what our financial firms can do in
the Umted States with what they can do abroad and with what foreign financial firms can
do in the United States, allowing increased aﬂihatlons should i increase the international

competxtxveness of US firms.

For these reasons, there has been a growmg agreemeut that the restnctxons against

 affiliations among financial institutions have become outdated. Over the years, both
Congressional Banking Committees have approved legislation to repeal the Glass-Steagall

Act, and the Senate passed such a bill in 1988 by a vote of 94-2. Yet such legislation has

repeatedly foundered on inter-industry conflicts (e.g., between banks and securities firms,
insurance compames and insurance agents), most recently during the last Congress,

' Dun'ixg the past year, however, trade associations representing a wide range of market
participants have made significant progress toward bridging the gaps that have
traditionally divided them. The Alliance for Financial Modernization -- a coalition of 10
bank, thrift, securities, insurance, and diversified-company trade associations -- has
agreed on legislation (the Alliance, or Roukema/Vento, bill) that would permit any
company to affiliate with a bank if it has at least 75 percent of its business in financial
institutions or financial activitiés.' ' Thus the Alliance bill would remove existing - -
constraints on affiliations among-different types of firms that.concentrate in ﬁnancml
services, and give these financial firms latitude to conduct nonﬁnancml activities of - -
mgm.ﬁcant, but not overwhelmmg, scale. : :

Othcr major proposals currently pending in Corgress include the D'Amato/Baker and
Leach bills. The D'Amato/Baker bill is the most sweeping of these proposals. It would
permit banks to affiliate with any company, financial or nonfinancial. By contrast, the
Leach bill -- the most restrictive of the Congressional proposals -- would permit
aﬂihatxons among banks, securities. firms, and i insurance companies (but not nonfinancial

1} B
~t ! This provision encouraged the securities and insurance industries -- which have always been
allowed to affiliate with non-financial companies and did not wish to divest such companies as the price for '
access to banking -- to join together with banks to support modernization legislation. The bill has been
introduced in the House, and there have been initial hearings. While it has attracted some support, there has
also been much skepticism, mainly on the banlcmg and commerce issue, to a lesser extent on consumer and
community concerns. In addition, at least one Alliance member -- America’s Community Barkers (the thrift
_ trade group) -- has said it can’t support the bill it its present form, because it would reduce the scope of thrift
activities. The bill is very vague on how to measure the 25% limit, and different measurements generate very
different results. An asset-based measurement is least restrictive and a gross revenue- based measurement
most restrictive of financial/non-financial combinations.

CLINTON LIBRARY PHOTOCOPY




-4-

ﬁrms) retain much bank-type regulanon of companies affiliated with banks, and vest
broad regulatoxy authority in the Federal Reserve Board.

One other concern motivates thxs legislation. Last year Congress passed legislation that
rehabilitated the two FDIC insurance funds -- one that insures thrifts, and the other that
insures banks. All your financial advisors, as well as-the FDIC, strongly believe these
two funds should be merged in order to maximize their ability to withstand any future
shocks to the financial system. However, Congress has conditioned merging of the funds
on the elimination of the thrift charter.. The proposed legislation would satlsfy this
precondmon and thus permit a fund merger.

We see the Treasury proposal as raising four key issues. First, whether (and to what
extent) to permit affiliations between banks and nonfinancial companies. Second, to what
extent and how to regu]ate companies affiliated with banks, and what the role the Federal
‘ Reserve would have in such regulation. Third, how do deal with issues raised by the
Community Reinvestment Act, which only applies to banks and their subsidiaries. And
* finally, whether the Administration should go forward with the proposal.

1. AFFILIATIONS BETWEEN F INANCIAL AND NONFINANCIAL COMPANIES

Issue: To what extent (if at all) to permlt aﬂihanons between banks and nonﬁnanc1a1
compames -- the so-called “banking and commerce™ issue.

”'rea.;ury Approach Would permit financial services compames that are predommantly
financial -- i.e., if 75 percent of their business consists of financial institutions or
ﬁnanc1a1 activities — to have a 25 percent “basket” of nonfinancial activities?. Any bank
holdmg company, whether operating or non-operating, finanical or non-financial, would
“be reqmred to guarantee the well—capltahzed status of the bank.

? Treasury draft Ieglslatlon at OMB for clearance does not define “business.” See footnote 1. If the
most restrictive definition is chosen -- measurement accordmg to gross revenue, Chase (the second largest
bank) could affiliate with the 191st largest nonfinancial company (Merisel, Inc) or anything smaller, but the
combination of Chase and Salomon could affiliate with the 97th largest nonfinancial company (CSX).
Conversely, under such a definition, Microsoft could acquire any of the three largest banks (Citicorp, Chase,
or Bank of America), although it is fair to ask whether such a purchase would make any finanical sense to
Microsoft. Treasury is working with the CEA and OMB to refine the definition to prevent these kinds of
“gidnt to giant” combinations. The Treasury draft, like both the Roukema and Leach bills, would authorize
any firm to own a “Wholesale Financial Institution™ (or WOOFIE) -- a new kind of entity that would be a
bank with full access to the payment system and strong capital standards but could not accept insured

deposnts

CLINTON LIBRARY PHOTOCOPY




firms (the “bankmg and commerce” issue) is one of the two most contennous 1ssues
arising from the legislation. In general, the substantive arguments for permitting
affiliation to the extent allowed in the Treasury draft are (i) to get the benefits of financial
firm synergies, it is important-to allow securities and-insurance companies -- which
contain signficant non-financial elements -- to have access to retail banking customers;
(it) there are synergies between financial and non-financial firms -- seen most clearly in
GE, but also present at various times in firms such as Sears (Allstate) and GM (GMAC) -
- that should be allowed to provide consumers with the maximum benefit from
modemization; (iii) allowing firms such as Microsoft into banking would increase
competition, which -- together with the natural synergies from such a combination --
would benefit consumers; and (iv) such combinations are already permitted in the thrift
industry, where they have not caused any problems.?

In addition to these substantive arguments, there are two political arguments for
permitting the combination Treasury proposes: (1) the securities and insurance
companies,* and Senators Dodd and D’ Amato, will not support modernization without the
25% basket, and without their support, the legislation is dead; and (ii) because of likely
opposition to any significant banking and commerce combination from the Fed and

others, the basket is likely to get. smaller as the leglslatlon progresses making it important ... .

to stan from a position with'some “give.”

The s’ubstanti’Ve reasons for opposmon:to:the.combination are: (i) unlike: other finanigal. - -
services, bzmki'ng comes with government tacking, which generates capital subsidies and
moral Lazard; it is mappropnate to extend this safety net to commerce without far greater
evidénce of positive synergies; (i) most of the cited synergies between commercial and
finanical firms involve using the financial firm as a marketing tool for the commercial
firm.(indeed, GE may be sui generis in having a consistently profitable finance
subsidiary), which is an inappropriate use of the government safety net; (iii) this country,
‘unlike Japan and Germauy, has a long legal and cultural tradition against combinations of
banking and commerce; (iv) the combination will exacerbate the already strong trend
toward moving control of credit and financial services out of the local communities where
these services are needed; and (v) itis difficult to believe that financial regulators can or

I . .
* Under current law, any type of company -- including an industrial company -- can own a thrift, as

long as it owns only one such institution (it becomes a “diversified unitary thrift holding company™). There
are currently only 14 such institutions, the largest one being a paper company that owns a $9 billion thrift.
However, in the past Ford Motor Company owned a thrift based in California. Ford poured alot of money
into the institution before it finally sold it for far less than it had contributed in capital.

* And the thnfts see footnote 1
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should effectively regulate even the capital of non-financial companies - which-is-
would/be required to ensure the value of any capital guarantee of the bank by a non-
financial parent or a holding company with significant commercial activities. As far as
concerns synergies between financial firms and companies doing a business that truly
would provide some positive synergies for the finanical firm, such a software or
telecommunications firm, it may well be possible to-add thése gradually to the.mix by
estabhshmg in the legislation a system by which regulators could expand the definition of
“financial” over time, without having to move all the way to allowing combinations of
financial and industrial firms. |

In addition to these substantive arguments, there are two political arguments against
permitting the combination: (i) Senator Sarbanes and such traditional Democratic
constituencies as community and consumer groups have stated they will unalterably
oppose any legislation that permits any banking/commerce combination; and (ii) House
Banking Committee Chairman Leach and the Fed (and former Fed Chairman Paul
Volcker) have come out firmly in opposmon to any srgmﬁcant bankmg and commerce
combmauon .

Posmons of Other Relevant Parties: Persons who support an even broader approach, as .

in thé D'Amato/Baker bill, include: “the Securities Industry Association, the Investment
Company Institute, the Finagcial Services Council, the American Council of Life-

Insurance, America’s Community Ba.nkers the Amencan Financial Services Association, .

and Bankers Roundtable.

PersOns opposing full removal of restrictions on affiliations between banks and
nonﬁnancral companies including: Senators Conrad, Daschle, Dorgan, Feingold, Harkin,
Johnson, Kerrey, Kohl, and Sarbanes; Representatives Leach, and Gonzalez; the
Independent Bankers Association of America; the AFL-CIO, ACORN, National People S
Action, the Consumer Federation of Amenca, Consumers Union, and the Greenlining
Coahtron , .

Persons who support the 75 percent test in the Alliance bill and the Treasury approach
include: the American Bankers Association and the other members of the Alliance for

Financial Modermzanon, including the trade associations hsted above as supportmg the
D Amato/Baker bill.

2. HOLDING COMPANY REGULATION, AND THE ROLE OF THE FED
Issue: To what extent should the government regulate nonbank companies that own

banks, and what role should the Federal Reserve play in that regulaﬁon?
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Treasury Approach: The Federal Reserve Board would continue to regulate bank
_holding companies, and could conduct examinations and overall risk-management,
require reports, and take enforcement action. But it would no longer prescribe bank-type
capital standards for nonbank affiliates of banks.. Instead, subsidiary banks would have to

remain well capitalized (i.¢., keep-the capltal above the normal required level).after . . o

subtracting dollar-for-dollar any investment in a non-bank ﬁrm, transactions between
banks and related firms would be limited, and the holding company could be asked to
guarantee its subsidiary banks’ capltal '

Discu_ssion:This issue raises most clearly a central question about this legislation: the-
extent to which affiliations that provide synergies and thus benefits to consumers can be
regulated in a manner that does not stifle those synergies yet at the sme time protects
taxpayers pnmanly by restnctmg the reach of the deposit insurance.

The T reasury approach rests on the proposition that the deposit insurance system can be
‘protected by requiring very high capital standards of any bank that wishes to -- through a
subsidiary or affiliate -- engage in non-bank finanical activities (including insurance and
securities underwriting) or -- through an affiliate -- engage in nonfinanical activities, and
by protecting those high capital standards through limitations on dealings within the

+* While it is a subject of substantial: debate:in Congress, the: Administration has stronglyand- .-

oonsxstcntly supported the proposition that the choice whether to.conduct financial activities-as a subs:dmry
of abankorasa SLbsxdmy of @ holding company (and thus 2s an affiliate of a bank) should be a matter of
corporate choice, i.c., that no particular form should either be mandated or encouraged by law. This position
is based on the fo.lowmg (1) legal aad economic analysis that suggests strongly that the downside risk to the
bank -- that it will harm itself through iis dealing with related financial entities to the point of creating a risk
to the deposit insurance funds -- is the same whether the party is a subsidiary or an affiliate, as long as rules
are in place requiring the bank to be well capitalized at all times without taking investment in the subsidiary
into-account and there are limits on the amount of bank funds that can be invested in a subsidiary; (ii) there is
1o evidence that an y “subsidy” from deposit insurance -- whick is smal! or nor-existert cn a net basis
anyway -- “leaks” more to the benefit of a subsidiary than an affiliate; (iii) profits from a subsidiary are more
likely to flow to the bank as a parent than as an affiliate, creating upside benefit; (iv) under CRA, all the
assets and income of the bank and its subsidiaries are taken mnto account in determining the “context” of the
bank’s pcrformance affiliates are only taken into account at the bank’s option; and (v) the holding company
structure is cumbersome and costly (which is why a non-operating holding company is rare outside of
tanking), and firms should not be forced into it. There is also the fact that the OCC regulates banks and their
subsidiaries, whereas the Fed regulates bank holding companies, and thus forcing activities into affiliates

‘reduces the Administration’s reach with respect to financial services policy. There is significant disagreement
(mainly from the Fed) about the first and second points, although the FDIC, which is responsible for the
deposit insurance funds, backs the Administration’s position. We have therefore not raised this as a
discussion issue in this memo. Chairman Yellen is, however, concerned the the subsidiary structure (even for
financial activities such as insurance and seucrities underwntmg) does not sufficiently protect the deposit

' Insurance system.
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by a bank holding company where one exists. The holding company would be mohi
by the Fed to ensure its continued ability to make good on the guarantee, and to provide
early warning of any risk issues arising out of the consolidated entity’s activities that
might harm the bank.° By isolating the bank, the Treasury’s approach would limit
intrusion by bank regulators into activities of non-barik parts of a corporate family while

: s1multaneously protecting the deposit system. The Treasury approach also is based on
traditional bank statuory construction, under which broad principles (stich as the need for
corporate “separateness”) are stated, but their definition is left to the regulator, making
them somewhat easier to change over time as cirucmstances evolve.

Politically, the Treasury’s approach responds the the Fed’s strong desire to ensure its
continued role as a supervisor of bank holding companies while still not imposing the

" entire panoply of holding company regulation on diversified financial companies
(including those with non-financial businesses). The Treasury and the Fed are continuing

discussions about the extent to which full holding company regulation (including capital -

- requirements) would apply to a holding company whose bank was extremely large, even
if the entity had other large non-bank subsidiaries.

Questions have been raised ip.iheﬁ course.of our discussions over the last week about both:-- - ===+
(i) the effectiveness of the Treasury’s proposal in protecting the deposit:insurance system . ... ... ... .. .
-- from both a risk and a subsidy perspective -- from.access by non-bank firms and (ii) the _

extent to which the Treasury proposal’s attempt to isolate the bank will prevent the
synergles that the entire moderaization effort is about from actually being rezlized. These
are obviously logically inconsistent concerns, but they highlight the degree to which the
efﬁcacy of the Treasury’s proposal depends on effective, but not overbearing, regulation
by the Fed : _

Politically, the Treasury’s proposal provides the Fed with more authority over diversified
holding companies than do either the Roukeraa or D’ Amato biils, but it is unlikely that
the Fed will ever be satisfied with a level of regulatory authority that Treasury believes is
limited enough to keep securities and insurance firms supportive of the legislation. Itis
clear that this part of the Trcasury s proposal will be finetuned in the course of the
leg151at1ve process. »

t
|

§ For example, if a single corporate family. included both a propcrty and casualty insurance company
and a mortgage lender, it would be important to take into account the extent to which the risk of mortgage
default arising from an earthquake was not in fact mitigated by insurance written (and risk retained) by the.

related insurance company.
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Positions of Other Relevant Parties: Persons opposing any significant Federal Reserve

role in holding company regulation include: the Securities Industry Association, the

Investment Company Institute, the American Council of Life Insurance, and diversified
‘ ﬁnanc’ial services firms (e.g. American Express).

Persons supporting a significant Fed role in holding company regulatlon include: the
Fed, Chairman Leach, Paul Volcker, and the Independent Bankers Association of

Amcnca
3 COMMUNITY REINVESTMENT ACT
, Issue How should any proposal deal with the Community Remvestment Act (CRA)?

T reasury Approach: Apply the CRA to Wholesale Financial Institutions -- banks that do
not accept accounts uner $100,000 and thus do not have insured desposits, but avoid
putting CRA “in play” by proposing an expansion of CRA coverage to nonbanking firms.
In addition, the Secretary’s speech announcing any proposal — and all subsequent
statéments from the Adnnmstratlon -- should state explicitly that we will tolerate no
wcakemng ofCRA SRR '

Dis,cussion: One of the hallmarks of your Administration has been its recognition that . - ... . ..

access to credit and other finanical services-is-essential to the vitality and growth of

communities. From the start of the Administration, you have pressed bank‘regulators to - -2 ¢ o

make the Community Reinvestment Act woik to generate “performance, not paperwork.”

The regulators -- werking through an unprecedented series.of hearings and other outreach

efforts -- responded effectively: new CRA regulations, which are just coming into effect,

have been praised as effective without being burdensome. As a result of this

- Administration’s efforts in this area (including not only CRA, but also effective
enforcement of non-discrmination laws, and the National Homeownership Strategy), over

$90 billion in CRA commitments have been made and the number of mortgages made in

low- and moderate-income communities is up 22% and to minorities 33% between 1993

and 1995 (compared with an overall increase in number of mortgages of 10%). In the
104th Congress, the Administration stood strong against any cutback in CRA in the
context of banking regulatory relief regulation -- and succeeded in fending off all
challenges

It is quite clear that, notwithstanding continued strong bank proﬁtability, assets and
lending are flowing out of the banking system, Through 1980, the bank share of assets
held by ﬁnancml institutions was about 40%. Today it is barely 22%. And the share of

non-farm, non-financial debt supphcd by US banks to the corporate sector declined from |
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20% in 1979 to 15% in 1994; banks now write barely half of the short- and medmm-term
| business loans in the United States, down from three quarters 30 years ago. The qucstron
is the pace at which the outflow will continue, and in particular whether finanical services
modemization will significantly accelerate the pace.

The power of CRA and related statutes and the regulators to get results is beyond
anythmg commumty groups have been able to accomphsh in the remainder of the
financial services industry, where the best they get is philanthropy, some social investing,
and purchases of mumcrpal bonds. So anything that diminishes the reach of the banking
regu]ators and of CRA, is troublesome to these groups. Their concern is exacerbated by
what they see as the lack of benefit to consumers -- particularly poor consumers — from
changes such as interstate banking, that have already occurred in the system.

Whatcver support CRA has among community groups and some Congressmen (including
in particular Senator Sarbanes), it is strongly disliked by many banks, most Republican
members of Congress and many pro-business Democrats. In fact, it is probably fair to
say that, with the potential [important] exception of Senator D’ Amato, almost no one
strongly in favor of financial services legislation is strongly in favor of CRA. And the
securities and insurance industries (backed by, e.g., Senator Dodd) are unalterably-
opposed to any expansion. Moreover, even many. CRA: proponents (such as Senator
Sarbanes) believe that any attempt to exnand CRA as a price for: modernrzahon

legislation will lead either to no legrslahon (a result to which they would not Ob_]CCt) ora’ - "

frontal assault on CRA by opponénts such-as Senators Shelby and Mack, with the result -
that'-- if it went anywhere at all -- the entire financial services debate would become a
fight about CRA, and it is very likely the Admmstrahon would be called upon to veto the
resultmg bill.

It should be noted that the Treasury bill would make CRA applicable to the new
Wholesale Financial Institutions. They believe this change will not generate the kind of
. CRA firefight other expansions might because (i) WFI’s are banks who take deposits; (i )
they have access to the payment system; and (iii) to create WFIs without CRA would
~ open the way for an immediate contraction of CRA coverage as such wholesale banks as
Bankers Trust and JP Morgan -- now subject to CRA -- became WFIs. Treasury admits,
however, that it is not clear this distinction will satisfy CRA opponents.

4. WHETHER TO GO FORWARD
Isrue.- Should the Treasury' go forward with its legislative proposal?

T reasury Approach Go forward with the proposal outhncd in the appendix (as a
Treasury proposal rather than a White House initiative).
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Discus'sion:

The decmon whether to proceed with this legislation is essentially one oPweighi

* very real - although hard to quanufy benefits to the economy and consumers from
rationalizing a finanical services regulatory system that was established 60 years ago, . .. ... .

under totally different economic conditions against the concerns:that traditional -
Democratic allies are likely to express -- strongly -- that the legislation will lead to
increased economic concentration and less credit, capital and financial access to
underserved consumers and commum'ﬁes

Without the Administration’s active partlclpatmn, leglslatmn is unlikely to move forward
With the Administration’s support, it is possible that -- even ina heavﬂy partisan climate
-- financial services modernization legislation could pass.” However, it is quite clear
from discussions with senior Senators, that only an Administration bill that (i) allows at
least a 25% “basket” of nonfinancial assets and (ii) does not expand CRA will be
regarded as credible enough to move the discussions forward and keep the Administration

as part of the debate.

Positwns of Other Relevant Parties: Persons who have urged the Treasury to propose
financial modernization legislation include: Senators Dodd, Bryan, and D'Amato; -

Representauves Gonzalez, LaFalce, Vento, Frank; Flake; Leach, McCollum,: Roukema, . .

Baker; the American Bankers Association, the-Bankers Roundtahle, America's::
Community Bankers, the Consumer Bankers Association, the Securities. Industry -
Association, the American Council of Lifz Insurance, the Axmer'can Insurance
Assoc1at10n, and the Financial Servmes Councu

Senator Sarbanes, community groups and the [ndependent Bankers Association cf
America have urged the Treasury not to propose such legislation.

RECOM]VIE\*DA"‘ION Your econcmic and political advisors have concluded that
Treasary should go forward with its proposal, subject to (i) better clarification of the
limitation on the extent to which nonfinancial activities can be included in a financial
firm that includes a bank and (ii) a firm statement by the Admininstration that any attempt
to weaken CRA will be grounds for vetoing any finanical services modernization

" legislation, no matter how otherwise beneficial.

7 Asnoted above, passage of modernization legislation that merges the thrift into the bank charter is
also a precondition for merger of the thrift and bank insurance funds -- a result that is universally regarded as
desirable. Such & merger would also allow the consolidation of the Office of Thrift Supervision in thc the '
- Comptroller of the Currency, reducing the number of mdependent bank regulators.
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DECISION:

_.12_.

Treasury should proceed with leglslatxon as proposed, subject to
condmons noted

I support legislation, but have concerns about the Treasury proposa.l
See me.

I do not believe we should go forward with legislation at this time.
See me.
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THE WHITE HOUSE.
_WASHINGTON

March 17, 1997
MEMORANDUM FOR: NEC PRINCIPALS

FROM: GENE SPERLINGQ@S

SiJBJECT:  TREASURY’S PROPOSED FINANCIAL SERVICES
-= - MODERNIZATION LEGISLATION

ACI‘ION-FORC]NG EVENT: The Treasury seeks to propose legrslatron that would
increase competition among providers of financial services by repealing the Depression-

- era Glass-Steagall Act, allowing a broader range of affiliations between banks and other

companies (including both other financial companies and commercial and industrial
companies), and merging the regulation of banks ‘and savings institutions. This proposal
would satisfy a statutory requirement that the Secretary of the Treasury report to
Congress by March 31, 1997 (which will probably be delayed until April 7 when
Congress returns from recess) on how to harmonize and integrate the regulation of banks
and thrifts. The proposal would also respond to Congressional requests for the

Administration to set forth a plan for modemizing financial services regulation, including

‘requests for Secretary Rubin to testify before the House Banking Committee in April.

This memo reflects both the critical features of Treasury’s prop"osal and concerns that

*have been raised in the course of staff-level discussions about the proposal over the last
several months. Itis meant to serve as background for our discussion on Tuesday, March
'18. That, in turn, will shape any mformatlonal or decision memo to the President,
sincluding recommendations. = S

E BACKGROUND Current law restricts affiliations between banks and other companies |

- (i.e., it prevents them from owning one another or being under common ownership). The

Glass-Steagall Act generally prohibits affiliations between banks and securities firms.

. The Bank Holding Company Act of 1956 generally restricts companies that control banks
. (bank holding compames) to activities closely related to ba.nkmg, and specifically
- prohibits such companies from underwriting or selling insurance. These laws essentially
~: sought to limit competition by segmenting different types of financial and other services
. from one another, and thus reinforce the traditional distinctions among banks, securities
! ﬂrms insurance companies, and other ﬁnanclal msutuuons ‘
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But technologlcal and financial innovation, together with market pressureg to offer
consumers a wider array of services, have rendered this segmentation untenable.”
Different types of financial products have converged with one another. No longer is there
a sharp practical distinction between a syndicated loan and privately placed commercial
paper, between a security and a financial future, between a checking account and a.
money-market mutual fund, or between a mutual fund and a variable-annuity insurance
policy. Derivative financial instruments even challenge such fundamental distinctions as
those between debt and equity or between dollars and drachmas. -

In the face of these developments -- this proliferation of new types of financial products -
- the old distinctions among financial institutions are eroding. Banks and thrifts are now
, practleally indistinguishable (although thrifts — but not banks -- can form affiliations with
any company, financial or nonfinancial). Banks offer insurance, mutual fund shares, and
brokerage services, and underwrite a wide range of securities, directly or through
affiliates. Securities firms make or syndicate commercial loans, and offer money-market
accounts with check-writing privileges. Securities markets constitute the largest source of
home-mortgage financing. A w1de range of nonfinancial companies own banks that offer

cred1t cards.

