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.March_, 1997 

I 

MEMORANDUM FOR: THE PRESIDENT 

FROM: · GENE SPERLING 

SU}3JECI: TREASURY'S PROPOSED FINANCIAL SERVICES 
MODERNIZATION LEGISLATION ' ' 

ACTION-FORCING EVENT: The Treasury seeks to propose legislation that would 
inqease competition among providers of financial services by repealing the Depression-era 
Gl~s-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 rep·on 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 se~ 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 ~d relevant White House offices met to 'discuss 
tl;te Treasury proposal. Although the group concluded that the Adminis'tration 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 
s·ubstantive 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 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 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 technological and financial innovation, 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 
insillance policy. · Derivative financial instruments even challenge such fundamental 
dis~nctions 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 -­
th~ old distinctions among financial institutions are eroding. Banks and thrifts are now 
pr~ctically 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 constirute the largest source of 
home-mortgage financing. A wide range of nonfinancial companies own banks that offer 
credit cards. 

Yet the old statutory restrictions remain on the books -- imposing needless regulatory and 
rrianagement costs, and impeding competition, innovation and consumer choice. 
Allowing financial 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 
arid pass savings on to consumers. For example, for many years a very limited group of 
·savings bapks, mainly in the northeast, has be. allowed to offer savings bank life insurance, 

· a:n 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, 
inake 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 
murual funds than in bank d~posits. Providing securities firms the opportunity to more 
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dire~y offer their efficiencies to bank depositors may well enhance yields av · 
small savers on insured deposits. 

In addition to providing benefits to consmners, 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 
affiliation will increase intra-finn diversification, which will almost certainly reduce the risk 
of institutional failure. · And finally, by aligning what our financial finns can do in the · 
United States with what they can do abroad and with what foreign financial finns can do 
in the United States, allowing increased affiliations should increase the international ' 
corripetitiveness 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. 

DUring the past year, however, trade associations representing a wide range of market 
participants. have made significant progress toward bridging the gaps that have tradiponally 
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 tp 
afflliate with a bank if it has at least 75 percent of its business. in financial institutions or . . 
financial activities.1 Thus the Alliance bill would remove existing constraints on 

, 
1 

. This provision encouraged the serurities 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 
actess to banking -- to join together with banks to support modernization ·legislation. The bill has: been 
inti-oduced in the House, a~d there have been initial hearings. While it has attracted some support there 
ha~ also been much skepticism, mainly on the banking and commerce issue, to a lesser extenton consumer 
and community concerns. In addition, at least one Alliance member -- America's COmmunity. Barikeis 
(the thrift trade group) --has said it can't support the bill it its present .form, because it. would reduc;e the 
sq)pe of thiift 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 financia1jnon-financia1 combinations. 

·' ' 
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affilidtions among different types of firms that concentrate in financial services, and .give 
these1 financial firms latitude to condud nonfinancial adivities of significant, but not ' 
overwhelming, scale. · . 

Other major proposal.s currently pending in Congress include the D'AmatojBaker and 
Leach bills. The D'AmatojBaker 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 restridive of the Congressional proposals ~-.would permit affiliations 
among banks, securities firms, and insurance companieS (but not nonfiriancial 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 
rehabilitated the two FDIC insurance funds -- one that insures thrifts, and the other' that 
insui-es 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 satisfy this' 
pre~ondition and thus permit a fund merger. . 

We :see the Treasury proposal as raising four key issues. First, whether (and to what 
extept) to permit affiliations 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 
Corpmunity Reinvestment Ao, which ~nly applies· to banks and th.eir subsidiaries. And 
finaMy, whether the Administration should go forward with the proposal. 

1. AFFILIATIONS BETWEEN FINANCIAL AND NONFINANCIAL COMPANIBS 

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

Tre,asury Approach: · Would permit ·financial services companies that are predominantly 
fimincial -- i.e., if 75 percent of their business consists of financial institutions or financial. 
actiVities -- to have a· 25 percent "basket'? of nonfinancial activities2

• Any bank holding · 

2 Treasury draft legislation at OMB for clearance does not define ''business." See footnote l. 
If the most restrictive definition is chosen-- measurement according to.gross revenue, Chase (the s~ond 

. . 
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company, whether operating or non-operating, finanical or non-financial, would be 
regufred to guarantee the well-capitalized status of the bank. 

I 

largest bank) could affiliate with the 19lst largest nonfinancial company (Merisel, Inc) or anything smaller, 
· b\Jt 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 
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 ariy 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 
qmld not accept insured deposits. . 
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Discussion: The decision whether to allow any affiliation of finariical and nOimJiilalll~"D 
(the :"banking and commerce)) issue) is one of the two most contentious issues arisirtg 
fro111 the legislation. .In general, the substantive arguments for pe.rmitting affiliation to the 
extem allowed in the Treasury draft are (i) to get the benefits of financial firm synergies, it 
is important to allow serurities 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 Mjcrosoft into banking would increase competition, which --together with the 

. natural synergies from such a combination -- would benefit consumers; and (iv) such 
co~binations are already permitted in the thrift industry, where they have not caused any 
problems.3 

In .addition to these substantive arguments, there are two political arguments for permitting 
the. combination Treasury proposes: (i) the seCurities and insurance companies,4 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 legislation progresses, making it importantto start from a 
pqsition with some "give.)) · 

The substantive reasons for opposition to the combination are: (i) 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 consistently profitable finance subsidiary), 
which is an inappropriate use of the govenunent safety net; (iii) this country, unlike Japan 
apd Germany, has a long legal and cultural tradition against combinations of banking and 

3 Under current law, any type of company-- incluc:fu1g an industrial company"" can ow_n ·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 
a,Iot of money into the institution before it finally sold it for far Jess than it had contributed in capital.· 

4 And the thrifts, see footnote l. CLINTON LIBRARY PHOTOCOPY 
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commerce; (iv) the combination Will exacerbate the already strong trend t 
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 
effe~vely regulate even the capital of non-financial companies -- which is what would be 
reqt#red 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 these gradually to the mix by establishing 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 fimis. 

In .addition to these substantive arguments, there are two political arguments agains1 
pennitting the combination: (i) Senator Sarbanes and such traditional· Democratic . 
cohstituencies as community and consumer groups have stated they will unatterably . 
oppose any legislation that pennits any banking/commerce combination; and (ii) House 
B~king Committee Chairman Le~ch and the Fed (and former Fed Chairman Paul 
Volcker) have come out firmly in opposition to any significant bariking.and commerce 
combination. 

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 Association, 
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 Federation of America, Consumers Union, and the Greenlining 
; Coalition. · 

· 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 Modernization, including the trade associations listed above as supporting.the 
; D' Amato/Baker bill. · 
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2. lfOLDING COMPANY REGULATION, AND THE ROLE OF THE FED 

Issue: To what extent should the government regulate nonbank cpmpanies 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 · 
st~dards 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 imy investment in a non-bank firm, transactions. between banks and related 
ftrrils would be limited, and the holding company could be asked to guarantee its 
subsidiary 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. 5 

, 5 While it is a subjed of substantial debate ·in Congress, the Administration has strongly and 
consistently supported the proposition that the choice whether to condud 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.e., that no particular fonn should either be mandated or encouraged by lc~w. This 
p0sition 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 poiflt of 
c~eating 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 
s~bsidiary; (u) there is no evidence that any "sqbsidy" 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 
determining the "context" of the bank's perfonnance; affiliates are only taken into account at the bank's 
option; and (v) the holding company StrUcture is cumbersome and '9stly (which is why a non-opemting 
holding company is rare outside of banking), and firms should not be forced into it There is also the fad 
that the OCC regulates banks and their subsidiaries, whereas the Fed regulates barik holding companies·, 
and thus forcing activities into affiliates reduces the Administration's reach with resped 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, 
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however, concerned the the subsidiary structure (even for financial activities such as insurance and seucrities 
. underwriting) does not sufficiently protect the deposit insurance system. 
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The· 7'reasury approach rests on the proposition that the deposit insuranc ~~ 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 (includi'ng insurance and 
securities underwriting) or -- through an affiliate -- engage in nonfinanical activities, and 
by p'rotecting those high capital standards through limitations on dealings within the 
coqjorate 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. 
morutored by the Fed to emure 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. 6 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 
simultaneously protecting the deposit system. The Treasury approach also is based on · 
traditional bank statuary construction, under which broad principles (such 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 
ex~emely 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 
(i) the effectiveness of the Treasury's proposal in protecting the deposit insurance system -~ 
fr<;>m 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 
sxnergies 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, regulation by 
the Fed 

6 For example) if a single corporate family included both a property and casualty insuranc~ 
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' 
r~tained) by .the related insurance company. 
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Politically, the Treasury's proposal provides the Fed with more authority 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 
legi$lative process. · 

Positions of Other Relevant Parties: Persons opposing any significant Fe4eral 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 fmns (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 
Anlerica. 

3. :COMMUNITY REINVESTMENT ACT 

Issue:· How should any proposal deal with the Community Reinvestment AC! (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 Ad.rillnistration -~ should state explicitly that we will tolerate no · 
w7akening of CRA. 

I 

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 
enforcement of non-discrmination laws, and the National Homeownership Strategy),, over 

' . 
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$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, theAdn:i.inistration stood strong against any cutback in CRAin the 
context of banking regulatory relief regulation -- and succeeded in fending off all 
chal,lenges. 

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 fmancial 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 :in 1979 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 ~utflow will continue, and in particular whether :finanical 
services modernization will sigh.ificantly 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 6f 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. 

Whatever support CRA has among community groups and some Congressmen (including 
in. particular Senator Sarbanes ), it is strongly disliked by many banks, most Republican 
m;embers 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 
s~ongly in favor of financial services legisl~tion is strongly in favor of CRA. And the 
s¢curities 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 
a.ssault 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 sh~uld be noted that the Treasury bill would make CRA applicable to the ne "' 
Wholesale Financial Institutions. They believe ~is change will not generate the 'I'd~\' 
CRA firefight other expansions might because (i) WFI's are banks who take deposits; (ii) 
they have access to the payment system; and (iii) to create WFis without CRA wol!id 
ope~ 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 

Issue: 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 initiative). 
Discussion: 

Th¢ 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 
copcentration and less credit, capital and financial access to underserved consumers and 
communities. 

~ithout 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 -­
fi~ancial 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. 

7 As noted above; passage of modernization· legislation that merges the thrift into the bank 
charter is also a precondition for merger of the thrift and bank insurapce funds -- a result that is universally 
regarded as desirable. Such a merger would also allow the consolidation of the Office of Thrift Supervision 
in the the Comptroller of the Currency, reducmg the number of independent bank regulators. · 
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Positions of Other Relevant Parties: Persons who have urged the Treasury to propv;x:.--­
financial modernization legislation include: Senators Dodd, Bryan, and D'Amato;. 
Representatives Gonzalez, LaFalce, Vento, Frank, Flake, Leach, McCollum, Rouk:ema, 
Baker; the American Bankers Association, the Banker~ Roundtable, America's Community 
Ban,kers, the Consumer Bankers Association, the Securities Industry Association, the 
American Council of Life Insurance, the American Insurance Association, and the 
Financial Services Council. 

Sertator 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 
Treasury 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 fmanical services modernization legislation, 
no matter how otherWise beneficial. 
DECISION:. 

Treasury should proceed with legislation as proposed, subject to 
conditions noted 

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

I do not believe we should go forward with legislation at this time. 
See me. 
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SUMMARY OF TREASURY PROPOSAL 

L CoNVERSION OF THRIYI' !NSTITCJI10NS TO BANK CHARTERS 

Th~fts could become national banks under streamlined conversion rules. After tw0 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 
fed~ral 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 
brahches and agencies they operated as of the date of enactment. Subsequent branching 
wohld be subject to laws for national banks. Thrifts could continue to specialize as 
mortgage lenders. A former thrift holding company ~auld conduct any activity that it 
was authorized to· conduct before becoming a bank holding company if it meets certain 
grandfather conditions. 

lL ACTIVIITES OF BANKS AND WEIR SUBSIDIARIES 

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

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

: m 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 
· bank subsidiary loses itS well-capitalized status. Holding company affiliates must abide 

by corporate separateness reqUirements. 

Automated Records Management system CLINTON LIBRARY PHOTOCOPY 
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A N ati~n~ Co~.c¥ on Financi~ Servi~es w~~d be established to (am on~ othe . §ttn ,~'~. 
deter;rmne tf acttVltles are finanaal and 1f addittonal safeguards need to be unposed . 
betw.een banks and affiliates. The Federal ReserVe would continue to regulate bank 
holdlng companies, but would not set holding company capital requirements. 

i 

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

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

lY. i FUND MERGER 

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

I' 
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April 7, 1999 

MEMORANDUM FOR THE PRESIDENT & THE VICE PRESIDENT 
' 

FROM: 

SUBJECT: 

ROBERT RUBIN 
. LARRY STEIN 
CHUCK RUFF 

GENE SPERLING 
BRUCE REED 

Community Reinvestment Act (CRA) StrategtMemo 

ACTION~ FORCING EVENT 

DRAFT 

; The House and Senate Banking Committees have approved major financial services 
legislation. On March 12, the House Banking Committee approved its bill- developed by 
Chaj.rman 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 
CR4. record in order to engage in newly authorized fmancial activities. But the Senate bill, 
dev~loped 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 fmancial services policy making; provide inadequate consumer protections; and provide 
inc~eased leeway for affiliations between bankS and nonfinancial firms. You issued a veto 
thr~at 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 
he~rings 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 rollback of CRA and· 
pr~serve_CRA's relevance in the fmancial services industry of the 21st century. 

BACKGROUND 

Cu"ent 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 
m~nths) for CRA compliance, and these CRA ratings and evaluations are made public, 
e~orcement comes only when a bank flies 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 

I . . . . . . 

streamlined the examination process, particularly for smaller institutions. 
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:Effectiveness of CRA. Evidence suggests that public disclosure of CRA ratings, to 
with tiie·changes made by the regulators under your leadership, have significantly contribu <Yen 
improved performance by financial institutions in meeting the needs oflow and moderate income 
commpnities and minorities. Since 1993, the number of home mortgage loans to African Americans 
increa~ed by 58 percent, to Hispanics by 62 percent, and to low and moderate income borrowers by 
38 pe~cent, well above the overall market increase. Since 1992, nonprofit 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 CRA's reporting requirement made 2.6 million small business loans 
for a t.otal 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. 

i 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:~ecome 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 
formiofnew legislation-- will reduce the assets subject to CRA. Communities groups are likely to 
oppo~e any financial modernization legislation unless CRA were extended. to securities and insurance 
providers which stands no chance of success in the current or foreseeable political environment and 

. whicp presents pra~tical and theoretical difficulties. 

Status of Legislation 
I 

: 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 vadous 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 as a precondition for expanded nonbanking 
activity (31-2 7). 

Senate. Chairman Gramm's financial modernization 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 exeinpts 
small b.anks outside metropolitan areas from CRA. In addition, Gramm may yet offer ari 
"a~ti-extortion" amendment that would chill legitimate relationships between fmancil;ll 
institutions and communities. · 

, Senator Sarbanes, the Ranking Dei:nocrat, worked with the Treasury to unite Banking 
Committee Democrats behind an alternative bill that had much in common with the Leach-LaFalce 
bill. The Democratic alternative lost on an 11 - 9 party line vote. 
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;Failure to condition authority to conduct new non-banking activities on b 
satisfa~tory CRA record. The Leach-LaFalce bill allows a financial services comp 
new nqn-banking activities only if the compani s subsidiary banks have and maintain a 
CRA record. Although such a requirementwas not CQntained in the Administration's 19 . ~1 

~-~ Treasury and Rep. LaFalce successfully argued that suchan argument had to be included this time. 
The Leach-LaFalce bill has now been referred to the House Commerce Committee, and we 
unders~and that Commerce will leave this provision intact. 

1 Basically, the ''have and maintain" requirement, while not expanding the scope of CRA 
beyond insured depository institutions, broadens the eDforcement 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 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 ~s provision in the Senate and the House testimony, Secretary Rubin noted that the 
fmancial 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 i,~ 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. 

RECOMMENDATION 

: Our nea_r-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 ~e 
Leach-LaFalce bill .. We also need to fmd opportunities for you, Secretary Rubin, and others to 
hi~ght the vital importance of CRA for building homes, creating jobs, and restoring hope in . 
econ,omically distressed communities throughout the United States. 

The Administration's long-term strategy should be to 1) continue to strongly oppose 
legislation that would weaken CRA, and insist on provisions that would, for.the frrst t_ime, 
reqUire bap.ks to have and maintain an adequate record on CRA to engage in newly authorized 
non~ba~g 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 fmancial institutions 
to r~port 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 
offering amendments to weaken CRA. DPC believes supporting something along these lines 

I . . 

cot4d strengthen our hand in negotiations later on; moreover, as we provide the industry with 
ne~ 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 
wmtld present an unco~ortable vote for moderate Democrats, have slim prospects for passage, 
an~ could possibly jeopardize the CRA provisions already in the Bouse bill. 
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· Agree on Long-Term Strategy (1) . 
. A-gree on Modified Long~ Term Strategy (2) 
Discuss Further 

I. 
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THE WHITE HOUSE 

WASHINGTON 

May 16,1997 

THE PRESIDENT liAS SEEN 
s-rl\-ql 

MEMORANDUM FOR THE PRESIDENT 

FROM: GENE SPERLING 
I 

SUBJECT: Request for Decision Concerning Ti"easu'ry's Financial Services 
Modernization Proposal : ·. 

L ActiON FORCING EVENT: Treasury was required by statute to report to Congress by March 31 on 
the potential merger of the bank and thrift charters and of the bank and thrift insurance funds. The 
specific items in the report are inextricably bound up with the_broader issue of financial services 
modernization, namely the extent.to which all types of financial entities-- including~s, ~s~. 1 " 

securities finDs and insurance companies -- can affiliate with each other, and the extent to which firms 
affilia~ed with banks can affiliate with non-financial commercial firms. 

All your economic advisors believe financial modernization reform is long overdue, that it is good 
govetn.ment, 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 modernization. But 
modernization should make all financial services companies more competitive at home and abroad and 
sho~~d 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 serviees modernization, including the repeal of the Glass-Steagall Act1

• After 
·declining several previous invitations to testify, Secretary Rubin has agreed to testify before the House 
Banking Committee the 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, 

I . 

cOntrols. Any financial services modernization effort would be a Treasury, rather than a Presidential, 
initiative. 

: 

IT. 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 interagency process to consider Treasury's 
proposals. 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 important countervailing considerations. This memo provides you 
wi~h a quick overview of the major issues, with a substantial amount of background foll~wing. 

CLINTON LffiRARY PHOTOCOPY 

1 The 1933 Glass-Steagall Act prohipits the combination of eoffimercial arid investinent banking. 
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11-<'N3QIS~~ 
Issue l. How should banking and commerce combinations be dealt with? Treasury 

proposes to provide two alternatives. The first would allow banks to affiliate freely with ail types of 
. financial service companies and allow the combinations to include up to an unspecified p~r:~tage of 
commercial business (measured by gross revenues); but exclude any c<>mbination of the 1000 largest 
non-financial firms with any bank. The second would allow banks to affiliate freely with all' types of 
.financiB.l 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 
critic~ for not being decisive, this appears to be a r~nable way of moving the process forward 
while accommodating the strong feelings against any combination ofbanking and commerce held by 
severai senior.Democratic Senators (including Senators Sarbanes and Daschle). 

i Issue 2. How should diversified holding companies be regulated and what should be tbe 
tole of the Fed? Treasury proposes to allow the Fed to impose. capital requiremen!!.gnly (!n.a J4nited ... 
group of diversified bank holding companies, those: (i) with ~otal assets over $75 billion which include 
bank ~sets tqtaling over $5 billion; (ii) in which the aggregate bank assets constitute at least 75% of 
total holding company assets; or (ill) 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 b

1

dieve it is a responsible starting point for the legislative process. · 

Issue 3. Should the Community Reinvestment Act (CRAj be extended beyond banks and 
thrifts as part of financial senrices modernization? Treasury proposes to extend CRA 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 orily 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 co~unity 
groups will regard proposing modernization without extending CRA to non~bank entities tlult are part 
of~ bank holding company to be backtracking on your Administration's most successful economic 
dev:elopment initiative. · 

, Issue 4. Should strong consumer protections be hardwired into the statue. particulady to 

prevent consumer confusion about federal insurance on non-deposit products and excessive 
pressure to·purchase insurance as part of a Joan transaction? Treasury proposes to require 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 eonsumers. 
However, consumer groups are likely to regard the proposal as insufficient, in part because oflack of 
tnist 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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Issue 5. Should Treasury submit legislative language wjth its rs:port? Treasury proposes to 
provide Congress with legislative language from which Congress can proceed to consider financial 
·services modernization. Your advisors agree with Tr~ury· s position, but Legislative Aff.aiJrs r~ses the 
caution that once we have sent up legislative language, the process may well begin to move and we may 
have d(fficulty controlling it, particularly with respect to issues such as CRA ~d the ability of banks to 
do non~bank activities in. a bank, rather than a holding company, subsidiary (s.ee footnote 8). It is 
generally agreed that without an Administration submission, the legislative process will stall. 

IlL BACKGROUND: Current law restricts affiliations between banks and other companies (~ .• 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 insuraqce2

• 

Technological and financial innovation,·together with market pressures to offer co~ers awider 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 distipction 
betw~n a syndicated loan and privately placed commercial paper, between a security and a £inancial 
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 devel6pments -this proliferation of new types of financial products-- the old 
distinctionS among financial institutions are eroding. Banks and thrifts are now practically 
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 financing. A wide range of nonfinancial companies own 
specialized banks that offer credit cards. · 

I 

Yet the old statutory restrictions remain, imposing·needless regulatory and management costs, and 
impeding competition, innovation and consumer choi~. Allowing financial firms of all types tp affiliate 
ho~ds promise that consumers will benefit as fair competition -- less hindered by regulatory restrictions -
-will drive firms to achieve savings and pass them on to consumers3

. 
' 

. 
2 The Comptroller of the Currency has pennitted national banks, under speeific provisions of the . 

·National Bank Act, to sell insurance, and has been uj,held by the Supreme Court Insurance agents, in 
.' particular, are very much opposed to this "extension" of bank powers, and the issue has been both a catalyst 
~ for and a political barrier to, financial services modernization. 

3 For example, for many years a very limited group of savings banks, mainly in the Northeast, has 
.' been allowed to offer savings bank life insurance, an extremely reason~bly-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.rost 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 

CLINTON LIBRARY PHOTOCOPY 
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In addit,ion to providing benefits to consumers, affiliations among financial institutions sh l\ the 
operating costs of the institutions, which, whet~er passed on to consumers, employees or shareholders, 
will almost certainly increase the institutions' productivity and should provide economy-~~~beo.efits. 
Increased affiliation will increase intra-finn diversification, which should help reduce the risk of 

· institut~onal fiillure. And finally, by aligning what our financial firms can do in ~e United States with 
what they can do abroad and with what foreign financial firms can do in the United States, allowing 
increased affiliations should inc~ th~ international competitiveness ofUS tinns. 