Yet the old statutory restrictions remain on the books -- 1mposmg needless regulatory and
management costs; and impeding compeutlon, innovation and consumer choice.

There is mcreasmg agreement that these restrictions have become outdated. Over the
years; both Congressional Banking Committées have approved legislation to repeal the
Glass-Steagall Act, and the Senate passed such a bill in 1988 by a vote of 94-2. Yet such
legislation has repeatedly foundered on mter-mdustry conflicts (e.g., between banks and
securities firms, insurance companies, and insurance agents), most recently during the last

Congress

Dunng the past year, however, trade associations representing a wide range of market
participants have made significant progress toward bridging the gaps that have
traditionally divided them, The Alliance for Financial Modemization -- a coalition of 10
bank, thrift, securities, insurance, and diversified-company trade associations -- has
agreed on legislation (the Alliance, or Roukema, bill) that would permit any company to
affiliate with a bank if it has at least 75 percent of its business in financial institutions or -
financial activities. Thus the Alliance bill would remove existing constraints on
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these financial firms some latitude to conduct nonfinancial activiﬁes'.'

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

One other concern motivates this legislation. Last year Congress passed legrslatmn that
rehabilitated the two FDIC insurance funds -- one that insures thrifts, and the other that
insures banks. The Treasury and FDIC strongly believe these two funds should be
'merged in order to maximize their ability to withstand any future shocks to the financial
system. However, Congress has conditioned merging of the funds on the elimination of
the thrift charter. The proposed legrslatlon would satisfy this precondrtlon and thus

. permit a fund merger.

We’see the Treasury proposal as raising four key issues. First, whether the

Administration should go forward with the proposal. Second, whether (and to what

extent) to permit affiliations between banks and nonfinancial companies. Third, to what

~ iextent and how to regulate companies affiliated with banks, and what the role the Federal
‘Reserve would have in such regulation. And fourth, the Community Reinvestment Act.

1. WHETHER TO GOFORWARD ‘

{‘ Issue: Should the Treasury go forward with its leglslatlve proposal?

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

.. ! The Alliance bill has been introduced in the House by Representatives Roukema and Vento, and

. there have been initial hearings. While the bill has attracted some support, there has also been much

f skepticism, mainly on the banking and commerce issue, to a lesser extent on consumer and community .

. concems. In addition, at least one Alliance member - America’s Commurnity Bankers (the thrift trade group)
. --has said it can’t support the bill it its present form, because it would reduce the scope of thrift activities.

* The bill is very vague on how to measure the 25% limit, and different measurements generate very different
results. An asset-based measurement is least restrictive and a gross revenue-based measurement most
restrictive of ﬁnancna!/non-ﬁnanclal combmatlons :
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Pros and Cons of Treasury Approach:
Pros

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

L Would also -- by showing how to reconcile competing policy interests in a
manner consistent with the Administration's objectives -- help reduce the
chances that Congress would produce legislation unacceptable to the
Administration. | A

K Would satisfy the statutory requirement that the Secretary of the Treasury
: report to Congress on how to harmonize the regulatlon of banks and thrifts.

e Would satisfy the statutory condition for a merger of the bank and thrift
deposit insurance funds.

Cons .

- ® - The forces at work -- competing industry groups, competing regulators,
community groups, consumers -- are extremely complex and have very
different agendas. In particular, it is unclear there would be much overt
support for Treasury’s proposed posruon that banks should be able to carry
on almost all financial activities in a bank subsrdlary (rather thaninan -
affiliate through a holding company)®. Moreover among those likely to

2 In generaL the Administration has supported the proposrtron that: the choice whether to conduct

ﬁnnnclal gctivities as a subsidiary of a bank or as a subsidiary of a holding company (and thus as an affiliatc

" of a bank) should be a matter of corporate choice, i.c., that no particular forta should either be mandated or
. encouraged by law. This position is based on the following: (i) legal and economic analysis that suggests
. strongly that the downside risk to the bank -- that it will harm itself through its dealing with related financial -

, entmestothepomtofcreatmgansktothedeposrtmsuranceﬁmds-xsthcsamewheﬂrerthepanyrsa

subsidiary or an affiliate, as long as rules are in place requiring the bank to be well capitalized at;all times

. without teking investment in the subsidiary into account and therc are limits on the amount of bank funds that
+ can be invested in a subsidiary; (ii) there is no evidence that any “subsidy” from deposit insurance -- which is E
. small or non-existent on a net basis anyway -- “leaks” more to the benefit-of a subsidiary than an affiliate; - -
(i) profits from a subsidiary are more likely to flow to the bank as a parent than as an affiliate, creating
" upside benefit; (iv) under CRA, all the assets and income of the bank and its subsidiaries are taken into

account in determining the “context” of the bank’s performance; affiliates are only taken into account at the
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effective maintenance) of the Community Reinvestment Act. So
traditional Administration allies -~ primarily community groups, but also

including labor and consumer groups and senior Senate Democrats -- would

prefer no legislation at all. It is questionable whether legislation will move
. . without Administration support. Putting forth an Admlmstrauon bill may
,’ therefore put in play forces we cannot control.

L Would benefit ordinary Americans only indirectly or incrementally --
_principally by stimulating greater competition among providers of financial
services — and thus may tend to lack grassroots appeal.

; U May not be a White House priority.
Positions of Other Relevant Parties: Persons who have urged the Treasury to propose
financial modernization legislation include: Senators Dodd, Bryan, and D'Amato;
Representauves Gonzalez, LaFalce, Vento, Frank, Flake, Leach, McCollum, Roukema,
Baker; the American Bankers Association, the Bankers Roundtable, America's
,Community Bankers; the Consumer Bankers Association, the Securities Industry
.Assoclatlon, the American Council of Life Insurance, the American Insurance
* Association, and the Financial Services Council. -

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

.- 2. AFFILIATI_ONS BETWEEN BANKS AND NONFINANCIAL COMPANIES :

. Issue: To what extent (if at all) to permit aﬁihauons between banks and nonfinancial
compa.mes — the so-called “banking and commerce” issue. :

Treasury Approach Would permit financial services compames that are prcdommantly
financial -- i.e., 1f 75 percent of their business consists of ﬁnanclal institutions or

bank’s option; and (v) the holding company structure is cumbersome and-costly (which-is why a non-

* operating holding company is rare outside of banking), and firms should not be forced into it. There is also
the fact that the OCC regulates banks and their subsidiaries, whereas the Fed regulates bank holding

* companies; and thus forcing activities into subsidiaries reduces the Administration’s reach with respect to

financial services policy. There is significant disagreement (mainly from the Fed) about the first and second

points, although the FDIC, which is responsible for the deposit i insurance funds, backs the Administration’s

posmon ' .
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ﬁnanc1a1 activities - to have a 25 percent “basket” of nonﬁnanclal activitie§’?
permit nonfinancial firms generally to acquire banks. | [0

Pros and Cons of Treasury Approach:
,5 " Pros

o Would recognize that it is neither realistic nor appropriate to attempt to
enforce an outmoded segmentation between different types of financial
services or to draw a rigid hne between financial and nonﬁnanclal
acuvmes

° Would provide a two-way street by which securities firms and insurance

| companies can affiliate with banks that take retail deposits. (These
o ~ companies have developed without bank holding ¢ompany restrictions, and
b often have some nonﬁnanclal aﬁhatlons )

° Would ('by requiring that a company’s financial operauons be at least three
S times the size of its nonfinancial operations) have the effect of precluding
i~ . affiliations between the largest banks and the largest commercial firms, and
’ would thus to a significant degree mitigate populist concerns about
bankmg-commerce affiliations. .

o Is eonslstent with current status of diversified umtary thrift boldmg
compames

Cons

. There is no reason to beheve there is any synergy between ﬁnanclal and
| mduslnal firms, and reason to believe such eombmatlons are uSually

3 Treasury draft leglslauon at OMB for clearance does not deﬁne “busmess ” See footnote 1. The

I Treasury draft, like both the Roukema and Leach bills, would authorize any firm to own a “Wholesale
Financial Institution” (or WOOFIE) -- a new kind of entity that would be a bank with full access to the -

payment system and strong capital standards but could not accept msuredr deposrts

4 Under current law, any type of company -- mcludmg an industrial company -- can own a thrift, as
long as it owns only one such institution (it becomes a “diversified unitary thrift holding company’””). There
are currently only 14 such institutions, the largest one being a paper comapny that owns a $9 billion thrift.
However, in the past Ford Motor Company owned a thrift based in California. Ford poured alot of money
into the institution before it finally sold it for far less than it had contributed in capital.
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and the auto credit compames - wlnch frequently get used to suppe
faltering auto sales, the failures of conglomerization in the 1970s and ™"
1980, and the sui genens status of GE). While this'is of little concern if
the federal government is not backing a player, there is reason to question

~ whether we should allow such combinations where deposit i insurance may

~ implicate the federal government -~ not just shareholders -- in failure,
Although a 25% basket, particularly if calculated on a gross revenue basis,
would prevent some of the largest pure bank/industrial combinations (e.g.,
GM and Citicorp), large financial conglomerates would be able to buy very
large industrial ﬁrms (e.g., the combination of Chase and Salomon could

buy CSX).

. There are other, more targeted, ways of dealmg with issues raised by, the
desire of firms owning the means of transacting financial business (e g,
software and telecom firms) to become affiliated with banks (and vice
versa). For example, expanding the definition of “related to financial

" business” to include software companies is less of a stretch than extending -
it to armored car companies or travel agencies, both of which have
happened. To the extent diversified securities and insurance ﬁrms, that
have non-financial affiliates (and purely non-financial companies) want to
affiliate with banks to gain access to the payment system rather than to
retail customers, allowing them to own Wholesale F manclal Institutions
(see footnote 3) should be sufficient. .

e Would not fully respond to strongly-held concerns about concentration of
economic power, conflicts of interest, unsound ba.nkmg prachces and

parnahty in granting credit.

. Positions of Other Relevant Parties: Persons who support an even broader approach, as ,
. in the D'Amato/Baker bill, include: the Securities Industry Association, the Investment -
Company Institute, the Financial Services Council, the American Council of Life

Insurance, America’s Community Bankers, the American Financial Services Assocnahon,

and Bankers Roundtable.

Persons opposmg full removal of restrictions on affiliations between banks and
nonfinancial companies including: Senators Conrad, Daschle, Dorgan, Femgold, Harkin,
Johnson, Kerrey, Kohl, and Sarbanes; Representatives Leach, and Gonzalez; the '
. Independent Bankers Association of America, the AFL-CIO ACORN, National People's

~ Action, the Consumer F ederatlon of America, Consumers Umon, and the Greenhmng

Coalition.
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Fmancral Modemization, including the trade associations hsted above as supportm s
D’ Amato/Baker brll . :

3 HOLDING COMPANY REGULATION, AND THE ROLE OF TBE FED

Issue: To what extent should the govemment regulate nonbank compames that own -
banks and what role should the Federal Resérve play in that regulation?

Treasury Approach The Federal Reserve Board would continue to regulate bank
holdmg companies, and could conduct examinations and overall. nsk-management,
require reports, and take enforcement action. But it would no longer prescnbe bank-type
capltal standards for nonbank affiliates of banks. Instead, subsidiary banks would have to
remain well capitalized (i.c., keep the capital above the normal required level), and the
holdmg company could be asked to guarantee 1ts subsidiary banks’ caprtal :

Pros and Cons of Treasury Approach:

Pros

. Would go a considerable way towards meeting the Federal Reserve’s goal
of retaining a significant role in the overall supervision of companies that
own banks. (Treasury and the Fed are currently discussing the extent to
which the Fed will want full holding company regulatory authonty over.
entities that contain a very large bank, even if the bank is owned, by a non-

bank institution.)

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

activities or exposure of related partres

3 For example, if a einglc corporate family included both a property and casualty insurance company
and a mortgage lender, it would be rmportant to take into account the extent to which the risk of mortgage
default arising from an earthquake was not in fact mitigated by i msurance written (and risk retamed) by the

' related insurance company. -

i
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Cons

o A holdmg company guarantee is worth httle if not coupled with some
system for ensuring that the holding company has sufficient (and
sufficiently liquid) capital to make good on it. Thismay suggest more
regulation is needed -- particularly of holding company capltal --than
Treasury has proposed S

] Would, in the view of many secunues, insurance, and diversified financial
' companies, leave too big a role for what they perceive as heavy-handed -
Federal Reserve regulatlon ' :

o Insurance compames (and their regulators) may balk at any reqmrement that
they guarantee an affiliated bank’s capital. :

® - May still not sausfy the Federal Reserve’s des1re to retain its current power
over bank holding companies. ,

° Particularly if wide-ranging'ﬁnanciallnon-ﬁnanciél combinations are
allowed, it is unclear whether the Fed (or any regulator) can effectively
regulate consolidated nsk, and attemptmg to do so may provide a false
sense of security. -

Positions of Other Relevant Parties: Persons opposing any s1gmﬁcant Federal Reserve
role in holding company regulation include: the Securities Industry Association, the
Tnvestment Company Institute, the American Council of Life Insurance, and deermﬁed

ﬁnanclal services firms (e g., American Express)

' Persons supporting a significant Fed role in holding company regulauon include: the
- Fed, Chairman Leach, Paul Volcker and the Independent Bankers Association of

Amenca r | . \
" 4. COMMUNITY RE]NVESTMENT ACT.

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

; Treasrarj: Approach: Apply the CRA to Wholesale Financial_: Institutions -- bsnks that do-
‘not accept accounts uner $100,000 and thus do not have insured desposits, but avoid

. putting CRA “in play” by proposing an expanswn of CRA coverage to nonbanking firms.
 In addmon, the Secretary’s speech announcing any-proposal -- and all subsequent
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statements from the Administration -- should state exphc1tly that we will tolera
weakemng of CRA. ,

Pr_os and Cons of Treasury Approach:
' Pros

'@  May be sufficiently limited and discrete that it would minimize the risk of
' opening the CRA to major amendments (e.g., safe harbor against CRA
protests) by a hostile Repubhcan Congress. :

e Would keep any migration of deposrts to wholesale deposrtory institutions
from weakemng the CRA.

o Might, for the first time, extend the CRA to Wall Street firms if such firms
! became Wholesale F manclal [institutions.

® Mlght nonetheless inadvertently open the CRA to'hostile amendments.
Since the start of the Administration, we have resisited proposals by friénds of
CRA in Congress to broaden the statute, out of concern that any such action
would “put CRA in play” and unleash forces that want to narrow or repeal it. The
issue presented here is whether - in the context of financial services modernization
-- we should and could successfully make such an extension a condition for our
support of modernization. :

o ,Would pass up an occasion to try to extend CRA! to nondepository financial
institutions, mcluding institutions, such as mortgage lenders, who sell
products and services that could have been housed in the bank. By not
reaching out for these products and services, will continue the migration of
assets and activities out of banks, and thus out of CRA.

o Would put President on the: defensive on the major CRA issue, which
relates to retail products and services, rather than taking the offensive,
which has been Administration policy in the regulatory context.

. Positions of Other Relevant Parties: Senator Sarbanes' staﬁ' ‘opposes including any CRA
. provision, lest it inadvertently open the door to hostile Republican amendments: Many

* community groups share that concern. Based on the Administration’s behavior i in the
104th Congress, they believe they can stop - or the Admlmstratmn will successfully
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threaten to veto - any stand-alone attempt to weaken CRA, even if included in a
“regulatory relief” package that contains items we might otherwise support. -However,
 they are not convinced they can similarly stop an otherwise acceptable financial
modernization bill, or that the President could or would veto such a bill. They are
eSpecanly concerned about this result if the weakening is implicit, rather than explicit,
i.e., through facilitation of doing bank activities and products outside of a bank or its
sub51d1anes rather than through a statutory limitation or repeal of CRA.
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THE WHITE HOUSE
WASHINGTON
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February 24 1995
| | N ~
' MEMORANDUM FOR THE PRESIDENT - .. \QZ
FROM:  JOHN PODESTA x
TODD STERNGgyS
SUBJECT: Glass-Steagall Reform

The attached is a decision memo from Bo Cutter laying out Treasury’s approach to reforming
Glass-Steagall. Bob Rubin wants to announce our position in a February 27 speech,
ahead of testimony the next day by Chairman Greenspan and other regulators
Consequently, Bo is seekmg your approval as soon as possnble. . _

The argument for reform is that the separatmn between bankmg and other ﬁnancml services
mandated by Glass-Steagall is out of date in a world where banks; securities firms and .

* insurance companies offer similar products and where firms outside the U.S. do not face

- such restrictions. The chief concern about reform is that allowing banks to engage in riskier -
activities like securities or insurance could subject the deposit insurance fund to added risk.

- The Hill. There are two key bills. The D’Amato bill would basica]ly let any company --
banks, commercial businesses, securities firms or insurance companies -- own any other.
The bill would set up firewalls, particularly between banking and securities activities. .
Financial services within the corporate family would be "functionally regulated”, with no
consolidated regulation of the corporate family. The Leach bill, more protective of the
deposit insurance fund, would allow only banks and securities firms to affiliate. It too ‘uses
firewalls and would have the Fed regulate the consohdated entity. -

Treasury approach. Treasury adopts elements of both bills, allowing banks to affiliate with
securities or insurance firms, but not commercial businesses. A National Financial Services
Commission, chaired by the Secretary of the Treasury, would make important policy
decisions, such as what activities are deemed "financial" and the standards for firewalls.
Other members would be the heads of the Fed, FDIC, CFTC, SEC, OCC and OTS. The
Fed would regulate bank holding compames while affiliates would be regulated »
functionally.

Bo notes that, whﬂe there is increasing consensus for.reform, there are real obstacles. rangmg
from differing views among the players and interests involved; to likely opposition from
small banks and small insurance companies; regulatory jurisdiction as between the Fed and
Treasury; and the possibility that poison amendments, like repeal of the CRA, might be
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attached. In light of these realities, Bo recommends walkmg a fine line, with Treasury in
the lead -- articulating our position (but not introducing a bill), working to fashion good
legislation but not becoming too invested in passage too early. All NEC prmclpals endorse
the Treasury approach Bo has outlmed Leon and George concur. ‘

ConM Dlsagree ' , Discuss
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THE WHITE HOUSE

WASHlNGTON

g3FEoed nd:3e
Febmary24 1995 ¢

MEMORANDUM FOR THE PRESIDENT

FROM: JOHN PODESTA -
| TODD STERKG5S
SUBRJECT: Glass-Steagall Reform

The attached i3 a decision memo from Bo Cutter laying out Treasury’s approach to reforming
Glass-Steagall. Bob Rubin wants to announce our position in a February 27 speech,
ahead of testimony the next day by Chairman Greenspan and other regulators,
Consequeatly, Bo is seeking your approval as soon as possible. ,

The argument for reform is that the separation between banking and other financial services
mandated by Glass-Steagall is out of date in a world where banks, securities firms and
insurance companies offer similar products and where firms outside the U.S. do not face
such restrictions. The chief concern gbout reform is that allowing banks to engage in riskier
activities like securities or insurance could subject the depomt insurance fund to added risk.

. The Hﬂl There are two key bills. The D’Amato bill would baslcally let any company -~
" banks, commercial businesses, securities firms or insurance companies -- own any other.
The bill would set up firewalls, particularly between banking and securities activities.
Financial services within the corporate family would be "functionally regulated”, with no
consolidated regulation of the corporate family. The Leach bill, more protective of the
deposit insurance fund, would allow only banks and securities firms to affiliate. It too uses
* firewalls and would have the Fed regulate the consolidated entity.

Treasury approach. Treasury adopts elements of both bxlls allowmg banks to affiliate vnth
securities or insurance firms, but not commercial businesses. A National Financial Services -
Commission, chaired by the Secretary of the Treasury, would make important policy
decisions, such as what activities are deemed-*financial” and the standards for firewalls.

Other members would be the heads of the Fed, FDIC, CFTC, SEC, OCC and OTS. The

Fed would regulate bank holding compames while affiliates would be regulated

functmnally

Bo notes mat while there is mcreasmg consensus for refonn, there are real obstacles ranging
~ from differing views among the players and intesests involved; o likely opposition- from

small banks and small insurance companies; regulatory jurisdiction as between the Fed and

Treasury; and the possibility that poisen amendments, like repeal of the CRA, might be
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_attached In light of these realities, Bo recommends walking a fine !ine, with Treasury in

the lead -- amculaung our position (but not introducing a bill), working to fashlon good

legislation but not becoming too invested in passage too early. All NEC prlncipals endorse
- the Treasury approeach Bo has outlined. Leon and George concur,

Concur o Disagree____ | Discuss__
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THE WHITE HOUSE
WASHINGTQN‘ .

February 21, ‘1995 gs FER 21 PhH: 5 )

MEMORANDUM FOR PRESIDENT CLINTON.

FROM:  Bo cuttdidl
: : ' Deputy Assistant to the: Presrdent for Economlc Policy

SUBJECT: - “Need for Decision Concerning Treasury’s Proposed
' : Approach to Financial Services Modernization and
Repeal of the GIass-Steagall Act

ACTION FORCING EVENT

On March 1, Secretary Rubin will testify before the House Banklng Committee on
the Administration's position on pending legislation to modernize the United States’
financial services system by repealing or modifying Depression Era laws, such as
the Glass-Steagall Act. House Banking Committee Chairman Leach and Senate
Banking Committee Chairman D'Amato have introduced substantially different
modernization legislation. Richard Baker, an influential senior Republican member
of the House Bankmg Committee, has introduced the D'Amato bill in the House.

Secretary Rubin's testlmony will follow testlmony, on February 28, by Alan
Greenspan, Gene Ludwig, Ricki Tigert Helfer, and Jonathan Fiechter (Acting.
‘Director of the Office of Thrift Supervision). In orderto position Secretary Rubin --
rather than any of the regulators -- as the Administration's chief spokesman on this
issue, the Secretary intends to discuss the Administration’s position at a speech
,whlch erI be covered by the press in New York on February 27.

Itis therefore necessary . to have an agreed-upon Admmlstratlon posrtron by the
end of the day on Friday, February 24. The NEC principals recommend that you
‘approve the Treasurys proposal -- outlined below -- as the Admlnlstratlon position.

BACKG ROU ND

- Historic. The Glass-Steagall Act was passed in 1933, and essentially separates
commercial banking from investment banking and from commerce. The Act's
supporters argued it was necessary to protect banks from failure, prevent abuses,
~ and generally safeguard the financial system and the national economy.

The segmentation of financial markets and inétitution‘s envisioned by,GIaSs-
Steagall does not correspond to the realities of today’s financial services system.. In
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part as a result of changed technology, it has become increasingly difficult to
distinguish between the products and services of commercial banks, investment
banks and insurance companies. This rénders their legal separation increasingly
awkward and artificial and may reduce consumers’ choices and converiience. In
addition, international financial services firms, particularly in Europe, have long

. engaged in full service commercial and investment banking, and the separation of
these functions in the Umted States has arguably placed our firms at a competitive .
disadvantage.

E‘conomists differ about the extent of evidence that significant economies of
scope are available as a result of financial services consolidation. However,:even
those who think there are few direct economic benefits tend to support substantial
changes in current law because the existing system is replete with loopholes and
circumventions, and new Ieglslatuon will reduce transactlons costs and improve
safeguards

Neverthe|ess repealing Glass-Steagall raises the concern that if compames

- engaging in activities not directly related to banking (such as securities dealing and
insurance underwriting) are owned by or affiliated with a depository institution, the
deposit insurance "safety net" will implicitly extend to those activities. The argument
is that this will generate more risk for the system and that such risk either could not
or would not be supported by sufficiently mcreased insurance premlums -

~ Current Proposals: Chairman D'Amato (and Mr. Baker) have mtroduced a bill

. that would permit any type of company (including commercial entities, securities
firms and insurance companies) to become affiliated -- through a holding company --
with a well-capitalized commercial bark. The D'Amato bill would establish rules
(“firewalls") to prevent the bank from being used to support, in particular, the
securities activities of a related company. Under the D'’Amato bill, financial services
would be "functionally regulated," and there would be no consolidated regulation of
‘the corporate family. If the lead bank in a consolidated entity were a national bank,
it would continue to be regulated by the Comptroller of the Currency, not the Fed. A

.+ coordinating regulatory Commission -- chaired by the Secretary of the Treasury, and

including the heads of the federal bank regulatory agencies, the Secretary of
Commerce, the Attorney General and the Chairs of the SEC and CFTC -- would be
created, but would have no authonty to develop pohcy or regulatlons

Chairman Leach has introduced a more narrow b|II ‘which would allow afﬁllatlon
of banks with securities firms only. The affiliation could (with limited exceptions) be
accomplished only through a bank holding company structure, with the Federal
Reserve Board regulating the consolidated entity. The Leach bill also contains

 CLINTON LIBRARY PHOTOCOPY
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" numerous "firewalls.” (A chart outlining the majdr provisions of the D’Amato and"
Leach thS as well as of the Treasury proposal drscussed below, is at Attachment
A)

' TREASURY'S PROPOSAL

Treasury proposes that the Admmrstratlon adopt a posltlon that mcorporates
elements of both the D’Amato and Leach ‘approaches, includes additional items that
would both reduce any new risk generated by affiliation, and enhances the authority
~of a Treasury-chaired regulatory coordinating commission to enable it to adopt

policies and procedures to reduce potentlal systemic ‘risk in the enhanced financial
services system. ~ -

Under. Treasury's approach, well-capitalized and well-managed FDIC-insured
depository institutions could affiliate with other firms engaged in financial activities,
such as investment banks, and insurance companies. The choice of organizational
structure would be left to the management of the organization, although insurance,
securities and other financial activities could (with limited exceptions) be conducted
“only in a separately lncorporated subsidiary or affiliate of a depository institution, not
in the bank or thrift itself. A series of "firewalls" -would restrict certain transactions
between the depository institution and other members of the corporate family. An
affiliate of an insured depository could have investments in nonfinancial firms,
subject to limits, but commercial firms would not be allowed to own banks.

- A newly established seven-member National Financial Services Commission,
chaired by the Secretary of the Treasury, would be authorized to make decisions
that include: determining what activities are financial; setting minimum standards for
firewall restrictions and coordinated examinations; facilitating coordinated :
supervision; and determining whether to impose consolidated capital requnrements o
on bank holding companies whose subsidiary insured depository institutions account
for less than half the consolidated entity's total assets. -The other members of the
commission would be the heads of the Federal Reserve Board (who would serve as
Vice Charrman) FDIC, CFTC, SEC, OCC, and OTS

Under the Treasury proposal, the Federal Reserve would mamtam |ts authorrty
“over bank holding companies, and would be authorized to impose consolidated
capital regulations over holding companies (no matter what the nature of the parent
company) in which insured depositories account for at least half of the holdlng
company’s total assets Affiliates would be regulated functionally. The primary
federal regulator of a bank or thrift (which could be any of the four federal.
regulators) wouId have the authonty to ensure comphance with restrictions on
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transactions with afﬂllates and ensure afﬂllates do not otherW|se endanger the K
institution. :

4MAJOR ISSUES

The movement of Glass Steagall reform on the Hill, and the development and
unveiling of an Administration position forces consideration of two major issues;
which have been briefly touched upon above." In addition, one smaller issue -- the
manner in which insurance regulation is dealt with -- potent|a|ly raises difficult -
federal/state issues. These issues are: B ;

o To what extent can Ilmltlng the extent of permissible affiliation, establishment
of firewalls, and regulation of both individual.members of a corporate family
and the total corporate entity moderate ‘any risk to the deposit insurance
‘system and the broader financial system that affiliation would entail while
simultaneously retaining the attractiveness of affiliation for companies that can’
operate more effi CIentIy and competltlvely in such a structure?

The NEC principals believe Treasury’s proposal strikes an effective ,
balance in this respect, although not without some concern that the details

- of both legislation and regulation will tilt the balance toward greater risk.
The Administration will need to emphasize its intention to hold tight to
strict capital standards for both affiliating depository institutions and other
affiliated. financial institutions in order to place the least possible reliance
on "firewalls,” whose effectnveness in a crisis is not at all certaln

0 How can the Admlnlstranon ensure that ﬁnanmal services restructurlng does
not also lead to an effective neutering of the Administration’s policy influence
on the financial services system through the regulatory system?

The NEC prmcnpals support Treasurys proposed combination of primacy
of the traditional lead federal financial regulator for affiliated depository
institutions, Fed jurisdiction over the most bank- intensive holding
companies, and creation of a coordinating commission -- chaired by
Treasury -- with some real policy responsibilities. The fact that the
coordmatmg regulator would not have supervisory responsibilities
concerning individual institutions should make this structure more palatable
to Republicans and -Democrats alike. However, this issue of
Administration influence will be an extremely difficult one throughout the
debate. :
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0 How can insurance companies be safely intégrated into the consolidatéd
system when they are regulated entirely at the state level, and the states
differ widely in the manner and effectiveness of their. regulatlon’? :

The assumption in the Treasury proposal (as in the D'Amato bill) is that
state insurance regulation, plus the regulatory requirements: on the
depository institutions and the firewalls would prevent an insurance firm
failure from harming the depository institution. The NEC principals would, -
"in theory, prefer to limit insurance company. affiliates to those with federal
charters, but such a charter does not now exist and the political difficulty

- of creating one would be great. The principals recommend you approve

" the Treasury's handling of this issue. '

POLITICAL ISSUES

Notwithstanding the increasing consensus that the time is right for some form of
Glass-Steagall repeal, accomplishing the task -- particularly in a manner the
Administration believes is sound -- will not be easy. Given the proposals on the Hil,
the Administration must have a position, and the Treasury position is substantlvely
sound and politically careful. However, the personahtles involved, muiltiple agendas,
suspicion of the Administration's motives concerning bank regulation, likely
. opposition to any proposal in this area from small banks and small insurance
companies, and honest disagreement about what should be done could result in this
issue eventually being positioned in a bill that your advisors would recommend your
vetoing (such as a bill containing a repeal of -the Community Reinvestment Act).

It is therefore critical that. the Adm'inistration not get too invested in passage of
Glass-Steagall reform too early, while simultaneously using our support of reform to

- strengthen our position with those who would attempt to extract unacceptable terms.

(This is one reason we recommend that Treasury’s proposal be put forth in detailed
testimony, not in proposed legislation.) With Treasury leading, the Administration
walked this fine line last year in getting both community development financial
institutions and interstate banking legislation passed. Even with the changes on the
‘Hill, we believe we can do it again.

RECOMMENDATION

That you approve the Treasurys proposal as the Admlmstratlon s approach to
fi nanC|a| services modernization.

Agree I Disagree . | Let's dislcus's
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1. AFFILIATIONS BETWEEN FINANCIAL AND NONFINANCIAL FIRMS

Treasury Alternative A: Alternative A is in-essence the previous Treasury proposal of allowinga
“basket” of non-financial' activities within a holding company structure that'includes a bank.’ h
Treasury’s proposal as of March 20 was 25% of the combined entity’s business. The current -
proposal varies in several critical respects from the March20 proposal: o :

. The measure for calculating the basket would be specified as gross revenues.

. The legislative language would be submitted without a percentage specified.

. _ Banking/non-financial affiliations would be further limited in that none of the
* largest 1000 non-financial firms (by asset size) would be allowed to affiliate with
© a bank. - : '

Treasury has also clarified that: (i) while banks could engage in non-bank financial activities in
subsidiaries of the bank, all non-financial activities would have to be done in holding company
subsidiaries and (ii) as is currently the case with thrift holding companies, there would be a total

ban on any extension of credit by a bank to or for the benefit of a non-financial affiliate. ' ;

Although not fully discussed in the earlier memos, a critical element of Treasury’s initial o
proposal, now Alternative A, is the abolition of the thrift charter and the.conversion of all thrifts . ...
to banks (together with the merger of the Office of Thrift Supervision with the Office of the

Comptroller of the Currency). . Abolition of the thrift charter meets the explicit requitements of
the “Frist Amendment,” which. prohibits merger of the BIF (bank) -and SAIF (thrift) insurance:; ..

funds until the charters are- merged. ...... ... ..

~ A major complication with the thrift charter conversion, however, is how.to handle differences in- - -~ -
the affiliation powers of bank hoiding companies and unitary thrift holdirig companies
(companics that own one and only one thrift). Currently, unitary thrift holding companies can
engage in' nonfinancial activities with virtually no limits.2 As far as we can tell (and the data are
far from perfect), only 29° thrifts are part of holding companies that engage in-non-financial
businesses. (Approximately 45 others are engaged in real estate development, investment and

! “Financial” would be defined in the statute to include ban'k'ing‘ and any activity currently”
authorized for a bank, the activities of bank operating subsidiaries, and all activities that can be performed '
by securities, commodities and insurance companies. The National Council on Financial Services could
add to the definition. All'other activities would be deemed non-financial.

2 The iniitial purchase must be approved by OTS (which must approve holding company |
management) and OTS can impose limitations on.safety and soundness grounds. Informally, OTS has
indicated that they would look skeptically on, e.g., purchase of a thrift by a company a significant portion
of whose business was gambling. Multiple thrift holding companies (companies that own more than one-
thrift, but no-banks) are basically limited to activities permitted to bank holding companies, although they -

may engage in real estate development, investment and management.

* Numbers relating to thrift holding companies are as of 12/31/96.
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management, which is regarded as “financial” by OTS but not “related to banking” by the Fed.)
Treasury proposes to grandfather the right of all 515 existing unitary thrift holding companies to
engage in nonfinancial activities without regard to the basket. The grandfather rights would not
survive a change in control of the holding company (i.e., the expanded franchise could not be Vo
sold), but would not otherwise be limited in duration.- _ o ‘
Treasury Alternative B: Alternative B would approach the banking and commerce issue by

leaving the existing thrift charter, holding company structure and regulatory system intact . ,As

noted above, unitary thrift holding companies can currently aftiliate with any type of institution. -
Furthermore, the thrift charter has recently been altered to permit (i) unlimited consumer lending

and (ii) up to 10% of assets to be commercial loans and an additional 10% to be small business

loans -- thus makmg the charter very similar to the actual asset mix of approximately 60% of the

commercial banks.* . : ‘ , o l

Alternative B in essence offers any diversified financial holding company that includes non- ;
financial activities the opportunity to get into retail “banking” by buying a smgle thrift. - '
Alternatively, suchi an institution could get into wholesale banking (only non-insured deposits

over $100,000) by establishing a “Wholesale Financial Institution” (WFI, pronounced

“WOOFIE”), which would not be subject to the Bank Holding Company Act. The Bank Holdmg
Company Act would be amended to allow any financial firm to affiliate with a bank and to

allow any bank to buy, establish.or otherwise affiliate.with, any. other type of financial firm ..

including, in particular, an insurance or securities underwriter. ~Under Alternative B, the Frrst
Amendment would simply be statutorily deemed to-be satisfied; on the theory that its real ‘

purpose was to ensure the opportunity-of banks.to expand into’ msurance and securities and that

this has veen accomplished.

Dtscusszon As 'cv1sed Altematlve A has generated some interest from Chairman Leach, as
moving closer to his minimalist approach to banking and commerce, and still commands support
from those, such as Rep. Roukema, who supported the basket approach in the first place. '
However, Senator Sarbanes is still not convinced. -Proponents of full banking and commeice,
particularly Mr. Baker, have voiced their dlspleasure ‘Within the Administration, Chairman
Yellen has expressed her concern that the extent of the grandfathering of unitary thrift holdlng
companies is far too broad, and should be limited to those unitaries that are actually using therr
authority to engage in.non-financial activities to an extent in excess of whatever basket is -
established. Treasury responds that not cutting back on thrift powers is critical to maintaining

* While it is difficult to tell precisely from publicly available data, it appears unlikely that many

" of the largest banks could qualify as thrifts, mainly because of their commercial lending and investments

in non-mortgage securities. However, it is possible that one or more of the large banks w1th a heavrly
consumer orientation (e.g., NationsBank) might so qualify, and could, therefore, make a  choice to

"become a thrift to take advantage of the commerce “opportunity.” In the past, banks such as Wellsv Fargo

that have consrdered moving to a thrift charter have ultlmately reJected the idea.
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thrift support for legislation, which in turn is critical for legislation to move forward. For a

discussion of other issues related to this approach see pages 4-6 of Tab A.

Treasury has been able to keep Alternatlve B from leakmg, s it is unclear how it will be
received. The issues that will potentially arise are: (i) banks: might assert that the Frist - -
amendment has not been satisfied and therefore the conditions for merging the funds have not
been met®; (ii) diversified financial holding companies that have non- -firiancial affiliates might

- not view the thrift option as sufficient; (iii) banking/commerce opponents may view the proposal

as unsatisfying since it preserves, and publicizes, an existing banking/commerce “loophole”; and
(iv) there may be serious concern about the ability of OTS to effectlvely regulate a large number

of powerful new unitary thrift holding companzes. -

2 Howmc COMPANY REGULATION AND THE ROLE OF THE FED

Treasury proposal: Treasury’s latest proposal, which has not been vetted w1th the Fed, would
apply to either Alternative A or Alternative B. Under this scheme, the Fed would regulate all
bank holding companies (but under Alternative B not thrift holding companies, which would be
regulated by OTS). Holding companies engaging in activities that cannot be done directly in the
bank (mcludmg, for example securities or insurance underwriting) would be required to provide
the Fed an undenakmg to maintain the capital of the subsidiary banks at the “well-capitalized” .
level®. 1f the bank’s capital falls below that level the holding company. would be required to...
bring the capital level back up to well-capitalized and maintain it at that level. If, within 130
days, the holding company were unable to bring bank capital hack up to the well-capltallzed
level, the holding company would be requ1red to either (i) divest the bank in a manner that '
results in the bank being well-capitalized upoa divestiture (e.g., by shrinking the balance sheet oz
by getting the buyer to add capital as part of the transaction); or (ii) cease engaging within the’
holding company in any activity the bank could not engage in directly (including, for example
most insurance and securities underwriting). If the bank got seriously in trouble so qu1ckly that
the FDIC were forced to put it into receivership or conservatorship, the holding company’s |

‘guarantee of the bank’s well- capltallzed status would be enforceable by the FDIC.

5 In general, banks don’t much care about merging the funds; that is a good government and a

thrift issue. But, understanding the interest of others i in merging the funds, banks view the BIF/SAIF

merger as leverage to enable them to get “paid” for agreeing to take on part of the FICO obhgat;on as part
of the SAIF recapitalization last year.

¢ Bank (and thrift) capital levels are set by statute at “well-capitalized,” “adequately capitalized,”
“undercapitalized” (which subjects the bank to regulatory sanctions), “significantly undercapitalized”

-(regulatory sanctions required), and “critically undercapitalized” (bank subject to being placed in

receivership). Current Jaw in effect requires a holding company to guarantee to maintain the bank-or

thrift at the adequately capltallzed level.
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The Fed would be responsible, as part of its normal supervisory process, for continuously
evaluating the holding company’s ability to support the bank’s capital at the well-capitalized | ;
~ level, and would be able to examine bank holding companies and their.nonbank subsidiaries if

there were reason to suspect those entities were engaged in activities that could pose a si gnificant
threat to a subsidiary bank. - Do

Although bank holding companies would be subject to Fed regulation under the Bank Holding '
- Company Act, the Fed’s authority to establish holding company capital requirements’ would be
limited to the following situations: : A .
~ «. A subsidiary bank’s capital has remained below the well-capitalized level for more than .
180 days; - . ‘ : o
« Banking assets constitute more than 90% of the assets of the holding company and
imposition of holding company capital requirements is or may be necessary to a‘void", )
a threat to the safety and soundness of the bank; or - _ ' ,
e On acase-by-case basis if the holding company has assets in excess $100 billion and .
owns a bank with assets in excess of about $5 billion® and imposition of holding ‘
company capital requirements is or may be needed to avert systemic risk to the
economy or a threat to bank safety and soundness.

The Treasury’s proposal would not impose similar requirements on thrift holding companies
(under Alternative B), nor does cuirent law. :

Discussion: With respect to the holding company guarantee, the issues likely to be raised are (i)
the ability of the Fed adequately to monitor the effective strength of the guarantee when it is

* neither authorized cr set up to regularly and fully examine the holding company or its non-bank
subsidiaries (a concern Director Raines has raised) and (ii) the extent to which the difference
between “well-capitalized” and “adequately capitalized” provides a sufficient cushion in capital
and time so that a bank that falls below the well-capitalized level can be recapitalized or sold
before it is truly in trouble (a concern Chairman Yellen and Director Raines have both raised).

On the issue of Fed capital standards. the major substantive question, raised by Chairman Yellen, . .
is whether these standards amount to attempting to close the barn door after the horse is out. In
 particular, if the Fed can impose holding company capital standards during the first 180 days -

when a bank falls below the well-capitalized level only after finding a threat or likelithood of

threat to the bank or of systemic risk, will the capital standards be effective in preventing the risk
" from materializing? Chairman Yellen also believes that defining a holding company that is

7 The Fed asserts it has such authority under current law. However, it is unclear whether the
assertion would survive legal challenge. - ' o

¥ As of 12/3 1/96, ]34A'commercial banks had assets in excess of $5 billion. ‘As of 9/30/96, 31

thrifts had assets in excess of $5 billion.. : .
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primarily bank-related as one in which the bank accounts for 90% of the assets is too lax: moving-

sufficient assets out of the bank to fall below the 90% level would be fairly painless. She would ,
support a lower threshold. Director Raines has also expressed concern in the past that capital

réquirements that are discretionary with regulators may pose “forebearance risk”: the risk that ‘ :
capital standards will not be imposed when needed because regulators and the regulated can ‘
convince each other'that the situation will be resolved without the imposition of standards.

Treasury responds that: (i) holding company capital regulation is in fact an extremely minor part
of the entire bank regulatory structure that, with the post-1990 rules concerning prompt. o
~ corrective action, would ensure the security of the deposit insurance funds; (ii) providing the Fed
with any degree of explicit holding company capital authority is more than the Fed has now; and
(iii) since the goal of holding company capital regulation in the case of a holding company that is
‘predominantly a bank is to prevent “double-leveraging™ in order to protect the deposit insurance
fund, it does not matter that a holding company could avoid the capital requirements by moving
a$sets out of the bank. An additional substantive question is whether, whatever system is ‘ o
proposed to allow the Fed to set holding company capital standards, a similar system should be '
proposed with respect to OTS’ regulation of thrift holding companies under Alternative B.

- Treasury’s current proposal is an attempt to provide for holding company capital requirements
where the strength of the holding company really would be needed to protect the-safety and '
soundness of the banking system, while keeping the Fed out of this business -- particularly with
respect to diversified financial holding companies -- under normal circumstances. Whether this -
will prove (i) too little to satisfy the Fed and its supporters or (ii) too much to satisfy the
diversified holding companies is unclear. - ' '

3. CONSUMER PROTECTION

Treasury proposal: Treasury would establish that federal bank and securities regulators have an
“obligation, with respect to retail sales of non-deposit investment products by depository
institutions, to avoid customer confusion about the applicability and scope of FDIC and SIPC
insurance: to prevent improper disclosure of confidential customer information: and to-avoid
conflicts of interest and other abuses. : ' '

Treasury’s proposal would direct the bank regulators, in consultation with the SEC, to adopt
regulations for sales of non-deposit investment products by insured depository institutions that
 are not registered securities brokers. Such regulations would be required to cover the following

, ? Double leveraging occurs when a holding company issues debt that is then used to capitalize the
bank: The result is that the bank nominally has equity, but it is under pressure to dividend profits to the
holding company to pay the debt service. This can result in the bank holding less capital (e.g., little in
excess of the minimum amount required --'in the case of a bank in a diversified holding company, the
well-capitalized level) than would otherwise be the case. In contrast, if the bank itself has raised the

equity, there is no debt service, and 'so less pressure to pay holding company dividends.
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areas: advertising, disclosure, sales practices, qualifications and training of.sales personnel,
compensation of sales personriel, and the circumstances under which transactions and referrals
occur. ‘With respect to non-deposit investment products that are securities (including mutual

funds) or annuities' the bank regulators would be required to adopt regulations comparable to

thosé adopted by the SEC. The SEC would be required (to the extent such rules are not already
in place) to adopt similar rules concerning sales of non-deposit investment products by brokers or
dealers who are depository institutions (in the case of brokers) or are affiliated with a depository'
institution. The SEC would have to consider one major new item, namely the disclosure by

depository institution subsidiaries and affiliates of the financial interest of the deposrtory

institution or securities subsrdlary or affiliate with respect to 1eferrals or transactrons

The regulations adopted by the banking regulators and the SEC would be required o ‘encourage

the use of disclosure that is simple, direct, and readily understandable” (mode! language would
be included), and to encourage oral as well as written disclosure. (Studies have shown that oral
disclosure is more effectrve but it is, of course, more difficult to monitor, particularly in face-to-

face, rather than telephone conversatrons) The National Council on Financial Services, on

which both the federal banking regulators and the SEC-would sit, could establlsh more stringent

.regulatrons than those adopted by the individual regulators

" The Treasury’s proposal would prohibit non-depository institution affiliates within a bank

holding company from sharing with any depository institution in the holding company non- -
public customer information, including in particular evaluations of creditworthiness, unless the
customer received “clear and conspicuous disclosure” that such information might-be shared and

'had an opportunity to direct that it not be shared. As a practical matter, customers would -

probably be given ar opportunity to make this cheice for al! classes of information upon the
opening of an account, rather than on an-event-by-event basis.

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

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

case.

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

deposit investment products.
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The consumer groups are not likely to be fully satisfied with this approach for three reasons: (i)
they are skeptical of the bank regulators ability and willingness to adopt strong and effective
‘regulations in this area and they would therefore prefer to hardwire more into the statute; (ii) the
proposal would not provide consumiers with a private cause of action against a deposltory
institution that caused harm by vnolatmg the regulations; and (iii) the proposal would not
“explicitly deal with “implicit” tying, under which a consumer gets the impression, by the mere
fact that insurance is offered before a loan is approved, that approval of the loan is contmgent on
purchase of insurance-from the bank. ‘Conversely, financial institutions will be concemed that
this proposal -- particularly the information disclosure portion -- may severely limit their ability
to cross-sell securities and investment products which they regard as one of the benefits to both
‘consumers and mstltutlons of allowing greater affiliations among financial mstltutlons

4. .COMMUNITY REVINESTMENT ACT ‘

Treasury’s proposal with respect to CRA has not changed since March 20. The only external -
developments since March 20 are that (i) Senator D’ Amato has suggested that expanding CRA
even to WFIs will put CRA “in play” and (ii) the companies that are likely to create WFIs have --
with one exception -- said they will have no objection to expansion of CRA to such institutions. -
‘We may also want to consider whether the fact that Treasury proposes sending up a report with
legislative language r_ather than.a.bill,,changes the dynamic of what can and should be includedt

Treasury Proposal: Apply CRA to Wholesale Financial Institutions -- banks that do not accept -
accounts under $100,000 and thus do not have insured deposits, but avoid putting CRA “in play
by prOposmg an expansion of CRA coverage to: nonbankmg firms. The Secretary’s speech. -
" anncuncing any proposal -- and all subsequent statements from the Adrmmstranon -- would state = -
expllcltly that we w1ll tolerate no weakening of CRA:

—_—
Discussion: One of the hallmarks of this Administration has been its recognition that access to
credit and other financial services is essential to the vitality and growth of communities. Bank
regulators have been directed to make the Community Reinvestment Act work to generate '
“performance, not panerwork.” The regulators -- working through an unprecedented series of
hearings and other outreach efforts -- responded effectively: new CRA regulations, which are just
coming into effect, have been praised as effective without being burdensome. “As a result of this
Administration’s efforts in this area (including not only CRA, but also effective enforcement of
non-discrimination laws, and the Naticnal Homeownership Strategy), over $90 billion in CRA
commitments have been made and the number of mortgages made in low- and moderate-income
communities rose 22% and the number to minorities rose 33% between 1993 and 1995
(compared with an overall increase in number of mortgages of 10%). In the 104th Congress, the
Administration stood strong against any cutback in CRA in the context of banking regulatory
relief regulation -- and succeeded in fending off all challenges.