. . 

For these reasons, ther~ has been a growing agreement t~at 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 of94-2 .. Yet such legislation has repeatedly foundered on int~r-industry conflicts (e.g.~ between 
banks and securities firms, insurance companies, and msuranee agents), most recently during the last 
Congress. . . 

During the past year~ trade associations representing a wide range of market participants have·made 
significant progress toward bridging the gaps that have traditionally divided them. The A.lll8nce for 
Financial Modernization -- a coalition of 10 bank, thrift, securities, insurance, and diversified-company 

I . . 

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 
finaitcial institutions or financial aCtivities. Thus the Allianee bill would remove existing constraints on 
affiliations among different types of tinns that concentrate in financial-services, and .give these financial 
finns latitude to conduct nonfinancial activities of significant, but not overwhelming, scale. · · 

I . 

Other major proposals currently pending in Congress include the D'Amato/Baker and Leach bills. The 
D'Arilato/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 
am'ong banks, securities firms, and insurance companies (but not nonfinancial firms), retain much barik­
. type regulation of companies affiliated with banks, and vest broad regulatory authority in the Federal 
Reserve Board. Chainnan Leach has scheduled hearings on his bill for the first two weeks of June. 

O~e other concern motiyates this legislation. Last year Congress passed legislation that rehabilitated the 
FDIC insurance fund that insures thrifts {SA.IF). All your financial advisors, as well as the FDIC, 
stfongly believe SA.IF should be merged with the Bank Insurance Fund (BIF) to max:imlze their ability 
to withstand any future shocks to the financial system. However, the ''Prist 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 
"irtually all_the benefits each now has, including banks' broad commercial lending powers and at least 
some of the thrifts' right to affiliate with any type ofentity. 

reduced prices. Similarly, security finns 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 finns the opportunity to offer 
their efficiencies more directly to bank qepositors may well enhance yields available to small savers on 

insured deposits. CLINTON LIBRAl;lY PHOTOCOPY 
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lssVE ~· HOW SHOULD BANKING AND COMMERCE COMBINATIONS BE DEALT 
' 

Treasury Alternative A (consolidation of the bank and thrift charters, permitting affi~iJns~IUIIOng 
all flniutcial firms, with a "basket" of non-flnancitil activities alluwed): Alternative A is similar to the 
Roukema bill .. The tluift charter would be abolished and all thrifts would become banks4

• A ''basket" of 
non-firiancial' activities would be pennitted within a holding company Slrucfure that includes a bank, but 
the Treasury report would not provide a specific size for the basket. Bailkinglnon-finilncial affiliations 
would,be further limited in that none of the largest 1000 non-financiat firms (by asset size) would be. 
allowed to affiliate with a bank6

• 

The capital of any bank within a diversified holding company (i.e., one that engages in activities, 
including securities and i.r)surance underwriting, that could not have been done in the bank) would have 
to be maintained at the ''well-capitalized"7 level, and the holding company would have to provide a . 
guararitee to that·etrect. While banks eould 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 there would 
be a total ban on any extension of credit by a bank to or for the benefit of anon-financial affiliate. 

4 The Office of Thrift Supervision (OTS) would be merged with the Office ofthe Comptroller of the 
C!JITency (OCC). Both are bureaus of the Treaswy. . -

, '"Financial" would gener~y 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 izisw'ance companies. The National Council on Finandcli. Services could add 
other financial or financially-related activities to the definition. All other activities would be deemed non­
~ancial .. 

; 
6 Any company, financial or non-financial, could affiliate with a "Wholesale Financial Institution" 

(WFI, pronounced "WOOFIE''), which could not take insured deposits and would not be subject to the Bank 
Holding Company Act. 

7 Bank (and thrift) ~pital 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.e., that no particular form should either be mandated or encouraged 

, by law. The Fed (and a nllffiber 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 tha~ 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 policy. The FDIC, which is responsible for the 
, deposit insurance fi.mds, backs the Administration's position. 

CLmTON LIBRARY PHOTOCOPY 
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· Alternative A's abolition of the federal thrift charter (and the treatment of any remai~1!r-3l!\1..tltl 
· state banks) substantively.satisfies the Prist Amendment. A major Complication with this change, 
howeve~, is how to handle differences in the affiliation powers of bank holding companies~ana unitary 
thrift holding companies (companies that own one and only one thrift). Currently,. unitary thrift holding 
comp~es can engage in nonfinancial activities with virtually no limits.11 Fewer than 3010 thrifts are part 
of holding companies that engage in non-financial businesses. (Approximately 45 others are engaged in 
real estate development, investment and·rnanagement, which is regarded·as "financial" by OTS but not 
"closely related to banking" by the Fed.) Treasury proposes to grandfather the right ofall515 existing 
unitary thrift holding companies to engage in nonfinan.ciat: activities without regard to the basket. The 
grandfather rights would not survive a change in co·ritrol of the holding company (i.e., the expanded 
franchise could not be sold), but would otherwise be unlimited in duration. 

I 

Treasury Aliernative B (retain separate· bank and thrift charters, allow affiliations among han~ 
and allfinancial firms, but with no basket of non-:financial activities): Altemati~ woyld · . 
approach the banking and oo.mmerce issue by leaving the existing thrin charter, holding company 
structure and regulatory system intact. As noted above, unitary thrift holding companies can currently 
affiliate with any type of institution. Furthennore, the federal thrift charter has recently been altered to . 
pennit:(i) unlimited consumer lending and (ii) up to 10% of assets to be commercial loans and an 
additiqnal 10% to be small business loans-- thus making the charter very similar to the actual asset mix··. 
of approximately 600/o of the commercial ba.itks. 11 

Alternative B in essence preserves the current right of a diversified financial holding 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 
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 finn including, in 
particUlar, an·insurance or securities underwriter. Under Alternative B, the Prist Amendment would 

9 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 
ha.S 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 holdingc<>mpanies (companies that own more than one. 
thrift, but no blll,lks) are basically limited to activities pt:rmitted to bank holding companies, although they 
may engage in real estate development, investment and management Under alternative A, all thrift holding 
companies would be turned into bank holding COoi.panies (albeit with special powers in some cases), and 
would be regulated by the Fed. . - . 

! . 
10 Numbers relating to thrift holding companies are as of 12/31/96. 

11 While it is difficult to tell precisely from publicly available data, it appears wilikely that many of 
~e largest banks could qualify as thrifts, mainly because of their commercial lending and. investments in non­
mortgage seauities. However, it is possible that one or more of the large banks with a heavily consumer 
onentation (e.g., NationsBank) might so qualify, and.could, therefore, make a choice·to become a thrift to 
·take advantage of the comni~rce "opportunity." In the past, banks such as Wells Fargo that have considered 

· n,1oving to a thrift charter have ultimately rejected the idea. 

. CLINTON LillRARY PHOTOCOPY 



Discll#ion: 
I . 

· Substantive issues: The decision whether to allow any affiliation of financial and nonfinancial 
firms i~ one of the most contentious .issues arising from the legislation. ·In general, the substantive 
arguments for permitting affiliation are: · · 

• : to get the.benefits of financial fum synergies, ,it is:hnportant to allow securities and insurance 
· companies - which eontain signific!nt non.:financial elements ...;. to have access to retail banking 
custom~rs; . 

• :. there may be synergies betWeen financial and non. financial firms that would provide consumers 
I with additional benefits from modernization; , 

• r allowing fums with non-financial elements into banking would increase comru:!itio~ whicp 1
' 

would benefit consumers; and 
• such combinations are already permitted in the thrift industry, 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 ofthe 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; . 

• 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 modem 
financial institutions have 'developed; 

~ the combfuation 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 combinations of banking and commerce will lead to over -concentration of economic 
power; and 

• it is difficult to believe that financial regulators could effectively regulate non-financial · 
companies. 

Affiliations between ba~-affiliated firms and companies doing.a business that truly would provide 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 
allowing combinations of banking and industrial firms. 

Political Issues: The political argument favoring a significant degree of banking and commerce 
affiliation is that the securitie.s 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 

CLINTON LIBRARY PHOTOCOPY 
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proceed12
• There are two political arguments against permitting any banking and cortune ~ ~S'a~d ~0 

combination: (i) Senator Sarbanes and such traditional Democratic constituencies as commumty an 
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 finnly in opposition to any significant banking and commerce 
combination, while Fed Chairman Greenspan has indicated willingness to cortSider only very limited 
combinations as the start of a go-slow approaclt 

; 

Alternative A has generated some interest from Chairr,nan 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 remairis opposed. Proponents 
of full banking and commerce, particularly Mr. Baker, have voiced their displeasure with this more 
limited; approach. 

Within the Administration, Chainnan Yellen and Director Raines believe that grandfuthering all tlie 
unitary thrift ~olding 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 tum is critical for legislation to move forward. 
Treas~ry has agreed that the Administration would be willing to cut back substantially on the scope of 
grandfathering as a bill moved through the legislative process. 

· Treasliry has been able to keep Alternative B from leaking, so it is unclear how it will be received. The· 
issues•that will potentially arise are: 

• . ·banks might assert that the Frist amendment has not been satisfied and therefore the conditions ' 
· for merging the funds have not been met13; 

• . diversified financial holding c6mp~es that have non-financial afiiliates might not view the thrift 
· option as sufficient; · 

• 

1 banking/commerce opponents may view the proposal as unsatisfying since it preserves, and 
publicizes, an existing banking/commerce "loophole"; and 

• • there may.be serious concern about the ability ofOTS to regulate effectively a large number of 
powerful new unitary thrift holding companies. · 

On this last point, Director Raines believes that if Alternative B prevails as the basis of financial services 
modernization legislation, thrift holding companies that engage, through holding company subsidiaries, 
in financial or.non-:financial activities that could not be carried out in· the thrift itself: should be regulated 
by the Fed, not by OTS .. 

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 
yet been discussed publicly as a possible response to the companies' or Senators' concerns. 

13 Iri general, banks don't much care about merging the ~ds; that 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 a 
qUid pro quo for agreeing to take on part of the FICO obligation at'f.tlfm~lfi.ffWtltlft9ffoTol.~bPY 

.. .. 
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· Conc~sion: Your advisors recommend proceeding with two alternatives, as Treasury has prop , 
taking into consideration, as the legislative process proceeds, the concerns raised by Chainnan Yellen 
and Director Raines. · · • · .. -.. 

IssUE 2. HOW SHOULD DIVERSIFIED HOLDING COMPANIES BE REGULATED AND WHAT SHOULD BE 

THE ROLE OF THE FED? 

Treasury proposal: Treasury proposes that the Fed would regulate 811 bank holding companies (under 
Alternative B thrift holding companies would continue to be regulated by OTS). Holding companies 
engaging in activities that cannot be done directly iii the bank (mcluding, for example, securities or · . 
. insurahce underwriting) would be required to provi<;le the Fed ail undertaking to maintain the capital of 
the subsidiary banks at the ''well-capitalized" level14

, which exceeds the level at which a bank is 
considered to be in good standing under regular capital stand~ds. 

Ifthe'baruc's capital fell below the "well-capitalized" level, the holding company woUld be requir~ to 
bring the capital level back up to well-capitalized and maintainit at that level. It: within 180 days, the 
holdutg company were unable to bring bank capital back up to the well-capitalized leve~ the holding. 
company would be required to either (i) divest the bank in a manner that results in th~ bank being well­
capitalized upon divestiture (e.g., by shrinking the balance sheet or by getting the buyer to add capital as 
part ofthe transaction); 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 ptit it into receivership or conservatorship, the holding company's guarantee of the bank's well­
capitiilized status would be enforceable by the FDIC. The Fed would be responsible, as part of its 
nomjal supervisory process, for continuously evaluating the holding company's ability to support the . 
bank's capital at the well-capitalized leve~ and would be authorized to examine. bank holding companies 
and their nonbank subsidiaries. 

The Fed would have general regulatory authority to establish holding company capital requirements in 
the following situations:· 

~ A subsidiary bank's capital has remained below the well-capitalized level for more than 90 days 
arid the holding company engages in activities not permitted in a bank; 

~ Consolidated banking assets constitute more than 75% of the assets of the holding co~pany; or 
!' The holding company has assets in excess $75 billion and owns one or more banks with 
. consolidated assets in ~xcess of$5 billion15

• 

In addition. the Fed could impose holding company capital 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 risk 
to the safety and soundness of a subsidiary insured depository institution." 

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

i 

14 See note 7. 

IS As of 12/31196, 134 commercial banks had assets;in excess of $5 billion, as did 35 thrifts. Y 
.· . . . CLINTON LIBRARY PHOTOCOP 
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. Treasury has discussed the proposal with the Fed, and has received indica,tions from a key 
that the proposal is generally "in the ballpark." However, there has been no official agreement. 

' , I, ·~· 

Discu~sion: The proposal to allow all types of financial services companies to affiliate (~d p~;~ps to 
allow some non-financial affiliations in addition) has raised concerns that the consOlidated activities of 
these diversified holding compailies could generate risks to the subsidiary.baxlks 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 a need for some holding company level oversight by the federal government. . . . . . . . 

On tile other harid, proposals for consolid~tion of all financial services regulators,· even at the federal 
level,. have been notoriously unsuccessi\1.1, in part because of turf jealousies, but also in part because of a 
real recognition of substantive differences in the statutory sch~mes under which the finns op.erate .... 
differences that, for the most part, would not be changed by either Treasury's proposal, or any other 
proposal currently being considered in Congress. This leaves aside the even greaterObjections to 
bringing insurance regulation under the federal umbrella. Moreover, neither federal regulators nor 
pote~tial diversified finns that would like to affiliate with banks have any interest in bank-like regulation 
being imposed on, e~g., American' Express. 

I .... 

In recognition of both: the substantive and political implications of the Fed's current role as regulator of 
b~ 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 
pennitting 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 finns. 

Coir.clusion: The nature and extent of diversified·holding company supervision and regulation by the 
Fed has thus been one of the most difficulf we have faced. Oyer the course of the last several months, 
the principals have discussed numerous variations among themselves, and Treasury has discussed many 
ofthese variations with the Fed. In the opinion of the principals, Treasury's current proposal represents 
a (esponsible 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 involving them in regulating the capital of smaller diversified holding 
companies. 

Treasury also notes that Congressioital dynamics make it highly likely that the Fed's authority will be 
strengthened during the legislative process, and it is therefore important to start at a point that provides 
bargaining room. 

I 

' 

Your advisors therefore recommend that Treasury's proposal be adopted, l;lut that we remain flexible on 
the precise boundaries set out. 
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IsSUE 3.' SHOULD THE CoMMUNI1'i REINVESTMENT ACT BE EXTENDED BEYOND B 
THRIFTS AS PART OF FINANCIAL SERVICES MODERNIZATION? · 

.;..~::_ .. .J. - .-,. 

Treasury proposes to extend CRA to Wholesale Fmancial Institutions but not to nondepository financial 
instituti~ns (e.g., mutual funds or insurance companies), even if they were llffi:liated with a depository 
instituttiion. The Secretary's speech announcing any proposal-- and all subsequent statements from the 
Administration - 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 directed to make the Community Reinvestment Act work to generate "performance, not 
paperWork." The regulators - working through an l!Dprecedented 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 efforts in this area ·~ 
(including not only CRA, but also effective enforcement of. non-discrimination laws, and the National 
Hom~wners!Jip Strategy), over $90 billion in CRA commitments have been made and the number of 
mortgages.rnade 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 1 o4th Congress, the Administration stood strong against any cutback in eRA in the context of 
bankirig 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 
coillll'iunity 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 ofCRA Their concern is exacerbated by·what they see as the lack of benefit to 
cons~mers -- particularly poor consumers -- from changes, such as interstate banking, that have already 
occurre<I in the system. They have strongly urged the Administration, as a condition of financial 
servi~es modernization, to expand CRA coverage to all financi8.I 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. 

I 

Conclusion: Your advisors unanimously recommend that, notwithstanding the concerns of the 
comlnunity groups, CRA expansion beyond WFis16 should not be included in the proposal. There are 
two :basic reasons: practical and political. 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 comrriunities they are chartered to serve. Moreover, insurance 
rompanies, commercial financial companies and consumer finance companies -- unlike depository 

I . . 

. . 
16 Treasury would expand CRA to WFis because: (i) WFis are banks that take deposits; (ii) they 

have aceess to the payment system; and (iii) to create WFis without CRA would open the way for an 
inunediate contraction ofCRA 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 
said they would not oppose application ofCRA to WFis. 

CLINTON LIBRARY PHOTOCOPY 
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institutions - are not subject to comprehensive federal regulation in the sense that banks e. 

. Thus it is not clear how CRA, which is keyed to the federal.bank regulatory-application process; would 
be applied to them. · ... ,~.~· . • _ .·. 

In addi~on, while there may be some increased flow of assets out of banking as part ofthe synergies 
created; by modernization, 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 firins may put uninvested customer cash into bank products, rather than money funds: And, if 
banks 9an provide one-stop shopping for business borrowers, they may be. able to boost the bank share. 
of large syndicated credits. 

As a J>Plitical matter, whatever support CRA has among COill!Dunity groups and some Members of 
Congress (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:potentially important exceptions of Senator D' Amato and some senior House Banking 
Comn;Uttee Democrats (such as Representatives. LaFalce and Vento), no one strongly in favor of 
financial services legislation is strongly in favor ofCRA And the securities and insurance industries 
(backed by, e.g., Senator Dodd) ar~ unalterably opposed to any expansion. 

I . 

Moreover, even ~Y 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 
unde,l· 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 ABOUf INSURANCE ON.NON-DEPOSIT 

PRODUCTS AND EXCESSIVE PRESSURE TO PURCHASE INSURANCE AS PART OF A LOAN TRANSACI10N? 

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. 

' 
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," 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 . 
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The Treasury's proposal would prohibit non-depository institution affiliates within a bank ho.~ ... 
0~'·-e---­

company from sharing with any depository institution in the holding company non-public customer 
information, including in particular evaluations of creditworthiness, unless the customer ~~ive9. "clear 
and conspicuous disclosure" that such infonnation 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 
b~s. · 

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 detennine whether they achieve the 
statute's puiposes. · 

Finally, Treasury's proposal 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 

. relatin~ to securities sales and work for investment companies than is currently the case. 

DiscusSion: Treasury's proposli! 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 ~anner that hardwires fewer 
requirements into statute and requires more of the regulators .. However, the requirement for simp I~· 
disclosure goes further than other proposals. 'In contrast to current law, bank reguiators would have to 
adopt regulations, not guidelines, regarding the sale of non-deposit investment products. 

The tOnsumer 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; 
• · the proposal would not provide consumers with a private cause of action against a depository 

: institution that caused harm by violating the regulations; 
• . the proposal would not explicitly deal with "impllc1f' 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 
affiliations among financial institutions. 

The history ofhardwiring 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 . ' 
modi~cation for years before Congress got around do doing the job last session. By using instead a · 
regulatory process with full notice.and coinment (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. 

I 
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ConcluSion: Your advisors unanimously recommend that Treasury go ahead with its p~~~-· 
consumer protection provisions. The bill as a whole should generate signlticant consumer DeDE~~ 
through· opportunities for one-stop shoppirtg and cross .. marketing. While implicit tying prp.b~ly does 
occur iii the ritinds of some consumers17

, more opportUnities for competition within the fiilancial ~- . 
services sector should reduce, rather than increase it. 

ISsUE 5. SHOULD TREASURY SUBMIT LEGISLATivE LANGUAGE WITH ITS REPORT? 

In 1995, as Congress started its most recent financial services modernization debate, Treasury chose to 
participate through testimony and a statement of principles. There is a general feeling that the result 
was ~t the Administration was marginalized and not really a player once Members of Congress, such 
as Chainnan Leach, submitted bills. Treasury's opinion is that it is even more important for the 
Adminlstration 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 legislation this Congress: Peopleon the 1fill are 
clear!~ waiting for statuary language. · 

At. the same time, however, taking a firm position on banking al)d commerce would, as discussed above, 
. be counterproductive. Treasury therefore intends to submit a single draft, with alternative language as .... 

necessary to confonn to AlternativeS A and B on banking and commerce. Treasury and White House 
Legislative Affairs are discussing alternative fonnats that are simultaneously technically feasible and 
politically optimal; no package will be transmitted without their joint agreement. 

Conc.lusion: Your advisors agree with the TreaSury proposal to submit legislative language as a 
Trea.Sury initiative. Your advisors alsc) 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. · 

' . 

IV. DECISIONS 

__ ,_ Treasury should proceed as it has proposed. 
I 

__ ·_ 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: 

. l. 

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

17 Under current law, explicit tying is prohibited to banks, without the showing of market power 
'required W1der traditional antitrust law. · 
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1. AFFILIATIONS BETWEEN FINANCIAL AND NONFINANCIAL FIRMS 

'• 
Treasury Alternative A: Alternative A is 'in essence the previous Treasury proposal of allowing a 
"basket" ofnon-financiaJI. activities withih a holding company structure .that iricl~des a bank. 

·Treasury's proposal as of March 20 was :is% ofthe combined entity's business. The current 
proposal varies in several critical respects' from the March-:20 proposal: . 

The measure for ca!Culating 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 notfully discussed in the earlier memos, a critical element of Treasury's initial 
proposal, now Alternative A, is the abolition ofthe 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 AmendJnen't;" 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 
tilt affiJ;ation pcwers of bauk holding cun1par,ies anJ unitary tl·,rift holding companies 
(companies that o~ one and only one thrift). Currently, unitary thrift holding companies can 
engage i:1 nonfinancial activities V.·ith virtually no limits.2 As far as we qm tell (and the data are 
far from perfect), only 293 thrifts are part of hclding companies that engage in non-financial 
busir,esses. (Approximately 45 others are eng1ged in real estate development, investment and 

·----· ---------
1 "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 C.ouncil on Financial Sl;)rvices col'ld 
add to the definition. All other activities would be deemed non-financial. . . . 

2 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, e.g., purchase of a thrift by a company a significant portion 
of whose business was gambling. Multiple thrift holding companies (companies thatown 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. 

3 Numbers relating to thrift holding companies are as of I 2/31/96. 
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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 rigpt 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 holdidg company (i.e., 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 ari additional 10% to be small business 
loans -- thus making the charter very simi.lar to the actual asset mix of approximately 60% of the 

commercial banks. 4 

Alternative B in essence offers any diversified financial holding company that includes non-
financial (lCtivities the opportunity tO get int'o retail "banking" by buying a single thrift. · 
Alternatively, such aii institution could get into wholesale banking (only non-insured deposits 
over $1 OO,OOO)by establishing a "Wholesale Financial Institution" (WFI, pronounced 
"WOO FIE"), 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· FrisL' ... 
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 ac..:omjj:ished. 