It is quite clear that, notwithstandihg continued strong bank profitability, assets and lending are
flowing out of the banking system. While much of the asset loss-in the last few years is

COPY
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attributable to large businesses (whoare unlikely to rely on CRA for access to capital) direetly
accessing the capital markets, the movement of deposits from banks to mutual funds has put a
strain on both the theory and practlce of CRA ! : :

: y : ‘
The power of CRA and related statutes and the regulators to get results is beyond anythmg

_ community groups have been able to accomplish in the remainder of the financial services
industry, where the best they get is philanthropy, some social investing, and purchases of
municipal bonds.. So anything that diminishes the reach of the banking régulators, and of CRA,”
is troublesome to these groups. Their concern is exacerbated by what they see as the lack of
benefit to consumers -- particularly poor consumers -- from changes, such as interstate banking,

~ that have already occurred in the system. They have strongly urged the: Administration, as a-
condition of financial services modernization, to expand CRA coverage to all financial
institutions affiliated with a bank or at least to all bank-eligible products (such as mortgage
loans) no matter where in the holding company they are offered. :
Treasury belreves that, notw1thstand1ng the concerns of the community groups, CRA expansion
beyond WFIs'® should not be included in the proposal. ‘There are two basic reasons: practical and’
political. On the practical side, Treasury notes the difficulty of defining the geographic service
area -- a critical CRA concept -- for securities firms and mutual funds, and the difficulty of
imposing federal CRA regulation on state-regulated insurance companies and unregulated
finance companies. They note that, while the OCC currently takes the activities.of non-bank
subsidiaries into account in evaluatinig the CRA: performance of'a national bank, in-gerneral the -
subsidiaries are small in relation to the bank. If, inan attempt to avoid imposing CRA d1rectly

_ on securities firms, insurance companies and finance companies affiliated with banks, one were
to impose on a relatively small-bank the commuinity obligations of all affiliated companies, the
most likely result would be a sharp decrease in the interest of anyone in affiliating w1th a bank

As a political matter, whateyer support CRA has among community groups and some
Congressmen (including in particular Senator Sarbanes) it is strongly disliked by many banks,
most Republican members of Congress and many pro-business Democrats. In fact, it is probably
fair to say that, with the potential [rmportantl exception of Senator D’Amato, almost no one
strongly in favor of financial services legislation is strongly in favor of CRA. And the secuntres
and insurance industries (backed by, e.g., Senator Dodd) are unalterably opposed to any
expansion. Moreover, even many CRA proponents (such as Senator Sarbanes) believe that any
attempt to expand CRA as a price for modernization legislation will lead eithér to no legislation
(a result to which they would not object) or a frontal assault on CRA by opponents such as
Senators Shelby and Mack, with the result that -- if it went anywhere at all -- the entire financial

' Treasury would expand CRA to WFls because: (i) WFIs are banks that take deposits; (i) they
have access to the payment system; and (iii) to create WF1s without CRA would open the way for an
immediate contraction of CRA coverage as such wholesale banks as Bankers Trust and JP Morgan -- now" .

SUbJCCl to CRA -- became WFIs. .
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services debate would become a fight about CRA, and it is very likely the Administration would

be called upon to veto the resulting bill. A . '
4. WHETHER TO GO FORWARD, AND IN WHAT FORM \
Tredasury proposal: Treasury proposes to“reléase, on or about May 21,'a brief statement by
Secretary Rubin, covering draft legislative language containing the two alternatives discussed
above. ' ' ' '

'Dl;scuss_ion: After a lengthy series of discussions with both mémbers of Congress and interested
parties, Treasury came to the conclusion that the best way to both (i) respond to the statutory
directive that it report on the merger of the bank and thrift charters by March 31 and (ii) move the
financial services debate forward is to send forth a legislative proposal that is complete and
defensible, but that provides alternative ways to deal with the most contentious.issue.
: gt

Sending alternatives rather than a legislative proposal may lead some to question both the

‘ Administration’s purposes and its strength of commitment to financial services modernization.
And the result may be that the debaté'does not proceed or the Administration is marginalized.

" On the other hand, it is quite clear that taking the position on banking and commerce that is most
likely to move the debate quickly ---the basket approach with a fairly large baskét -- will '
seriously offend critically-important' Democrafic Senators such as Senator Sarbanes. One lesson -
of last Congress’ unsuccessful discussion of this issue is that even if there is no legislation, the
ball moves: there no longer is a serious debate about whether to repeal Glass-Steagall or whether
to allow banks to affiliate with-insurance-companies, rather-the debate is how. For the -+ .
Administratior. to be a seripus player in this sescion’s discussions, and to protect our interests
(particularly with respect to CRA and the role of the OCC'"), almost certainly requires that -
Treasury fulfill its report obligation reasonably quickly and do so in a manner that indicates we
have been considering the issues seriously and have cogent proposais to put on the table, even if
we have two of them. S '

1 As described in footnote 5 of the memo at Tab A, an important aspect of Treasury’s proposal
is that banks would be allowed to do non-bank financial activities in either a subsidiary or an affiliate of
the bank. In contrast, the Fed is insisting that such activities be done orly in a bank affiliate (a subsidiary
of a bank holding company rather than of a bank). As footnote 5 points out, whatever the substantive.
issues involved, there are clearjurisdicliona'l implications: national banks and their subsidiaries are
regulated by the OCC, a bureau of the Treasury, whereas baik holding companies (including holding

comipanies of national banks) are regulated by the Fed.
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2. ES DRAFT:May 5, 1997 (8:12pm)

1. AFFILIATIONS BETWEEN FINANC[AL AND NONFINANCIAL FIRMS

Treasury Alternauve A: Alternative A is in essence the previous Treasury proposal of allowmg a
“basket” pf non-financial' activities within a holding company structure that includes a bank.
- Treasury’ s proposal as of March 20 was 25% of the combined entity’s business. The current
proposal varies in several critical respects from the March 20 proposal: ~
« * The measure for calculating the basket would be specified as gross revenues.
. The legislative language would be submitted without a percentage specified.
» ' Banking/non-financial affiliations would be further limited in that none of the
largest 1000 non-financial ﬁrms (by asset size) would be allowed to aﬂilrate with a
: bank. .
~ Treasury . has also clarified that: (I) while banks could engage in-non-bank financial actrvmes in.
subsidiaries of the bank, all non-financial activities would have.to be done in holding company
subsidiaries and (ii) as is currently the case with thrift holding companies, there would be a total
‘ban on any extension of credit by a bank to or for the benefit of a non-ﬁnancral affiliate.

Although not fully drscussed in the earlier memos, a cntrcal element of Treasury s-initial proposal
- now Alternative A, is the abolition of the thrift charter and the conversion of all thrifts to banks
(together with the merger of the Office of Thrift Supervision with the-Office of the Comptroller of
the Currency). Abolition of the thrift charter meets the explicit requirements of the “Frist '
-‘Amendment,” which prohrbrts merger of the BIF (bank) and SAIF (thnft) insurance funds untrl

the charters are merged

" A major complication with the thnft charter conversron, however is how to handle dlﬁ'erences in
the affiliation powers of bank holding companies and unitary thrift holding companies (companies
that own one and only one thrift). Currently, unitary thrift holding companies can engage in
nonfinancial activities with virtually no limits.> As far as we-can tell (and the data are far from
perfect), only-29* thrifts are part of holding companies that engage in non-financial businesses.
(Approximately 45 others are engaged in real estate development, investment and management,

! «“Financial” would be defined in the statute to include banking and any activity currently authorized
. for a bank, the activities of bank operating subsidiaries, and all activities that can be performed by securities,
commodities and insurance companies. The National Council on Financial Services could add to the,
definition. All other activities would be decmed non-ﬁnancral '

2 The initial purchasc must be approved by OTS (which must approve holding company |

- management) and OTS can impose limitations on safety and soundness grounds. Informally, OTS has
indicated that they would look skeptically on, ¢.g., purchase of a thrift by a company a significant portron of
whose business was gambling. Multiple thrift holding companies (companies that own more than one thrift,
but no banks) are basically limited to activities permitted to bank holdmg companies, although they may
engage in real estate development investment and management.

3 Numbers relatmg to thrift holding compames are as of 12/31/96.

oopv




-3 ES DRAFT:May.S, 1997 (8:12pm)

which is regarded as “ﬁnancral” by OTS but not “related to bankmg” by the Fed.) Treasury
proposes to grandfather the right of all 515 existing unitary thrift holding companies to engage in
nonfinancial activities without regard to the basket. The grandfather rights would not survive a -
change in control of the holding company (i.e., the expanded franchise could not be sold) but

-would not otherwnse be hmrted in duratlon

' ‘Treasury Alternative B: Alternative B would approach the banking and commerce issue by

" leaving the existing thrift charter, holding company structure and regulatory system intact . ‘As
noted above, unitary thrift holding companies can currently affiliate with any type of institution.
Furthermore, the thrift charter has recently been altered to permit (i) unlimited consumer lending
and (ii) up to 10% of assets to be commercial loans and an additional 10% to be small business
loans -~ thus makmg the charter very similar to the actual asset mix of approxlmately 60% of the

commerclal banks.*

Alternative B in essence offers any diversified financial holding company that includes non-
financial activities the opportunity to get into retail “banking” by buying a single thrift.
Alternatively, such an institution could get into wholesale banking (only non-insured deposrts over
$100,000) by establishing'a “Wholesale Financial Institution” (WFI, pronounced “WOOFIE”"),
which would not be subject to the Bank Holding Company Act. The Bank Holding Company Act -
would be amended to allow any financial firm to affiliate with a bank and to allow any bank to
buy, establish or otherwise affiliate w1th, any other type of financial firm including, in particular,
an insurance or securities underwriter.  Under Alternative B, the Frist Amendment would simply
be statutorily deemed to be satisfied, on the theory that its real purpose was to ensure the

- opportunity of banks to expand into insurance and securities and that this has been accomplished.

Discussion: As revised, Alternative A has generated some interest from Chairman Leach, as

moving closér to his minimalist approach to banking and commerce, and still commands support

from those, such as Rep. Roukema, who supported the basket approach in the first place.

. However, Senator Sarbanes is still not convinced. Proponents of full banking and commerce,
particularly Mr. Baker, have voiced their displeasure. Within the Administration, Chairman o
Yellen has expressed her concern that the extent of the grandfathering of unitary thrift holding
companies is far too broad, and shiould be limited to those unitaries that are actually using their

authority to engage in non-financial activities to an extent in excess of whatever basket is
established. Treasury responds that not cutting back on thrift powers is critical to maintaining

4 While it is difficult to tell precisely from publicly available data, it appears unfikely that many of
the largest banks could qualify as thrifts, mainly because of their commercial lending and investments-in non-
mortgage securities. However, it is possible that one or more of the large banks with a heavily consumer
orientation (e.g., NationsBank) might so qualify, and could, therefore, make a choice to'become a thrift to
take advantage of the commerce “opportunity.” In the past, banks such as Wells Fargo that have consndercd

moving toa thrift charter have ultimately re_)ected the idea. '
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thrift support for legrslatlon, which in turn is critical for leglslatlon to move forward. For a
dxscussnon of other i issues related to this approach see pages 4-6 of Tab A

}
"

Treasury has been able to keep Altematwe B from leaking, so it is unclear how it will be receiyed.
The issues that will potentially arise are: (i) banks mlght assert that the Frist amendment has not
been satisfied and therefore the conditions for merging the funds have not been'-met’; (i)
diversified financial holding companies that have non-financial affiliates might not view the thrift

E optron as sufficient; (jii) banking/commerce opponents may view the proposal as unsatisfying

since it preserves, and publicizes, an existing banking/commerce “loophole”; and (iv) there may be
serious concern about the ability of OTS to eﬁ‘ectlvely regulate a large number of powerﬁrl new

' umtary thrift holdmg companres

2, HOLDING COMPANY REGULATION AND THE ROLE OF THE FED

Treasury proposal: Treasury s latest proposal, which has not been vetted with the Fed, would
apply to either Alternative A or Alternative B. Under this scheme, the Fed would regulate all /
bank holding companies (but under Alternative B not thrift holding companies, which would be
regulated by OTS). Holding companies engaging in activities that cannot be done directly in the
bank (including, for example, securities or insurance underwriting) would be required to provide
the Fed an undertaking to maintain the capital of the subsidiary banks at the “well-capitalized”
level®. If the bank’s capital falls below that level the holding company would be required to bring
the capital level back up to well-capitalized and maintain it at that level. If, within 180 days, the -
holding company were unable to bring bank capital back up to the well-capitalized level, the
holding company would be required to either (i) divest the bank in a mannér that results in the
bank being well-capitalized upon divestiture (e.g., by shrinking the balance sheet or by getting the
buyer to add capital as part of the transaction) or (i) cease engaging within the holding company .

'in any activity the bank could not engage in directly (including, for example, most insurance and .

securities underwriting). If the bank got seriously in trouble so quickly that the FDIC were -
forced to put it into receivership or conservatorship, the holding company’s guarantee of the
bank’s well-capitalized status would be enforceable by the FDIC :

" % In general, banks don’t much care about merging the ‘funds; t'ha_t is a good government and a thrift
issue. But, understanding the interest of others in merging the funds, banks view the BIF/SAIF merger as
leverage to enable them to get “pard” for agrccmg to take on part of the FICO obligation as part of the SATF

recapitalization last year.

6 Bank (and thnft) capltal levels are set by statute at “well-capitalized,” “adequately caprtahzed
“undercapitalized” (which subjects the bank to regulatory sanctions), “significantly undercapitalized”
(regulatory sanctions required), and “cntrcally undercapitalized” (bank subject to being placed in
receivership). Current law in effect requires a holdmg company to guarantec to maintain the bank or thnﬁ at

the adequately capitalized level.

-~ copy
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-+ The Fed would be responsible, as part of its normal supervisory process, for eontmuously
evaluatmg the holding company’s ability to support the bank’s capital at the well-capitalized level,
and would be able to examine bank holding compames and their nonbank subsidiaries if there

t -were reason to suspect those entities were engaged i in activities that could pose a sngmﬁcant threat

to a subsidiary bank,

Although bank holdmg compames would be subject to Fed regulatlon under the Bank Holding . -
Company Act, the Fed’s authority to establish holdmg company capital requlrements would be
_limited to the following situations:
. A subsidiary bank’s caplta] has remamed below the well-capitalized level for more than
180 days;
. Bankmg assets constitute more than 90% of the assets of the holding company and
- - imposition of holding company capital requirements is or may be necessary to avoid
"a threat to the safety and soundness of the bank; or
» Ona case-by-case basis if the holding company has assets in excess $100 bllhon and owns
a bank with assets in excess of about $5 billion® and imposition of holding company
 capital requirements is or may be needed to avert systemic risk to the economy or a
- threat to bank safety and soundness. ,

The Treasury’s proposal would not impose smular requirements on thrift holdmg compames '
- (under Alternative B), nor does current law.

DlSCllSSlon With respect to the holdmg company guarantee the issues likely to be raised are (i)
the ability of the Fed adequately to monitor the effective strength of the guarantee when it is.
neither authorized or set up to regularly and fully examine the holding company or its non-bank
subsidiaries (a concern Director Raines has raised) and (ii) the extent to which the difference
 between “well-capitalized” and “adequately capitalized” provides a sufficient cushion in capital
and time so that a bank that falls below the well-capitalized level can be recapitalized or sold
before it is truly in trouble (a concern Chairman Yellen and Director Raines have both raised).

On the issue of Fed capital standards, the major substantive question, raised by Chamnan Yellen,

is whether these standards amount to attempting to close the barn door after the horse is.out. In
particular, if the Fed can impose holding company capital standards during the first 180 days when .
a bank falls below the well-capitalized level only after finding a threat or likelihood of threat to

- the bank or of systemic risk, will the capital standards be effective in preventing the risk from
materializing? Chairman Yellen also believes that defining a holding company that is primarily

_ ” The Fed asserts it has such authority under current law. However, it is unclear whether the
assertnon would survive legal challenge. ‘

8 As of 12/31/96, 134 commercial banks had assets in excess of $5 billion. As of 9/30/96 31 thrifts

had assets in excess of $5 billion..
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bank-related as one in which the bank accounts for 90% of the assets is too lax: moving sufficient
assets out of the bank to fall below the 90% level would be faJrly painless. She would support a
lower threshold. " Director Raines has also expressed concern in the past that capital requirements
* that are dlscretronary with regulators may pose “forebearance risk™: the risk that capital standards
will not be rmposed when needed because regulators and the regulated can convince each other
that the situation will be resolved without the imposition of standards. . :

Treasury responds that: (i) holding company capital regulation is in fact an extremely minor part

- of the entire bank regulatory structure that, with the post-1990 rules concerning prompt -
corrective action, would ensure the security of the deposit i insurance funds; (ii) providing the Fed
with any degree of explicit holding company capital authority is more than the Fed has now; and
(iii) since the goal of holding company capital regulation in the case of a holding company that is
predominantly a bank is to prevent “double-leveraging™ in order to protect the deposit inisurance
fund; it does not matter that a holding company could avoid the capital requirements by moving
assets out of the bank An additional substantive question is whether, whatever system is
proposed to allow the Fed to set holding company capital standards, a similar system should be
proposed with respect to OTS’ regulation of thrift holding companies under Alternative B.

Treasury’s current proposal is an attempt to provide for holding company capital requirements
where the strength of the holding company really would be needed to protect the safety and
soundness of the banking system, while keeping the Fed out of this business -- particularly with
respect to diversified financial holding companies -- under normal circumstances. Whether this
will prove (i) too little to satrsfy the Fed and its supporters or (ii) too much to satisfy the

- diversified holding companies is unclear . ‘

3. CONSUMER PROTECTION

. Treasury proposal: Treasury would establish that federal bank and securities regulators have an
obligation, with respect to retail sales of non-deposit investment products by depository
institutions, to avoid customer corfusion about the applicability and scope of FDIC and SIPC
insurance; to prevent improper disclosure of confidential customer information; and to avoid

conﬂlcts of‘ mterest and other abuses.

Treasury s proposal would drrect the bank regulators in consultatron with the SEC, to adopt
regulations for sales of non-deposit investment products by insured depository institutions that are

- ? Double leveraging occurs when a holding company issues debt that is then used to capitalize the
- bank. The result is that the bank nominally has equity, but itis under pressure to dividend profits to the
holding company to pay the debt service. This can result in the bank holding less capital (e.,, little in excess
of the minimum amount required -- in the case of a bark in a diversificd holding company, the well-
caprtalmed level) than would otherwise be the case. In contrast, if the bank itself has rarsed the equity, there -

is'no debt service, and so less pressure to pay holding company dmdends
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not regrstered securities brokers Such regulatlons would be required to cover the following -

areas: advertising, disclosure, sales practices, qualifications and training of sales personnel,
compensation of sales personnel, and the circumstances under which transactions and referrals-
occur. With respect to non-deposit investment products that are securities (including mutual
funds) or annuities, the bank regulators would be required to adopt regulations comparable to
those adopted by the SEC. The SEC would be required (to the extent such rules are not already
in place) to adopt similar rules concerning sales of non-deposit investment products by brokers or
dealers who are depository institutions (in the case of brokers) or are affiliated with a depository

| institution. The SEC would have to consider one major new item, namely the disclosure by
- - depository institution subsidiaries and affiliates of the financial interest of the depository
- institution or securities subsidiary or affiliate with respect to referrals or transactions.

The regulations adopted by the bankmg regulators and the SEC would be requ1red to “encourage
the use of disclosure that is simple, direct, and readlly understandable (model language would be
included), and to encourage oral as well as written disclosure. (Studres have shown that oral
disclosure is more effective, but it is, of course, more difficult to monitor, particularly in face-to-

face, rather than telephone, conversations.) The National Council on Financial Services, on which

both the federal banking regulators and the SEC would sit, could establish more stringent
regulatlons than those adopted by the individual regulators

‘ The Treasury s proposal would prohibit non-depository institution a.fﬁhates within a bank holding

company from sharing with any depository institution in the holding company non-public
customer information, mcludmg in particular evaluations of creditworthiness, unless the customer
received “clear and conspicuous disclosure” that such information might be shared and had an
opportunity to direct that it not be shared. As a practical matter, customers would probably be

given an.opportunity to make this choice for all classes of information upon the opening of an

account, rather than on an event-by-event basns o

Treasury. would require the National Council on Financial Services to biennially review, starting
on June 30, 2001, the regulations adopted pursuant to these requlrements to determine whether

R they carry. out the purposes.

Fmally, Treasury’s bill would by adoptmg a greater degree-of functlonal regulation of securities

 activities than is currently the case, impose more consumer-protective requirements on bank -

activities relating to securities sales and work for investment companies than is currently the case.

‘Discussion: Treasury s proposal is designed to be at least as protectxve of consumer concerns as

proposals currently being considered in the House, but to do so in a manner that hardwires fewer

Tequirements into statute and requires more of the regulators. However, the requirement for

simple disclosure and model language goes further than other proposals. In contrast to current
law, bank regulators would have to adopt regulations, not guidelines, regarding the sale of non-

deposit investment products.

COPY
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‘The consumer groups are not likely to be fully satisfied with this approach for three reasons: ]

they are skeptical of the bank regulators’ ability and willingness to adopt strong and effective
regulations in this area and they would therefore prefer to hardwire more into the statute; (ii) the
- proposal would not prowde consumers with a pnvate cause of action against a depository
institution that caused harm by violating the regulatrons and (iii) the proposal would not explicitly
vdeal with “lmphclt” tying, under which a consumer gets the impression, by the mere fact that .
insurance is offered before a loan is approved, that approval of the loan is contingent on purchase
- of insurance from the bank. Conversely, financial institutions will be concerned that this proposal

-- particularly the information disclosure portion -- may severely limit their ability to cross-sell
 securities and investment products, which they regard as one of the benefits to both consumers
- and institutions of allowing greater afﬁllatlons among financial institutions.

4, COMMUNITY REVINESTMENT ACT

Treasury ] proposal w1th respect-to CRA has not changed since March 20. The only external
' developments since March 20 are that (i) Senator D’Amato has suggested that even expanding
CRA to WFIs will put CRA “in play” and (i) the companies that are likely to create WFIs have -- .
with one exception -- said they will have no objection to expansion of CRA to such institutions.
We may-also want to consider whether the fact.that Treasury proposes sending up a report with -
. legislative Ianguage rather than a bill, changes the dynamlc of what can and should be mcluded

Treasury Proposal Apply CRA to Wholesale Financial Institutions -- banks that do not accept
accounts under $100,000 and thus do not have insured deposits, but avoid putting CRA ‘“in play”
by proposmg an expansion of CRA coverage to nonbanking firms.” The Secretary’s speech
~ announcing any proposal -- and all subsequent statements from the Administration -- would state

exphcrtly that we will tolerate no weakening of CRA

- Discussion: One of the hallmarks of thrs Adrmmstratlon has been lts recogmtlon that access: to
- credit and other financial services is essential to the vitality arid growth of communities. Bank
regulators have been directed to make the Community Reinvestment Act work to generate '
““performance, not paperwork.” The regulators -- working through an unprecedented series of ‘
heanngs and other outreach efforts -- responded effectively: new CRA regulations, which are just
coming into effect, have been praised as effective without being burdensome. As a result of this
Administration’s efforts in this area (including not only CRA, but also effective enforcement of
~ non-discrimination laws, and the National Homeownership Strategy), over $90 billion in CRA
commitments have been made and the number of mortgages made in low- and moderate-income
communities rose 22% and the number to minorities rose 33% between 1993 and 1995
(compared with an overall increase in number of mortgages of 10%). In the 104th Congress, the.
Administration stood strong against any cutback in CRA in the context of banking regulatory
relief regulation -- and succeeded in fending off all challenges. :

COPY
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It is qurte clear that, notwrthstandlng contlnued strong bank profitability, assets and lendrng are’
- flowing out of the banking system. While much of the asset loss in the last few years is
attributable to large businesses (who are unllkely to rely on CRA for access to capital) directly
accessing the capital markets, the movement of deposrts from banks to mutual funds has put a
- strain on both the theory and practrce of CRA R
) The power of CRA and related statutes and the regulators to get results is beyond anytlung
community groups have been able to accomplish in the remainder of the financial services
industry, where the best they get is philanthropy, some social investing, and purchases of
municipal bonds. So anything that diminishes the reach of the banking regulators, and of CRA, is
troublesome to these groups. Their concern is exacerbated by what they see as the lack of benefit
to consumers -- particularly poor consumers -- from changes, such as interstate banking, that have
already occurred in the system. They have strongly urged the Administration, as a condition of
financial services modernization, to expand CRA coverage to all financial institutions affiliated
with a bank or at least to all bank-eligible products (such as mortgage loans) no matter wherein -

the holding company they are offered.

- Treasury. believes that, notwrthstandmg the concerms of the community groups, CRA expansion
beyond WFIs' should not be included in the proposal. There are two basic reasons: practical and
- political. On the practical side, Treasury notes the difficulty of defining the geographic service
" area -- a critical CRA concept -- for securities firms and mutual funds, and the difficulty of ,
1mpos1ng federal CRA regulation on state-regulated insurance companies and unregulated finance
companies. They note that, while the OCC currently takes the activities of non-bank subsidiaries
into account in evaluating the CRA performance of a national bank, in general the subsidiaries are
~ small in relation to the bank. If, in an attempt to avoid imposing CRA directly on securities firms,
 insurance companies and finance companies affiliated with banks, one were to impose on a
relatively small bank the community obligations of all affiliated companies, the most hkely result -
would be a sharp decrease in the interest of anyone in aﬁihatmg with a bank -

As a political matter whatever support CRA has among commumty groups and some . o
Congressmen (including in particular Senator Sarbanes), it is strongly disliked by many banks, ‘
“most Republican members of Congress and many pro-business Democrats. In fact, it is probably

fair to say that, with the potential [important] exception of Senator D’ Amato, almost no one
. strongly in favor of financial services legislation is strongly in favor of CRA. And the securities
and insurance industries (backed by, e.g., Senator Dodd) are unalterably opposed to any -

expansion. Moreover, even many CRA proponents (such as Senator Sarbanes) believe that any
attempt to expand CRA as a price for modernization legislation will lead either to no legislation (a

' Treasury would expand CRA to WFIs because: (i) WFIs are banks that take deposits; (ii) they
have access to the payment system; and (iii) to create WFIs without CRA would open the way for an’
immediate contraction of CRA coverage as such wholesale banks as Bankers Trust and JP Morgan -- now

subject to CRA -- became WFIs. o
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result to whlch they would not object) or a frontal assault on CRA by opponents such as Senators ‘
Shelby and Mack, with the result that -- if it went anywhere at all -- the entire.financial services

~ debate would become a fight about CRA, and it is very hkely the Admlmstratlon would be called
upon to veto the resulting bill. : : _ N

"
i
h
1

4. WHETI{ER TO GO FORWARD, AND IN WHAT FORM

Treasury proposal Treasury proposes to release, on or about May 21 a brief statement. by
Secretary Rubin, covering draﬁ legislative language containing the two alternatives discussed

above

Discussion: After a lengthy series of discussions with both members of Congress and intérested
parties, Treasury came to the conclusion that the best way to both (i) respond to the statutory

* directive that it report on the merger of the bank and thrift charters by March 31 and (i) move the
financial services debate forward is to send forth a legislative proposal that is complete and
defensible, but that prov1des alternative ways to deal with the most contentious issue.

Sendmg alternatives rather than a legislative proposal may lead some to quesnon both the

Administration’s purposes and its strength of commitment to financial services modernization.

And the result may be that the debate does not proceed or the Adnumstranon is marginalized. On

the other hand, it is quite clear that taking the position on banking and commerce that is most

likely to move the debate quickly - the basket approach with a fairly large basket -- will seriously

offend critically important Democratic Senators such as Senator Sarbanes. One lesson of last-

' Congress’ unsuccessful discussion of this issue is that even if there is no legislation, the ball

~moves: there no longer is a serious debate about whether to repeal Glass-Steagall or whether to
allow banks to afﬁhate with insurance compames rather the debate is how. For the:

Administration to be a serious player in this session’s discussions, and to protect our interests

(particularly with respect to CRA and the role of the OCC''), almost certainly requires that -

Treasury fulfill its report obligation reasonably quickly and do so in a manner that indicates we ‘

have been considering the issues seriously and have cogent proposals to put on the table, evenif .

we have two of” them

11 As described in footnote 5 of the memo at Tab A, an important aspect of Treasury’s proposal is
that banks would be allowed to do non-bank financial activities in either a subsidiary or an affiliate of the
bank. In contrast, the Fed is insisting that such activities be done only in a bank affiliate (a subsidiary of a
bank holding company rather than of a bank). As footnote 5 points out, whatever the substantive issues
involved, there are clear jurisdictional implications: national banks and their subsidiarics are rcgulated by the
OCC, a bureau of the Treasury, whereas bank holdmg companies (mcludmg holding compamcs of national

“banks) are regulated by the Fed.
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Ellen S. Seidman : 03/18/97 07:31:05 PM g

Record Type: - Record : ’ ' o,
To: Anna M. Gomez/OPD/EOP . ‘ : ' . ’-
ce: Kathleen M. Wallman/WHO/EOP ' o S

Subject: ‘Financial servcies - status note for Gene

| must admit today's meeiing was not neat and clean, but it finally got on the table some critical-
" issues that it has been impossible to get the Treasury to face squarely. Much to my surprise | got a
call from Jerry Hawke thanking us. : ‘

Working with Deich and Bill English, we have put together a set of diagrams of what we think are

the Raines, Yellin and official Treasury (as opposed to unofficial Bob Rubin) positions, vlvhich' we will "
use to try to smoke out what really concerns Frank and Janet about Treasury's proposal at a ' '
meeting of Raines, Yellin, Hawke, Seidman, Deich, English and Waliman tomorrow at noon. The '
"goal will be at the very least to make certain we all know what the positions are in a manner that
can, if need be, taken to the President. Hopefully, we'll do much better than that, and get to some

-sort of solution,

Anna is working on scheduling another principals meet'ing for Thursday. It's beginning to convérge
on 6:00 PM if we're to get Rubin -- which | believe is ABSOLUTELY essential. "

Notwithstanding the pounding Treasury took today, there's still much to their position on the
regulatory structure (which really depends on the proposition that we're NOT that good at
regulating complex financial {let alone non-financial) companies, but we're pretty good at walling
off the bank to protect the taxpayers), and there will be synergies anyway. The banking/commerce
issue -- unless.we do something chicken like support a grandfathering of all non-financial activities
in financial companies as of the day of enactment if they ever decide to affiliate with a bank --is, |
suspect, going to go to the Presdient as a purely political ‘choice. ’
Frankly, when we start to add CRA into this mix, | believe we're ‘going to get very close to a "no
go" decision, or, alternatively, a deicison to go' with a proposal that Treasury -- likely not o
contradicted by John Hilley -- will assert will blow 'us out of the water, make us essentially
irrelevant in the debate, and lead to no legislation. But strange things happen in this business, and
moreover, no legislation might not be the worst result. ' '

ellen
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TEXT!

Gene, Bill and Friends

Concerning KUD's reinvention -- Community Investment and Housing -- three ideas
that I have discussed with Chris Edley (and, to a lesser extent, Bruce Katz and

Andrew Cuoimo!

1. Rs much as as possible, put direct housing subsidies in the hands of
individuals as part of overall consistent strategy for perosn-family based
economic self-suffiency. You know, this is another aspect of my conunumg plea
that WE have an individual/family empowerment message rather than ju
consolidating and devolivng to another layer of 9overnment/bureaucrac

2. Put any remaining rehab, tion other dollars into the
Economic Development Incentive Grant to the Hayors This forms a pool of funds
to redevelop distressed/poverty places so that they can become economicall
self-sustaining, integral components (whether through business development, more
income-mixed market housing and neighborhood retail and other services)of
city/regional economy. The 10% performance bonus on these funds will depend on
evaluation and performance relating to criterai such as extent of co-investment
from private sector and region, extent of private development in place.
Politically, the idea of running this through the mayors is essential; and the
requirement of a strategic vision and co-investment in redevelopment provides
some assurance that this new grant will be something more than a block grant
(ie., real pork) for another layer of government. This can be a major part of a
compuity empowerment strategy for investment that has broader appeal than just
with the mayors.

3. Don't put all of economic development eggs into one basket -

CLINTON LIBRARY PHOTOCOPY
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a. Substantial additional investment in CD Banks (where, with private
1-1 match, we get 15-20 to 1 AND intermediary to partner with major egulated and
unregualted fiancial insitutions in private sector investment). I believe that
most of the Mayors will support such inrtermediary institutions, we will gain
support from rural folks as well. The BEA becomes a BIG potential asset (both
politically and as a way to assure that networks with mainstream financial
institutions grow. I propose $500 million per year. With a credible CRA
regulation (and any possible voluntary extension to unregulated financial
insitution), this could be a very powerful agent for rebuilding poor communities
on a safe and sound basis so that they recomnect to the mainstreams of economic
growth and opportunity in local regions throughout the country. AS a political
statement of a New Democrat way to proceed, this would be hard to beat -
whatever the reception in Congress. It may well be, however, that we could
finance the CD Bank Fund by an appropriate entry investment in the CDFI Fund for
Banks that want to get around Glass-Steagall.....In any event, why should we not
put our money where our mouth is on a major Presidential initiative that relies
on the private sector for community empwoerement? [PAUL W and ELLEN., is there
anything that we can make of the secondary market pparts of the CDFI bill put in
by D'Amato, to coopt him, consistent with the private sector investment,
community reinvestment theme? Will your review and get back to me?]

. If the decision is made to have an infrastructure bank, make sure its
window is open to high poverty urban and rural areas for economic development
and Brownfields clean-up. But don't Create or SUppOrt a separate economic
development bank -- too much clutter, and doesn't have nearly the leverage or
private sector orientation of the CDFI Fund.

4. Finally, I think that we should consider how we can push the Home Ownership
Strategy -- with all three of the GSEs, and a reformulated FHA, and the Cisneros
as a part of the community-building message and real guts of the
program. I think increasing home ownership is more important to the Mayors
than place-based, low-income housinging project subsidies (and surely is a
possible tool important to rebuilding many distressed places), as well as a key
part of self-sufficiency and upward mobility for persons and families. (The
details of what the business of FHA as a corporation should be remain for
debate, of course.]
Thoughts?

Dimond aka Paul
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Thank you!

Paul J. Weinstein Jr.
04/07/99 03:20:00 PM

Record Type: Record
To: Sarah E. Gegenheimer/WHO/EOP
cc:

subject:

March _, 1999

MEMORANDUM FOR THE PRESIDENT
cc: THE VICE PRESIDENT

FROM:  ROBERT RUBIN GENE SPERLING
LARRY STEIN BRUCE REED

SUBJECT:  Community Reinvestment Act: Update on Legislation

ACTION-FORCING EVENT: The House and Senate Ean)ung Commn::ees have

approved major financial services legislation. On March 12, the House
Banking Committee approved its bill, developed by chaienan Leach and
Ranking Democrat LaFalce, on a broad, bipartisan vote (51-8). The bill

includes a provision we strongly support requiring banks to have and
maintain an adequate CRA record in order to engage in newly authorized
financial activities. But the Semate bill, developed by Chairman Gramm,
and reported out on strict party lines (11-9) on March 4, would
significantly weaken CRA; erode the national bank charter and the
Administraciond,s role in financial services policymaking; provide
inadequate consumer protections; and provide increased leeway for
affiliations between banks and nonfinancial firms. You issued a veto
threat on the Gramm bill on March 2, citing these concerns.

In addition to the context of fi dernization 1 lation, CRA
will be the focus of hearings likely to be held this spring by Chalrman
Gramm and House Financial Institutions Subcommittee Chair Roukem:

Senator Gramm and other Republicans may also introduce CRA proposais as
stand-alone bills or in O®ulatory burden relief(slegislation. We need

to decide how to prevent any rollback of CRA and preserve CRAJ,s relevance
in the financial services industry of the 21lst century.

. CLINTON LIBRARY PHOTOCOPY
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RECOMMENDED ACTION: Continue to strongly oppose legislation that would
weaken CRA, and insist on provisions that would, for the £irst time,

require banks to have and maintain an adequate record on CRA to engage
newly authorized non-banking activities

Agree Disagree Discuss

BACKGROUND:

Current law. CRA requires a bank to serve the convenience and needs ol
all communities in which it operates. Although banks are examined
periodically (every 24-36 months) for CRA compliance, and these CRA
ratings and evaluations are made public, enforcement comes only when a
a

commerit on the application. A bank's CRA record is not currently
scrutinized in connection with applications to affiliate with ron-banking
companies.

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

Effectiveness of CRA. Evidence suggests that public disclosure of CRA
ratings, together with the changes made by the regulators under your
leadership, have significantly contributed to improved performance by
financial institutions in meeting the convenience and needs of low and
moderate income communities, as well as minority borrowers. Home Mortgage
Disclosure Act data from 1997, show that lending to minority and low

income borrowers is on the rise. Since 1993, the number of home mortgage
loans to African Americans increased by 58 percent, to Hispanics by 62
percent, and to low and moderate income borrowers by 38 percent, well
above the overall market increase. In 1997, large commercial banks made
$18.6 billion in development i . Since 1992, nomprofit
community organizations estimate that the private sector has pledged over
$1 trillion in loans and investment under CRA. In 1997, banks and thrifts
subject to CRAD,s reporting requirement made 2.6 million small business
loans for a total of $159 billion, two-thirds of all small business loans
made that year. More than one-fifth of those loans were made to small
businesses in low and moderate income communities.

Changing Nature of the Financial Services Industry. Commercial banks have
seen their share of total financial intermediary assets decline from about
60 percent at the end of World War II, to roughly 25 percent today. As
the financial services industry becomes increasingly less focused on banks
and thrifts, as the lines between banking and non-banking products become
increasingly blurred, and as financial firms become larger and financial
power in the industry more concentrated, community groups have become

that fina modernization -- both as it is already occurring
in the marketplace, and in the form of new legislation -- will reduce the
assets subject to CRA, reduce financial institutiond,s connection to local

Communities groups are likely to oppose any financial modernization
legislation unless CRA were extended to securities and insurance
providers, an outcome with practical and theoretical difficulties that we
have not Supported, and which stands no chance of success in the current
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or foreseeable political environment.

Status of Legislation

House.  The Leach-LaFalce bill contains no weakening of CRA, and requirgs
that banks must Okhave and maintainds a satisfactory CRA rating in orde:
to undertake newly authorized non-banking activities. Secretary Rubin
sent a letter to Leach and LaFalce on March 3 indicating our strong
support for their legislation.

[During mark-up, Leach and LaFalce worked together to avoid any amendments
that would weaken CRA. Filed amendments by Rep. McCollum to provide small
bank exemptions, and to weaken the Department of Justiced,s role in
enforcing the Fair Housing Act and Equal Credit Opportunity Act, were not
offered. Chairman Leach also chose not to offer -- despite earlie:
indications to the contrary -- an amendment weakening enforcement ot the
Oghave and maintain(8 requirement.)

Ibenoexats succeeded in passing (20-27) an amendnent by Rep Lee, uhich ve

. requiring to be with the Fair
Housing Act prior to affiliating with insured deposu:ery Institutions. an
amendment by Rep. Watt requiring a study of the effect of financial
modernization legislation on CRA also passed.)

Democratic amendments to expand CRA to securities and insurance firms, in
various ways, were defeated by significant margins, as was a Waters
amendment, which we supported, to require the provision of low-cost
Olife-line08 banking accounts as a precondition for expanded nonbanking
activity (31-27). [An amendment offered by Rep. Schakowsky to require
reporting of race and income data on small business borrowers was
withdrawn in the face of strong Republican opposition. (We have been
working to get the Federal Reserve Board to change its rules, to permit
(but not require) financial institutions to collect and report such data
to expand access to minority small business borrowers.)]

[Last year, Representative LaFalce had introduced an amendment requiring
financial institutions to report on their progress in meeting publicly
announced Okcommitmentsd8 under CRA, but in recognition of Republican
restraint in not offering amendments to weaken CRA, LaFalce did not offer
his provision this year.]

Senate. Chairman Grammd,s fi 1 modernization bill would seriousl
weaken CRA, and you have issued a statement that you would veto the bill
in.its current form. The bill has three main problems with respect to
CRA: (1) it does not require banks to have and maintain an adequate CRA
record as a condition for engaging in newly authorized financial
activities; (2) it gives banks with satisfactory CRA records a safe harbor
from CRA reviews during applications; and (3) it exempts small banks
outside metropolitan areas from CRA. In addition, Gramm may yet offer am
Daanti-extortionDs amendment that would chill legitimate relationships
between financial institutions and communities. These are discussed more
fully below

Senator Sarbanes, the Ranking benocrac, worked with che Tressury to unite
Banking C itt ind a tive hlll that had much in
common with the Leach tcebil. The ive lost on an
11 - 9 party line vote.

Failure to condition authority to conduct new non-banking activities on
banks having a satisfactory CRA record. The Leach-LaFalce bill allows a
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financidl services company to engage in new non-banking activities only if
the companyl,s subsidiary banks have and maintain a satisfactory CRA
record. Although such a requirement was not contained in the
Administrationd,s 1997 bill, Treasury and Rep. LaFalce successfully argued
that such an argument had to be included this time. The Leach-LaFalce
bill has now been referred to the House Commerce Committee, and we
understand that Commerce will leave this provision intact.

Basically, the Oshave and intain08 , while not the
scope of CRA beyond insured depository institutions, broadens the
enforcement mechanism for CRA to include the potential for denial of
applications for non-banking activities as well as banking activities, and
for further consequences if the bank(,s CRA record becomes unsatisfactory
after the application is approved. (Under the Leach-LaFalce, this later
action explicitly includes a requirement that a compliance plan be
subnitted and the possibility of forced divestitures of the newly approved
etivities Tt couia be resd to incrade cieil money penalties --
Sanction that the Justice Department found in 1994 does Mot apply under
CRA as it is currently written.) In arguing for this provision in the
Senate and the House testimony, Secretary Rubin noted that the financial
services system of the future may include fewer bank merger applications
and more non-banking activities Thus, absent this additional enforcement
mechanism, there could be fewer opportunities to take action against a
bank with an unsatisfactory CRA record. A bill that is silent on CRA (and
thus supposedly neucral) would, in our view, tend to vesken the effect of
RA, and we would oppose such a bill.

Grammd,s safe harbor amendment. Gramm has proposed a safe harbor for
applications now subject to CRA. A satisfactory CRA rating at a bankl,s
most recent examination would conclusively establish the bank(,s CRA
performance, unless public comment provides substantial verifiable informat
ion to the contrary. Thus, a regulatory agency could not review the
bank(],s CRA record unless there were an adverse public comment meeting the
testO*even if the previous examination were old or otherwise stale. And,
even iif there were an adverse comment, Gramm would create a rebuttable
presumption favoring approval of the application. In so doing, he would
place a significant burden of proof on consumer and communit:

organiizations that generally have less access than the bank to relevant
information. . He would also, in effect, force community groups to stretch
their limited resources to comment on many examinations, instead of
focusing those resources on wajor applications (e.g., for mergers or
acquisitions). Secretary Rubin has testified that such a safe harbor
would tend to eviscerate the effectiveness of CRA, and the Administration
has repeatedly threatened vetoes of bills containing safe harbors
provisions.

Small bank i The passed an (supported by all
but one Republican (Sen. Santorum, PA) and opposed by all but one Democrat
(Sen. Johnson, SD)) that exempts from CRA banks with less than $100
million in assets located outside metropolitan areas. These banks
constitute 38 percent of FDIC-insured institutions, with 2% of assets. We
have repeatedly stated that you would veto legislation containing a small
bank exemption. CRA is important for small banks. Banks with less than
$100 million in assets received 70% of the Dineeds to improvels and
O&substantial noncompliance()8 ratings under CRA. The new CRA rules lifted
the regulatory burden on small banks, with a streamlined examination and
no additional reporting requirements. The major small bank trade
association recently praised the small bank exemption, although at the
time of the release of the new CRA rules, it had praised the streamlined
small bank exam Ogkas a big step in regulatory burden reduction for
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community banks.D8

GrammD, s anti-extortion amendmem: Gramm also considered pxcposmg a
so-called "anti pr Rubin has

we strongly oppose extortion. Vet Taws unishing extortion, bnbexy, ang
false statements already apply to the CRA process. In our view, and thad
of the Department of Justice, GrammD,s broad and vague proposal would
criminalize normal, legitimate arms-length transactions and cooperation
between banks and community groups (e.g., bank grants to support community
groupsl, home ownership counseling programs if the community group later
comments favorably on the banki,s CRA record)O*the very sort of activity
CRA seeks to foster. Gramm may well pursue this proposal in CRA hearings,
or in financial modernization, or in O%ulatory burden relief08 legisla
tion.

Near-Term Strategy

Our near-term goal is to continue to assist Leach and LaFalce in moving
their bill forward, w
bill. By taking a strong stand on CRA, we should be able to help unite
Democrats against the Gramm bill and for the Leach-LaFalce bill. We also
need to find opportunities for you, Secretary Rubin, and others to
mgnnghr. the vital mponance ai m for building homes, creating jobs,
hope in it d communities throughout the
Tnitea Seates. We wilh propose tveral potential events for you to
highlight CRAD,s success in the coming months.

CLINTON LIBRARY PHOTOCOPY




ARMS Email System Page 1 of 3

RECORD TYPE: PRESIDENTIAL (NOTES MAIL)

CREATOR: Sarah Rosen Wartell ( CN=Sarah Rosen Wartell/OU=OPD/0=EOP [ OPD ] )

CREATION DATE/TIME: 1-MAY-1999 13:43:04.00

SUBJECT: Congress Daily story on banking/privacy

To: Richard L. Siewert ( i L. Siewert [ wHo ]
READ :UNKNOWN

cC: marne.levineedo.treas.gov ( marne.levineado.treas.gov [ UNKNOWN ] )
READ : UNKNOWN

cC: Peter P. Swire ( CN=Peter P. Swire/OU=OMB/O=EOPGEOP [ OMB ] )
READ : UNKNOWN

CC: Roger S. Ballentine ( CN=Roger S. Ballentine/OU=WHO/O=EOPGEOP [ WHO ) )
READ : UNKNOWN

CC: Melissa G. Green ( CN=Melissa G. Green/OU=OPD/O=EOPGEOP [ OPD ] )
READ : UNKNOWN

CC: gregory.baer@do.treas.gov ( gregory.baer@do.treas.gov [ UNKNOWN ] )
READ : UNKNOWN

cc: Broderick Johnson ( CN=Broderick Johnson/OU=WHO/O=EOP@EOP [ WHO ] )
READ : UNKNOWN

CC: Gene B. Sperling ( CN=Gene B. Sperling/OU=OPD/O=EOP@EOP [ OFD ] )
AD oWN

TEXT:
Jake -~

This spin will get worse next week when we unveil the consumer financial
package (with privacy) on Tuesday while Fin Mod is on the Senate floor.
People will assume we are trying to kill Fin Mod. What would you
reqommend as an affirmative way for us to rebuff this story. Could we
pldnt a remark in one of the daily press briefings? Should we have
someone say something about this on the Senate floor during debate? We
have a good Q&A, and we'll probably be asked, but we could just be the
subject of endless speculation about this. Please advise.

thanks.

- Forwarded by Sarah Rosen Wartell/OPD/20P on

05/01/95 01140 B -

James J. Jukes@EOP
04/30/99 04:35:00 BM

Record Type: Record

‘l‘o Sarah Rosen@eop

sub;ec:, Congress Daily story on banking/privacy

Message Creation Date was at 30-APR-1999 16:35:00
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Privacy Issue Could Further Complicate Bamking Reform
A new wild card has emerged in the legislative deck on financial
services reform, and
it is one that some fear the White House could play to its advantage as

he
Senate '
prepares to take up the financial services bill next week. That card is

£i
nancial privac

One insurance source called financial privacy a "make or break" issue
h

that
the White
House *potentially could use to stall or kill" the modernization effort)
Just
weeks .ago,
lobbyists working the halls outside the House Banking panel
modernization
markup
whispered that a surprise amendment offered by Rep. Jay Inslee, D-Wash.,
to
restrict
the sharing of customer information among affiliates of a financial
holding
company w
b:.ll kxller. ‘The Inslee amendment was at odds with what is at the heart

the industry's
desire to modernize: To cross into new markets and share customer
information
among its
new affiliates.
Ultimately approved was a measure offered by Banking Chairman
Leach and

“Bruce Vento, D-Minn., chiefly requiring insurance companies that
affiliate
with a bank to

keep confidential customer health and medical information. Although
diluted,
the provision

represents a placeholder that ensures the matter will be revisited. The
looming fear among

reform proponents is that the White House, which is ambivalent about
modernization, may

use the privacy issus to leverage other aims, or as juseificacion for x

Or the white

House effectively could tank the bill simply by forcing a vote on the
privacy
matter. Such a

vote would be awkward at best for modernization supporters from both
parties
D1+ but

especially for Republicans such as Sepate Barking Chairman Cramm, who
wer:

=speua11y vociferous in their recent attacks on Know Your Customer, a
proposed federal

regulation that would have required banks to monitor and profile
customer
transactions.
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The White House has been threatening for weeks to unveil a package on
consumer
protections, including proposals to protect financial privacy. Senate
Banking
ranking
menber Paul Sarbanes, D-Md., and House Commerce member Edward Markey,
D-Mass., reportedly have privacy amendments in the works
east one part of the fight with respect to modernization will
center ‘on whether
customers should be empowered to "opt in" to a policy that would permit

i
nmncxal

to share or whether the industry preferred
opt
out" would prevail

A Markey spokesman noted that if information sharing "is such a great
idea,
then

[industry] should be able to get customer permission. If they can't,
then it
suggests to me

that perhaps your customer is not interested in all of the wonderful
opportunities you have

for them." Speaking recently to a group of financial services providers,
House

Commerce Finance and Hazardous Materials Subcommittee Chairman Michael

Oxley, R-Ohio, acknowledged the privacy question was a potential
problen. In
that vein,

Oxley urged the crowd to "come uUp with a strategy where members can feel
comfortable

with a vote on privacy and not screw it up with your ability to
cross-market.