Discu(ision: As revised, Alternative A has gen~rated 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 con vi need. Proponents of full banking and commerce, 
p?.rticularly Mr. BakE'r, have v0icf!d ~heir displeasure. Within the Administration, Chairman 
Yellen has expressed her concern that the extent of the grandfathering of unitary thrift holding 
companies is far too. oroad, 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 pr~cisely from publicly available data, it appears unlikely that many 
of the iargest banks could qualify as thrifts, mainly because of their commercial lending and investments 
in non-mortgage securities. How~ver, 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 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. . 

,• 
I 

Treasury has b~en able to keep Alternative B from leaking, so it is unclear how it will be 
received .. The issl!es.that ~ill potentially arise are: (i) banks might ~ssert that the Frist 
amendment has' not been satisfied and therefore the conditions for merging the funds have not 
been met5; (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 
as unsatisfying since it preserves, and publicizes, an existing banking/commerce "loophole"; and 
(iv) there may be serious concern aboutthe ability of OTS to effectively regulate a large number 

of powerful new unitary thrift holding companies. · 

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 ~xample, 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" · 
level6. r f 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 atthat level. If, within 180 

. days, the holding company were unable to bring bank capital back up to the well-dtpitalized 
level, the holding company .. would be required to either (i) divesfthe barik in a rriahner that 
i·es~l~s ii1 t:1e bailk being we!l-capit&lized upoa dive:>tit<Jre (e.g., b:,· shrinking the bala:1cc sheet or 
by getting the buyer to add capital as part of the transaction); or (ii) cease engaging within the 
holding company in any U<.;tivity the bank could not engage in directly (including, for example, 
most insurance and securities underwriting). If the bar.k 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 enforceaqle by the FDIC. 

5 In general, banks don't much care about merging th~ fund::;; that is li' good govemment and a 
thrift issue. But, understanding the interest of others in merging the funds, banks view the B!F/SAIF 
merger as leverage to enable them to get "paid" for agreeing to take on part of the FICO obligation as part 

ofthe SAiF recapitalization last year. · 

6 Bank (and thrift) capital levels are set by statute at "well-capitalized," "adequately capitalized," 

"undercapitalized" (which subjects the bank to regulatory sanctions), "significantly m~dercapitalized" 
(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 

thrift at the adequately capitalized leveL 

COPY 



,-

' ' - 5 -

The Fed would be responsible, as part of its normal supervisory process, for continuously 
evaluating the holding company'.~ ability to support the bank's capital at the well-c~pitalized 
level, and would be able to examine bank holding companies and their nonbank subsidiaries if 

. there were reason to suspect thos~ entities were engaged in activities that could pose a significant 
threat to a subsidiary bank.· ,. 

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

7 
would be 

limited to the following situations: · . 
• A subsidiary bank's capital has remained below the well-capitalized level for more than 

1 80 days; . . . 
• Banking assets constitute more than 90% of the assets of the holding company and 

imposition of holding co~p~ny 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 it the holding compariy has assets in excess $100 billion and 

owns a bank with assets in excess of about $5 billion8 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 hot impose similar requirements on thrift holding companies· 

(under AltemativeB), nor does current law. 

Discussion: With respect to the holding company guarantee, the issues likely to be raised are (i) 
the ability ofthe·Fed adequately to monitor the effective strength ofthe guarantee when itis 
!&either authorized ot s:::~ up to regularly and fully ex~mi11e the holding company or its nori-b2r.k 
subsidiaries (a concern Director Raines has raised) and (ii) the extent to which the difference. 
between "we!l-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, ifthe Fed can impose holding company capital standards duringthe first 180 days 
when a bank falls below the well-capitC~.lized !eve! 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 

7 The·Fed asserts it ll&s such authority under current law. However, it is unclear whether the 

assertion would survive legal chal!enge. 

x 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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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 ~0% level would be fairly painless. She would 
support a lower threshold. Director Raines has aJso expressed concern in the past that capital 
requirements that are discretionary with regulator~ may pose "forebearanc.e.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 resolyed 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 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 abank is to prevent "double-leveraging"9 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 ofthe bank. An additional substantive q~estion 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 ofthis business -- particularly with 
respect to diversified financial holding companies --under normal circumstances. Whether this . · 
will prove (i) too little to satisfy the Fed arid ·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 
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 adopt 
regulations for sales of non-deposit investment products by insured depository institutions that 
~re not registered securities b!okers. Such regulations would be required to cover the foilowing 

~Double leveraging occurs when a holding company issues debt that is then used to c2pitalize the 
bank. The result is that the bank nominally has equity, but it if: 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 qe the case.· In contrast, ifthe bank itself has raised the 
equity, there is no debt service, a11d so less pressure to pay holding company dividends. 
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areas: advertising, disclosure, sales practices, qualification~ 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 se~urities (including mutual 
funds) or annuities, the bank regulators would be required to adopt ~egulations comparable to 
those adopted by the SEC. The SEC would be required (to the exte,~t such rules are n9t 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 
institutiop .. The SEC would have to consider one major new item, namely the disclosure by 
depository institution subsidiaries and affiliates ofthe financial interest of the depository 
institution or securities subsidiary or affiliate with respect to referrals or transactions. 

The regulations adopted by the banking 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 orcil as well as written disclosure .. (Studies have shown that oral . 
disclosure is more effective, but it is, of course, more difficult to m6nitor, particularly in face-to­
face, rather than telephone, conversations.) The National Couricil 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 cr~ditworthiness; unless the 
customer received "clear and conspicuous disclosure" that such information might be shared and . 
had an opportunity to direct that it not be sh~ed. As a practical matter, customers would · 
probably be given ar: opp~rtunity !o make this choice for 311 chlsses of inform1:1.tion upon the 
opening of ari account, rather than on an event-by-event basis. 

Treasury would require the National Council on Financial Services to biennially review, starting 
on June 3 0, 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 comparties than is currently the 

case. 

Db;cus~;ion:. 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. Incontrast to c~rrent · 
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 arid willingness to adopt strong and ,effective 
regulations in this area and they would therefore prefer to l)ardwire more into the statute; (ii) the 
proposal would not provide consumers with a private cause' of action against a depos~tory 
institution that caused harm by violating the regulations; and (iii) the proposal would,. not 
explicitly deal with "implicif' 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 bani(. Conversely, financial in,5titutions will be concerned tl~at 
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 affiliations among financial institutions. 

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 rather than a bill, changes the dynamic of what can and should be included. 

Treasury Proposal.~ Apply CRA to Wholesale Finan~ial Institutions -- banks that do not accept ...... ' · · -
accounts under $100,000 and thus do not have insured deposits, but avoid putting CR.A "in play" 
by proposing an expansion ofCRA coverage to nonbanking firms~ The Secretary's speech 
arLIOUJx:r.g :;my proposal --and all subseq~ent statements from the Administration-- would state 
explicitly that we will tolerate no weakening of CRA. · 

Discussion: One of the hallmarks of this Adniiaistration has been its recognition that access to 
credit and other financial services is essen.tial to the vitality and 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 
hearings and other outreach efforts-- responded effectively: new CRA regulations, which are just 
coming into effect, have been praised as effective withoui being burdeP..somc. 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 arid 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 1 0%). In the 1 04th Congress, the 
Administration stood strong against any cutback in CRAin 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. While much of the asset loss in the last few years is 
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attributable to large businesses (who are unlikely to rely on CRA for access to capital) directly 
accessing the capital markets, the movement of deposits from banks to mutu~l ftmds has put a 
strain on both _the theory and practice ofCRA · · 

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 
mw1icipal bonds. So anything that diminishes the reach ofthe 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 Ad111inistration, as a 
condition offinancial.servicesmodernization, 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 COf,!Cerns of the community groups, CRA expansion 
beyond WFis 10 should not be included iri the proposal. There are two basic reasons: practica!and 
political. On the practical side, Treasury notes the difficulty of defining the geographic service. 
area-- a critical CRA concept-- for seclirities 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 OCCcurrently takes the activities of non-bank 
subsidiaries into account in evaluating the CRA performance ofa national bank, ingeneralthe 
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 irripf'l~e on a relatively small bank thF; community ohligations of all affiliated c0mpanies, the 
most likely result would be a sharp decrease in the interest' of anyone inafnliating ·with a bank 

As a political matte:, whatever support CRA has among commur.ity groups and some 
Congressmen (including in particular Senator Sarbanes), it is stmngly 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 ofCRA. And the sec.urities 
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 

10 Treasury would expand CRA to WFis because: (i) WF!s are banks that take deposits; (ii) they 
have access to the payment system; and (iii) to create WFls withoutCRA would open the way for an 
immediate contraction ofCRA coverage as such wholesale banks as Bankers Trust and JP Morgan-- now 
subject to CRA --became WF!s. 
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services debate would become a fight about CRA, and it is very likely the Administration would 

be calle.? upon to veto the resulting bill. · 

I 

. 4. WH~;I'HER 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 draft legislative language containing the two alternatives discussed 
above. · · . 

Discussion: After a lerigthy 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 ofthe bank and thrift charters by March 31 and (ii} move the 
financial services debate forward is to senq 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. 
~nd 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 commer9e 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 S.enator.Sarb.anes .. One.lesson 
of last Congress' unsuccessful discussion of this issue is that even ifthere is no legislation; the . 
ball moves: there no longer is a serious debate about ~hether to repeal Glass-Steagali or whether 
to allow banks to affiliate with insurance cm,npanies, rather the debate is ho~. For the 
Adrilinistration to be a serioCJs p!aye; in this session's discussions, and to prot~ct o·.~!" int~re.sts 
(;>articularly with respect to CRA andthe role ofthe OCC 11

), almost certainly requires that. 
Treasury fulfill its report obligation rea:;onably ·quickly and do so in a manner that indicates we 
have been considerir.g ti1e issues seriously and have cogent proposals to put on the table, even if 

we have two of thenJ. 

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: na.tional banks and their subsidiaries are 
regulated by the OCC, a bureau ofthe Treasury, whereas bank holding companies (including holding 
companies of national banks) are regulated by the Fed. 
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March_, 1997 

MEMORANDUM FOR: THE PRESIDENT __ _ 

I 
}fROM: 

SUBJECT: 

GENE SPERLING 

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 
conipanies), and merging the regulation of banks and savings institl!tions. This proposal 
wm1J.d satisfy a statutory requirement that the Secretary of the Treasury report to 
Congress by March 31, 1997 (which will probably be delayed until April? 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 tlie:: ··, .: ::. ··.>.: , ... , . 
Adnllnistration to set· forth a plan. foi.mo.deollzing. financ~al serviees .tegu}atiQ.n:;. ·including·.-:.:.·.:· ..... > · · 
requests for Secretary Rubin. to .testify. before.the. House. Banking Corilm.ittee in:.Apri.L .~·..:.:~ -~ ~ __ ..... . 

On Ni~rch 18 and 20, the NBC principals and relevant White House offices met to discuss 
th¢ Treasury proposal. Although the group conCluded that the Administration should go 
forward with the Treasury proposal with limited modifications, we also concluded that 
pt;ior to authorizing the Treasury to proceed, you should be aware of signficant 
substantive and political concerns raised by the principals. This memorandum outlines 
tlie case for financial services modernization, the essential parameters of the Treasury 
P;roposal, and the issues that raise the most questions 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-Steagall Act generally prohibits a.f:filiations 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. Thes~ laws essentially 
;sought to limit competition by segmenting different types of financial and other services· 
~from one another, and thus reinforce the traditional distinctions among banks, securities 
. firms, insurance companies, and other financial institUtions. 
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But technological and financial innovation, together with market pressures to offer 
consurtters a wider artay 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. 

i 

In th~ 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 
a.fii.4ates. Securities firms make or syndicate·commercialloans,. and offer money-market 
accounts with check-writing privileges. Securities markets constitute the largest source of 
home-mortgage financing. A wide range of nonfinancial companies own banks that offer 
credit cards. 

· Yet:the old staruto:ry restrictions ·remain on .the _books • .; iinposing needless regulatory ~d.. : .. . . . . . . . -
management costs, and imp.eding_~c.ompetitio~ inno:va#on:. a.n4. CQI}Sp,m_er 9,hoice. ·. . . • · .· . ., .. · -. , -· .. 
Allowing financial firms of all type$ .to .affiliates:holds= piomise .. that.coiis.umers ~will 
beriefil: as fair ·competition -- less hindered by regulatmy re~trictions -- will <Live th'"lils 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 r~asonably-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. 
E~panding the ability of banks to offer insuraiJ.ct products :;hould, ou 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 
t:i.J;D.e more money was in mutual funds than in bank deposits. Providing securities firms 
~e opportunity to more directly offe:f their efficiencies to bank depositors may well 
e~ce yields available to small savers on insured deposits. 

In addition to providing benefits to consumers, greater affiliation among financial 
i.ti.stitutions should reduce the operating costs of the institutions, which, whether passed 
o,n to consumers, employees or shareholders, will al.most certaiilly will increase the 
#lstitutions' 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 U~ted States with what they can do abroad and with what foreign financial firms can 
do in the United States, allowing increased affiliations should increase the international 
comp~titiveness of US firms. · 

I 

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 of94-2. Yet such legislation has 
repeatedly foundered on inter-industry conflicts (e.g., between banks and securities firms, 
ins~ce compani~s. and insurance agents), most recently during the last Congress, 

DuriD.g 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 lO 
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 actiuties .. 1~~ Thus the Alliance-bilt.w~ruJ.ci. r~ll1ove existing 
co~ts on affiliations among-differenftypes -of. firms th~tconcentr~te in financial 
services, and give these financial firms latitude to conduct nonfinancial activities of- -
significant, but not overW-helming, scale. ~ ,' --

Other major proposals currently pending in Congress include the D'Amato/Baker and 
Lea,ch 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 
Lea,ch bill -- the most restrictive of the Congressional proposals -- would pennit 
affiliations among banks, securities :firms, and insurance .companies (but not nonfinancial 

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 companie-s as the price for 
acctss to banking -- to join together with banks to support moderruiation 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 banking. and commerce issue, to a lesser extent on. conswner and 
C01l1Dlunity concerns. In addition, at least one Alliance member~- America's Community Bankers (the thrift 
tra~e 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 offinanciaVnon-financial combinations. 
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One other concern motivates this legislation. Last year Congress passed legislation that 
rehabilitated the two FDIC insurance funds~- one that insures thrifts, and the other that 
insures banks. All your financial advisors, as well as1he FDIC, strongly believe these 
two funds should be merged in order to maximize their ability to withstand any future 
shock~ to the financial system. However, Congress has conditioned merging of the funds 
on the elimination of the thrift charter. The proposed legislation would satisfy this 
preco~dition 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. Secon<L to what 

I . . 

exten~ and how to regulate companies affiliated with banks, ~d what the role the Federal 
Rese~e would have in such regulation. Thir<L how do ~eal 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 BE1WEEN FINANCIAL AND NONFINANCIAL. COMPANIES 

lssu~: To what extent (if at all) to p¢mrit .affiliatio~s beiw~en ~anks and nonfinancial ·-' 
companies ~- the so~called "banJ?ngand commerce"- issue. · · 

Tre~ury Approach: Would permit fulnncill services compan.,es that are predominantly 
financial -- i.e., if 7 5 percent of their business consists of financial institutions or 
financial activities~- to have a 25 percent "basket'' of nonfinancial activities2

• Any bank 
holqing company, whether operating or non-operating, finanical or non-financial, would 
be required to guarantee _the well-capitalized status of the bank. 

2 Treasury draft legislation at OMB for clearance does not define ... business." See footnote I. If the 
mos~ restrictive definition is chosen-- measurer&ent according to gross revenue, Chase (the second largest 
bank) could affiliate with the 19lst largest nonfinancial company (Merisel, Inc) or anything smaller, but the 
comJ>ination of Chase and Salomon could affiliate with the 97th hugest nonfinancial company (CSX). 
Couversely,.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 
"giant to giant" combinations. The Treasury draft, like both the Roukema and Leach bills, would authorize 
any.finn 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 
deposits. 
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Discu~slon: The decision whether to allow any affiliation of finanical an · 1al 
firms (the "banking and commerce" issue)is one. of the two most contentious issues 
arising: from the legislatimi. In general, the substantive· arguments for permitting 
affiliation to the extent allowed in the Treaswy draft are (i) to get the benefits of financial 
firm S)'nergies, it is important-to .allow securities and-insurance companies-- which 
conuu.t signficantnon-financial elements--. to have aecess to retail bankiilg 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 
modef.nization; (iii) allowing firms such as Microsoft into banking would increase 
competition, which -- together with the natural synergies from such a combination --
woulq benefit consumers; and (iv) such combinations· are already pennitted in the thrift 
indust;ry, where they have not caused any problems. 3 

In addition to these substantive arguments, there are two political arguments for 
pel"Ini:tting the combination Treasury proposes: (i) the securities and inslirance 
companies, 4 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 
oppo~ition to any significant banking and commerce combination from the Fed and 
others; the basket is likely tQ ge.t.SJnaller as the 1egisl_+ttiC?I;l.Progresses, making)t impo~an~ . 
to start from a position with· some ·"give,;,_ .- · · · : · · · · · · -- -- · · · ·- · 

· The substantive reasons for opposition: tO .the.-combination .are:. (i} :unlike: other:finaniGat ·. : : - · 
sen ices, ba.nlcfug cGmes with gove~'nt backing, which gene:ates capital ~ubs!dies and 
moral hazard; it is inappropriate to extend this safety net to commerce without far greater 
evidenc~ 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 consistently profitable finance 
subsidiai)'), which is an inappropriate use of the government safety net; (iii) this countJ:y, 
unlike Japan and Germany, llas a long legal and cultural tradition against combL.1.ations of 
banking ar.d 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) it is difficlilt to believe that financial regulators can or 

3 Under current law, any type of company-- in~luding an industrial Company -- can own a tluift, as·· 
long as it owns only one such institution (it becomes a "diversified unitary thrift holding company"). There 
are qurrently 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. 

4 And the thrifts, see footnote I. 
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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 
conceJ;ns synergies between financial firms and companies- doing a business that truly 
would; provide some positive synergies for the finaiJical firm, such a software or 
telecoinmunications firm, it may well be possible to aud· these gradually to the .mix by 
establishing in the legislation a system by which regulators could expand the definition of 
"fin~cial" 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 
pennitting 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 fanner Fed Chairman Paul 
Volcker) have come out firmly in opposition to any significant banking and commerce 
comoination. 

Posit'fons of Other Relevant Parties: persons who support an even broader approach, as 
in the D'Amato/Baker bill, i.il.clude: ·.the Securities Industry Association, the Investment 
Company Institute, the Financial. Se~ces·Coqncil, the American Council of Life. 
Insurance, America's Community B~ers, the American FiJ:tancial Services' Association, . 
and Banke;s Roundtable. '· · · · 

Pers9ns opposing full removal of restrictions on affiliations between banks and 
nonfinancial companies including: Senators Conrad, Daschle, Dorgan, Feingold, Harlcin, 
Joh.tlson, Kerrey, Kohl, and Sarbanes; Representatives Leach, and Gonzalez; the 
Independent Bankers Association of America; the A.fL..CIO, ACORN, National People's 
Action, the Consumer Federation of America, Consumers Union, and the Greenlining 
Coalition. 

Persons who support the 75 percent test in the Alliance bill and the Treasury approach · 
include: the American Bankers Association arid the other members ofthe Alliance for 
Financial Modernization, including the trade associations listed above as supporting the 
D 'Amato/Baker bilL 

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

' 

Jss~e: To what extent should the government regulate nonbank companies that own 
bRD;ks, and \Yhat role should the Federal Res-erve play in Utat regulation? 
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TriUlSUry Approach: The Federal Reserve Board would continue to regulate bank 
holding companies, and could conduct examinatio11s aiid overall risk-management, 
require reports, and take enforcement action. But it would no longer prescribe bank-type 
capi~ standards for nonbank affiliates of banks .. Instead, subsidiacy.banks .. would .. haYe. to 
remain well capitalized (i.e.; keep:the capital above.the nof111.al:required:level)Jlfter __ . ___ :::::: ·:::·.:·· :·: ·.- .,. 
subtra~ting dollar-for-dollar any investment in a non-oank firm, tra.nSactions between · · 
banks!andrelated fums would be limited, and the holding company could be .asked to 
guarantee its subsidiary banks' capital. · 

Discussion:.Tbis issue raises most clearly a central question about this legislation: the· 
extent to which affiliations that provide synergies and thus benefits to co11sumers can be 
regulated in a manner that does not stifle those synergies yet at the same time protects 
taxpayers, primarily by restricting the reach oftlu~ deposit insurance. s 

I 

The Treasury approach rests on the proposition that the deposit insurance system can be 
· prot~cted 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 capit.~ standards through limitations on dealings ~thin the 

. s While it is a subject of substantial··debate'i.il Con~ss,. theAdministration.bas &.tl:o.~ly:a,nd. .··· ..•.... , " ..... 
consistently supported the proposition that the choice· whether to.conductfinancial activities-as a subsidiary· 
Of il ban.\ Or as a subsitii:uy of & ho!c!.ing company (and thl.!S f.S an affiliate of 11 bank) should lJe a matter of 
COrpOrate choice, i.e., that no particular form should either be mandated or encouraged bylaw. Thls position 
is based <m the. following: (i) legal and economic analysis that suggests strongly that the downside risk to the 
bank·- that it will harm itself through ii:s dealingwith 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 ip place n~quiring 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 
rt0 e\.idencc that any "subsidy" from deyosit insurance-· which is s:nal! or :toc-exister..t en 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 · 
ass~ts 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 bank's option;· and (v) the holding company 
strUcture i3 cumbersome and costly (which is why a non-openiting holding company is rare outside of 
bariking), 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 
deJ>osit insurance funds, backs the Administration's position. We have therefore not raised this as a 
~cussion issue in this memo. Chairman Yellen is, however, concerned the the subsidiary structure (even for 
~ancial activities such as insurance and seucrities underwriting) does not sufficiently protect the deposit 

·insurance system. 
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corporate family ("corporate separateness") and ~Y a guarantee of the high capi levels 
by a bank holding company where one exists. The holding company would be mom'ttcrl~-' 
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.6 By isolating the bank, the Tr~asury's approach would limit _ 
intrusion by bank regulators into· activities of non-batik parts of a corporate family while 

· simultaneously protecting the deposit syStem. The Treasury approach also is based on 
traditional bank statuary construction, under which broad principles (such as the need for 
co~rate "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 ~ntity had otherlarge non-bank subsidiaries. 

' . . 
Questions have been raised ip. the .course.of our discussions over the last week about both·.-:·:····. :----- · · ---
(i) the effectiveness of the Treaswy1s proposal in protecting the deposit-insurance system. 
--from both a risk and a subsidy perspective-- from:access __ b_y nqn-bank firms and (ii)_~e 
ext;ent to which ilie Treasury proposal's attetnptto isolate the bank will prevent the 
synergies that the entire ruoderaization effort is auo"!.lt imm actually being reclized. These 
are obviously.logica1ly inconsistent concerns, but they highlight the degree to which the 
e~cacy 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 RoukelJla or D' Amato bills, but it is unlikely that 
the Fed will ever be satisfied with a l~vel 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 b~ finetuned in the course of the 
l~gislative process. 