Meanwhile, Senate Minority Leader Daschle today said he and Senate

Majority

Leader Lott are working to establish a procedure for considering the
senate
financial

services modernization bill next week. Daschle expressed his hope that
Democrats would

be allowed to offer a substitute amendment and get a vote on the
Community

Reinvestment Act. O!* by Pamela Barmett
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RECORD TYPE: PRESIDENTIAL (RECONSTRUCTED EMAIL)

CREATOR: David Dreyer ( DREYER D ) (WHO)
CREATION DATE/TIME:09-JUN-1993 09:53:00.00

SUBJECT: Racism in home lending

TO: Dee Dee Myers ( MYERS_D ) (WHO)
READ: UNKNOWN

TO: Heather Beckel BECKEL_H ) (WHO)
READ: UNKNOWN
TO: George Stephanopoulos
READ: UNKNOWN

STEPHANOFO_G ) (WHO)

TO: Mark D. Gearan ( GEARAN_M ) (WHO)
READ: UNKNOWN

TO: Gene Sperling
READ: UNKNOWN

SPERLING_G ) (OPD)

TO: Michael Waldman ( WALDMAN M ) (WKO)
READ: UNKNOWN

TEXT:
Memorandum from David Dreyer
Here is an idea....based on the following premises
1. We need r.o do some recovery work with the CBC fonamng the
Guanier episod

The Washington Post has been running a series on racism by
banks in the home mortgage loan process
3 We have a friendly comptroller of the current, Gene Ludwig,
who is committed to fighting for enforcement of laws like the
Community Reinvestment Act and Fair Lending
4. We have a meeting coming up with the CBC.
S. The Chairman of the CBC is Kweisi Mfume, a Member of the House
Banking Committee
6. Could someone responsibly talk with Gene about the possibility
of announcing some kind of investigation or inquiry into the
banking practices discussed by the Washington Post in advance of
President's meeting with the Black Caucus, with the hope we could
announce something at the meeting?
That's my idea. Please respond.
D2

he CB t

o
he CNJ
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CREATOR: Ellen S. Seidman ( CN=Ellen S. Seidman/OU=OPD/O=EOP [ OFD ] )

CREATION DATE/TIME: 6-MAY-1997 17:44:30.00

SUBJECT: Financial services modernization - memo to principals for Thursday meeting
TO: YELLEN J ( YELLEN J ® Al @ CD @ LNGTWY [ EOP ] ) (CEA)
UNKNOWN
TO: Daniel K. Tarulle ( CN=Daniel XK. Tarullo/OU=OPD/O=EOP @ EOP [ OPD 1)
READ: UNKNOWN

TO: Bruce N. Reed ( CN=Bruce N. Reed/OU=OPD/O=EOP @ EOP [ OPD ] )
READ : UNKNOWN
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READ : UNKNOWN

TO: Daniel C. Tate ( CN=Daniel C. Tate/OU=WHO/O=EOP @ EOP [ WHO ] )
READ : UNKNOWN

TO: John Podesta ( CN=John Podesta/OUsWHO/O=EOP @ EOP [ WHO ] )
READ : UNKNOWN

TO: Kathleen M. Wallman ( CN=Kathleen M. Wallman/OU=WHO/O=EOP @ EOP [ WHO ] )
EAD : UNKNOWN

TO: ENGLISH W ( ENGLISH W @ Al @ CD @ LNGTWY [ EOP ] ) (CER)

READ : UNKNOWN

TO: Kristen E. Panerali ( CN-Kristen E. Panerali/OU-OPD/O=EOP @ EOP [ OFD ) )
READ : UNKNOWN

TO: WEINSTEIN_P ( WEINSTEIN P @ Al @ CD @ LNGTWY [ EOP ) ) (OPD)

READ : UNKNOWN

TO: Alice Veenstra ( CN=-Alice Veenstra/OU=OMB/O=EOP @ EOP [ OMB ] )
READ : UNKNOWN

TO: Michael Deich ( CN=Michael Deich/OU=OMS/O=EOP @ EOP [ OMB ) )
READ : UNKNOWN

TO: Franklin D. Raines ( CN=Franklin D. Raines/OU=OMB/O=EOP ® EOP [ OMB ] )
READ : UNKNOWN

TO: Paul R. Carey ( CN=Paul R. Carey/OU=WHO/O=EOP @ EOP [ WHO ] )

READ : UNKNOWN

TO: John L. Hilley ( CN=John L. Hilley/OU=WHO/O=EOP @ EOP [ WHO ] )
READ : UNKNOWN

To: Jason S. Goldberg ( CN=Jason S. Goldberg/OU=WHO/O=EOP @ EOP [ WHO ] )
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READ : UNKNOWN

TO: Gene B. Sperling ( CN=Gene B. Sperling/OU=OPD/O=EOP @ EOP [ OFD ) )
READ: UNKNOWN

CC: Jonathan A. Kaplan ( A. ‘Kaplan/( @ EOP [ OPD ]
READ : UNKNOWN

cC: Russell W. Horwitz ( CN=Russell W. Horwitz/OU=OPD/O=EOP @ EOP [ OPD ) )
READ : UNKNOWN
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READ: UNKNOWN

CC: Melissa Green ( CN=Melissa Green/OU=OPD/O=EOP @ EOP [ OPD ] )
+ UNKNOWN

READ

CC: Anna M. Gomez ( CN=Anna M. Gomez/O
READ : UNKNOWN

PD/O=EOP @ EOP [ OPD ] )

XT:
The document named "finsern3.wpd" is the memo to the principals for
Thursday's meeting. The document named "finserpo.wpd" is Tab A to the
memo to the principals. Tab B, which are Treasury documents, will be sent
by hard copy (together with a set of these two documents) tomorrow.

If you have any questions, please call me, on 65359.
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January 19,2012

MEMORANDUM FOR  NEC PRINCIPALS

FROM: GENE SPERLING
ELLEN SEIDMAN

SUBJECT: Financial Services Modernization - Part III

On Thursday, May 8, we will have a principals meeting to develop 2 recommendation to the
President concerning Treasury’s financial services modernization proposal. Aftached to this
‘memorandum at Tab A is a draft memo to the President (that was never sent) that reflects the
state of play as of the end of our last meeting on March 20. It is quite similar to the memo we
sent you on March 17 in preparation for the March 18 and 20 meetings, and is a good refresher
for the upcoming meeting. At Tab B are (i) a Treasury outline of its current proposal and (ii) a
chart showing critical elements of the banking/commerce alternatives.

EVENTS SINCE MARCH 20: Following our March 20 meeting, Treasury decided to have a
further series of discussions with both Members of Congress and other interested parties
concerning their positions on various aspects of the proposal, particularly the most contentious:
the degree to which commercial (i.¢., non-financial) firms could affiliate with banks. (See issue
10f Tab A, pages 4-6.) This issue, in turn, implicates the question of the nature and extent of
holding company regulation and the role of the Fed. (See issue 2 of Tab A, pages 6-9.)

Based on those discussions - which delayed transmission of Treasury’s report to Congress
beyond the March 31 statutory deadline -- Treasury is now recommending that it submit to
Congress not legislation for introduction, but rather a report with legislative language including
two distinct alternative ways of dealing with banking and commerce and related issues.

Treasury has also done further work on the nature and extent of holding company regulation, and
has finished drafting the consumer protection provisions of the bill. Treasury’s position with
respect to the Community Reinvestment Act (see issue 3 of Tab A, pages 9-10) has not changed:
the proposal would extend CRA to Wholesale Financial Institutions, but no further.

Treasury would like to have Administration clearance of its proposal in time to submit and/or
testify on it on May 21.
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1. AFFILIATIONS BETWEEN FINANCIAL AND NONFINANCIAL FIRMS

Treasury Alternative A: A!temmVe A s in essence the previous Treasury proposal of allowing a
“basket” of non-financial' activities within a holding company structure that includes a bank.
Treasury’s proposal as of March 20 was 25% of the combined entity’s business. ~The current
proposal varies in several critical respects from the March 20 proposal:
. The measure for calculating the basket would be specified as gross revenues.
. The legislative language would be submitted without a percentage specified.
. Banking/non-financial affiliations would be further limited in that none of the
largest 1000 non-financial firms (by asset size) would be allowed to affiliate with
a bank.
Treasury has also clarified that: (i) while banks could engage in non-bank financial activities in
subsidiaries of the bank, all non-financial activities would have to be done in holding company
subsidiaries and (ii) as is currently the case with thrift holding companies, there would be a total
ban on any extension of credit by a bank to or for the benefit of a non-financial affiliate.

Although not fully discussed in the earlier memos, a critical element of Treasury’s initial
proposal, now Altemative A, is the abolition of the thrift charter and the conversion of all thrifts
to banks (together with the merger of the Office of Thrift Supervision with the Office of the
Comptroller of the Currency).  Abolition of the thrift charter meels the explicit requirements of
the “Frist Amendment,” which prohibits merger of the BIF (bank) and SAIF (thrift) insurance
funds until the charters are merged.

CLINTON LIBRARY PHOTOCOPY

! “Financial” would be defined in the statute to include banking and any activity currently
authorized for & bank,th activites of bank aperating subsidiarcs, and sl ctivites hat can be perfored
. The National Council on Financial Services could
2dd to the defnition. Al mhq- actvities would be deemed non-financial.
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A major complication with the thrift charter conversion, however, is how to handle diff
the affiliation powers of bank holding companies and unitary thrift holding companies
(companies that own one and only one thrift). Currently, unitary thrift holding companies can
engage in nonfinancial activities with virtually no limits.”  As far as we can tell (and the data are
far from perfect), only 29° thrifts are part of holding companies that engage in non-financial
businesses. (Approximately 45 others are engaged in real estate development, investment and
management, which is regarded as “financial” by OTS but not “related to banking” by the Fed.)
Treasury proposes to grandfather the right of all 515 existing unitary thrift holding companies to
engage in nonfinancial activities without regard to the basket. The grandfather rights would not
survive a change in control of the holding company (i.c., the expanded franchise could not be
sold), but would not otherwise be limited in duration.

Treasury Alternative B: ~ Alternative B would approach the banking and commerce issue by
leaving the existing thrift charter, holding company structure and regulatory system intact . As
noted above, unitary thrift holding companies can currently affiliate with any type of institution.
Furthermore, the thrift charter has recently been altered to permit (i) unlimited consumer lending
and (ii) up to 10% of assets to be commercial loans and an additional 10% to be small business
Toans - thus making the charter very similar to the actual asset mix of approximately 60% of the
commercial banks.

Alternative B in essence offers any diversified financial holding company that includes
non-financial activities the opportunity to get into retail “banking” by buying a single thrift.
Alternatively, such an institution could get into wholesale banking (only non-insured deposits
over $100,000) by establishing a “Wholesale Financial Institution” (WFI, pronounced
“WOOFIE”), which would not be subject to the Bank Holding Company Act. The Bank
Holding Company Act would be amended to allow any financial firm to affiliate with a bank
and to allow any bank to buy, establish or otherwise affiliate with, any other type of financial
firm including, in particular, an insurance or securities underwriter.  Under Alternative B, the

2 The initial purchase must be approved by OTS (which must approve holding company
thanagement) and OTS can impose limitations on safety and soundaess grounds. ~Informally, OTS has
indicated that they would look skeptically on, e.g., purchase of a thrift by 2 company a significant portion
of whose business was gambling. Multiple thrift holding companies (companies that own more than one
thrift, but 0o banks) are basically limited to activities permitted to bank holding companies, although they
may engage i real cstate development, investment and management

: ? Numbers relating to thrift holding companies are as of 12/31/96.

* While it is difficult to tell precisely from publicly available data, it appears unlikely that many of
the largest banks could qualify as thrifts, maialy because of their commercial lending and investments in
oon-mortgage securities. However, it is possible that one or more of the large banks with a heavily
consumer orientation (e g., NationsBank) might so qualify, and could, therefore, make a choice to become
a thrift 1o take advantage of the commerce “opportunity.” In the past, banks such as Wells Fargo that have
considered moving to a thrift charter have ultimately rejected the idea.
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bring the capital level back up to well-capitalized and maintain it at that level. If, within 180
days, the holding company were unable to bring bank capital back up to the well-capitalized
level; the holding company would be required to either (i) divest the bank in a manner that
results in the bank being well-capitalized upon divestiture (e.g., by shrinking the balance sheet or
by gétting the buyer to add capital as part of the transaction); or (ii) cease engaging within the
bolding company in any activity the bank could not engage in directly (including, for example,
most insurance and securities underwriting).  If the bank got seriously in trouble so quickly that
the FDIC were forced to put it into receivership or conservatorship, the holding company’s
guarantee of the bank’s well-capitalized status would be by the FDIC.

The Fed would be responsible, as part of its normal supervisory process, for continuously
evaluating the holding company’s ability to support the bank’s capital at the well-capitalized
level, and would be able to examine bank holding companies and their nonbank subsidiaries if
there were reason to suspect those entities were cngaged in activities that could pose a significant
threat to a subsidiary bank.

CLINTON LIBRARY PHOTOCOPY
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Although bank holding companies would be subject to Fed regulation under the BankNdolding
Company Act, the Fed’s authority to estzblish holding company capital requirements’ Would b
limited to the following situations:

* A subsidiary bank’s capital has remained below the well-capitalized level for more than

180 days;

«  Banking assets constitute more than 90% of the assets of the holding company and
imposition of holding company capital requirements is or may be necessary to avoid
a threat to the safety and soundness of the bank; or
On a case-by-case basis if the holding company has assets in excess $100 billion and
owns a bank with assets in excess of about $5 billion® and imposition of holding
company capital requirements is or may be needed to avert systemic risk to the
economy or a threat to bank safety and soundness.

The Treasury’s proposal would ot impose similar requirements on thrift holding companies
(under Alternative B), nor does current law.

Discussion: With respect to the holding company guarantee, the issues likely to be raised are (i)
the ability of the Fed adequately to monitor the effective strength of the guarantee when it is
neither authorized or set up to regularly and fully examine the holding company o its non-bank
subsidiarics (a concern Duec(cr Raines has raised) and (ii) the extent to which the difference
between “well ized” provides a sufficient cushion in capital
and time so that a bank that falls below the well italized level can be or sold
before it is truly in trouble (a concern Chairman Yellen and Director Raines have both raised).

On the issue of Fed capital standards, the major substantive question, raised by Chairman Yellen,
is whether these standards amount to aftempting to close the barn door after the horse is out. In
particular, if the Fed can impose holding company capital standards during the first 180 days
when a bank falls below the well-capitalized level only after finding a threat or likelihood of
threat to the bank or of systemic risk, will the capital standards be effective in preventing the risk
from materializing? Chairman Yellen aiso believes that defining a holding company that is
primarily bank-related as one in which the bank accounts for 90% of the assets is too lax: moving
sufficient assets out of the bank to fall below the 90% level would be fairly painless. She would
support a lower threshold. Director Raines has also expressed concern in the past that capital
requirements that are discretionary with regulators may pose “forebearance risk”: the risk that
capital standards will not be imposed when needed because regulators and the regulated can
convince each other that the situation will be resolved without the imposition of standards.

" The Fed asserts it has such authority under current law. However, it is unclear whether the
assertion would survive legal challenge.

® As of 12/31/96, 134 commercial banks had assets in excess of $5 billion. As of 9/30/96, 31
thrifts had assets in excess of $5 billion..
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Treasury responds that: (i) holding company capital regulation s in fact an extrxgely minor p3
of the entire bank regulatory structure that, with the post-1990 rules concerning proXp
carrective action, would ensure the security of the deposit insurance funds; (ii) providing the Fed
with any degree of explicit holding company capital authority is more than the Fed has now; and
(iii) since the goal of holding company capital regulation in the case of a holding company that is
predominantly a bank is to prevent “double-leveraging™ in order to protect the deposit insurance
fund, it does not matter that a holding company could avoid the capital requirements by moving
assets out of the bank. An additional substantive question is whether, whatever system is
proposed to allow the Fed to set holding company capital standards, a similar system should be
proposed with respect to OTS’ regulation of thrift holding companies under Alternative B.

Treasury’s current proposal is an attempt to provide for holding company capital requirements
where the strength of the holding company really would be needed to protect the safety and
soundness of the banking system, while keeping the Fed out of this business -- particularly with
respect to diversified financial holding companies -- under normal circumstances. Whether this
will prove (i) too little to satisfy the Fed and its supporters or (ii) too much to satisfy the
diversified holding companies is unclear.

3. CONSUMER PROTECTION

Treasury proposal: Treasury would establish that federal bank and securities regulators have an
obligation, with respect to retail sales of non-deposit investment products by depository
institutions, to avoid customer confusion about the applicability and scope of FDIC and SIPC
insurance; to prevent improper disclosure of confidential customer information; and to avoid
conflicts of interest and other abuses.

Treasury’s proposal would direct the bank regulators, in consultation with the SEC, to adopt
ions for sales of -deposit products by insured depository institutions that
are not registered securities brokers. Such regulations would be required to cover the following
areas: advertising, disclosure, sales practices, qualifications and training of sales personnel,
‘compensation of sales personnel, and the circumstances under which transactions and referrals
occur.  With respect to non-deposit investment products that are securities (including mutual
funds) or annuities, the bank regulators would be required to adopt regulations comparable to
those adopted by the SEC. The SEC would be required (1o he extent such rules are not lready
in place) to adopt similar rules sales of products by brokers or
dealers who are depository institutions (in the case of brokers) or are affiliated with a depository

? Double leveraging occurs whea a holding company issucs debt that is then used to capitalize the
bank, The resultis that the bank nominally has equity, but it is under pressure to dividend profits to the
holding company to pay the debt service. This can result in the bank holding less capital (c.g., little in
excess of the minimum amount required - i the case of a bank in a diversified holding company, the
well-capitalized level) than would otherwise be the case. In contrast, if the bank itself has raised the
equity, there is no debt service, and so less pressure to pay holding company dividends.
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instittion. The SEC would have to consider one major new item, namely the disclosure by
depository institution subsidiaries and affiliates of the financial interest of the depository
institution or securities subsidiary or affiliate with respect to referrals or transactions.

The regulations adopted by the banking regulators and the SEC would be required to “encourage
the use of disclosure that is simple, direct, and readily understandable” (model language would
be included), and to encourage oral as well as written disclosure. (Studies have shown that oral
disclosure is more effective, but it is, of course, more difficult to monitor, particularly in
face-to-face, rather than telephone, conversations.) The National Council on Financial Services,
on which both the federal banking regulators and the SEC would sit, could establish more
stringent regulations than those adopted by the individual regulators.

‘The Treasury’s proposal would prohibit non-depository institution affiliates within a bank
holding company from sharing with any depository institution in the holding company
non-public customer information, including in particular evaluations of creditworthiness, unless
the customer received “clear and conspicuous disclosure” that such information might be shared
and had an opportunity to direct that it not be shared. As a practical matter, customers would
probably be given an opportunity to make this choice for all classes of information upon the
opening of an account, rather than on an event-by-event basis.

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

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

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

The consumer groups are not likely to be fully satisfied with this approach for three reasons: (i)
they are skeptical of the bank regulators” ability and willingness to adopt strong and effective
regulations in this area and they would therefore prefer to hardwire more into the statute; (ii) the
proposal would not provide consumers with a private cause of action against a depository
institution that caused harm by violating the regulations; and (iii) the proposal would not
explicitly deal with “implicit” tying, under which a consumer gets the impression, by the mere
fact that insurance is offered before a loan is approved, that approval of the loan is contingent on
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industry, where the best they get is philanthropy, some social investing, and purchases of
municipal bonds. So anything that diminishes the reach of the banking regulators, and of CRA,
is troublesome to these gmups Thelr concem is exacerbated by what they see. as the lack of
benefit to - poor - from changes, such as interstate banking,
that have already occurred in the system.  They have strongly urged the Administration, as a
condition of financial services modernization, to expand CRA coverage to all financial institutions
affiliated with a bank or at least to all bank-eligible products (such as mortgage loans) no matter
where in the holding company they are offered.

Treasury believes that, notwithstanding the concerns of the community groups, CRA expansion
beyond WFIS® should not be included in the proposal. There are two basic reasons: practical
and political.  On the practical side, Treasury notes the difficulty of defining the geographic
service area - a critical CRA concept - for secuites firms and mutual funds, and the difficulry of
imposing federal CRA regulation on lated insurance jes and lated finance
companies.  They note that, while the OCC currently takes the activities of non-bank

subsidiaries into account in evaluating the CRA performance of a national bank, in general the
subsidiaries are small in relation to the benk. I, in an attempt to avoid imposing CRA directly
on securities firms, insurance companies and finance companies affliated with banks, one were to
impose on a relatively small bank the ity obligations of all affiliated the most
likely result would be a sharp decrease in the interest of anyone in affiiating with a bank.

As a political matter, whatever support CRA has among community groups and some
Congressmen (including in particular Senator Sarbanes), it is strongly disliked by many banks,
most Republican members of Congress and many pro-business Democrats. In fact, it is
probably fair to say that, with the potential [important] exception of Senator D’Amato, almost no
one strongly in favor of financial services legislation is strongly in favor of CRA.  And the
securities and insurance industries (backed by, e.g., Senator Dodd) are unalterably opposed to
any expansion.  Moreover, even many CRA proponents (such as Senator Sarbanes) believe that
any attempt to expand CRA as a price for modernization legislation will lead either to no
legislation (a result to which they would not object) or a frontal assault on CRA by opponents
such as Senators Shelby and Mack, with the result that - if it went anywhere at all -- the entire
financial services debate would become a fight about CRA, and it is very likely the
Administration would be called upon to veto the resulting bill.

4. WHETHER TO GO FORWARD, AND IN WHAT FORM

19 Treasury would expand CRA to WFIs because: (i) WFIs are banks that take deposits; (ii) they
have access (o the payment system; and (iii) to create WFIs without CRA would open the way for 2n
immediate contraction of CRA coverage as such wholesale banks as Bankers Trust and JP Morgan - now
subject to CRA — became WFIs.
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Secretary Rubm, covenng draft legislative language containing the :wo alternatives d
above.

Discussion: After a lengthy series of discussions with both members of Congress and interested
parties, Treasury came to the conclusion that the best way to both (i) respond to the statutory

diretive that it report on the merger of the bank and thrift charters by March 31 and (ii) move
the financial services debate forward is to send forth a legislative proposal that is complete and

defensible, but that provides alternative ways to deal with the most contentious issue.

Sending alternatives rather than a legislative proposal may lead some to question both the
Administration’s purposes and its strength of commitment to financial services modernization.
And the result may be that the debate does not proceed or the Administration is marginalized.
On the other hand, it is quite clear that taking the position on banking and commerce that is
most likely to move the debate quickly -- the basket approach with a fairly large basket -- will
seriously offend critically important Democratic Senators such as Senator Sarbanes. One lesson
of last Congress’ unsuccessful discussion of this issue is that even if there is no legislation, the ball
moves: there no longer is a serious debate about whether to repeal Glass-Steagall or whether to
allow banks to affiliate with insurance companies, rather the debate is how. For the
Administration to be a serious player in this session’s discussions, and to protect our interests
(particularly with respect to CRA and the role of the OCCY), almost certainly requires that
Treasury fulfillits report obligation reasonably quickly and do so in a manner that indicates we
have been considering the issues seriously and have cogent proposals to put on the table, even if
we have two of them.