6 For example, if a single corporate family. included both a property and casualty insurance company 
and a mortgage lender, it ~ould 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 signlfi~ant Federal Reserve 
role m holding company regulation include: the Securities Industry Association, the 
Investinent 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 
America. · 

3. COMMUNITY REINVESTMENT ACT 

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

Treasury Approach: Apply the CRA to Wholesale Financial Institutions-- banks that do 
not ~ccept 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· 
w~ening of CRA. · · ····· ·· -· · · ·· · · · .... 

Disr:ussion: One of the hallmarks of your Administration has -be~n .its -recognition that. -
acc.ess to credit and other finanical services-is-essential to.the vitality and growth of · 
coriunnnities. From the start of the Administration, you have pressed- banktegulatots to 
make the Comm.Wlity Rein \'e:»tment Act wo:tk to gene;rat' "performance, not paperwork." 
The regulators -- wcrking 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 tlus 
A~stration'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 conunitinents have been made and the 11Umb~r of mortgages made in 
lo;w- and moderate-income communities is up 22%-imd to minorities 33% between 1993 
m::td 1995 {compared with an overall increase in number of mortgages of 10%). In the 
104th Congr'!ss, the Admiiiistration 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 ar~ 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 
~on-farm, non-financial debt supplied by US banks to the corporate seCtor declined from . · 
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200/o in 1979 to 15% in 1994; banks now write barely half of the short- and medium-term 
busine$s 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 finanicai services 
mode~tion will significantly accelerate the pace. 

The p<;>wer of CRA 8.nd related statutes and the regulators to get results is b~yond 
an~g community groups have been able to accomplish in the remainder of the 
financial services industry, where the best they get is philanthropy, some soeial investing, 
and p-urchases of municipal bonds. So anything that diminishes the reach of the banking 
regulators, and of CR.A, 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. 

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 unalte~ably· 
oppQsed to any expansion. 1yfpreover, ev~n JI¥lllYCRA:proponents (such as_Senato~ . 
Sar~anes} believe that any attempt tq expand CRA ~ a pric~ .for· m~errii~ation-" ' ~ · · : · .. ·. · .... · ..... -. 
legislation will lead either to no legislation(a I'esillt to which they woilld not object} or·a · · · · · · · · · 
frontal assault on· CRA by opponents such· as Senators Shelby ·and Mack; with ·the result·· ·· , · · = '· ·= =. · =· · ·c" 

thaf -- if it went anywhere at all -- the entire finaD.cial services debate would become a 
fight about CR.A, and it is vecy likely the Adminstration would be r.alled upon to veto the 
re~lting bill. 

· It should be noted that the Treasury bill would make CRA applicable to the new 
W4olesale Financial Institutions. They believe this change will not generate the kind of . 
CRA firefight other expansions might because (i) WFI's are bank:; who take deposits; (ii) 
they have access to the payment system; and (ill) 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. i WHETHER TO Go FORWARD 

/~sue: Should the Treasury go forward with its legislative proposal? 

treasury Approach: Go forward with the proposal outlined in the appendix (as a 
Tteasury proposal rather than a White· House initiative). 
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Discussion: 

The decision whether to proceed with this legislation is essentially one o e 
very real- although hard to quantify - benefits to the· economy and consumers from 
rationalizing a finanical services regulatoxy 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 communities. 

Wi~out the Administration's active participation, legislation is unlikely to move forward. 
With the Administration • s supp.ort, it is possible that -- even in a heavily partisan climate 
-· financial services modernization legislation coUld pass. 7 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 . 
reg~ded as credible enough to move the discussions forward and keep the Administration 
as ~art of the debate. 

Positions of Other Relevant Parties: Persons who have urged. the Treaswy to propose 
financial modernization legislation include: Senators Dodd, Bryan, and D'Amato; · . · : .. ·: ·. · · .. : .. : : :_ .. 
Representatives Gonzalez, LaFalce, Vento; Frank; :Flake; Leach, ·McCollum,-:Roukem.a,: :...:.: . :·. :· . .:. .:·_. :.. -· .. 
Baker; the American Bankers .Asso.ci.ation, .the·Barikers .Roundtable,. .America's • • · · · · 
Community Bankers, the Consumer Bankers Association, the SecuritiesJndustry · 
Association, the Americl..'l Council of Life Insurance, the A.m.erican In~uranc~ 
Association, and the Financial Services Council. 

Senator Sarbanes, community groups and tht Independent Bankers Association cf 
J\merica have urged the Treasury not to propose such legislation. 

' ' 

RECO:MMEl\'TIATION: Your econcmic ru1d political advisors have concluded that 
Treasury 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 finn 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. 

1 
7 As noted 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 the the 

• Comptroller oft.ie Currency, reducing the number of independent bank regulators. 
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Treasmy should proceed with legislation as proposed, subject to 
conditions noted -

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

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

. WASH lf'.IGTO N 

March 17, 1997 

MEMORANDUM FOR: NEC PRINCIPALS 

FROM: 

SUBJECT: 

GENE SPERLiN~~S 

TREASURY'S PROPOSED FINANCIAL SERVICES 
MODERNIZATION LEGISLATION 

~CTIONwFORCING EVENT: The TreasUI)' seeks to propose legislation that would 
increase oompetition among providers of financial services by r~pealing the Depression­
era Glass-8teagall Act, allowmg a broader range of affiliations between banks and other 
companies (including both other fiiumcial companies and coJll.lllercial and induStrial 
Companies), and merging the regulation ofbanks'and savings in$titutions. This proposal 
would satisfy a statutory requirement that the Secretary of the T;reaswy report to 
Congress by March 31, 1997 (which will probably be delayed qntifApril 7 when 
Congress returns from recess), on how to harmonize and inte~te the regulation of banks 
~d 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. 

'This memo reflects both the critical features of TreasUI)'' s proposal 'and concerns that 
· ··have been raised in the course of sta:ffwlevel discussions about .lhe proposal over the last 

. several months. It is meant to serve as background for our disctission on Tuesday, March 
: 18. T)lat, in turn, will shape any informational or decision memo to the President, 
, inclu~g recommendations. 

: BACKGROUND: Current law restricts affiliations between banks and other companies 
: (i.e., it prevents them from owning one another or beirig unde~ common ownership). The 
! Glass-Steagall Act generally prohibits affiliations between bariks and s~urities :firms. · 
: The Bank Holding Company Act of 1956 generally restricts cOmpanies that control bankS 
• (bank holding companies) to activities closely related· to bantqrig, and specifically 
: prohibits such companies from underwriting or selling insurance. .These laws essentially 
: sought to limit competition by segmenting different' types of (inancial and other services_ 

from one another, and thus reinforce the traditional distinctions among banks, securities 
firms, insurance companies, and other financial institutions; · · · 
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Bu~ technological and financial innovation, together with market press . to offer 
corisumers a wider array of services, have rendered this segmentation unten e. 
Di.tiferent types of financial products have converged with one another. No longer is there 
a s~ practical distinction between a syndicated loan and privately placed commercial 
paper, between a security and a financial future, between a checkiDg account and a. 
money-market mutual fund, or between a mutual furi.d and a variable-annuity ilisurance 
policy. Derivative financial instruments even chall~nge such fund,amental distinctions as 
those between debt and equity or between dollars and drachmas. 

In the face of these developments-- this proliferation of new type~ offinancial products­
~ $e old distinctions among financial ilistitutions are eroding. Bahks and thrifts are now 

. prac~cally indistinguishable (although thrifts- but not banks-- c8n form affiliations with 
arty .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, ~!lid offer money-market 
accounts with check-writing privileges. Securities markets constitute the largest source of 
home-mortgage financing. A wide range of nonfinancial companies.own banks that offer 
credit cards. 

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

. . . 

There is increasing agre~ent that these resqictions have becom~ 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 of94-2. Yet such 
legislation has repeatedly foundered on inter-industry conflicts (e.g., between banks and 
securities firms, insurance companies, and insurance agents), mqst recently during the last 
Congress. · 

I>uring the past year, however, trade associations representing a' wide range of market 
participants have made significant progress toward bridging the 1gaps that have 
traditionally divided them. The Alliance for Financial Modemi?.ation -- a coalition of 10 
~ank, 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 btlsiness itJ. financial institutions or 
financial activities. Thus the Alliance bill would remove existing constraints on 
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affiliations among different types offirms.that concentrate in ~cial seiVi. · 
these financial fiims some latitude to c<>nduct nonfinancial activities. 1 

. Other major propos~s currently pending in Congress include the D'Arilato/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 compani,es (but not nonfinancial 
firms), retain much bank-type regulation of companies affiliated With banks, and vest 
broad regulatory authority in the Federal Reserve Board. · 

I ' 

Qne other concern motivates this legislation. Last year Congress passed. legislation that 
rehabilitated the two FDIC insurance funds -- one that insures ~. 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 
s}rstem. However, Congress has conditioned merging of the funds on the elimination of 
the thrift charter. The proposed legislation would satisfy this precondition and thus 

. I}ermit 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 Conimunity Reinvestment Act. 

•1. WHETHER TO Go FORWARD 

: Issue: Should the Treasury go forward with its legislative pro.posal? 

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

· 
1 The Alliance bill has been introduced in the Howe by Represen~tives Roukema and Vento, and 

there have been initial hearings. While the bill has attracted some supp<)rt,:' there has also been much 
skepticism, mainly on the banking and commerce issue, to a lesser extent on consumer and community . 
concerns. In addition, at least one Alliance member- Ainerica's Commwiity Barikers (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 reven-pe-based measurement most · 

' restrictive offinanciallnon·financial combinations. · 
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Pros and Cons of TretJSury Approach: 

Pros 

• W oulci enable the Administration to exert positive l~adership -- 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. 

. . 

• Would· also -- by showing how to reconcile oompeting policy interests in a 
manner consistenfwith the Administration's objectives-- help reduce the 
chances that Congress.would produce legislation unacceptable to.the 
Administration. 

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

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

Cons 

• · The forces at work -- competing industry groups, :competing regulators, 
community groups, consUmers -- ate extremely camplex and have very 
different agendas. In particular, it is unclear there would be much overt 
support for Treasury's proposed position that b~ should be able to cany 
on almost all financial activities in a bank subsidlary (rather than ,in an 
affiliate through a holding company)2

• Moreover, among those likely to 

2 In ~er~ the Administration has supported the propositio~ 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 
· ofa bank) should be a matter of corporate choice, i.e., that no particular form should ·either ·be mandated or 
; encouraged by law. This position is based on the following: (i) legal_and ~nomic ~ysis 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 th~ same whether the party is a 
subsidiary or an affiliate, as long as rules are in place requiring the bank to be well capitalized at1all times 
without taking investment in the subsidiary into account and there are limi~ on the amount ofbaDk 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 parerit 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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support going forward with legislation, few support ~xtension r even 
effective maintenance) of the Community Reihvestn:lent Act. So,nre:--~ 
traditional Administration allies -- primarily commt¥rlty groups, but also 
including labor and consumer groups and senior Seriate Democrats •• would 
prefer no legislation at all. It is questionable whether legislation Will move 
without Administration support. ~tting forth an Adn:iitiistration bill may 
therefore put in play forces we cannot control. · 

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

• May not be a White House priority. 

Positions of Other Relevant Parties: Persons who have urged the Treaswy to propose 
financial modernization legislation include: Senators Dodd, Bcyan, and D'Amato; 
Representatives Gonzalez, LaFalce, Vento, Frank, Flake, Leac.Q; McCollum, Roukema, 
:Baker; the American Bankers Association, the Bankers Roundtable, America's 
, Community Bankers; the Consumer Bankers Association, the Securities Industry 

.: Association, the American Council of Life Insurance, the American Insurance 
·. Association, and the Financial Services Council. 

: Senator Sarbanes; community groups and the Independent Ba¥ers Association of 
: America have urged the Treasury notto propose such legislati~n. 

2. AFFILIATIONS BETWEEN BANKS AND NONFINANCIAL COMPANIES 
I. 

I Issue: To what extent (if at all) to permit affiliations betWee~ banks and nonfinancial 
companies - the so-called "banking and commerce" issue. 

Treasury Approach: Would permit financ~al services companies that- are predominantly 
financial -- i.e.," if 7 5 percent of their business consists of :tirulncial institutions or 

bank's Option; and (v) the holding-company stnicture is cumbersome and~costly (which· is why a non­
operating holding company is rare outside of banking), and firms should ilot be forced into it. There is also 
the fact that the OCC regulates banks and their subsidiaries, whereas the:Fed regulates bank holding 

· compailles; and thus forcing activities into subsidiaries.~uces the Administration's reach with respect to 
financial serviceS policy. There is significant disagreement (mainly fr~ the Fed) about the first and second 
points, although the FDIC, which is responsible for the deposit insurance funds, backs the Administration's 
position 
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~cial activities - to have a 25 percent "basket" of nonfinanci~ activi · 
petmit nonfinancial firms generally to acquire banks. ~0 

hos and Cons of Treasury Approach: 

Pros 

..... 
-.1 
(.) 

-··· 

. • Would recognize that it is neith~r realistic nor appropriate to attehtpt to 
enforce an outmoded' segmentation between different types of financial 
services or to. draw a riSi,d line between financial aild nonfinancial 
activities. 

• Would provide a two-way street by which securities firms and insurance 
companies can affiliate with banks that take retail deposits. (These 
companies have developed without bank holding ~ompany restrictions, and 
often have some nonfinancial affiliations.) 

• Would (by requiring that a company's financial operations be at least three 
times the size of its nonfinancial operations) have the effect of precluding 
affiliations between the largest banks and- the largest commercial :fulils, ·and 
would thus to·a significant degree mitigate populist concerns about 
banking-commerce affiliations. 

•. Is consistent With current status of diversified- unitary thrift hol~g 
companies. 4 

·. · 

Cons 

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

'· ---------
3 Treasury draft legislation at OMB for clearance. d6es not define ."business." See footnote 1. The 

Treasiny ·draft, like both the Roukema and Leach bills, would authorize anY firm to own a "Whol6sale 
1 Financial Institution" (or WOO FIE).;., a new kind of entity that would be ~bank with full access to the 

payment system and strong capital stan~, but could not accept insuredi deposits. 

4 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 comaj>ny 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 bad contributed in capital. 
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unsuccessful (consider, for example, the problems ofWest:ingh e Credit 
and the auto credit companies -- which frequently get used to sup 
faltering·auto sales, the failures of conglomerizationin the 1970s and· 
1980s, and the sui generis status of GE). While thi~~ is of little CQncem if 
the fed~ral government is not backing a player, there is reason to.question 
whether we should allow such combinations where deposit ~ce 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 p\lre bank/indusfrial combinati~ns (e.g., 
GM and Citieorp ), large· financial conglomerates would be able to buy vety 
large ind~trial firms (e.g., the combination of Chase and Salomon could 
buyCSX). 

·. 
There are other, more targeted, ways of dealing with issues raised by, the 
desire of firms owning the means of transacting fi.iJ.ancial busiriess (e.g., 
software and telecom Prins) to become affiliated With banks (and vice 
versa). For example, e~anding the definition oP'related to financial 

· busmess" to include software companies is less of a stretch t:hari extending . 
it to armored car companies or travel agencies, bqth of which ha\je 
happened. To t:he extent diversified securities and insurance firms. that 
have non~financial affiliates (and purely non-fin4ncial companies) want to 
affiliate with banks to gain access to the paymen~ system rather ti,um to 
.retail customers, allowing them to own WbolesaJe Financial Institutions 
(see footnote 3) should be sufficient. : 

. . 
Would not fully respond to strongly-held concerns about concentration of 
economic power, conflicts of interest, unsound banking practices, and 
partiality in granting credit · · 

Positions of Other Relevant Pardes: Persons who support an even broader approach, as 
in the D'Amato/Baker bill, include: the Securities Industry Associatio11; the In~es1ment 
Company Institute, the Financial Services Council, the American Council of Life 
Insurance, America's Community Bankers, the AmeriCan Financial Services ASsociation, 
and Bankers Roundtable. 

Persons opposing full removal of restrictions on affiliations between banks and 
nonfinancial companie·s including: Senators Conrad, Dasc~e, 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 America, Consumers tlnion, and the Greenlining 
Coalition. 
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Persons who support the 75 percent test in the Alliance bill and the Treaswy proach 
include: the American B8nkers Association and the other members of the Alii. ce for 
Financial Modernization, including the trade associations listed at?ove as supportino-tt-­
D'Amato!Baker bill ... 

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

Jtsue: 'To what extent should the government regulate nonbank ¢ompanies that own 
biinks, and what role should the Federal Reserve play in that regulation? · · 

Treosu1y Approach: The ·Federal Reserve Board .would continu
1
e to regulate bank 

holding companies, and could conduct examinations and overall risk-management, 
require reports, and take enforcement action. But it would no l~ngei prescribe: baDk-type 
9apital standards for nonbank affiliates of banks. Instead, subsi~ary banks would have to 
remain well capitalized (i.e., keep the capital above the normal required level),: and the 
holding company could be a.sked to guarantee its subsidiary ban1cs' capital. 

Pros and Cons of Treasury Approach: 

Pros 

. e. Would go a considerable way towards meeting the Federal Reserve's goal 
of retaining a significant role in the overall supeivision of companies that 
own banks. {Treasmy and the Fed are currently discussing the extent to · 
which the Fed will want full holding company regulatory authority 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 
concepts, and at least in sophlsticated 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 subsidiaries') activities, but from the 
activities or exposure of related parties. 

' For example, if a single corporate family included both a prop~ and casualty insurance company 
and a mortgage lender, it would be important to take into account the exllmt to which the risk of mortgage 
default arising from an earthquake was not in fact mitigated by insurance written (and risk ret$ed) by the 

·. related insurance company. · · · 
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Cons 

• A holding company guarantee is worth little if not coupled with spme 
system for ensuring that the holding company has sUfficient (and: 
sUfficiently liquid) capital to make good on it. This !may suggest more 
regulation ·is needed -- particularly of holding company capital :-·;than 
TreasUry has proposed. 

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

I 

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

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

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

Positions of Other Relevant Parties: Persons opposing any significant Federal' Reserve 
.role in holding company regulation include: the Securities Indilstry AssociatioD, the 
:Investment Company Institute, the American Council of Life Iitsurance,·and diversified 
,financial servi~es finps (e.g., American Express) . 

. : Persons· supporting a significant Fed role in holding company regulation include: the 

. Fed, ·chainnan Leach, Paul Volcker, and the Independent Bankers Association of · 
' . I 

:America. 
I . 

· 4. COMMUNITY REINVESTMENT ACT. 

: Issue: 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 ~void 
putting CRA "in play'' by proposing an expansion of CRA coverage to nonbanking firms. · 
In additio~ the Secretary's speech announcing any proposal~- and all subseque,nt 
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statements from the Administration -- should state explicitly that we will tole 
w~ening of CRA. 

Prps and Cons of Treasury Approach: 

... 

Pros 

· • · May be sufficiently limited and discrete that it wouJd minimize the risk of 
opening the CRA to major amendments (e.g., safe harbor ag~t CRA 
protests) by a hostile Republican Congress. 

• Would keep any migration of deposits to wholesale depository inStitutions 
from weakening the CRA . 

• Might, for the first time, extend the CRA to Wall Street firms if such firms 
became Wholesale Financial !institutions. 

Cons 

• Might nonetheless inadvertently open the CRA to·hostile amendments. 
Since tile start of the Administration, we have resisited ·proposals by friends of 
CRA in Congress to broaden the statute, out of concern that any s~ch action 
would "put CRA in play'' and unleash forces that wan~ to narrow or repeal it. 'l:'he 
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. 

• .Would pass up an occasion to try to extend CRA1 to nondepositoiy :financial 
institutions, including 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. · 

' ' 

• 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' staff:' opposes including any CRA . 
pro-vision, lest it inadvertently open the door to hostile Repuqlican amendments;· Many 

· community groups share that concern. Based on the Administration's behavior 1n the 
1 04th Congress, they believe they can stop· - or the Adminisir~tion will successfully 
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threaten to veto -- any stand-alone attempt to weaken CRA, even #'included i.Q. a 
"r~gulato:ry relief' package that contains items we might otherwise support. However, 
they are not convineed they can si.ritil~ly stop an otherwise acceptable financial 
modernization bill, or that the President could or would veto such a bill. They are 
especially concerned about this result if the weakening is implicit rather than ~xplicit, 
i.e., through facilitation of doing bank activities an.d products ou~ide of a bank or its 
subsidiaries, rather than through a statuto:ry limitation or repeal of CRA. 
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THE WHITE HOUSE 

WASHINGTON 

95 FEB 2~ A 9 : 3 2 
February 24, 1995 

. MEMORANDUM FOR ~J;lNT 
FROM: 

SUBJECT:· 

JOHN PODESTA 
TODDS~ 

Glass-Steagall Reform 

The attached is a decision memo from.BO Cutter laying out Treasury's approach to reforming 
Glass-Steagall. Bob R1,ibi.J.l wants to announce our position in a February 27 speech, 
ahead of testimony the next day by Chainnan Greenspan and other regulators. 
Consequently, 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 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 basically let any company-­
banks, commercial businesses, securities firms or insurance companies -- own any other. 
The bill would set up fuewalls, particularly between banking and securities activities. . 
Financiil. services within the corporate family would be "functionally regulated", with· no 
consolidated regulation of the corporate family. The ~ch bill, more protective of the 
deposit insurance fund, would allow only banks and securities finns to affiliate. It too :uses 
firewalls .and would have the Fed regulate the consolidated entity. 

Treasury approach.· Treasury adopts elements of both bills, allowing banks to affiliat~_ 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 frrewalls. 
Other members would be the heads. of the Fed, FDIC, CFTC, SEC, OCC Cllld OTS. The 
Fed would regulate bank holding companies, while affiliates would be regulated 
functionally. 

. . 
Bo notes that, while there is increasing consensus for reform, there are real obstacles rang~g 
from differing views among the players and interests involved;. to likely opposition froril ·. ' · .. 
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 walking 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 principals endorse 
the Treasury approach Bo has outlined. Leon and George concur. · 

Cone~' Disagree__ Discuss 
... 
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THE WHITE HOUSE 

WASHINGTON 

95 fC3.:.2~ n 9 : 3 2 
February 24, 1995 

MEMORANDUM FOR THE PRESIDENT 

FROM:· 

SUBJECf: 

JOHN PODESTA 
TODD~ 

GI.ass-Stcapll Refo~ 

The attached i.5 a decision memo from Bo Cutter laying out Treasury's approach to reforming 
Ghus-Steagall. Bob Rubin wants to aDDoW1ce·our position In a Febroary '1.7 speech, 
ahead of testimony the next day by ChairmaD Gl"eeellSpU and other regulators. · 
Consequently, Bois seekln& your approval as soon as possible. 

The argument. for reform ·is that the sepazation between banking and other financial services. 
mandated by Glass-Steagall is out of date in a world where. banb, securities firms Wld 
insurance companies offer similar products and where tinns outside the U.S. do not face 
such restri~tions. 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 Hlll. There are two key bills. The D' Amato bW would basically let any company --
. banks, commercial businesses, securities fums 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 bW, 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 bills, allowing banks to affiliate with 
securities or insurance finns, but not commetcial 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 :itandards for firewalls. 
Other.members would be the heads of the.Fed, FDIC, CFfC, SEC, OCC and OTS. ·The 
Fed would regulate bank holding cOmpanies, while affiliates would be regulated 
functionally. 

. . 

Bo notes that, while there is increasing consensus for reform, there are real obstacles. ranging 
from differing views among the players and interests illvolved; to likely opposition from. 
small banks and small insurance compaities; regulatory juriSdiction as between the Fed and 
Treasury; and the possibility that poison amendments, ill:e repeal of the CRA, might be 
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. attached. In light of these realities; Bo recommends walling a fine !ine, with Treasury in 
the lead -· articulating our position (but not introd~g a bill), working to f~on good 
legislation but not becoming too invested in passa&e too early. AD NEC prlpclpals endorse 

. the Treasury approach Bo has outlined. Leon and Geor&e concur. ·· 

Concur ·Disagree_ Discuss 
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·THE WHITE HOUSE 

WASHINGTON· 

February 21, 1995 g 5 FEB 21 P 6 : 5 · 

. MEMORANDUM FOR PRESIDENT CLINTON 

FROM: Bo Cutt~ . . 
· Deputy Assistant to the President for Economic Policy 

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

ACTION FORCING EVENT 

On March ·1, Secretary Rubin will testify before the House Banking 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 Banking Committee, has Introduced the D'Amato bill in the House. 

Secretary Rubin's testimony will follow testimony, on February 28, by Alan 
Greenspan, Gene Ludwig, Ricki Tigert Helfer, and Jonathan Fiechter (Acting 
Director· of the Office of Thrift Supervision). In order to 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 
which will be covered by the press in New York on February 27. 

It is therefore. necessary to have an agreed-upon Administration position by the 
end of the day on Friday, February 24. The NEC principals recommend that you 

. approve the Treasury's proposal -- outlined below --as the Administration position. 

BACKGROUND 

· 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 a~uses, 
and generally safeguard the financial system and the national economy. 

The segmentation of financial markets and institutions envisioned by Glass­
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 renders .their legal.separation increasingly 
awkward and artificial and may reduce consumers·· choices and convenience. In 
addition, international financial services firms, particularly in Europe, have lorilg · 
engaged in full service commercial and investment banking, and the separation of 
these functions in the United States has arguably placed our firms at a competitive 
disadvantage. 

Economists 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 legislation will reduce transactions costs and improve 
safeguards. · 

Nevertheless, repealing Glass-Steagall raises the concern that, if companies 
· · 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 increased insurance premiums. · 

Current Proposals: Chairman D'Amato (and Mr. Baker) have introduced 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 bank. 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, no~ 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 authority to develop policy or regulations. 

Chairman Leach has introduced a more narrow bill,. which would allow affiliation 
of banks with securities firms only. The affiliation could (with limited exceptions) be 
accomplished only through a bank holding company structure, with the Federa.l 
Reserve Board regulating the consolidated entity. The Leach bill. also contains 
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numerous "firewalls." (A chart outlining the major provisions of the D'Amato an 
Leach bills,· as well as of the Treasury proposal discussed below, is at Attachment 
A.) 

TREASURY'S PROPOSAL 

Treasury proposes that' the Admin-istration adopt a position that incorporates. 
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 potential 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 incorporated subsidiary or affiliate of a depository institution, not 
in the bank or thrift itself. A series of "firewalls" ·would restrict certain transact_ions 
between the depository institution and other members of.the corporate family.' An 
affiliate of an insured depository could have investments iri 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 stanqards for 
firewall restrictions and coordinated examinations; facilitating coordinated 
supervision; and determining. whether to impose consolidated capital requirements 
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 Chairman), FDIC, CFTC, SEC, ace; and OTS. . 

Under the Treasury proposal, the Federal Reserve would maintain its authority 
· 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 holding 
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) would have the authority to ensure compliance with restrictions on 
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transactions with affiliates, and ensure affiliates do not otherwise endanger the 
institution. · 

MAJOR 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 brjefly touched upon above.· In addition, one smaller issue·-- the 
manner in which insurance regulation is dealt with -- potentially raises difficult 
federal/state , issues. These issues are: 

o To what extent can limiting 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 tha~ can 
operate more efficiently and competitively 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 

. ofboth legislation and ·regulation will tilt the balance toward greater risk. 
The Administration will need to emphasize its intention to hold ~ight to 
strict capital standards for both affiliating depository institutions and other 
affiliated financial institutions in o·rder to place the least possible reliance 
on "firewalls," whose .effectiveness in a· crisis is not at all certain. 

o How can the Administration ensure that financial services restructuring 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 principals support Treasury's 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 
coordinating 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 o.ne throughout the 
debate. 
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·o How can insurance companies be safely integrated .into the consolidated 
system when they are regulated entirely at the state level, and the states 
differ widely in the manner and effectiveness of their regulation? · · 

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 .Hill, 
the Administration must have a position, and the Treasury position is substantively 
sound and politically careful. However, the personalities involved, multiple agendas, 
su·spicion of the Administration's motives concerning bank regulation, likely 

. opposition to any proposal iri 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 Reinvestmert Act). 

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

· strengthen cur 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 Treasury's proposal as the Administration's approach to 
financial services modernization. 

' 

._,...-..:..-._,--·Agree ______ Disagree __ __..;. ____ Let's discuss 
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1. AFFILIATIONS BETWEEN FINANCIAL AND NONFINANCIAL FIRMS 

Treasury Alternative A: Alternative A is in essence the previous Treasury proposal of allowing a 
"basket" ofnon-financiaJI activities within a holding company structure that. includes a bank. 
Treasury's proposalas of March 20 was 25%-ofthe combined entity's business. The clirrent 
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 11one 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-barik financial activities in 
subsidiaries of the. bank, all non-financial activities would have to be done in holding company 
subsidiaries a,nd (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 irutial 
proposal, now Aiternative 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 "F ri st Alnendment," which prohibits merger .of the B IF (bank) . and SA IF (thrift) instinince: ·.: . , "'.! 

funds until the charters are merged. ....... . · . 

. A major complication With thethriftcharter.conversion,.however, is howto.handle.differerices in­
the affiliatio11 powers uf bank. hblJing (:;,0ITI[Janies a11d 1mitary thrift holdir1g companies 
(companies that own one and only. one thrift). Currently, ~nitary thrift holding companies can 
engage in nonfinancial ::tctivities with virtually no limits? As far as we can tell (and the data are 
far from perfect), only 293 thrifts are part of holding companies that engage in ·non-financial 
businesses. (Approximately 45 others are engaged in real estate development, iiwestment arid 

------------
1 "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 a~,;tivities woulcl be deemed non-financial. 

2 The iriitial purchase must be approv~d 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 cornpany 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 activiti.;s permitted to bank holding companies, although they· 
may engage in real estate development, investment and mamigernet~t: . 

3 Numbers relating to thrift holding ~ompanies 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 ofall 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 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 leryding 
and (ii) up to 10% of assets to be commercial loans and an additional 10% to be small business 
loans-- thus making the charter very similar to the actual asset mix of approximately 60% of the 
commercial banks. 4 

Alternative B in essence offers any diversified financial holding company that includes non~ 
financial activities the opportunity to ~et into retail "banking" by buying a"sirigle thrift. ' 
Alternatively, such an institution could get into wholesale banking (only non-insured deposits 
over $1 00,000). by establishing a "Wholesale Financial Institution" (WFI, pronounced 
"WOO FIE;'), which would not be subject to the Bank Holding Company Act. The Bank H9lding 

( Company Act would be amended to allow any financial firm to affiliate with a bank and to 
I. allow any bank to buy, establish.or o.therwise affiliate. with, any.othertype.offinancial fum: .... ' ' '·.' 

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 0c.en ac'-'omplished. 

Discussion: As revised, Altemati.ve A h(LS generated some interest from Chairman Leach, as 
moving closer to his minimalist approach to bank.ing and commerce, and still commands su~port 
from those, such as Rep. Rot!kema, who supported the basket approach in the first plate. · 
However, Senator Sarbanes is still not convinced. Proponents of full banking and commerce, 
partic•Jlar!y Mr. Baker, have voicecl their di!'pl.easure. Within the Administration, Chairman 
Yellen has expressed her concern that the extent of the grandfathering of unitary thrift holdibg 
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 mainta]ning 

4 While it is difficult to tell precisely from publicly available data, it appears unlikely that 1~any 
of the largest banks could qualify as thfifts, mainly because of their commercial lending and investments · 
in non-m.ortgage securities. However, it is possible thatone or more of the large banks with a heav;ily 
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, bariks such as Wells! Fargo 
that have considered moving to a thrift charter have ultimately rejected the idea. 
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·thrift support for legislation, which intwn.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 Alternativ~ B from leaking, so itis unclear ho* it will be 
received. The issues that will potentially arise are: (i)banks might assert that t.heFrist 
amendment has not been satisfied and therefore the conditions for merging the funds have not 
been md; (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 
as unsatisfying since it preserves, and publiCizes, an existing banking/commerce "loophole":; and 
(iv) there may be serious concern about the ability ofOTS to effectively regulate a large number 
of powerful new unitary thrift holding companies. ' 

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 wo'uld 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 unde11aking to maintain the capital of the subsidiary banks at the "well-capitalized" 
level6. 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 hack up to the well-capitalized 
level, the holding company would be required to either (i) divest the bari.k ina rrianne(that ' 
,·e5ults in the bank being well-capitulized up011 divc:stitur~ (e.g., by shrinking ~he balance sheet or 
by getting the buyer to add capital as part of the transaction); or (ii) cease engaging within the· 
holding company iri. 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 Fbi C. 

5 In general, banks don't mi.lch care abo~t merging the funds; that is a good government and a 
·thrift issue. But, understanding the interest of others in merging the funds, banks view the BIF/SAlF 
merger as leverage to enable them to get ''paid" for agreeing ro take on part of the FICO obligation as part 
of the SA IF recapitalization last year. · 

(• Bank (and thrift) capital levels are set by statute at "well-capitalized," "adequatety capitalized," . 
"undercapitalized" (which subjects the bank to regul&tory 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 

thrift at the adequately capitalized level. 
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The Fed would be responsible, as part of its normal supervisory proce·ss, 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 significa~t 
threat to a subsidiary bank: · 

Although baflk holding companies would be subject to Fed regulation under the Bank Holding 
Company Act, the Fed's authority to establish holding company capital requirements

7 
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 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 · 1: 

owns .a bank with assets in excess of about $5 billion8 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 cunent law. 

Discussion: With respect to the holdi11g company guarantee, the issues lik::ly to be raised are (i) 
the ability of the Fed adequately to monitor the effective strength of the guarantee when it is 
r.cither autho~ized cr set UjJ to regularly ar.d fu!!y examine the holding company O!" it~ 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, ifthe 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 thatdefining a holding company that is 

7 The Fed asserts it has such authority under current law. How~ver, it is unclear whether the 

assertion would survive legal challenge. 

x As of 12/31/96, 134 ~ommercial 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 90o/o of the assets is too lax: moving 
spfficient assets out of the bank to fall below the 90% level would be fairly painless. She would 
support a lower threshold. Director Raines ha5 also expressed concern in the past that <;:apitc:Ll 
r~quirements that are discretionary with regulators may pose "forebearance .risk": the risk that 
capital standards wi 11 not be imposed when needed because regulators and the regulated c~ 
convince each other'that the situation will be resolved without the imposition of standards. 

Treasury responds that: (i) holding com·pany 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 ofthe 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 
pr~domii1antly a bank is to prevent ''double-leveraging"9 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 arid· 
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: Treasmy would establish that federai 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 consultHtion with the SEC, to adopt 
regulations for sales of non-deposit investment products by insured depository institutions that 
are not registered securities brokers. Such regulation3 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 s~les personnel, and the circumstances under which transactions and referrals 
occur. Withrespe~t 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 finan~ial 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 disclosurethat is simple, difect, 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 SECwould 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 d_epository institution in the holding company non.: · ' .. · · 
public customer information, including in particular evaluations of creditworthiness, un_lessthe · •· · 
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 gi'.'en ae opportu!'lity to ma,~e this chcice f0!' al! c!a~ses of informc.tlon upon th~ 
opening of an ~ccount, rather than on anevent-by-eyent basis. 

Treasury would require the National Co11ncil 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 afleast as protective of consumer concerns as 
proposals currently being considered in the House, but to do so in a manner that hard wires 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. 
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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 regul~tors' ability and willingness to adopt strong and effective 

. regulations in this area and they wo~ld therefore prefer to hardwire more into the statute; (ii) the 
proposal Would not provide consu~~rs with a private cause of action against a depository 
institution that caused harm by violating the regulations; and (iii) the proposal would no( 

. explicitly deal with "implicit'.' tying~under which a consumer gets the· impression, by the mere 
fact that insurance is offered before aloan 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 affiliations among financial institutions. 

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 h(lve -­
with one exception-- said they will have no objection to expansion ofCRA to such institutions.· 
We may also want to consider whether the fact that Treasury proposes sending up a report with 

. ( legislative language rather than .a .biU, .changes the dynamic of what can and should be included. 
I 

Treasury Proposal: Apply CRA to )Vhol~sale Finan~ial Institutions -- banks that do not accept ·­
accounts under $100,000 and thus do not have insured deposits, but avoid putting CRA "in play" 
by proposing.an expansion ofCRAcoverageto nonbanking firms. The Secretary's speech 
~umcu:1cing ar:y propo~al --and all subsec;uent ~taterr.ents f!"om the Admiriistratio!l --would state · 
explicitly that we will tolerate no weakening of CRA. -Discussion: One ofthe hallmarks of this Administration has been its recognitionthat 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 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 .. A~ a result of:this 
Administration's efforts in this area (including not only eRA, hut also effective enforcement of 
non-discrimination laws, and the Naticnal Homeownership Strategy), over $90 billion in CRA 
commitments hav~ 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 I 0%). In the I 04th Congress, the 
Administration stood strong against any cutback in CRAin 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. While much of the asset loss in the last few years is 
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attributable. to large businesses (who are unlikely to rely on CRA for access to capital) directly 
accessing the capital markets, the .movement of depo~its from banks to mutual funds has put a· 
s~rain on both the theory anq practice of CRA ·' · . 

' 
' \, 

The power of CRA and related statutes and the regul~tors 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, somesocial 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 mo'rtgage 
loans) no matter where in the holding company they ~re offered. 

Treasury beli~ves that, notwithstanding the concerns of the community groups, CRA expansion 
beyond WFis 10 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 umegulated 
finance companies. They note that, while the OCC currently takes the activities .of non-bank 
subsidiaries into accourit in evaluating the CRA performance of a national bank, in ·geiienil the 
subsidiaries are small in relation to the bank If, in an attemptto avoid imposing CRA directly 

. on 'securities firms, insurance companies and finance companies affiliated with banks, one were 
to impose on a rel3t!vely small·bw_k the community obligations ohll11ffi.liated companies, the 
most likely result would be a sharp decrease in the interest of anyone in affiliating 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 0 'Amato, almost no one ' 
strongly in favor of financial services legislation is strongly in favor of CRA. And the securities 
and insurance.ii1dustries (backed by, e;g., Senato!" Dodd) are unalterably opposed to any 
expansion. Moreover, even many CRA proponents (such as Senato'r 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 

10 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 WFls 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. 
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servi~es 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 

Treasury proposal: Treasury proposes to release, on or about May 21,: a brief statement by 
Secretary Rubin, ~overing 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 coqtentious.issue . 

.. 
Sending alternati~es rather than a legislative proposal may lead some t'o question both the 
Administration's purposes and its strength of commitment to financial services modernization. 
And the result maybe that the debate does not proceed or the Administration is marginalized. 

· On the other hat1d, .it is quite clear that taking-the position on banking and commerce that is h1ost 
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 deb~te is how: For the · 
Admir:istrat~or. to be a seriQ!.lS player in this ses~ion' ~ discussions, and to protect our inter~sts 
(particularly with respect to CRA and the role of the OCC1 1

), almost certainly requires that 
Treasury fulfill its report obligation reasonably quickly and do so in a manner that indicates we 
have been considering the issue.s seriously a11d have cogeHt proposais to put on the table, even if 

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 ei_th~r a subsidiary or an affiliate of 
the bank. In contrast, the Fed is insisting that such activities be done or.ly in a bank affiliate (a subsidiary 
of a bank holding company rather than of a bank). As footnote 5 p0ints out, whatever the substai1tiye. 
issues involved, there are clear jurisdictional implications: national banks and their subsidiaries are 
regulated by the OCC, a bureau of the Treasury, whereas bank holding companies (including holdi1~g 
conipanies of national banks) are regulated by the Fed. 
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1. AFFILIATIONS BETWEEN FINANCIAL AND NONFINANCIAL FIRMs 

Treasury' Alternative A: Alternative A is in es~ence the previous Treasury proposal of allowing· a 
"basket" pfnon-financial1 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. 
~ ' ' 

' 

AJthough not fully discussed in the earlier memos, a critical element of Treasury's initial proposal, 
· now AJtemative A, is the abolitio~ 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 ofthe thrift charter meets the explicit requirements 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 haildle differences in 
the affiliation powers ofbank 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 ~om 
perfect), only 293 thrifts are part of holding companies that engage in non-financial businesses. 
(Approximately 45 others are engaged in real estate development, investment and management~ 

1 "Financial" would be defmed in the statute to include banking and any activity currently a~thorized 
. for a bank, the activities of baDk operating subsidiaries, and all activities that can be perfonned by securities, 
commodities and insurance companies. The National Council on Financial Services could add to the. 
defmition. All other activities would bedecmed non-fmancial. 

2 The initial purchase must be approved by OTS (which· must approv~ holding company _ 
management) and OTS can impose limitations on safety and soundness grounds; Infonnally, OTS has 
indicated that they would look skeptically on, e.g., purchase of a thrift by a company a ~ignificant 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 pennitted to bank holding companies, although they may 
engage in real estate development, investment and management. 

' ' 

3 Nwnbers relating to thrift holding companies are as of 12/31/96. 
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which is regarded as "financial" by OTS but not "related to. banking" by the Fed.) Treasury 
proposes to grandfather the right of all 5 I 5 existing unitary thrift holding companies. to engage in 
nonfinancial activities without regard to the basket. . The grandfather riglits would not survive a · 
chang~ in control ofthe holding company (i.e., 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·ofinstitution. 
Furthermpre, 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 tO% to be small business 
·loans-- thus making the charter very similar to the actual asset mix of approximately 60% of the 
commercial banks. 4 . 

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 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 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 commerce, 
particularly Mr·. Baker, have voiced their displeasure. Within the Administration, Chaitman 
Yellen has expressed her concern that the extent of the grandfathering ofunitarythrift 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 Wllikely that many ~f 
the largest banks could qualify as thrifts, mainly because of their conunerciallending.and investments innon­
mortgage securities. However, it is possible that one or more of the large banks with a heavily cons,umer 
orientation (e.g., NationsBank) might so qualify, and could, therefore, make a choice to become a tlirift to 
take advantage of the commerce."opportunity." In the past, banks such as Wells Fargo that have ci:>nsidered 
moving to a thrift charter have ultimately rejected the idea. · 
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thrift support for legislation, which in tum is critical for legislation to move forward. For a 
discussion of other issues related to this approach see pages 4-6 of Tab A. 

I 
,' 

Treasury has been able 'to keep Alternative B from leaking, so it is unclear how it will be receiyed. 
The issues that will potentially arise are: (i) banks might assert that the Frist amendment has nbt 
been satisfied and therefore the conditions for merging the funds have not been met5

; (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 as unsatisfying 
since it preserves, and publicizes, an existingbanking/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.. · · 

2. HOLDING COMPANY REGULATION AND THE ROLE OF THE FED 

Treasury proposal: Treasury's latest proposal, which has not been vetted with the Fed, woul~ 
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 capiull of the subsidiary banks at the "well-capitalized" 
level6

. If the bank's capital falls below that level the holding company would be required to bring 
the capital level back up to well-:-capitlllized 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 shlink,ing the balance sheet 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, 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. 

s In general, banks don't much care about merging the funds; that is a good goveillment arid 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 of the SAIF 
recapitalization last year. ' · · 

. . . . 
6 B~ (and thrift) capital levels are set by statute at "well-capitalized," "adequately capitaliZed," 

"undercapitalized" (which subjects the bank to regulatory sanctions), "significantly undercapitalized" 
(regula~ry 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 thrift at 
the adequately capitalized level. 
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· , The Fed would be responsible, as part of its nonnal supervisory process, for continuously 
,·evaluating the holding company's ability to support the bank's capital at the well-capitalized level,· 
·:and would be able to examine bank holding comp~es and their nonbank subsidiaries'ifthere 

• ~:.were reason to suspect those entities were engaged in activities that could pose a significant threat 
·.· to a subsidiary bank, . · · . . · ' . 

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 requirements7 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 more than 90% of the assets of the holding com:pany 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 exeess $100 billion and owns 
a bank with assets in excess of about $5 billion8 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 siniilar 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 or its non-bank 
subsidiaries (a concern Director Raines has raised) and (ii) the extent to which the differ~nce 
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 Chainnah Yellen and Director Raines have both raised). 

On the issue ofFed capital standards, the major substantive question, raised by Chainnan 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? Chainnan Yellen also believes that defining a holding company that is primarily 

7 The Fed asserts it haS such authority under cWTent law. However, it is unclear whether the 
assertion 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 ~hich the bank accounts for 90% of the assets is too lax: moving ~ufficient 
assets out ofthe,bari.k: 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 "for~bearance risk": the risk that capital standards 
will not be impo~ed 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 ofthe 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 go8.1 ofholding company capital regulation in the case of a holding company that is 
predominantly a bank is to prevent "double-leveraging"9 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 ofthe bank. An additional substantive question is whether, whatever System i~ 
proposed to allo~ the Fed to set holding company capital standards, a similar system should be 
proposed With respect toOTS' 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 ofthe banking system, while keeping the Fed out of this business-- particularly with 
respe<;t 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, CONS~R PROTECTION 

Treasury proposal: Treasury would establish that federal bank and securities regulators have aii 
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 

· 
9 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~ the 
holding company to pay the debt service. This can result in the bank holdingless capital (e.g., little in excess 
of the mi.n.Unum amount required -- in the case of a bank in a diversified holding company, the well­
capitalized level) than wouldotherwis_e be the case. In contrast, ifthe bank itself has raised the equity, there · 
is no debt service, and so less pressure to pay holding company dividends. · 
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not registered securities brokers. Such regulations would be required to cover the folloWing 
areas: advertising, disclosure, sales practices, qualifications and training of sales personnel, 
compensation of sales personnel, and the circumstances under which transactions and referrals. 
occur. With respect to non-depos.it investment products that are securities (including mutual . . . 

funds) or aimuities, the bank regulators would be required to adopt re~lations 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 inv,estment products by brokers or 
dealers who are depository institutions (in the case of brokers) or are ~liated 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 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 a.s well as written disclosure: (Studies have shown that oral 
disclosure is more effective, but itis, 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 arid 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 bahk . 