" As described in footnote § of the memo at Tab A, an important aspect of Treasury’s proposal is
that banks would be allowed to do non-bank financial activities in either a subsidiary or an affiliate of the
bank. In contrast, the Fed is insisting that such activities be done only in a baok affiliate (a subsidiary of a
bank holding company rather than of a bank). As footnote S points out, whatever the substantive issues
involved, there are clear jurisdictional implications: national banks and their subsidiries are regulated by
the OCC, a burcau of the Treasury, whereas bank holding companies (including holding companies of

national banks) are regulated by the Fed.
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April 7, 1997

Gene Sperling

Assistant to the President
The White House
Washington, D.C. 20500

ia mail and facsimi

Dear Gene:

‘We appreciated the opportunity to meet with you, Ellen Seidman, and Kathy Wallman, on
March 19 to discuss our views cn pecding bark deregulation legislation. As we indicated to you,
we are deeply concerned that the Treasury Department is promoting major changes in the banking
system, in particular mixing banking and commerce, without adequate consideration of its effects
on under served populations. We urge President Clinton not to lend his support to proposals
labeled as “financial modernization,” but which in reality are little more than financial services
industry groups “wish lists ”

During our meeting, we emphasized two aspects of bank deregulation legislation that
concem us: 1) the mixing of banking and commerce; 2) permitting banks and other financial
services firms to own one another. Here is a summary of our views on both of these issues:

1. Mixing Banking and Commerce

Rather than increasing competition, removing the current restrictions against banks
owning and being owned by commercial firms would concentrate financial power in the hands of a
few all-purpose corporate gants Mixing banking and commerce opens the door for a vast

of our nation’s and ines the traditional role of banks as
independent and impartial arbiters of credit. We especially fear that such changes would result in
distortions in the flow of credit to under served communities, to low and moderate income
fumilies, and to small businesses. Any such pian deserves, at the very least, long and serious
discussion with all segments of our population that will be affected. Such discussions have not
occurred.

2. Cross affiliations between financial services firms

Consumers and communities already are beginning to feel the effects of the changes that
are occurring in banking and the financial services industry. Unfortunately, most of the focus in
Congress thus far has been on reviewing the bank deregulation proposals favored by the various
financial industry interest groups. On the other hand, we find that scant attention has been given
to upgrading existing safeguards, such as the Community Reinvestment Act, to reflect new
market conditions. Yet, unless consumer and community protections keep pace with the bank
restructuring that has occurred, much of the progress that the Administration and others can point

CLINTON LIBRARY PHOTOCOPY




to as'improving credit
groups is in danger of being reversed.

Accordingly, we believe the President has an important and historic opportunity to spur a
‘much broader policy discussion about the type of financial system that most American families
want and need

+ In our meeting, we discussed three important ways in which Presidential leadership in this
area,could help. First, to ensure that if banking legislation is to be enacted it in no way
undermines the effectiveness of the existing CRA statute -- either directly or indirectly. For
example, the White House should be prepared to oppose any legislation that would permit the
establishment of “wholesals financial institntions” (i.e., vinsurad hanks) that would not come
under CRA coverage. New CRA rules that include the disclosure of important new small
business loan data are set to go into effect this summer. However the impact of these rules as a
tool for promoting increased credit ities for job small busi will be
curtailed, should banks now covered by CRA be permitted to escape from future coverage.

Second, the President should propose a series of steps for strengthening community
reinvestment and consumer safeguards to reflect the new and emerging new banking environment
For example, CRA must be adapted to track the way large bank holding companies now operate
‘We are finding that the nation’s largest banking companies cross market products, such as
mortgages, consumer loans, and small business loans between their bank and non-bank affiliates
While the bank affiliates of these parent companies are evaluated by federal regulators to ensure
that their activities meet certain community reinvestment requirements, their non-bank affiliates
are not. In today’s marketplace, this is a distinction without a purpose. - In fact, these practices
appear to be used by these companies to circumvent what would otherwise be the community
reinvestment obligations of their bank affiliates.

New policies must be instituted to provide for either CRA reviews for non-bank affiliates
of parent companies of banks, or extending CRA coverage along product lines. Banks offering
mortgages and are covered by CRA; so siould the lending activities of morgage banking affiliates
of the same parent companies of these two entities

i should be expanded to cover non-
bank financial services institutions. CRA was enacwd to cover bankmg institutions based upon
the premise that although they are privately these i are subject to
obligations that form the quid pro quo for the extensive public backing they receive (i.e., taxpayer
guarantees for deposit insurance, access to the Federal Reserve System’s lender of last resort
facility, etc.).

We believe a case can be made for extending similar, although not necessarily identical,
requirements to other nonbank financial institutions as well. Nonbank financial institutions have
gained access to many of the same federal protections as banks but operate with no comparable
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reinvestment responsibility. We would hope to see the President raising questions about what the
appropriate public responsibilities should be for non-bank financial institutions, such as mortgage
banking companies, mutual funds, insurance firms, etc.

Further, we discussed the unprecedented opportunities that the President has to make
appointments that would for the first time make the Federal Reserve Board of Governors
and the Federal Deposit Insurance Corporation consumer and community “friendly” agencies.
The President can do this by filling the two vacancies on the Federal Reserve Board and by
appointing to the FDIC Chairman slot, individuals who have evidenced a strong background in
support of the effective enforcement of CRA, consumer protections, and the nation’s fair lending
laws. There is a wealth of talent across the nation which the President could draw upon in
selecting nominees for the current vacancies. We urge the President to reach out beyond the
usual financial interests in filling these critical positions

Finally, we wanted to let you know that we very much appreciated Ellen’s extra efforts to
arrange a last minute meeting with Secretary Rubin. Although we found the results of our meeting
with the Secretary and his staff less than encouraging, it provided us with an opportunity to raise
issues that need to be more thoroughly discussed within his agency.

Again, thank you for your time. We hope that our message will be heard by the President.

Sincerely,

Bernard Fulton, ACORN

Allen Fishbein, Center for Community Change
Gale Cincotta, National People’s Action

Bud Kanitz, National Neighborhood Coalition
Donet Graves, Organization for a New Equality

Others attending the meeting: Lindsay Durr (NTIC), Debby Goldberg (CCC)

cc: Ellen Seidman, Special Assistant to the President
Kathy Wallman, Chief of Staff, National Economic Council
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EXECUTIVE OFFICE OF THE PRESIDENT
CCOUNCIL OF ECONOMIC ADVISERS -
WASHINGTON, D.C. 20500

April 30, 1997

MEMORANDUM FOR JOHN D. HAWKE, JR., UNDER SECRETARY
' DEPARTMENT OF THE TREASURY

FROM: BILL ENGLISH
SUBJECT:  Financial Market Reform Proposals

I was able to speak briefly to Janet about the proposals that you outlined at today’s
meeting. She had comments in four areas.

1. Two track approach. Janet had no objections to sending two bills to the hill. She also
thought it was ble to leave the of ial activity allowed (the basket
limit) unspecified in the proposal.

2. Grandfathering. Janet feels very strongly that we should not grandfather unitary thrift
holding companies that are not currently in violation of the basket limit. Basically, she believes
institutions that are over the limit should be allowed a basket limit equal to their current
nonfinancial share (with perhaps some modest increase allowed in the future so they are not
constantly on the verge of exceeding their limit), but they should not be allowed to expand
nonfinancial activities without limit. Those currently under the basket limit should be required to
remain there.

3. Holding company guarantee. Janet thought that the new approach was reasonable
“However, it is important that the language be written so that the FDIC can force the holding.
company to provide resources following a bank failure. The concern is that a bank could fall
below the well-capitalized threshold, and then quickly deteriorate further. The holding company
should not be off the hook if the FDIC has to step in as conservator before the 180 days allowed
for recapitalization have elapsed. Also, what happens in the event that the holding company
cannot recapitalize the bank?

4. Holding company capital regulation. Janet thought the new approach for large holding

jes was since the capital requi would not be in place when it was
needed, but only after an unexpected event had already threatened either the institution or
financial stability. She also thought that defining “predominantly banking” as 90 percent of
holding company assets accounted for by banks was potentially 100 lax. She is afraid that many
banks would find it relatively easy to spin off 10 percent of their assets into an affiliate, and so
could avoid holding company capital requirements. She would also like more information about
the proposal to calculate holding company capital ratios excluding the assets and capital of some
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THE WHITE HOUSE
WASHINGTON

February 24, 1997

MEMORANDUM FOR  GENE SPERLING

FROM: Ellen Seidman {’_/

Paul Dimond ,

SUBJECT: Financial Services Modernization and Community Concerns

Background

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

Because (i) CRA had few teeth (its only official mlc is that community’ mvestmem is to be tBken
into account as bank regulators consider i for mergers and (ii) the
regulators of that era cared little for the role of banks in communities; and (iii) the HMDA data
was virtually inaccessible, both acts remained essentially dormant throughout the 1980s. In 1989,
however, as part of the S&L bailout, Congress amended HMDA to require that banks report the
number of applications as well as the number of loans and the reasons applications were rejected
and that the regulators make the information available far more quickly and in a much more useful
manner. Although the Atlanta Constitution had been able to write a very provocative series
(called “The Color of Money”) about lending discrimination based on the old HMDA data, and
various community groups (including the Center for Community Change) had been able to do
some HMDA-based CRA complaints, the new data resulted in much greater attention to the issue.
The Wall Street Journal wrote a major series of articles and regional papers covered low-income
and minority lending in their regions.

As a result, Congress and community groups stepped up pressure on both banks and their
regulators. Democrats on both sides of the aisle started badgering bank regulators. Based on
Fannie Mae’s and Freddie Mac’s fairly poor showing in the HMDA data, the new legislation
regulating the wmpuucs (passed in 1992) set significantly hlghcr numencnl standards for buying
loans made to I and in areas.” And at the same time, the big
wave of bank mergers and acquisitions started. Community groups learned how to use the
HMDA data to target merging firms with less-than-stellar records and to get the banks to agree to
greater community investment (in more than just housing) as a condition of regulatory approval
for the merger.
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In July 1993, the President challenged the bank regulators to improve CRA by b:
enforcement on “performance, not paperwork.” The underlying thought was that wi
and access to mainstream financial services, communities cannot prosper and grow by attracting
businesses and people who want to live there. Although the process took well into 1995 to
complete, it was a huge success. The regulators went around the country taking testimony on
‘what was wrong with the existing system and how to create a new system that met v.he President’s

goal. The new CRA ions (together with imp: in small
business loan disclosure), the activities of the regulalors (particularly OCC) and the publicity
given CRA ratings, provide all banks — even those not planning to be part of a merger or
acquisition - with real incentives to serve their community.

. c

Early in the 104th Congress, the new Republican majority, led by Senators Shelby and Mack and
Mr. Bereuter on the House side, started pushing a major “regulatory relief” package. There was
much in these bills that was good and overdue, and much that the Administration supported.
However, the bills also included major attacks on CRA and HMDA. On CRA, the favored
technique was either to exempt small banks altogether, or to give “safe harbors™ from
consideration of community protests in the context of a merger or acquisition application for
banks with ratings of “satisfactory” or higher. (As of the first quarter of 1994, over 95% of the
banks and thrifts had ratings of “satisfactory” or “outstanding.”) There were also a number of
activities that were being treated as mergers or acquisitions that the bills proposed to exempt from
the process. On HMDA, the proposal was to exempt more small entities from reporting.

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

Both bills sat until the very end of the session. Then, with the Clinton Administration holding
very tight on CRA and only a little less so on HMDA (we allowed the level below which reporting
was not required to go up some), the regulatory relief package was passed as part of the omnibus
appropriations bill. The bill that was passed was significantly better on community issues than
even the Senate bill, and a vast improvement over anything we had seen in the House. We had
substantial political muscle because everyone wanted the savings from BIF/SAIF. The community
groups understand that we used that muscle on behalf of CRA and HMDA.
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After the 104th Congress ended, the Fed published a proposed revision to its Reg Y’ icHj

went final), and the OCC went final with its new Part 5. Both these regulations deal with
applications by banks to engage in new financial services activities. The Fed’s regulation (i) vastly
streamlines the process and (ii) allows more activities in subsidiaries of bank holding companies,
i.e., affiliates, but not subsidiaries, of banks. The OCC streamlined the process but, particularly in
its examiner guidance, tried hard to protect and even enhance the relevance of CRA to
determinations. It also proposes to allow more activities in bank subsidiaries, not affiliates. The
critical thing from a community perspective about this arcane legal distinction is that if the activity
is carried out in a subsidiary of a bank (i) the profits of the activity go to the bank, which then has
more money for community activities and (ii) the assets of the subsidiary are taken into account
by the OCC in determining the bank’s capacity to serve its community. More assets mean more
capacity. Neither condition applies if the activity is in an affiliate.

Community groups protested both regulations, but definitely are more displeased with the Fed.
The OCC has largely been able to satisfy the community groups with the examiner guidance and
by persuading them that CRA actually will apply more fully to all of the assets and subsidiaries of
the bank. In sum, the OCC regulation implements the President’s policy to use CRA to expand
credit and the reach of financial services to all communities, which the Fed’s regulation does not.

Current state of play

Community groups have come to recognize how terribly powerful CRA has been as a tool for
‘making credit and financial services available in previously underserved communities. By some
counts, $90 billion of CRA-based commitments have been made since this administration took
office. HMDA data suggests that the number of mortgages made in low- and moderate-income
communities is up 22% and to minorities 33% between 1993 and 1995 (compared with an overall
increase in number of thortgages of 10%). The power of the disclosure, the ratings, the
regulations and the regulators to get results is beyond anything these groups have been able to
accomplish in the remainder of the financial services industry, where the best they get is
philanthropy, some social investing, and purchases of municipal bonds. So anything that
diminishes the reach of the banking regulators, and of CRA, is troublesome to these groups.

Financial services modernization is attractive to policy experts and some members of the financial
services community because the roles of various types of financial institutions are changing
rapidly. Mutual funds now hold more money than banks hold in deposits. Finance companies,
such as General Motors Credit Corporation and GE Capital, are major consumer and,
increasingly, business lenders. Banks are in the securities brokerage and, increasingly,
underwriting, business, and are rapidly expanding their reach into insurance. Merrill Lynch owns
athrift. The system seems to call out for legal rationalization to increase efficieacy and
cGompetitiveness. On the other hand, as with all regulatory systems, many of the players are
interested only in getting into others turf, and will oppose legislation that allows others into
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theirs; regulators want to retain control of institutions and assets; and clever businessihgn and
lawyers have found their way around many of the legal barriers and don’t want to risk the ™=
legislative process. Community groups, in this mix, are concerned that modernization will
increase the flow of funds out of banks and into eatities not subject to CRA -- including, in the
Fed model, bank affiliates.

Financial services ization bills have been i in both the House (3 bills) and Senate
(1'bill), and hearings have started in the House. The Treasury Department is statutorily required
to submit a report to Congress on the subject by March 31, and they very much want to include
legislation as part of that report. The critical issues with respect to the legislation are turning out
to be:

« Wil there be any legislation at all? (The expansion of at least the financial
companies into each others’ business is well underway under existing law, and one
option is to do what the country did on interstate banking: allow the process to get
80% of the way home, and then ratify and simplify it.)

' . If there is legislation, to what extent will it allow commercial -- rather than just
financial -- firms to own banks, i.e., could General Motors own Citicorp? (Leach

! would prohibit any overlap; Roukema would allow 25% of the assets of a
combined company to be non-financial; D’ Amato and Baker would allow full
integration; Treasury seriously considered allowing full integration but is getting
much negative heat from folks who really would prefer not to have any legislation
atall)

. Will either or both of non-traditional banking activities (e.g., insurance and
securities brokering) or commercial activities be able to be carried on in a
subsidiary of a bank, rather than an affiliate? (Leach and Roukema say subs are
acceptabe, although Leach has since changed his position; D’ Amato and Baker
say affiliates only for most things; the Treasury position will very definitely be to
allow subsidiaries.) ,

Community groups, together with their consumer brethren, have stated they are concerned about
concentrations of financial power, distortions of the credit and equity markets, and unfair (even if
not technically illegal) tying of services if banking and commerce are combined. They strongly
feel (although the data, such as lt ls seems to contradict this) that the bank mergers of the last
several years have hurt small ities, by removing the local banker
and substituting a megabank -- larger, more impersonal, and less caring of the community. They
assert this will be even worse if commercial firms can own

As we move into the next phase of financial services ization, therefore, the
groups are (i) strongly resisting any legislation at all -- for fear CRA will get caught up in the mix
and that the Administration (and, indeed, many Democrats) will not hold tight when presented
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with a decent modernization bill; (if) are resisting a combination of banking and comme
must be legislation; and (iii) prefer the subsidiary to holding company model, but think this is not
nearly as important as the other two issues -- i.e., if we win this one and lose the others, the
community groups will regard the whole exercise as a loss, and will probably fee! we betrayed
them -- and the President -- in the bargain.

Congluding thoughts

Thie strategy of this issue is going to be very tricky. It is extremely complex, and except for the
Administration, a few Democrats, perhaps Senator D’ Amato for the next several months and the
community groups, no one cares about the impact of the legislation on CRA or, indeed,
communities. To make people care, we’re going to have to be specific and tough and to ask for
more than we'll get but understand where our ultimate line in the sand is. Full integration of
banking and commerce is good policy, but perhaps more importantly, a position we're going to
have to start with to get people who want to tank us on the other issues -- CRA and
affiliate/subsidiaries - to the table.

Addendum from Paul

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

On CRA, in particular, Paul believes that the President should make clear his firm and unalterable
position: The President will sign no financial modernization bill -- regardless of the form in which
banking activity is authorized -- unless CRA applies to all financial activities that could have been
done in the bank or a bank subsidiary: (i) of the bank; (ii) of the bank’s subsidiaries; and (i) of
the bank’s holding company and its non-bank subsidiaries. Paul further believes that the President
should announce this position at an event on the South Lawn of the White House (or other
appropriate Presidential venue) to celebrate the tremendous results of the reform he directed of
the CRA regulations (as well as consistent pressure on HMDA and the Fannie/Freddie goals)

The President should be joined by community groups, mayors, and major financial leaders
(including major banks and thrifts, Fannie and Freddie, home mortgage lenders) and any other
major financial institutions we can get to stand up, and Chairman Greenspan, the rest of the Fed, -
Comptroller Ludwig, FDIC, OTS, Secretaries Rubin, Cuomo, and Daley, and OMB Director
Raines. [We could even invite members of Congress as we did four years ago!]

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

and the CRA community together on CRA reforms; it also created & new apprecistionui

of the and for i ing CRA. The President
should tout this success and direct the participants to go forth again -- on both CRA and a
challenge to non-bank financial institutions on what they can do voluntarily -- and report back, to
the President and to the American people.

This event, announcement, and direction will -- once again -- enable the President to dominate the
playing field in a way that will show his leadership and will command respect from all -- including
particularly Congress and the regulators. Whatever financial modemization bill may (or may not)
emerge, the President will be the one with the power to shape the outcome and to continue to
expand the spirit - if not the letter of CRA and HMDA -- across a financial services landscape
that is rapidly changing in a direction that will make traditional banks and banking activity a
smaller and smaller portion of financial services in the future. This new landscape presents the
real risk of having the major gains of CRA in the past four years erode over time. Only such a
firm Presidential announcement, direction and open process with the regulators and
‘Administration principals out in the country will enable the President to achieve what no one ever
thought possible four years ago in this rapidly changing erivironment for financial services: to
expand access to capital and financial services in low- and moderate-income communities. Once
again the President can demonstrate that when he acts firmly, prudently, creatively, and publicly,
more good things can happen than anyone except you [Gene] and the President ever dreamed
possible.
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THE ADMINISTRATION’S PRINCIPAL
CONCERNS ABOUT H.R. 10

The Financial Services Competition Act of 1997
As Reported by the Housc Committee on
Bankiog and Financial Scrvices

July _, 1997

DRAFT -- July 14, 1997, 01:37 am

In hing financial izati islation, the Administration has three
key objectives. First, to protect the federal deposit insurance funds and the safety and
soundness of our financial system. Seoond to reduce costs and increase access to

financial services for and ities. And third, to promote
innovation and enhance the worldwide competitiveness of the U.S. financial services
industry. f

As the Commerce Commitiee considers financial modemization legislation, we
would like to express our principal concerns about H.R. 10 as reported by the Committee
on Banking and Financial Services (the “bill"). We look forward to working with
Members to resolve these concerns.

Safety-and-Soundness Safeguards

Lack of Divestiture Requirement

Sections 103, 141, and 142 of the bill establish a framework under which an FDIC-
insured depository institution can affiliate with a compeny engaged in nonbanking
activities. Although these sections deal with different types of affil hanons,‘ they each
require the depository institution to be well-capitalized and well- If
find a capital or managerial deficiency, xht sections would require regulators to give

! Section 103 governs holding company affiliations -- i.c., between a depository institution and
its perent company or any subsidiary of that company, Soction 141 governs subsidiarics of nationa)

banks. Section 142 governs subsidiaries of state banks, Y







an acceptable written commitment that it will either keep its FDIC-insured depository

institutions well capitalized or will divest them in.a manner that leaves them well ch
i Sucha i would then the holding company's incentives 10 "b%

keep its insured depository institutions safe and sound, and would thus help protect the

federal deposit insurance funds.

Tnsurance Powers of National Banks and Their Subsidiaries
‘We strongly oppose section 151 of the bill as discriminatory and anticompetitive.

Section 151 could have a serious adverse effect not only on future national bank
insurance-related activitics but also on banking activities that any single state insurance
regulator may label “insurance.” It would bar national banks from cngaging as principal
in “insurance” activities unless (1) the OCC has authorized the activity in writing before
January 1, 1997, or (2) one can show that national banks have engaged in the activity
before that date. By labeling a product or activity “insurance,” any state insurance
regulator could bar national banks from engaging in the activity unless one of those two
tests were met or unless, through an elaborate process, the National Council on Financial
Services found the product or activity not to be insurance. Thus a state regulator’s
labeling of a product or activity as “insumnce’: ‘would not simply mean that it would be
regulated as insurance; it may result in prohib}'ring all national banks from engaging in
the activity at all.

Many state laws currently define “insurance™ to include activities -- such as
indemnities, guarantecs, and acting as a surety - that could be construed to cover many
banking functions. Thus section 151 could cut off current and future banking-related
functions unless one of the two documentation requirements above is satisfied or
someone successfully runs the gamut of the Council process to prove that the activity is
not insurance. The bill would impose no similar restrictions on state banks. )

State regulation of insurance activities conducted by national or state banks is an
entircly legitimate issue. But the solution ismot to deprive national banks of their current
powers to conduct activities that may be found to be part of or incidental to banking just
because those activities may also be labeled “insurance™ activities. Section 151 should be
amended by modifying the provisions unduly restricting bank powers, and by changing
the issue to be determined by the National Council to whether a particular product should
be regulated as an insurance product or a banking product. This would preserve the
states” role in regulating insurance activities while not undermining the national bank
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Section 151's use of the term “product” (in addition tb “activity”) is also unduly
restrictive.

a substantial question for review by the Council. But that use of tHe Federal Reserve as a
gatekeeper for the Council and check on the OCC is abJecnonnb] . And scction 131, by

requiring the Federal Reserve to defer to state ing statc i

law, would defeat the ostensible purpose of such screening by virtually assuring that any
state regulator’s petition would present a substantial question.

The bill would also retain current law rcga.rdmg the insurance agency powers that
national banks can exercise directly, including the, festriction on offering insurance only
from towns whose population does not exceed 5,000. We strongly believe that
meaningful financial services reform should xemov: such outdated and cumbersome
barriers to competition and permit national banks to conduct full insurance agency
activities from any location as Jong as they do $o in accordance with state law generally
Apphcnble to all insurance providers in the staté. (Roughly half of the states permit their

d banks to sell i without regard to local population size and without
having to set up scparate subsidiaries or affiliates.)

Similarly, there is no reason 10 prevent financial subsidiaries of national banks
from engaging as principal in the full range insurance activities. The subsidiaries would
be subject to state law applicable to insurance providers in the state. The capital

deduction and other icable to such idiaries would protect the parent
‘bank from eny risks in the subsidiary and prevent the snbs:dlary from having funding or
other 1P over other i P

Socuon 151(c), which would generally prohibit national hnnks and thcxr
i from iting or selling title is isa
example of special-interest protectionism. If its goal really were consumer pmtecuon
then it logically should apply to nationel and state banks alike. Yet the prohibition would
single out national banks, which are strictly regulated and have long engaged in selling
title insurance.

COPY




National Council on Financial Services

‘We support creation of a National Council on Financial Services, but we have \
several concerns about provisions of the blll relating to the Councx] Section 121(b)
‘would provide for the appoi of one indjvi with in state-leve]
securities lation, one individual with i in state-level bank supervision, and
two members with state-level insurance regulation. We believe that one insurance
member would suffice.