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 hard wires fewer 
.requirements into statute and requires more ofthe regulators.· However, the requirement for 
simple disclosure and model language goes. further than other proposals.· In contrast to current 
law, bank regulators would have to adopt regulations, not guidelines, regarding the sale of non­
deposit investment products. 
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The consume~ groups are not likely to be fully satisfied with this approach for three reasons: (i) 
they are skeptical of the blU1kregulators' ability and willingness to adopt strong and effective 
regulations in this area an~. they would therefore prefer to hardwire more into the statute; (ii) the 

· · proposal would not provide consumers with a private cause ofaction·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 ofthe loan is contingent on purchase 

·.of insurance from the baruc. Conversely, financial institutions will be concerned that this proposal 
-- particularly ~he 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 affiliations among finimcial institutions. 

4. COMMUNITY REVINESTMENT Acr 

Treasury's proposal with respect to CRA has not changed since March 20. The only external 
· developments since March 20 are that (i) Senator o·· Amato has suggested that even expanding 
CRA 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 rather than a bill, changes the dynamic of what can and should be included. 

Treaiury 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 proposing an expanSion of CRA coverage to nonbanking firms;· The Secretary's speech 
announcing any proposal -- and all subsequent statements from the Administration -- would state 
explicitly that we will 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 arid growth of communities. Bank 
regulators have been directed to make the Community Reinvestment Act work to ·generate 
"perfonnance, 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 effeetive 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 1 04th Congress, the. 
Administration stood strong against any cutback in CRA in the context ofbanking regulatory 
relief regulation -- and succeeded in fending off all challenges. 
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It is quite clear that, notwithstanding continued strong bank profitability, assets and lending are 
. flowing out ofthe banking system. While much ofthe asset.loss in the last few years is · 
attributable. to large. businesses (who are urilikely to rely on CRA for'.access to eapital) direetly 
accessing the capital markets, the movement of deposits from banks \O mutual funds has put a 

· strain on both. the theory and practice of CRA .. · :.;· 
.-

. The power ofCRA and rel~ted st~tutes 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 ofCRA, is 
troublesome to these groups. Their eoncem is exacerbated by what they see as the Jack ofbenefit 
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 finaricicil institutions affiliated 
with a bank or at least to ail bank-eligible products (such as mortgage loans) no matter where in 
the holding company they are offered. I 

· Treasury. believes. that, notwithstanding the con~erns of the community groups, CRA expansion 
beyond WFis10 should not be included in the proposal. There are tWo basic reasons: prac~ical 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 
.compariies. ·They note that, while the OCC-currently takes the activities of non-bank subsidiaries 
into account in evaluating the CRA perfomiance 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 likely result 
would be a sharp deerease in the interest of anyone in affiliating with a bank. 

As a political matter, whatever support CRA h~s 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 t~at any 
attempt to expand CRA as a price for modernization legislation will lead either to no legislation (a 

10 Treaswy would expand CRA to WFis because: (i) WFI's are banks that take deposits; (ii) they 
have aCcess to the payment system; and (iii) to create WFls 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. · · 
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result to~tiich they would not object) or a frontal assault on CRA by opponents s~ch .asSenators · 
Shelby and Mack, with the result that -- if it went anywhere at all -- the ~ntire financial services 
debate. would become a fight. about CRA, and it is·very likely the Administration would be called 
u.pon to veto the resulting bill. · ' · · · 

4. WHETHER TO Go FORWARD, AND IN WHAT FORM 

I, 
''· ,'' 

Treasury proposal: Treasury proposes to release, on or about May 2l •. a briefstatement.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 stat~tory 
directive that it repor:t 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 
defensibl~, but that provides alternative ways to deal with the most contentious issue. :· 

Sendirtg alternatives rather than a legislative proposal may lead some to question both the 
Administration's purposes and its strength of conunitment 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 ofthis issue is that even ifthere 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 OCCu), almost certainly requiresthat. · 
Treasury fulfill its report obligation reaso·nably quickly and do so in a inanner that indicates we 
have been considering the issues seriously and haye cogent proposals to put on the table, even if 
we have two ofthem. 

11 As described in footnote 5 of the inemo 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 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. 
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03/18/97 07:31 :05 PM 

Record Type: Record . I, 

To: Anna M. Gomez/OPD/EOP 

cc: Kathleen M. Wallman/WHO/EOP 
Subject: Financial servcies - status note for Gene 

I 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 I 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 I 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 NOTt~at 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, I 
suspect, going to go to the Presdient as a purely political choice. 

Frankly, when we start to add CRA into this mix, I 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 

COPY 



Withdrawal/Redaction Sheet 
Clinton Library 

Paul R. Dimond to liene Sperling el al re· Comrmmt~ Investment and 
llousin~ 

Clinwnl'resicknlial Rcc01d:< 

lll '02:19'!3 04/04/]Q'l~J 

RESTRICTIO~ CODES 
L·r«dom o! lnturmalo"" .~<1- ]0 l -~ ('_ :;~21h)] 



RECORD ':'YPE. FEDERAL (ALL IN -1 MA.IT,) 

CREATOR: Paul R Dimond ( DIMOIO_E' ) {OPD) 

CREATION DATE/TnlE. S-DEC-::_~94. 16:07 56 83 

Si.l3JECT. Community Inve.stme:lt and Hous~ng 

TO: Ge'ne .B. Sperl~ng 
R;;.Ar;: 8-DEC-1994 :6:20·43..::.1 

TO· Bruce N. Reed 
READ 9-DEC-1994 10:23 :C5.l3 

Welns':e~n, Jr 
READ: B-DEC-1994 .C7·41 37 41 

':'0: Pete::- r~. 'r:u 
READ. B-DEC-13~4 ::_6:19:36.96 

TO: Elle:::: S. Se~d.11an 

li-1::1\D. 6-LJEC-1994 17 · ~-: 20. 2C 

TO: M~chael D. O<;ich 
READ: B-:JEC-1994 16:22·13.46 

C:::'· Paul A. :Jeegar. 
READ.' B-DEC-1994 16:20:43.11 

C<.:. "L"h"o L'.Wke 
READ: B-DEC-1994 16·41:11.70 

( SPERLING_G ) Autoforward Lo: Pa•~l A. Dt:"9 

( REED_!l ) (OPD) 

( CASll!N_S ) (OPD) 

( WEINST~lN_P ) 

( U:_P ) (OPD) 

( SEIDMAJ."'_t ) (OPD) 

( DEICH ~l ) (CPO) 

( CEEGAN_P ) (OPD! 

( LI:."3KE_T ) 



Page2of2 

CLL~TON LlliRARY PHOlOCOPY 



Withdrawal/Redaction Sheet 
Clinton Library 

SardhGegenhenTiertoP,n!IWcmstcJnJt (5page>) 

Sarah Ku>cll Wane II to Rtch,ml s;~.,.erl r~ Cong1ess Dailo 'tnr; on 
bankmg.ptn-acy(1rages) 

Cltnton Pt~stdcnn~l Record' 
/\utomat~d Rccotds Matngcmer~t '>;>t~rn fhnull] 
OI'D ([Fmancial Scr,LCcs ModenH7dtlon Commumt;- Reinvc,tmcntj) 
OA Bo; 'Jumbcr "5t)()Q() 

[03CI4,J999-08161999J 

RF.STRICTIO'\ CODICS 

01':'()1999 

h«<lo>Houlln!ucma(onn -\d-j5l.~l.5~:tb)J 

P6'bt6) 

P' [(c:S;;J, 

P5 IU 33 



ARMS Email System Page 1 of 5 

RECO!D TYPE: PRESIDENTIAL (NOTES MAIL) 

CREATOR: Sarah E. Gegenheimer I CN~Sarah " Gegenheimer/OUOoWHO/O"EOP [ WHO ; ) 

CREA':'ION DATE/TIME: 7-APR-::._999 15:19:57.00 

TO: Paul J. Weinstein Jr-. ( CN5 Paul.; Weinstein Jr./OU-OPD/O~EOP@ EOP ( O?D] ) 
READ: UNKNOWN 

Thank. you! 

Paul J. Weinstein Jr. 
04/07/99 Q3 :20' co p:~ 

Reco::-d Type 

To: SJ.rah E. Gegenl-.eimer/WHO/EOP 

Subjec~· 

ROBERT RUBIN GENE SPERLING 
LJ\RF.Y S'I'E:CN BRUCE REED 

Community R"investment Act Ur:date on Legi3lation 
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Agree 

Cont~nue to ~trongly oppo~e 
a:1d ir.sist en provisions tha: wo•..tld, 

have and maintain an adequate 
:lOl:'.·ban.'<ing «Ctivities 

Disagree_ 

CL.n:ent la;<. CRA requires a bank to ~erve the corcve:r:ience and 
all comr:m .. 'l~ties ir. wh~d: it Although banks are 
periodically (eve:<y ~4-36 compliar.ce, a:>d 
rating,s and evaluations are en!orceme:>t comeiJ 
bank files an application to "'crge another bank or 
branch. The regulator must the<. the bankJ,s 
evaluat:..ng the l::ar.kLJ,s application public has a:"l 
comment on tl".c applicatior:. i\. barJ<:'s CRA ,_..ecord is not 
scruo:~nized in conn<ection with applicat~ons to aff~l:..ate 
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or foreseeable politiclill environment. 

Status ,of Lag,.slation 

l!oulile., The Leach-Lii.Fil.lce bill eont11.ina no weil.kening of CRA, and requir 
that banks must O&haVI! and maintain[;B a satisfactory CRA r11.ting in orde 
to undertillke newly authorized non-banking activities. Secretary Rubin 
sent a·letter to Leach and LaFalce on March 3 indicating 01,1.r strong 
support for their legislation. 

[During mark-up, Leach and LaFalce worked together to avoid any amendrnenti!S 
that would weaken eRA. Filed amendments by Rep. McCollum tQ provid.e :.mall 
bank oixem:ptioni!S, and to weaken the Do!partm.,nt of JusticeO,s role in 
enfo<ciog the Fair Housing Act and Equal Credit Opportunity Act, were not 
offered. Chairman Leach also chose not to offer -- despite .,a:r;lier 
indiCiltions to the contrary -- IUl amendment weakening enforcem.,nt of the 
D&have and m<~intainDB requirement.] 

[Demo~rats succeeded in passing (28-27) an amendment by Rep Lee, which we 
supported, requiring insurance compan .. es to be in c0111pliance with the Fair 
Housing Act prior to affiliating with insured depository institutions. An 
amendment by Rep. Watt requiring a study of the effect of finAncial 
mode:m.izAtion legi5lation on C:RA also pa.saed.] 

Demoeratic amendments to expand CRA to secu:ritie" llnd ins\lrance firms, in 
various ways, were defeated by sign,.ficant margins, as was a Wilters 
amendment, which we supported, to require the provision of low-cost 
O&.life·l:~oneOB banking acc01mts as a precondition for expanded nonbanking 
activity (31-2?). {An amendment offered by Rep. Schakowsky to requi1'e 
reporting of race and income data on small b\lsine11s borrowe:r;s was 
,.,.ttld.rawn :1n the face of strong Repubhcs.n oppos,_t,.on. (We have :been 
working to get the Federal Reserve Board to chang-e it~ rules, to pertJil.t 
(but not require) financial institution,;; to collect ·lind report sueh data 
to e:xpand aceess to minority small busl.nsss bor;~;owera.)] 

[La!lt year, Representative LaFalce ha.d introduced llil amendment requiring 
financial in!ltitutions to report on their progress iD meeting pu:blicly 
annoUllced D&.commitments(JB under CRA, but in recognition of Repu:blic8ll 
re!itraint in not offering amendments to wa;J.]o;eo CRA, L11Falee did not offer 
hi" provision this year. J 

Senate. Chairman Gr;rmm0,5 financial modernization bill w01.1ld sedously 
we.:U:en CRA, and you have iasued a statement that you would veto the bill 
in,its current form. The bill has three main problems with respect to 
CRA: (1) ,_t does not require bank" to have and 11111intain an adequate CRA 
record as a condition for "'ngaging in newly Al.lthor,.zed financial 
ac~ivities; {2) it gives banks with satisfactory C:RA records a safe harbor 
frOm CRA reviews during applications; and {Jl it exempt!il small .banks 
outside metropoll.tan areas from CRA. In addition, Gramm may yst offer an 
O&anti-extortionee amendment that weuld chill legitimate relatio!l.llhips 
between financia.l institutions and communitiea. These are digcussed more 
fully below. 

sC.notor Sarbanes, tbe Ranking Democrat, worked, with the T•e•sury to unite 
Banking C:O!IIttlittee Democrats behind an alterna.tive bill that had much in 
col!lmon with the Leach-LaFalco:o bill. Tbe D"'llOcratic alternative lost on all 
11 - 9 party line VQte. 

Failure to conditi= authority to conduct new nOn-banking activities on 
banks hav:ing a satigfactory CRA record. The Leach-LaFa1ce bill 11.llowl!l a 
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financJ.il services company to eng<~.ge in new no.c-l:la.nking activitie5 only if 
the company[), 11 :Jubsidiary b!illks have and maintain a satish.ctory CRA 
reccord. : Although such a requirement wa:11 not contained in tbe 
A<iministratJ.onO,s 1997 bill, Treasury and Rep. LaFalce suceessfully argued 
that such an 11rgument bad to be included this time. Tile Leach- LaFalce 
bill has now been referred to the House Commerce CODm\J.ttee, and we 
u.ml.erst~nd that Commerce will leave this prov1o~~ion intact. 

Basically, the D&J\ave and maintainDS req~.~irement, whil!! not expanding the 
scope of CAA beyond insured depository im11tituticrns, broao;iens the 
enforeement mechanism for CRA to inelude the potential for deni«l of 
applie<l;tions for non-banking activities as well as banking activJ.tie.!i, and 
for furtner consequenees if the bankD, s CRA reeord becomes unsatisfactory 
after t;.he application is approved. (Ucd.er the I.each-LaFalee, thia later 
action explJ.eitly inelu.<ies a raquirl!ment that a eomplianee plan b" 
submiqed and the possibility of fore"d dive.!iltitures of the newly approved 
activities. It could be read to include civil money p!!naltiea -- a 
sanctiOn th$t thl! Justiee Departll\l!llt found in 1994 does not apply under 
CRA as it i~ currently written.) In a.rguJ.ng fo:r; this provi~ion in the 
Senate ami the HOWile testimony, Seeretary Rubin noted that the fill.Sileial 
services system of the future may include fewer bank merger applicationa 
and more non-banking activitJ.es. Thua, absent this additional enforcO!f!lent 
mechanism, there could be fewer opportunities to take action against a 
bank with an unsatilllfaetory CRA record.. A bill that is silent on CRA (and 
th\110 supposedly neutral) would, in our view, tend to weaken the effect of 
CRA, and we would oppose INCh a. bill. 

Gral!RIO, s safe harbgr amendment. Gramm has propgsed a ll!afe harbor for 
applications DOW 10ubje<:t to CRA. A Qathh.ctory CRA rating at a hankD, s 
most receot examination would conclusively ec;ta.blish the bankO,s CRA 
perfo:nnaoee, IW.li!SS pu.blie comment provio:!es s\:i.bstantia.l ve:r;ifiable informat 
ion to the contra.ry. 'I'hu10, a regulatory agency could not review the 
bankD, s CRA record unless thl!!re were a..n adverse public comment meeting the 
testO•evso if the previous exami:P.<~tion were old or otherwise stale. And, 
even iif there were an adve:J;"se comment, G:J;"amtn would create a rebuttable 
p:J;"esuinption favoring approval of the application. r:o. so doing, he would 
place a significant burden of proof on consumer and eo111111unity 
orga.riizations that generally have less access than the bank to l:e.levant 
information .. He would also, in effect, foJ;ce community group~;~ to stretch 
theJ.r lim.itl!d. re~;~ources to comment on many examinations, instead of 
focu~ing thc~;~e l:esources on major applicationa (e.g., for merge:r;s or 
acquisitJ.ons). Secreta::r;y Rubin bas testi.tied that such a l!lafe harbor 
would tend to eviseerate the effeet.iveness of CRA, and the Administration 
has :l:epeatedly threatened vetoes of billB containing safe harbou 
provisions. 

small bank exemption. The Committee passed an amendment (supported by all 
but one Republiean (Sen. Santorum, FA) and oppc.>!ied by all but one Demoerat 
(Sen. Johnson, SDll th<lt exempts from CRA banks with less than $100 
mil~ion in assets located outside metropolitan a:reas. These banks 
eonstitute 36 percent of FDIC- insured institutions, with 3\- of assets. We 
have repeatedly 11tated that you would veto legislation containing a Blllall 
ba.nlc. exemption. eRA is importact for !11nall ba.nk.a. :aanks with lelila than 
$10(/ million in assets reeeived 701; of the O&,needs to i!tlproveDS and 
O&.substanti<~l noncomplianeeDS ratings under CRA. The new CRA rules lifted 
the regulatory burden on ~all billlkli, with a streamlined examinatio.c and 
no a.dditional reporting requirements. The major small bank trade 
ass;,eh.tion recently praised the small bank exemption, although at the 
time of the release of the new CRA rules, it had praised the StJ;eamlined 
small bank exam D&.a.B a big step in regulatory burden reduction for 
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corr,muni ty banks 08 

GJ:"ammD, s antl-exto:-tJ.oo a:nendrr.e::~t Gramm also consldered 
so-called "anti-extortJ.on'' -p:-ovJ.slon. As Secretary Rubin 
we strong:y oppose exto:-tion. Yet laws punl-Shing extortl-On, 
false s':atements al~eady apply to the CAA process. In o.Ir vl-ew, 
of the Department of JustJ.<:e, Gra:nmU, s lnoad and va~ue proposal 
crimil".alJ.ze no=al, legiti.mate d!"'llS-length transacto.ons and c::.operatlC:1 
betwee:c. banks and commwuty groups (e.g., bank grants to supp::.rt communJ.ty 
groupsO, home ownersh.J.p cOu.'!Seling programs if the community gro·.1p later 
comments favorably o:r. the bank.D, s CRA record)n•the very so:-t of actJ.v:_ty 
CRA seek~ to foster. Gramm may well pursue th.is proposal J.n CRA hear::..ngs, 
~~0~n fJ.nancial modernizatJ.Oll, or i::. J®'-'latory burden reL.efUB leg~sla 

Near-Tentl Stra.tegy 

By taki::IS" 
Democrats as-au:st 
need to find 
highlight tl-.e 
a.nd re:'toring 
U=>J.tedS':ates 
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mao;-,e> l"vine:\ldo.treas.gov ( 11i>:cne : .. vlr.e@Co.tro!Ols.gov [UNKNOWN] ) 
RRAD:Uh'KN0\1'}1 

CC: P"t"r P. SWJ.rc ( CN:Patar P. S>:ire/OU~OMB/0-EO?®EOP [ OMB} ) 

CC:: aoger S. Ballentine ( CN•Rog"r S. Ballentine/OUooWH0/0-EOP'!EOP [WHO] ) 
RRAD:lJNIC'IOWN 

CC: Melissa G. GrBBn ( CN~Mdissa G. Gn•er./OU~OPD/OEEO?@EOP [ OP::J J I 
RSAD UNK!'IOWN 

CC:: G"ne B. SperlJ.ng ( CNooGene B. Sperlir.g/OU=OPD/0-EOP®EQ? [ OPD ] ) 
READ· UNKNOW":'! 

Jaky--

--'--------------- ---- Fo.-wardcd by Sara"tJ Rosen Wartell/OPD/EOP on 
05/01/99 01·40 PM 

To: Sarah RosBnc.>eop 

SubJect: Co:>.gress Da1ly s.:;cry on banking/pr:..vacy 

Mcosage Creation Date was at 30-APR-1993 l£:3~ 00 
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Pr~VciCY 2-ssue Could Further Complicate B"r.Jnng Reforn 
A new wild card has <a!l'.erged ~o the legJ.slative deck on tir.ancial 

s"rvl<:es reform, and 
th~t ~s one that some fcilr the l'<hite House could p:ay to ~ts advantage as 

prep'1-res to take up tho financial servJ.ces b1:: r.ext ;;eek. That card :.s 
H 

snurce called f~nar.cJ.al priv~cy a "-nake or break" 

workJ.ng the halls out~J.de ':he House Bar.king panel 

that a surprise amend.me:o.t offered by Rep. Jay Ins:ec, 

of customer ~nto""atJ.on among a;"!iliates of a f~nanccial 

ThB Jr.6lee anBr.d!l'.<mt wa6 at odds WJ.th what ~s at the heart 

amor.g J.t5 
now a~f1liat2s. 

L'"ltJ.mately approvad was a measure offered by Baokir.s- ChaJ.:::man 
Leach and 
:it"P· 

Bruce Vento, D·Mi:m., chiefly regu~n.r.g ~nsurance companles tl:at 
aff~liate 

witf. a l::ank to 
keep confJ.dentlal cue-comer health and med~cal J.nformatl-on. Although 

d~luted, 

""'''"n''"'ion, may 
use t!!e pr~vacy ~ssue to leverage other ai'fs, or a~ justifJ.cation for a 

veto. 
Or the Wl::l-t:e 

House effBctiv-ely could ta.""lk the ;,,_1: simply by :orc1ng a vo::e ou the 
privacy 
ll'atter Such a 

vote would be awkward at best tor mndernization supporte.c:s from both 
part~es 

L!*but 
especially for Rep·.illlicans such a.s Ser.ate :Janking ChaJ.rr.1an Gram.,, ,.ho 

L<. their recent attacks on YJJow Your ::'uctomer, 

.,-ou:d have req'-l.lred ba.--"l}:~ to monitor anol profile 
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ins::.itutions to share information, or whether 'o-he ir.:i4st:ry prefer::.-ed 
"o"Ot 
out" would prevail. 