The Banking Committce's changes in the membership of the Council, together
with the creation of an Advisory Council on Community Revitalization, would
significantly increase the costs charged to each member agency. The Treasury’s proposal
contemplated seven agency members and one appointed member, with the member
agencies sharing the appointed member's expenses pro rata. Section 121 would provide
for six agency members and four appointed members. Section 123 creates an Advisory
Council with five additional appointed members., The bill specifies that the six member
agencies would, pro rata, bear the expenses of all ninc appointed members. Budget
authority is needed to cover at least some of these expenses.

Finally, section 123 does not clearly specify the duration of the Advisory Council.
1t implies that the Advisory Council will have'a limited life, since members will be
appointed “for the life of the Advisory Council™ and since the Advisory Council’s
reporting obligations terminate afier five years. We recommend inclusion of a sunset
provision to take effect at that time.,

Bunk Holding Company Capital

Section 133 of the bill would give the Federal Reserve Board excessively broad
authority to impose capital requirements on bank holding companies. Despite captions
that suggest significant constraints on the Board’s discretion (c.g., “FOCUS ON DOUBLE
LEVERAGE"), that di ion is ded. We urge the C ittee to strike
this section -- and thus preserve current law < or replace it with section 143 of the

Treasury proposal.?
9,,1&”&4,\1% m
?Note that even as section 133 would authorize intrusive uplul gulation of bank holdm;

companies, section 103 would remove the last on compenies
grandfathered nonbank banks, while prescrving those companies’ complete exemption from bank

holding company regulation. :




Wholesale Financial Institutions //

Scctions 161 and 162 of the bill, dealing with wholesale ﬁnmcxal institutions
(WFIs), are scnously flawed. We urge the C ommittce to subshtulc sections 171, 172, and g

173 of the Treasury proposal. C /W

Discriminatory Policy-Setting

Federal Reserve and the Comptroller of the Currency joint yule;

regarding such matters as capital standards, capital categories for prompt corrective ‘ e

action, and exemptions from other laws. The Federal Reserve should have unilateral

authority to protect the payments system (in addition to the Board’s existing authority) by —k—eu \
taking into account the financial condition of 8 WFI's affiliate when sclting credit Jimits (W e were

or by prescribing special clearing balance requirements for WFIs. 2 [
R VO
Inadequate Safeguards . &6 T

’ ) Umdion awr

Section 161 of the bill contains i ds to protect the
payments system, and the taxpayers. The Federal Reserve Board may cxempt WFIs fmw‘%
‘most provisions of law (i.c., those other than the WFI statutc) as long as the exemption is
“not inconsistent” with a vague set of objectives, which include “the protection of the
deposit insurance funds” and “the protection of creditors and other persons . . . engaged in
u-nusacuons with” WFls. Sm-ular objmvu govem the process of setting mpxu.l
t ital ratio” imposes little constraint on
Jatory construct meaning what
(g) and (h)(3) of the Treasury proposal

/ ‘M& 3WWJJ
Section 161 would in effect permit WFIs to serve retail custgf

deposit insurance and consumer protections. It would require ‘only R deposit” of
$100,000 or more in a WFI, and would permit the WFI to derive up 10 § percent of its
1otal deposits from accounts with initial deposits of less than $100,000. The bill should
be amended to screen out retail customers. Section 171(f)(1) of the Treasury proposal
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would require a $100,000 minimum balance, with no § percent leeway.

open-to.oth hes-that-effeetively-sereenout rotait ‘We also believe
that regulators should be able to exempt a WFI from the consumer protections of section
112 only if they specifically determine that the WFI docs not sell investment products to
customers needing the protections of that section (section 171(f)(4) of the Treasury
proposal). :

Section 161 purports to apply to WFIs the prompt corrective action provisions of
the Fedcral Deposit Insurance Act. But those provisions have as their Jodestar the
purpose expressed in section 38(a)(1) of that Act: namely, “resolving the problems of
insured depository institutions at the least possible long-term loss to the deposit insurance
fund.” Because WFIs are uninsured, this purpose logically does not apply; it certainly
fails to provide clear guidance for dealing with WFIs. Section 171(e)(2) of the Treasury
proposal would avoid this pitfall by specifying that, in the case of WFIs, the purpose of
prompt corrective action shall be to protect taxpayers and the financial system from risks
associated with WFIs’ access to the payments system and the Federal Reserve discount
window.

Insolvency

; {0~
e Treasury proposal (sections 1 71(ij and ] 73)&%&;]& ‘WFIs
would be resolved under the Bankruptcy Code - thus sending an important signal to
capital markets that creditors of WFIs should not expect troubled WFIs t
treatment, as if they were too big to fail.

WFI Holding Company Regulation . o porea—~
The bill would subject WFI holding companies (i.e., companies that own a WFI %
but not an FDIC-insured depository institution) to regulation under the Bank Holding
Company Act Despite the extreme complexity of the WFI holding company provisions, ‘é .
itis not clear whether they provide much more flexibility then other provisions of the bill, (&) 37
notably those that (1) define a broad range of investment activities, including merchant
banking, as financial; (2) permit 2 qualificd bank holding company 1o derive 15 percent of ‘33
its revenues from nonfinancial activities; and (3) permit a nonfinancial company to
contro] a full-service, FDIC-insured bank with revenues up to 15 percent as Jarge as its j
own. For example, section 162 refers to ip of i \panies that
“would not otherwise be permitted under this Act,” and yet requires that the nonfinancial

company be “sufficiently small such that the financial nature of the bank holding %
company is unaffected” and suggests that the holding company should generally derive H
K

COPY




8

no more than § percent of its revenues from such companies. It is difficult 1o determine
how the WFI provisions relate to the rule permitting 2 qualified bank holding company to
derive us 10 15 percent of its revenues from nonfinancial activities, ~ and whether they are
more restrictive-or less restrictive. Likewise, although section 106 would permit a large
nonfinancial company to control a full-service, FDIC-insured bank, section 162 would
not permit such a company to control a WFI.

‘We sce no need for the bill’s icti ity. Under the
provided in scctions 171-173 of the Treasury bill, there is no need to apply the Bank
Holding Company Act to WFIs with no FDIC-insured affiliates. An acccptable
alternative might be to limit ownership of WFIs to companies that derive a specified Njg;
percentage of their domestic gross revenues from financial activities. Requiring, for e
example, that a company derive at least 50 percent of such revenues from financia) Vm
activities would provide strong that only companies signi ly involved in|  gp®
providing financial services would own WFls.

(A

Functional Regulation

Bank-Issued Securities ;
i
Unlike sections 205 and 206 of the Tm:sury proposal, the bill does not transfer
oversight of bank-issued securities from the banking agencies to the SEC. We see no
justification for continuing the present system of overlapping and duplicative functions by
four banking regulators and the SEC. For the most part the banking regulators already

these functions ly to SEC ion. Where different treatment of
banks and nonbank issuers may be necessary for safety and soundness or other reasons,
the SEC vould make Qpril i after lting with the i

banking regulator.Faudconsolidating these functions in the SEC would promote
efficiency in government and reduce regulatory costs. It would be consistent with the
goals of ional ion by ensuring uniformity of regulation and enfi

Authority to Define Banking Products

Section 152 of the bill authorizes the Federal Reserve Board -- rather than the
National Council on Financial Services - to decide whether a product is a ““banking
product” exempt from brok ion under the ities E: Act, thus
potentially giving a single banking agency a decisive influence over future product
innovation and financial structure. Vesting this authority solely in the Federal Reserve
fails to provide the SEC with a voice on an issue that dircctly affects its mission, excludes
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the views of the other banking regulators even though the dctermination applies 1o
depository institutions within their primary jurisdiction, and denies the Council dxspule
resolution authority for which it is well designed.

A better approach would involve a joint determination of the issue by the SEC and
the bank’s primary federal regulator, with the Council resolving any disputes (as under
section 207 of the Treasury proposal). The procedure is designed to accommodate fully
the views of both the SEC and the banking regulator and to encourage them to resolve
differences without having to resort to a Council determiniation. If they were unable to
agree, the Council would be the appropriate arbiter because its membership would
consider the issue from a broad financial services perspective.

Sccmm 152 specifies that, for purposes of the banking-product exemption from
broks ion, swap agl arc banking products unless the appropriate
fedcral ba.nkmg agencies determine that “credit swaps and equity swaps™ should not be
included. In our view, the status of swap agreements for purposes of broker-dealer
regulation is sufficiently unclear that it should be resolved in due course by the banking
regulators and the SEC jointly (&s under section 207 of the Treasury proposal), with the
Council as a back-up, rather than by statutorily defining swaps as & banking product.

Municipal Securities Regulation

Unhkc secuons 20! and 202 of the Trcasury proposal, the bill does not exempt
from brok 1 banks” icipal securities activities, including activities
involving general obligation securities that banks have Jong conducted under the existing
regulatory framework. We believe the existing regulatory framework should be
preserved, and extended to municipal revenue securities, by including the exemptions we
have proposed for municipal sccurities activities. The cstablished system has worked
well and does not require modification.

Requiring Deference 10 the SEC and State Insurance Regulators

New section 5(c)(5) of the Bank Holding Company Act, added by section 131,
creates uncertainties regarding the Federal Reserve’s regulation of bank sccurities and
insurance activities. Read literally, it would require the Federal Reserve, in administering
the Bank Holding Company Act, to: (1) defer to the SEC regarding “all interpretations
and enforcement” of applicable Federal securities Jaws relating 10 broker-dealers,

advisers, and i ies; and (2) defer to thc rcl:\'nm state
insurance ities regarding “all i ions and ™ of state

14-1997 10:45 10:257 - K. SHIDMAN FRUM: GATMUN, L [
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insurance laws relating to insurance companies and agents. While we normally would

expect the Federal Reserve, as a mattcr of regulatory comity, to provide some deference

to the SEC and state insurance the d could it \
undermine the Fed’s exercise of independent authority under the BHC Act.

This section, when taken together with the powers of national banks in section
151, would further confusion over regulatory authority. Section 151 would give the
Federal Reserve the authority to determine whether disputes between the Comptroller and
insurance or securities regulators should be sent to the National Council. If the Federal
Reserve must always defer to the SEC and insurance regulators, it would never be able to
determine that the Comptroller’s positions had more merit than those of theJother—e——
W“‘&;‘“; LiheJerds
‘o cu.ﬁa/t

National Association of Registercd Agents and Brokers T \oorad -

‘We see Jogic in i a "y organization for i agents and
brokers, as under title IV of the bill. But such an organization must not become a means
by which one group of competitors another -- ¢.g., by discriminating against
agents and brokers because they are affiliajed with dcposnory institutions.
N W‘Hmwl

Title IV not only fails to prohibit such discrimination but would ‘actually facilitate Wj
jt. The new self-regulatory organization, to be known as the National Association of

Registered Agents and Brokers (NARAB), could adopl uniform licensing standards for
sellcxs of producvs that any state labels as “insurance.” Because Congress would have

this ing, depository institutions could no longer use the
principles articulated in the Supreme Court’s Barrett decision to attack NARAB
standards that are discriminatory in purpose or effect.

Federal Home Loan Bank System )

The Federal Home Loan Bank System has structural flaws that raise serious policy
and safety and soundness concerns. Changes in housing finance, technology, and the
Syslcm 's membership have rendcred the System’s 65-year-old structure obsolete, and
raise questions about the and i of the System’s federal subsidy. fry g;w(w 7
Consider, £ ple,th iagth intebagss, there is no effective mechanism
for nssunng that borrowings by the Syswm. as well as advances by thc Syslcm toits
A n TeS
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eligibility stgnddrds based on mongage lending, and no accountability fox how advances

are uscgethiere is no public accountability for ensusing that federally subsidized funds

pass »nxn-membmmmmﬁmm;mm Second, the o
ystem's required capital is not sensitive to the risks undertaken. ¥jsd{the 12 FHLBank /

presidents earn considerably more than their Federal Rescrve BanK'counterparts yet
arguably hav: con51dcrably fewer responsibilities and less difficult jobs. Fre—

of FHLRank officers-siphens-off SOe of the System’s

subsi and enco) € scarch for extrancous activities that may be used to justify
evel o, /

PrOvisH ii i pand (e Size o!
System wi [y Gefined public purposc. The bill
contains some positive provisions such as elil mandatory and fixing
the REFCorp allocation formula, and adding a Tisk-based clement to FHLBank capital
requircments. However, the bill wouls ank membership to ins:

place only modest limitations on invegtments, and-thesromiy at the discretion of the
Finance Board; and creale different capital structures.
ed i

itutions) and
i Ko s
Akl 25 g 5 1 %;
: - . the bill should su-mglh:n the nexus bctween Pe ’
advances and missi Jated activities by lated asset
test, limiting a member’s access 10 advnncc# toa percemag: of its nussxon-nluw:l assets,
and maintaining an overal] cap on W f hi: hegl WL{ b
accomplished by (1) requiring all members pith more than $100 million in assm to
continvally maintain at Jeast 10 percent of their assets in whole mortgage loans, (2)
limiting a member’s advances 1o no more than 25 percent of their mortgage assets, (3)
removing the stock purchase ceiling for large institutions, and (4) limiting a member’s

ekl COPY

deposllory msmunons with less then $500 mﬂhon in assets without any hml‘:ﬁ .
the hip pnd advance activity of large financial msumuons"
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advances to 20 times its FHLBank capital stock and a FHLBank’s debt to 20 times i
capital. [N N )
4 ——
The bill should also clrtail the investment arbitrage activities of the

through more specific limitations on investment activities.
i ’ wetretieveYhe

the Finance B pp 2 uelhrrprovess

and the levels of such activity should be explicitly set in the legislation. Sy \
outstanding should not be permitted to exceed advm;i‘;ﬂm_ﬂwnm

pilot programs reflect a broadening of System agtivi yond those permitted by

S— he-

concerns raised by some community institutions that the 10 percent whole Joan test may

be difficult to meet and we recognize that some small depository institutions believe they

are facing increasing difficulty obtaining funding. Thus, we support easing, to some.

extent, FHLBank access for small institutions. However, we belicve that $100 million is

a sufficient cutoff point as it would coyer about 6200 bin.ks. nearly 1000 thrifts, and o
2 Fha *S62 2

0,000 credit unions. (0@ 2
- O, omens ftn §7100 kawko ovne
Tn addition 1o these fundamental changes, the Treasury believes other aspects of VA LE00
the bill could be significantly improved. While the bill proposes numerous changes to
increase the permanence of the FHLBanks capital structure, it could be improved upon by tofloo
tightening the stock redemption rules. The bill should also include prompt corrective Wialllo—
action rulcs parallc] to those applicable to FDIC-insured depository institutions.
Excessive compensation of FHLBank officers should be checked by establishing pay
comparability with Federal Rescrve Bank officers. Finally, since the Finance Board’s
revised oversight ibilities will be less time ing, we that two of
the appointed directors be made part-time (leaving the Chairman as the only full-time
member of the Finance Board).

FDIC Board

In the context of abolishing the federal thrift charter, ending the separate regulation
of thrift institutions, and combining the OTS with the OCC, we support restoring the
FDIC's Board of Directors to the three-member configuration it had for 56 years until
1989 (when the OTS was established). This included 12 years with a threc-member

board fully subject to the Government in the Sunshine Act.
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Scction 334 of the bill would, at an additional cost of over $1 million annually,
maintein a five-member Board of Directors. No showing hes been made that the FDIC
needs a five-member board to get its work done. Indecd, the only case that has been
advanced for the five-member size has been the agency's desire 10 avoid the constraints
of the Government in the Sunshine Act. We believe that (o be an inadequate reason to
justify the expenditures involved. The federal government currently includes at least

ght three-membcr boards: the Farm Credit Administration, Merit Systems Protection

oard, National Credit Union Administration, National Mediati Board, Occupati
Safety and Health Review Commission,
Retirement Board, and Tennessee Valley

Aufhority.
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THE PRESIDENT HAS SEEN
5-19-97

THE WHITE HOUSE
WASHINGTON
May 18, 1997
MEMORANDUM FOR THE PRESIDENT
FROM: TODD STERN

SUBJECT: Financial Services Modernization

The attached memo from Gene Sperling seeks your approval to let Treasury proceed with a
proposal for financial services modernization. Sec. Rubin hopes to announce Treasury’s
modernization proposals in a May 21 speech, and he has agreed to testify before the House
Banking Committee the first week of June. 1f you agree, Treasury will, tomorrow, put out some
advance word on the Rubin speech. _
The attached memo is long, detailed and technical, but you can get the essentials by looking at the
first four pages. Those give you a summary of the five main controversial issues, plus a review of
action on the Hill. (Pages 5-14 go back over the five key issues in depth.) Internally, there is
consensus on Treasury’s proposal among all involved agencies - NEC, Commerce, Justice, SBA,
OMB, CEA, DPC, and Leg. Affairs.

The five key issues and Treasury’s answers, in a nutshell: (1) Should banks be allowed to
affiliate with other financial service companies (e.g., insurance, securities) and with non-financial
firms? Treasury intends to propose two different alternatives, which would each allow banks to
affiliate freely with other financial companies, but would treat affiliation with non-financial
firms differently; (2) should diversified holding companies be regulated, with special reference to
the role of the Fed? Treasury would allow Fed to impose capital requirements in limited
circumstances — where (I) the holding company has assets over $75 billion including bank assets
over $5 billion, (ii) aggregate bank assets constitute at least 75% of total holding company
assets, or (it) bank subsidiary falls below “well-capitalized” category; (3) should the CRA be

extended beyond banks and thrifts? No. ible and possible d litically; (4) should
strong consumer protections be written into new legislation as distinguished from being left to
regulation? Treasury would require bank to adopt ions to protect

P
but not write protections into the bill itself, and (5) should Treasury submit legislative language
with its report? Yes.

Rubin note. I have also included a note from Bob Rubin which emphasizes that (a) this would be
a Treasury initiative, requiring little White House time; (b) although he thinks prospects for
passing legislation, even next year, are uncertain, Treasury’s absence from the field would appear
as a lack of leadership; and (c) trying to extend the CRA to nondepository financial institutions,
such as insurance companieﬁmumd funds, could render an overall bill dead on arrival.

Approve Treasury proceedin Disapprove__ Discuss__
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THE PRESIDEMT HAS SEEN
5 -1G-a7

WASHINGTON, D.C.

SECRETARY OF THE TREASURY May 16, 1997
MEMORANDUM FOR THE PRESIDENT
FROM: Robert E. Rubin® <. {2

SUBJECT: Treasury’s Financial Modernization Proposal

1 would like to share with you a few observations of my own in addition to the views represented
in the attached memorandum from the National Economic Council.

Over the past nine months, the Treasury has carefully reviewed the political and-pelicy issues-
relating to modernization of financial services regulation. We have conferred with a range of
experts on the subject and met with dozens of associations representing the views of providers
and users of financial services. I believe that our proposal, although controversial in some
respects, strikes a reasonable balance among the competing interests and policy considerations.
It also leaves the most controversial issue -- affiliations between banks and nonfinancial
companies - for further debate.

Should you approve our recommendation to move forward, the proposal would be a Treasury
initiative, and would not require a significant time commitment from the White House. Iand my
staff will manage the process of advancing the proposal, and with due regard for your
Administration’s overall priorities.

Historically, Congress has had great difficulty enacting legislation to modernize federal
regulation of financial services -- which involves thorny issues and longstanding conflicts among
banks, securities firms, insurance companies, and others. This Congress may be no exception:
we do not expect legislation to pass this year, and the prospects next year are uncertain.

But the Treasury’s absence from the field would be seen as a failure by the Administration to
provide leadership where leadership is expected.

Lastly, some have d using financial ization legislation as a vehicle for extendi
the C ity Rei Actto itory financial institutions (such as mutual funds
or insurance companies). We believe that such an extension is neither practical nor politically
feasible -- and could, in fact, render any financial modemization proposal dead on arrival. We
will, in any event, block any Congressional efforts to weaken CRA.

I look forward to learning soon of your decision on this matter.
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THE PRESIDENT HRS SEEN
5-14-97
THE WHITE HOUSE
WASHINGTON
May 16, 1997
MEMORANDUM FOR THE PRESIDENT

FROM: GENE SPERLING

SUBJECT: Attached memorandum on Treasury’s Financial Services
Modernization Proposal

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

The memo is arranged as follows:
Page 1 sets the procedural context, including why the timing is important
. Page 2 and the top of page 3 summarize the five primary issues

. Page 3 through the top of page 14 contain more extensive discussion of
each of the five issues, together with your advisors’ recommendations
. Page 14 sets out the decision alternatives

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

CLINTON LIBRARY PHOTOCOPY
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ATTORNEYS AT LAW 202:457-6000

Facsimile 202-457-6315

.
October 15, 1999 RobertC Jones
(200) 157413
Fones@partonboggs.com

Jackson T. Dunn
Associate Director for
Business Outreach
116 Old Executive Office Building
Washington, D.C. 20501

Dear Jay: .

. On behalf of my client Kendall-Jackson Vineyards and Winery, I am writing to bring your
attention to the internet wine shipping provision (referred to as the “Byrd provision”) which is
included in the Senate passed version of the Juvenile Justce bill FIR. 1501. This special interesc
provision, which we discussed when Pete Downs and I met with you on September 16, is
currently pending before the conference committee, As Pete and I mentioned, this provision is
not only adverse to small American wineries who legally ship their product across state lines to
consumers, but also to the emerging virtual marker-place occurring on the internet.

When Pete was in Washington, we also met with several Members of Congress to express
our concerns with the provision and exphin the efforts within the wine industry to prevent
underage purchase and consumption of wine. We also called upon the lawmakers to limit the
scope of the Byrd provision to focus only on state laws regarding the underage purchase of wine

er than to enact broad legislation that is, as a practical matter, intended to chill the legal
shipment of wine to aduls consumers.

We are pleased to be able to report to you that several Members of Congress recently
took up this cause, and sent a leer to the President encouraging him to veto the conference
report if it contains the harmful provision. I have included a copy of this letter.

Numerous other interest groups and corporations have expressed their similar concerns
with these proposed limitations on e-commerce, including the Electronic Commerce Association,
Mothers Against Drunk Driving, the Wine Institute, the American Vintners Association, the
Association of Online Professionals, The Direct Marketing Association, MCI WordCom,
PSINet, America On Line, AT&T, and the Intel Corporation.

comes out of the Juvenile Justice bill conference on grounds unrelated o the internet wine

We undérstand that there is a strong likelihood that the President will veto whatever
l\ provision. Nevertheless, we strongly hopc that you will recommend that he also state his
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hopeful that the President will recognize the importance of this issue, and will state his
opposition to any efforts to preserve the hegemony of wholesalers to the detriment of US.
consumers and winemakers.

 hope you will nor hesitate to call me if you have any questions or would like additional
information.

* Robert C. Jones

Attachments
. Edgar B. “Pete” Downs, Vice President
Kendall-Jackson Vineyards and Winery
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-

Record Type:  Record N

To: Anna M. Gomez/OPD/EOP

ce: Kathleen M. Wallman/WHO/EOP
Subject: Financial servcies - status note for Gene

| must admit today's meeting was not neat and clean, but it finally got on the table some critical
issues that it has been impossible to get the Treasury to face squarely. Much to my surprise | got a
call from Jerry Hawke thanking us.

Working with Deich and Bill English, we have put together a set of diagrams of what we think are
the Raines, Yellin and official Treasury (as opposed to unofficial Bob Rubin) positions, which we will
use to try to smoke out what really concerns Frank and Janet about Treasury's proposal at a
meeting of Raines, Yellin, Hawke, Seidman, Deich, English and Wallman tomorrow at noon. The
goal will be at the very least to make certain we all know what the positions are in a manner that
can, if need be, taken to the President. Hopefully, we'll do much better than that, and get to some
sort of solution.

Anna is working on scheduling another principals meeting for Thursday. It's beginning to converge
on 6:00 PM if we're to get Rubin -- which | believe is ABSOLUTELY essential.

Notwithstanding the pounding Treasury took today, there's still much to their position on the
regulatory structure (which really depends on the proposition that we're NOT that good at
regulating complex financial (let alone non-financial) companies, but we're pretty good at walling
off the bank to protect the taxpayers), and there will be synergies anyway. The banking/commerce
issue - unless we do something chicken like support a grandfathering of all non-financial activities
in financial companies as of the day of enactment if they ever decide to affiliate with a bank - is, |
suspect, going to go to the Presdient as a purely political choice.

Frankly, when we start to add CRA into this mix, | believe we're going to get very close to a "no
go” decision, or, alternatively, a deicison to go with a proposal that Treasury - likely not
contradicted by John Hilley - will assert will blow us out of the water, make us essentially
irrelevant in the debate, and lead to no legislation. But strange things happen in this business, and
moreover, no legislation might not be the worst result.

ellen
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