A Markey spoke~mar. noted that if ioformation sharing "is such a great 
idea, 
then 
thl~n~:st:ry] shollld be able to ge':: customer pere,issior .. I! th<=y c;m't, 

suggest~ to me 
tha': pe.-haps your custome.- is not intet"est:ed :en all of t:"le wo::tderful 

opporto'uni ties you t.ave 
for ~hem." Speaki::tg .-ece:"!t::.y to a g::.-oup of f~nancial services provide:::s, 

Hou.se 
Commerce FJ.nance and Hazardo·.ts Materials SubcommJ.ttee ct.airTT .. :m Mi~hael 

R-Obio, acknowledged the privacy ques-::ion was a potentia: 

the crcwd to "come up wit!: a strategy wh~.re members can feel 

em privacy and not sc::oew it up with you::o ability to 

Senate Minority Leader Daschle today said he and Senate 
Majority 

Leader Let~ are working to establi,;h a procedure for consid.,rir<g th" 

serv~ces moden,izaticn b:.:.ll next. week. Daschl., .-.xpress.,d his hope t:C.at 
Democrats wo!!ld 

be 'allowed to offer a substi-::ute amendr:1e::n: and get a vote on -:.he 
Community 

Re~'n·•estment Act. C! * by Pamela Barr.ett 
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ARMS Email System 

RECORD ",h"PE: PRESrDENTIAL (RECONSTRUCTi:D EMIUL) 

CREATOR': D<~.vid Dreyer ( DREYER_D ) (WHO) 

CREATI~ DATE/TIME:09-JON-l99J 09:53:00.00 

SUBJECT,: ll.a.eiem in home lem.l.ing 

TO: Dee Dee Myers 
READ: um:NOWN 

TO: lleather Beekel 
RElW: UND'IOWN 

TO: George stephanopoulos 
READ: WfXNQWlil 

TO: Mark D. Gear an 
READ : ?NXNOWN 

TO: Gene Sperl~ng 
READ : UNXNOWN 

TO: Micha010l Waldman 
READ : :UNKNOWN 

Memorandum from David Dreyer 

( MYERS_D ) (WHO) 

( BECKEL_H ) (WHO) 

( STEPHANOPO_G ) (WHO) 

( GEARAN_M ) (WHO) 

( SPERLING_G ) (OPO) 

( WALDMAN_M ) (WHO) 

Here lS an idea .... ba.!il<i'd on the following premises: 
1. We need to do some recovery work with the CBC following the 
Gua.n~er episode. 
2. Tl).e l<iashington Post has been r=ing a series on racism by 
banke in the hom" mortgage loan process. 
3. \<ie have a friendly comptroller of the c::urrent, Gene Ludwig, 
who ~s committed to fighting for enforcement of lawe like the 

~~mm:izv:e!n~::~:~~t c:;~n;n~P F:~~hL~~=i~C. 
5. The Chairman of the CBC is Koreisi Mfume, a Member of the House 
Banking Committee. 
6. could someone reBponsibly talk: with Gene about the possibility 
of announcing eome kind of investlgation or inguiry into the 
banking practices discussed by the \<iashinc;ton Post in advance of 
Presi;dent' s meeting with the Black Caucus, with the hope we could 
anno\lilce something at the meeting? 
That's my idea. Please respood. 

"' . 

he CB t 

0 ' 
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ARMS Email System 

CRE:A.TOR: ELen S S"idrnan ( CN..,Ellen S. Seidman/OU~OPD/O=ECP [ OPD ] ) 

CREATION DA:'E/TIME· 6"-MI>.Y-1997 17:44:30.00 

SUBJECT: Flna;J.Clctl serv;Lces modernizatlon- me"'o to princ1pals for Thursday meet 1 ng 

!~ Y~~~ { YELLEN_J ® A1 ® CD @ LNGTWY [ EOP ] ) (CEA) 

Dar.iel K Tarullc ( CN;Danlel ;~. TarullojOU=OPD/O..,EOP ® EOP [ OPD [ ) 
RF..AD '.IKKNCWN 

;;:i~~~~~Rh1nesm~th i CN=Alan B. Rhi::tesrr,it.h/OU=OMB/O~EOP@ EOP [ ::JMB) 

TO· Ron Klac.n ( CN=Ron Kla1n/O•O'J"P ® OVP . UNKNOWN J ) 
READ·-.n.""JOrC\o.""!< 

TO: John Podesta ( CN-John Podesta/OU-1-;'1-10/0-EOP @ EOP [ WHO ] I 
I<EAD : :JNKNOWN 

~0: Kat:..leen M. Wall'Tlan ( CN-Kathl"-<"ll I" Wallman(OlhWHO/O..,EOP ® :::CP [ WHO ] ) 
READ::JNKNOWN 

1"0: ENGLISH_-,.; ( ENG.:..lSH_,,• Gl Al ® CD r;;: LNGT""viY l EOP ) } iCEA) 

·;o 1\~1st.en :!£ Panera:i i OI=Kn~~en E. ?ar.eral!../OU=OPD/O~EOP @ EOP [ OFD ] ) 
READ: UNKNOI'.""N 

1-:J. WElNSTEIN P ( WE!KSTE IN P <II Al I!; CD C< LNGT"flY [ EO!- J ) ( OI?D) 
REA.D.\JNJQ;"OI>"N- -

":"0: Allee Ve"-r.stra ( CN~Alice VeensL.rd/Ot.:-OMB/0-EOP @ EOP [ OMB ] ) 
READ : UNKNOWN 

TO. Michael De~ch ( CN-/oUchael Delch/O!J=OMB/0-EOF @ EOP ( CMB : ) 
READ :UNKNOWN 

ro: Frauk.lin D. Ra~~:~es ( CN-Frankhn D. Raines/OUaC>MB/0-EOP ® EOP [ OMB J ) 
REIUJ ,VNKNOWN 

TO: Paul R. Carey ( CN~l?aul R. Carey/OUr"o"/HO/O=EOP <ll EOP [ wtiO J ) 
REA:! :\.":'!KNOWN 

TO: John L. Hilley ( CN-John L. Hllley/O"J="'"H0/0-EO.P ® EOP [ r;HO ] ) 
READ : L"NKNOWN 

Goldberg ( CN-J"ason S. Goldberg/Ou-;-mo/O•EOP @ EOP [ >.1!0 ) 
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~~~~~~Sperling ( CN"'Gcne B. Sperling/OUoOPD/O=!::Ol' @ ECP l OFC ] ) 

A. Kaplan I CJ:><,Jcna::han A. ):ap:an/OU~OPD/o~EOP @ EOP ~ OPD J ) 

~~7::c~,;. Einhellig I CN,Wendy J. Ein.':el:;.ig/QU,OPD/O•EOP ® EOP [ OPD ] ) 

CC: l1eliss ... Gree;, ( CN~Melissa Gn;en/OU~OPD/O~EOP EOP [ OPD J ) 
READ:UNY.NOWN 

CC: Anna M. Gomez ( CN,Juma M. Gomez/OU•OP.::•/O,EOP@ EOP [ OPD] ) 
REA:l: UNKNOWN 

If you have any que::;tions, plei!9e call me, 

Ellen~~"'"' "'"'"" ATTACHMENT l 
ATT CREAT!Ol' TI!':E/DATE: 0 OJ:OO:OQ.QO 



January 19,2012 

MEMORA.."'WUM FOR NEC PRINCIPALS 

FROM: GENE SPERLING 
ELLEJ'Ii SKillMAN 

SUBJECT: Financial Services Modemizatioq • Part ill 

On Thuro.day, May 8, we will have a princtpals meeting to develop a recommendation to the 
Prt'Sideut concerrung Treasury's financial services modemization pwpo~al. Att;rcbt:d to this 
memorandum at Tab A is a draft memo to the Pn:;ident (that wa; never sent) that reflects the 
state of play as of the end of our lastmeetingonMarcb 20. It is quite ;im.ilarto the rot:mo we 
sent you on March 17 m preparation for the March 18 d.lld 20 meetings, and is a good refresher 
for the upcoming meeting. At Tab B arc (i) a Treaswy outline oftts current proposal m:1d (ii) a 
chart showing critical elements of the bankinglcommercealternativcs. 

EVENTS STh·CE !\-lARCH 20: Following our March 20 meetmg, Treasury deCided to have a 
furthe1 ser1es of d1SCUSSJODS w1th both Members of Congress and other mterr;:,<,ted purt:tes 
conceming theirpo;JtlOru. on vanous aspects of the proposal, particularly the most contcnnous: 
the degree to whl.ch commercial (i.e., non-financial) firms could affil.tate with bauks. (St:e i~sue 
] of Tab A, pages 4-6.) This issue, tn turn, unplicat~~ the question of the nature and e;xtent of 
holding company regulaUOn and the role of the Feel. (See issue 2 of Tab A, pages 6-9.) 

Based on those discusswns -- whi~.:h delayed transrr..J.~sion of Treasury's report to Congress 
beyond the March 31 ~tatutory deadlme -- Trea~wy ts cow recommendmgthat it subm.1t to 
Cong~.ess not legtslation for introduction. but rather a report w1th legislallve languo~ge includmg 
two dtshnct altemattve ways of dealing with bai'.ki.ng and commerce and related isSiles 
Treasury bas also done further work on the nature and e;xtent of holding company regulation, and 
bas fuush~d dra.fhng tl:e consllllier protectJ.on provtsmns of the bill. Treasury"s posit1on wtth 

respect to the Community Reinvestment Act (see Jssue 3 of Tab A, pages 9-10) has not changed: 
the proposal would extend CRA to "\Vholesale Fmanc1al Insbtubons, but no further. 

Treasury would bke to have Adr:rumslration cle,.-ance of ito proposal in time to submit and! or 
testifyonitonMay21 
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1. A.i<"FILIA TIO:"'S BETWEE~ FINANCIAL AND NONFINANCIAL FIRMS 

TreQsury Alternative A: Alternative A is in essence the previous Treasury proposal of allowing a 
''basket" of non-financi~ 1 actiY1ties within a holding company structure that i.ncludt:s a bank. 
Treasury's proposal as of March 20 was 25% of the a:~mbined entity's business. The curn:nt 
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 peret:ntage specified. 
Banking/non-financial affiliations would be further !il.l.l.itcd in that none of the 
largest 1000 non-financial firms (by asset size) would be allowed to affiliate with 
a bank. 

Tr~wy has also clarified that: (i) while banks could engage io non-bank financial activities ill 
subsidiaries of the bank, all non-financial acth1ities would have to be done in holding romp any 
subsidiaries and (ii) as is currently the case with thrift holding companies, there wuuld be a total 
ban on any extension of credit by a bank to or for the benefit of a non·fin<mcial uffiliate. 

Although not fully discussed in the earlier memos, a critical element ofTreaswy's initial 
proposal, now Alternative A, is the nbolition of the thrift charter and the conversion of all thrifts 
to banks (together with the merger of the Oft:k:e of Thrift Supervision with the Office of the 
Comptroller of the Currency). Abolition of the thrifi charter meets the explicit requirements of 
the "Frist Amendment," which prohibits merger of the BIF (bank) and SAlF (thrift) insurance 
funds until the charters are merged 

CLINTON LIBRARY PHOTOCOPY 
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A major complication with the thrift charter conversion, however, is how to handle 
the affiliation powers of bank holding companies and unitary thrift holding companies 
(companies that own one and only one thrift). Currently, unitary thrift holding compames can 
engage in nonfinancial activities with virtually no limits.1 All far as we can tell (and the data are 
far from perfect), only 293 thrifts are part of holding COIIlpanics that engage in non-financial 
businesses. (Approximately 45 o1hers sre engaged in real estate development, investment and 
management, which is regarded as ''financial" by OTS but not "related to banking'' by the Fed.) 
Tre3surypropo9ell to grandfather the right ofall515 existing unitary thrift holdmg companies to 
engage in nonfinancial activities without regard to the bllllket. 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 otherwise be limited in duration. 

Treasury Alternative B: Alternative B would approach the banking and commerce issue by 
leaving the existing thrift charter, holdmg company structure and regulatory system intact. As 
nofed above, unitary thrift holding companies can currently affiliate with any type of institution. 
FurthCllllore, the thrift charter has recently been altered to permit (i) 'Wllim.ited consumer lending 
and (ii)upto 10% of assets tobecommerciallo!II!li andanadditional!O% to be small business 
loam --thus~ 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. 
Aitematively, sucb an institution could: get into wholesale banking (only non-.insured deposits 
oVer $100,000) by establishing a ''Wholesale Financial Institution" (WFI, pronounced 
''WOO FIE''), which would not be subject to tbe Bank Holding Company Act. The Bank 
Holding Company Act would be amended to allow any financial fum 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 insw:ance or securities undexwriter. Under Altemattve 8, the 

2 The initial purchase must 1n: approved by OTS (which must approve holding company 
management) and OTS Cllll impose limitations on safety and sounduess grouuds. Iuformally, OTS has 
indicated that they would look skeptically on, e.g., purchase ofa thrift by a company a signifiCII.llt portion 
ofwhooe busiuess wu gambling. Multiple thrift holding companies (oomp110.1es that own more than one 
thrift, but no banks) arc basically limited to activities permitted to bank holding companies, although they 
may engage in real estate development, investment and mauagement. 

] Numbel"s relating to thrifi holding companies are as of 12131196. 

4 While it is difficult to tell precisely from publicly available data, it appears =likely that many of 
the largest banks could qualifY ~s thrif'bl, !llllinly beCQUsc of their commercial lending and investments iD 
non-mortgage se<:Uritica. However, it is poosiblc that one O[ more of the l~~rge banks with a heavily 
CODiiutne( orientation (e.g., NlrtionsBa.nk) might so qualify, and could, therefoJ:c, make a choice to become 
a thrift to take advantageofthc commerce "opportunity." In the past, bimks suc1l as WeDs Fargo that have 
cons:idcred.movingtoQthriftcharterhaveultiJnatelyrejectcdthcidell.. 
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Frist Amendment would simply be statutorily deemed to be satisfied, on the theory that i 
purpose was to ensure the opponunityofbank.s to expand into insurance and securities and that 
this bas been accomplished. 

Discussion: As revised, Alternative A has generated some interest from Chairman Leach, as 
moving closer to his minimalist approach to banking and commerce, and still commands support 
froli! those, such as Rep. Roukema, who supported the basket approach in the tint 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 
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 tom extent in excess of whatever basket is 
established. Treasury responds that not cutting bad:: on thrift powers is critical to maintaining 
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 bas been able to keep Alternative B from leaking, so 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 mer'; (ii) diversified finaocial holding companies that have non-financial affiliates might 
not view the thrift option as sufficient; (iii) bankinglcommerce opponents may view the proposal 
as unsatisfying since tt prtlserves, and publicizes, an existing banki.ngloollUIIerce "loophole"; and 
(iv) there maybe serious concern about the abillty ofOTS to effectively regulate a large lllllDber 
ofpowerful new unitary thrift holding companies 

l. ' BOLD~G COMPANY Ri:GULATIO!'i" Ac'ID TBE ROLE OF THE FED 

TretlSury proposul: Treasury's latest proposal, which has not been vetted with the Fed, would 
apply to CJther Alternative A or Alternative B. Under this scheme, the Fed would regulate all 
bimk holding companies (but under Alternative Boot thrift holding companies, which would be 
regulated by OTS). Holding companies engaging i.n activities that cannot be done directly in the 
bank (including, for example, securities or insurance underwriting) would be required to provide 
the Fed 110 undertaking to maintain the capital of the subsidiary banks at the''well-capitalized" 
level6. lfthe bank's capital falls below that level the holding company would be required to 

} Ingeocral,bllllbdon'tmuchcllleaboutmerginglhefuods;thatisagoodgovc:rumentanda 
thrift issue. But, undenta.ndiD.g lhe illterest of others in merging lhe funds, banks view the BIF/SAIF 
merger as leverage to c:nable lhem to get ''paid" for agreeing 10 t.a.ke o.n part of the FICO obligatloo u part 
6ftheSAIFreupitalizationlastycar. 

6 Bank(andthrift)capitallevelsarcsetbystatuteat ''well-upitalized,""adeqllatelycapillllizcd," 
''undercepitalized"(whicbsubjccuthebanktoregulato¥ysanctions),Msignificantlyundcreapitalizcd" 
(regulatory sanction.srcquimi),and"critlcallyuodcrcapital~ed"(banl:s\lbjecttobciiigplac:edin 

receivership). Current law iD. effect requi.rcs a boldiD.g company !JJ guarantee to ma.inla.iu !be banr or tluift 
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bring. the capital level back up to well-capitiilized and maintain it at that level If, within 180 
days,,the holding compauy were unable to bring bank capital back up to the well-capitalized 
level; the holding company would be required to either (i) ilivest the bank in a manner that 
results ill 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 (ii) cease engaging within the 
holding company in any activity the bank could not engage in d:rectly (including, for example, 
most' insurance and secunties underwriting). If the bank got serioW>iy in trouble so quickly that 
the FDIC were tbrced to put it into receivership or conservatorship, the ht1lding company's 
guarantee of the bank's well-capitalized status would be enforceable by the FDIC. 

Th~ Fed would be re$pomtble, as part of ils 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 <~ble to examine bank belding companies and their nonbank subsidiaries 1f 
there were reason to suspect those entities were engaged m activities that could pose asigci:ficant 
threat to a subsidiary bank 

CLmTON LIBRARY PHOTOCOPY 
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Al~ugb bank holding companies would be subject to Fed regulation under the B aiding 
Company Act, the Fed's authority to establish holding company capital requirements7 be 
limited to the following situations: 

A subsidiary bank's capital has remained below the well-capitalized level for more than 
ISO days; 
Banking assets constitute more than 90% of the assets of the holding company and 
Imposition of holding company capital requirements il 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 ball assets in excess $100 billion and 
owns a bank with assets iD excess of about $5 billion' and imposition of holding 
company capital requirements is or may be needed to avert systemic rl5k to the 
economy or a threat to bank safety BD.d tOUDdness. 

The: Treasury's proposal would not 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 abilityofllie 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 rwsed) 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-capitafued level can be recapital.ized 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 amo1mt to attempting to close the bam door after the horse is out. In 
pafticular, 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 
tbieat to the bank or of systemic risk, will the capital standsrds be effective in preventing the risk 
from materializing'? Chllirman Yellen also believes that defining a holding company that is 
primarily bank-related as one in which the bank acc<n.mts for90% 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 co~ 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 becaUile regulator& and the regulated can 
~nvinee each other that the situation will be resolved without the imposition of standards. 

7 The Fed aasertsithas such au!horityundercummt law. How<Wer, it is unclear whether the 
IISllcrtionwouldsurviwlc:galchallenge. 

8 As of 12131/96, 134 commercial banb had assets iD excess of$5 bi!Uau. A~ of91J0/96, Jl 
tbriftshada5lletsio.excessof$5billion .. 
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Treasury responds that (i) holdmg company cap!lal regulation ism fact an extr ely mmor 
of the entire bank regulatory structure that. w1lh the post-1990 rules cor1cerrnngpromp 
correct1YC acbon, would ensure the ~ecunty of the depos1t insurance funds; (it) provuhng the Fed 
w1tlfany degree of exphClt holdiug company capllal authority is more than the Fed has now; and 
(i1i) smce the goal of holding company capital regulat1on in the case of a holding company that 1s 
predominantly a bank is to prevent "double-leveraging''~ in order to protect the depos1t =urance 
fund, it does not matter that a holding company could avoid the cap1tal requirements by movmg 
ass~ts out of the bank. An additional substantive question is whetht:r, whatever system is 
prOJXl~<Xi to allow the Fed to set holdmg company cap1tal standards, a surular system should be 
proposed v.rith respect toOTS' regulation of thrift holding companies under Alternative B 

Treasury's current proposalts aiJ attt!rnpt to provide for holding company capt Ia! requirements 
where the strength of the holding company really would be needed to protect the safety and 
soundness of the bank!ng system, while keeping the Ped out oftlrul business -- partlcularly with 
respect to diversified financial holding companies-- under normal cmumsmnces. Vlhether this 
will prove (1) too httleto sati~fyth"' Fed and 1ts supporters or (1i) too much w satisfy the 
divmificd holding wmpanies is uncl..,ar. 

3. CONSUMER PROTECTiON 

Treasury proposal: Treasury would estabbsh that federal bank and St:eunties regulators have an 
obhgatwn, "With respect to retail sales of non-deposit inwstm=t products by depository 
lrnltltunons, to av01d customer confusiOn about the apphcabllity and scope of FDIC aiJd SIPC 
msurance; to prevent improper dlsclosure ofcon.fidenl1al customer J.Dformatwn; and to avoid 
conflicts ofmterest and other abu~~s 

Treasury's proposal would drrect the bank regulators, m consultatwn with the SEC, to adopt 
regulat10ns for sales of non-depos1t investment products by im.un:J deposllory mshtuttons that 
are not regJ.stered securities brokers. Such regulations would be required to cover the following 
areas: adverliswg, disclosure, sales practices, qualifications and traimng of sales personnel, 
compG~JSatwn of si:i.les perwnnd, and the circumstances under whl.ch traruactions and referrals 
occur With respect to non-deposit investment products that are secwill<::l (mdl.iding mumal 
funds) or aunurnes, the bank regulators would be required to adopt rcgulatwns comparable to 
those adopted by the SEC The SEC would be reqUJrcd (to the extent such roles are not already 
m place) to adopt 5l.ID.llar rules oonct"ming sales of non-deposit investrnoot products by brokers or 
dealers who are depository mstitutwns (in the case of brokers) or are affihated wl!h a deposllory 
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institUtion. The SEC would have to consider one major new item, namely the disclosure by 
depository institution subsidiaries and affiliates ofthe financial interest of the depositozy 
institution or securitiCil subsidiary or affipate 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 mcluded), and to encourage oral as well as written disclosure. (Studies have shown that oral 
disclosure is more effective, but it is, of course, more drfficult to monitor, particularly in 
face-to-face, rather than telephone, conversations.) The National Council on Financial Smvices, 
on which both the federal banking regulators and the SEC would si!, could establish more 
struigent regulations than those adopted by the individual regulators. 

The Treasury's proposal would pro]nbit non~depository institution affiliates within a bank 
holding company from sharing with any dep011itory imtitutiOb in the holding company 
no#-public customer information, including in particular evaluations of creditwortlriness, unless 
the customer received "clear and conspicuous disclosure" that such information might be shared 
and had an opportunity to dllect that it not be sh8red. As a practical matter, customers would 
probably be given an opportunity to make this choice for all classes of information upon the 
opecing of an account, rather than on an cwent·by·cvcnt 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 
th~ ClllT)' out the pwposes. 

F~y, Treasury's bill would, by adopting a greater degree of functional regulation of securities 
~vities than is current!)" the case, impose more consumer·protectiverequirements on bank 
activities relating to securities sales and work for investtnent companies than is currently the 

Discussion: Treasury's proposal is designed to be at least as protective of consumer concerns as 
proposals currently being considlmd in the House, but to do so in a mrumer that hardwires fewer 
x-Muircmcnts 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 fur three re880IlS: (i) 
they are skeptical of the bank regulators' ability and willingnC~Js to adopt strong and effective 
regulations in this area and they would therefore prefer to hard wire more into the statute; (ii) the 
proposal would not provide consumers with a private cause of action against a depository 
,institution that caused h11m1 by violating the regulations; and (ill) the proposal would not 
explicitly deal with "implicit" tyin~ Wldcr which a consumer gets the impression, by the mere 
'fact that insurance is offered before a loan is PpPIOVed, that approval ofthe loan is contingent on 
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purchase of inswa.cce from the bank Conversely, financial institutions will be cone / 
this proposal -- particularly the information disclosure portion-- may sevtn:ly limit their ablli[)' 
to cross-sell .securities wd investment products, whicb they regan! as one of the benefits to both 
consumers aod institutions of allowing greater affiliations among financial institutions 

4. CO~lTY R£V1Nt:STM£NT ACT 

Treaswy's proposal with respect to CRA has not chi!Dged since March 20. The only external 
devflopments s~ March 2~ are that (i) S~ator D'Ama~o has sugg~tcd that expanding CRA 
even to WFls will put CRA ''in play'' and (n) the compan1es that are likely to create WFis have­
witli one exception-- said they will have no objection to expansion ofCRA to such institutions. 
We,may also want to consider whethc:rthe fact that Treasury proposes sending up a report with 
legislative language rather than a ~ill. changes the dynamic of what can and should be included. 

Treasury Proposal: Apply CRA to V'.'holesale Financial Institutions •• banks that do not accept 
accowus under SlOO,OOO and thus do not have insured deposits, but avoid putting CRA «in 
play" by proposing an expansioo of CRA coverage to oonbanking finns. The Secretary's 
speech announcing any proposal ·- Hnd all subs~uent statements from the Administration -­
wOuld stare explicitly that we will 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 essentiaJ to the vitality and growth of communities. Bank 
regulators have been directed to make the Community Reinvestment Act work to generate 
"performance, 001 paperwork." The regulaton •• 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 
Administnrion's efforts in this area (including oot only CRA, but also effective enforcement of 
n.on-discrimination laws, and the National Homcowncrship 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 ovc::r<lll increase in number of mortgages of I 0%). ln the I 04th Congress, the 
Administration stood strong against any cutback in CRA in the context ofbank.ing regulatory 
relief regulation-- and succeeded in fending off all challenges. 

his quite deM that, notwithstanding continued S1rong: bank profitability, assets and lending 111\: 

flowing out of the bankir:g system. While much of the asset loss in the last few years is 
attributable to large businesses (who are unlikely to rely 011 CRA for access to capital) directly 
accessing the capital markets, the movement of deposits from banks to mutual funds has put a 
wain on both the theory and practice of CRA 

.The power ofCRA and related statutes and the regulators to get results is beyond anything 
communicy grouJIS have beeo able to accomplish in the remainder ofthc financial services 
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industry, when: the best they get lS philanthropy, some socialrnvesting, <CJ.d purchases of 
muni,cipaJ bonds. So anything that diminishes the n::ach of the banking regulators, and of CRA, 
is troublesome to tht"se groups. Their concern is exacerbated by what they see as the lack of 

bend'it to consumers -- particularly poor consumers -- from changes, such as interstate banking, 
that have already occurred in the .1ystem. They have strongly urged the Adr:-llrllstrarion, as a 

condition of financial services modernization, to expand CRA coverage to all ful<u:Jcial institutions 

affiliated with a bank or at least to all bank-eligible products (such as mortgage loans) no matter 
whe!'f in the holding company they are offered 

4. WH.t'THER TO GO FORWARD, AND lN WHAT FOJIM 
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TteaSWJ' proposal; Treasury proposes to release, on or about May 21, a brief sta 

5ecnitary Rubin, covering draft legislative language containing the two alternatives 
a~. 

Discwsim Mter a lengthy series of discussions with both members of Congress and interested 
Mes. Treasury came to the conclusion that the best way to both (i) respond to the statutory 
directive tha:t it report on the merger of the bank and thrift charters by March 31 and (i.i) 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 cootentiom 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 marginal.ized. 
On the other hand, it is quite clear that tiling the position on banking and commerce that is 
most likely to move the debate quickly ·- the basket approach ll'ith 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 10 

allow banks 10 affiliate with insurance companies, rather the debate is how. For the 
Adrrrinistra.tion 10 be a serious player in this session's discwsioru, and to protect our interests 
(particularly with respect to CRA and the role of the OCCu), almost cerWnly requires that 
Treasury fulfill its report obligation reasonably quickly and do so in a manner that indicates we 
have been considering the issues seriously and have cogent proposals to put on the table, even if 
we have two of them. 

ll ru described in footnoteS of the n:wmo at Tab A, an important aspect of Treasury's proposal is 
that bllllks would be allowed to do non-bank financial activities in either a mbsid.iary or an affiliate of the 
bank. Incontrast,tbeFedisioaistingthatauch~vitiesbed.oneonlyiuabau.kaffil,ate(asubsidiaryofa 
bank holdllig company rather tha.u of~ bank). All footnote 5 points out, whatever lhe substantive issues 
involved, there are clear jurisdictional implication•: national banks and. their subsidiaries are regolated by 
the OCC, a buieau of the Treasury, whereas bankholdillg companles (including holdingcompa.o.ie.s of 
WltiODalbanb)areregulatedbytheFed. 
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Gen~ Sperling 
Assistant to the President 
The \Vhlte House 
Washington, D.C 20500 

Seotyiamailand fa("s!mjlc 

De<irGene 

April 7, 1997 

We appreciated the opportunity to met'! V>'ithyoo, Ellen Seidman, and Kathy Wallma!1, on 
March 19 to discu~s our views r.n pt:eding bar.k: dercgulatlon legis!atic-n /•.s we indicated to you, 
we arc deeply concerned that the Treasury Department is promoting major changes in the banking 
system, in particular mixing banking and commerce, "'ithout adequate consideration of its effects 
on under served populations We urge President Clinton not to lend his suppon to proposals 
labeled as "financial modernization," but which in reality are little more than financial services 
industry groups "wish lists" 

Daring our meeting, we emphasized two aspects of bank den:gulation legislation that 
concern us: I) the mixing of banking and commerce, 2) permitting banks and other financial 
services firms to OV>'O one another Here is a summary of our view~ on both of these is~ues 

l. Mixing Banking and Commerce 

Rather than increasing competition, removing the current rest1iclions against banks 
owning and being ovmed by commercial firms would concentrate financial power in the hands of a 
few all-purpose corporate giants. Mixing banking and commerce opens the door for a vast 
restructuring of our nation's businesses and undermineo 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 communides, lo low and moderate income 
f<imilies, and to smali businesses_ tilly such pian deserves, at the very ieast, long and serious 
discussion with all segments of our population that will be affected Such discussions have not 
occurred 

2. Ca·us.5 affiliations between fmandal services firms 

Consumer~ and communities already are beginning to feel the effects of the changes that 
are occurring in banking a:1d the financial services industry. Cnfonunately, most of the focus in 
Cong>eos thus far ha.> been on reviewing the bank deregulation proposals favored by I he various 
financial industry interest groups. On the other hand, we find that scant attention has been giveu 
t'o upgrading existing safeguards, such a; the Community Reinvestment Act, tc reflect new 
market conditions_ Yet, unle;,~ consumer and community prottlction~ keep pace with the bank 
restructuring that has occurred, much of the progress that the Administration and others can point 
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to as1improving credit availability opportunities for minorities and other Ul!-der serv 
groups is in danger ofbeing 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 mo~t American fiunilies 
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 
undenninesthe effectiveness of the existing CRA statute- either directly or indirectly. For 
example, the White House should be p~epared to oppose any legislation that would permit the 
est~lishmeri.t.'1"whole~~financial.in!>t1Micrl's" (i.e., ~,n;nmr~tl. h_!'!.'h) th>!.*. would not come 

. uilder 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 ofthcse rules as a 
tool for promoting increased credit opportunities for job generating small businesses will be 
curtailed, should banks now covered by CRAbe permitted to escape from future wvcragc. 

Second, the President should propose a series of steps for strengthening community 
reinvestment and consumer safeguar<b to reflect the new and emerging new banlcing environment. 
For exanlple, 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 businesa loans between their bank and non-bank affiliates. 
while the bank affiliates of these parent companies are evaluated by federal regulatof9 to ensure 
thai: 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 
reiiwestment obligations of their bank affiliates. 

New policies must be iratituted 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, w should me lending activities of mortgage banking affiliates 
of the same parent companies of these two entities 

Additionally, community reinvestment responsibilities should be.expanded to cover non­
bahkfinancial services institutions. CRA was enacted to cover banking: institutions based upon 
the premise that although they are privately capitalized, these institu.tioDS are subject to underlying 
o~ligations that form the qu1dpro quo for the extensive publit: 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 ~ot necessarily identical, 
requirements to other nonbank financial institutions as well. Nonbank J,jnancial institutions bave 
gamed access to many of the same federal protections as banks but operate with no comparable 
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reinyestment responaibility 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 finns, 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 commullity "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 ofCRA. consumer protections, an4 the nation's fait lending 
laws. There is a wealth of talent across the nation wlJ,ich thePiesident could draw upon in 
se~i11g ~omin"lf"-<~ fur the r.urren1 varJUJcies WP. urze i:be Pre!li~l!rr't t('o rea~;:h.out beyonrl the 
usual.financialinterestsinfillingthesecriticalpositioru. 

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 foun4 the results of our meeting 
with the Secretary and his staff less than encouraging, it provided w with an opportunity to ratse 
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 Conununity Change 
Gale Cincotta, National People's Action 
~ud Kanitz, National Neighborhood Coalition 
Doner Graves, Orfsanization for a N..:w Equlllity 

bthers attending the meeting. Lindsay Durr (NTIC), Debby Goldber~ (CCC) 

«:. Ellen Seidman, Special Assistant to the President 
Kathy Wallman, Cbief of Staff: National Economic Council 
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EXECUTIVE ·oFFICE OF THE PRESIDENT 
COUNCIL OF ECONOMIC ADVISERS 

April30, 1997 

~MORANDUM FOR JOHN D. HAWKE, JR., UNDER SECRETARY 
DEPARTMENT OF TiiE TREASURY 

FROM: Bll.L ENGLISH 

SUBJECT: Financial Market Refonn Proposals 

I was able to speak briefly to Janet about the proposals that you outlined at today's 
meeting. She had conunents in four areas 

I. Two track approach. Janet had no objections to sending two bills to the hill. She also 
thought it was reasonable to leave the percentage of nonfinancial activity allowed (the basket 

limit) unspecified in the proposal 

2. Graodfathering. Janet feels very strongly that we should not grandfather unitary thrift 
holding companies that are not currently in violation ofthe 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 so~e modest increise allowed in the future so they are not 
constantly on the verge of exceeding their limit),l>ut they should not be allowed to expand 
nonfinancial activities without limit. Those currently under the basket limit should be required to 

remain there. 

3, Bolding 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 oonservator before the 180 days allowed 
for recapitalization have elapsed. Also, what happens in the event that the holding company 
cannot recapitalize the bank? 

4. Bolding ~oDIPany capital regulation. Janet thOught the new approach for large holding 
oompanies was unworkable since the capital requirement 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 too lax. She is afraid that ITlllny 
banks would find it relatively easy to spin off tO 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 capita1 ratios excluding the assets and capital of some 

subsidiarieS. 

COPY 
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MEMORANDUM FOR 

FROM: 

SUBJECT: 

THE WHITE HOUSE 

February24, 1997 

GENE SPERLING 

Ellen Seidman ~ 
Paul Dimond 1 

Financial Services Modernization and Community Concerns 

In 1977, Congress passed the Community Reinvestment Act (CRA), to respond to concerns that 
bllllk deposits were not being reinvested in the community in which the bank was located. 
Subsequently, Congress enacted the Home Mortgage Disclosure Act (Hl"o.IDA), which required 
bllllks (mortgage banks were added later) to disclose to bllllk ret,'Ulators 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 infonnation in an essentially 
useless format 

Because (i) CRA had few teeth (its only official role is that community· invesunent is to be taken 
into account as bank regu]ators consider applications for mergers and acquisitions); (ii) the 
regulators oftbat era cared little for the role of banks in communities; and (iii) tb.e liMDA data 
~as virtually inaccessible, both acts remained essentially dormant throughout the 1980s. In 1989, 
however, as part of the S&L bllilout, Congress anlended HMDA to require that banks report the 
number of applications as well as the number ofloans and the reasons applications were rejected 
and that tbe regulators make the information avllilable far more quickly and in a much more useful 
manner. Although the ~!l.tlitu.timt had been able to write a very provocative series 
(called ''The Color of Money") about lending discrimutation based on the old HMDA data, and 
various community groups (including the Center for Community Change) had been able to do 
some HMDA-hased CRA complaints, the new data resulted in much greater attention to the issue 
The Yill!.l..S.tn:.d .. .klw:ru!l v.rrote a major series of articles and regional papers covered low-income 
and minority lending in their regions. 

As a resuJt, Congress and community groups sttolpped up pressure on both banks and thrur 
regu]ators 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 H.MDA data, the new legislation 
regulating the companies (passed in 1992) set significantly higher numerical standards for buying 
loans made to low-income households and in ''underserved areas" And at the same time, the big 
wave of bank mergers and acquisitions started Community groups learned how to use the 
HMDA data to target merging firms with less-than-stellar records and to get the banks to agree to 
greater C(lmmunity investment (in more than just housing) as 11 cond1tion of regulatory approval 

'for the merger 
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In JULy 1993, the Pre~ident 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 reguJat:ors went around the country taking testimony on 
wh.it was MOng with the existing system and how to create a new system that met the President's 
goat. The new CRA regulations (togetller with improvements in regulations concerning small 
business Joan disclosure), the activities of the regulators (particularly OCC) and the publicity 
given CRA ratings, provide all banks- even those not planning to be part of a merger or 
ac<juisition --with real incentives to serve their community. 

Actjgn jn the 1 04th Cf!ngn:5§ 

Early in the 104tb Congress, the new Republican majority, led by Senators Shelby and Mack and 
Mr. Bereuter on the House side, started pushing a major "regulatory rel.ief' package. There was 
mucb 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"satisfuctory'' or higher. (As of the first quarter of1994, over 95% of the 
banks and thrifts bad ratings of"satisfilctory" or "outstanding.") There. were also a number of 
activities that were being treated as mergers or acquisitions that the bills proposed to exempt from 
tJ:le process. On HMDA, the proposal was to exempt more small entities from reporting. 

The Administration made clear early in tbe process .that any weakening ofCRA would be ground 
for a Presidential veto of the entire regulatory relief package, no matter how many other things we 
supported was in it. As a result, most of the worst provisions were deleted from the Senate bill as 
it sailed through the Banking Cornllllttee 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 ofthe 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 reportillg 
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 bad seen in the House. We bad 
substantial political muscle because everyone wanted the savings froth BIF/SAIF. The conununity 
groups understand that we used that muscle on behalfofCRA and fiMDA 
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Activitirn since the clo!!e pfthe ID4tb Coggre&s 

After the 104th Congress ended, the Fed published a proposed revision to its Reg Y \~1iJust 
went final), IIJld 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 ofbank holding compllllies, 
i.e., affiliates, but not subsidiaries, of banks. The OCC streamlined the process but, particularly in 
its CJUUniner guidance, tried hard to protect and even enhance the relevan~ ofCRA to 
detenninatioos. 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 cBrried 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 rondition applies if the activrty is ir1 an affiliate 

Community groups protested both regulations, but definitely are more displeased with the Fed. 
The OCC has largely been able to satisfY the co=unity 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 swn, the OCC regulation implements the President's policy to use CRA to expand 
credit and the reach of financial services to all co=unities, which the Fed's regulation does not. 

Onrept state of play 

cOmmunity groups have come to recognize bOw terribly powerful c&\ has been as a tool for 
making credit and financial services available in previously underserved co=unities. By some 
co'unts, $90 billion ofCRA·based commitments have been made sirlce 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'(comp'ared witb an overall 
increase in number of mortgages of 10"/o). 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 ofCRA, is troubleSome to these groups. 

Financial services modcrniz.ation is attractive to policy experts and some members of the financial 
services community because the roles of various types of financial institutions are chwtging 
rapidly. Mutual funds now hold more money than banks hold in deposits. Finwtce companies, 
sucti as General Motors Credit Corporation !iild 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 
a thrift. The system seems to'call out for legal rationalization to increase efficieocy and 
Competitiveness. On the other band, as with all regulatory systems, many of the players are 
interested only in getting into others' turf; and will oppose Jegislatioo·that allows others into 
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theirs; regulators want to retain control of institutions and assets; and cleVer busines nand 
lawyers have found their way around many of the legal barriers ami don't.want to risk the 
legislative process. Cdmrnunity groups, in this mix, are concerned that modernization will 
increase the flow of funds out of banks and into entities not subject to CR.A- including. in the 
Fe? model, bank affiliates 

Financial services modernization bills have been introduced in both the House (3 bills) and Senate 
(I bill), and h.eari.cgs 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 v.ith respect to the legislation are turning out 
to be· 

Will 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 enent will it allow comrilercial-- 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; Tre·asury seriously considered allowing full integration but is getting 
much negative heat from folks who really would prefer not to have any legislation 
at all.) 

Will either or both of non-traditiona.l banking activities (e.g., insurance anrl 
securities brokering) or commercial activities be able to be carried on in a 
subsidiary of a bank, rather than an affi.Jiate? (LeaCh· and Roukema say subs are 
acceptable, although Leach has since changed his position; D' Amato and Baker 
say affiliates only for mosl things; the Treasury pos!lion 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 it is, seems to contradict this) that the bank mergers of the last 
several years have hurt communities, particularly small conununities, 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 banks. 

As we move into the next phase of financial services modernization, therefore, the community 
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; (ii) are resisting a combination ofbanki.og and commer 
must be legislation; and (iii) prefer the StJbsidiruy 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 feel we betrayed 
tb.ein •• and the President-· in the bargain. 

Cgpclndjngtboughts 

Th'e strategy oftllis issue is going to be very tricky. It is extremely complex, and except for the 
Administration, a few Democrats, perhaps Senator D' Amato fur the next several months and the 
community groups, no one cares about the impact of the legislation on CRA or, indeed, 
wmmunities. 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 

(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 
inthefirstparagraphmi.ghtdo.) 

On CRA, in particular, Paul believes that the President should make clear his fum 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; (ri) of the bank's subsidiaries; and (ill) 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 ofthe "White House (or other 
appropriate Presidential venue) to celebrate the tremendous results of the refonn he directed of 
the CRA regulatioru (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 Chalnnan 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 agol] 

At this event and announcement, the President should further request the bank regulators, 
Secretaries Rubin, Cuomo, Daley and Director Raines to conduct a series ofmeetmgs in 
communities throughout the country to get advice from banks, thrifts, other financial institutions, 
CBOs and CDFh, 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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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 modernization 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 ofCRA in the past four years erode over time. Only such a 
firm Presidential announcement, direction and open process with the regulators and 
Administmtion principals out in the country will enable the President to achieve what no one ever 
thought possible four years ago in this rapidly chioging erivironmer:rt .for financial services: to 
expand access to capital and financial services in low- and m9derate-income communities. Once 
again the President can demonstrate that when he acts finnly, prudentJy, 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 PRJNCIP AL 
' CONCERNS ABOUT H.R. 10 

The Financial Services Competition Act of 1997 
As Reported by the House Committee on 

Banking and Financial Services 

July_,1997 

DRAFT~- July 14, 1997,01:37 am 

In approaching financial modernization legislation, the Administration has three 
key objectives. First, to protect the federal depos,it insurance funds Md the safety and 
soundness of our financial system. Second, to reduce costs and increase access to 
financial services for consumers, businesses, and communities. And third, to promote 
innovation and enhance the worldwide competitiveness oftbe U.S. fmanci!!..l services 
industry. ' 

As the Commerce Committee considers financial modernization 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 work.iug .....;th 
Members to resolve these concerns. 

Safety-and-Soundness Safeguards 

lAck of Divestiture Requirement 

Sections 103, 141, I!Ild 142 ofthe: bill establish a framework undei which an FDJC~ 
insured deposilory institutirm can affiliate with a comp~~ny engaged in noobanking 
activities. Although these sections deal with different types of affiliations.1 they each 
require the depooitory institution to be well-capitalized and well~managed. lfregulaton; 
find a capita! or ~agerial deficiency, tht sections would require :regulators to give 

1 Section 103 governs holding company afliliatious -· i.e., l>etwem a dep.,sltmy imtituti"n and 
its parent company "r IUIY subsidiazy of that eomp=y. Soc\ ion 141 coverns subsidiaries of national 
banks. Scx:tion 142 govmJs subsidiaries of S\ll.le b~ 
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fonnal notice of the deficiency to ted entity (i.e., the holding company or the 
i~itution itself, depending o ~ -1l'pe of liation involved), a.nd then give that entity 
45. ~ays to exetut~ ~ agre nt !2,_;' . the deficiency wi~in a reasonable tinie. But 
u~t~c the .TreasW}' s ?r s I~ lllJ.Se ~~ns woul~ not rcqu1~e the affiliation to 
t~mate 1fthe depository 1tu penilstently fa1ls to remam well-capitalized and 
well-managed. The bill makes divestiture merely an option for the depository . · 
institution's primarily federal regulator, and creates no safeguards against excessive 
forbearance. 

We believe that tellTJination of the affiliation should be mandatory if the 
depository institution fails to correct its capital or managerial deficienCies after being 
giveil a reasonable opportunity to do so (as set forth above). Specifically, if the 
deficiencies were not COJTCCted within 180 days, we would require that the affiliation (or, 
at the regulated entity's election, the nonbanking activities) terminate then or within such 
additional time as regulators may allow. 

The prospect of mandatory termination would give a depository institution's 
o'Wllers and managers strong incentives to keep the: institution wcll-capito.Jized and well­
managed - and thus minimize the chances of it ~er causing a loss to the FDJC. In our 
view, these rules strike a reasonable balance bbween mandatory safeguards and 
regulatory discretion.· '" 

At the very least, this legislil.tion should include a strongpresumption _in favor of 
tenninating the affiliation whet! an institution falls to execute a timely, acceptable 
agreement to correct a capital or managerial deficiency, or fails .to correct the deficiency 
within the period presc:dbed in theagreemenL Specifically, we wOuld require that the 
affiliation terminate unless regulators determined in writing that its continu.ltion would 
best serve the interests of the deposit insurance fUnd, in view of (1) how tenninatiri.gthe 
affiliatioo would affect the dcpositol)' institution's prospects, and (2) how permitting this 
am1· · continue would affoct otherFDJC-insurcd depository institutions' incentives 
t e an ain well-capita1ized and well-managed. To help assure continued 
regulatory vigilance, we would also require regulators to review such determinations 
every six months if the capiia.l or managerial deficiency persisted. 

Holding Comptmy Commitment to Keep Its FDIC-Insured Deposbory 
Institutions Well Capillrlized 

1bc bill should include section 121 ofthe Treasury proposill, which would require 
a bank holding company- as a condition of qualifying for broader affiliations- to make 
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o-•bl ·n . .!h .. 'tl k~ .,L ~ VJ l.n ~ 
an ac.............. e wr1 en comnntment at Jt Will e1 Jer eep 1ts FDIC~insured depository U::. -
in~tl;i~Onswell ca. pitalize~ or will divest tln~m in.a manner. that leaves them well ~~ r)v-
caprtahzed .. Such a comnutment would strengthen the holdmg company's incentives 10 ;#- 0 
keep its insured depository institutions safe and sound, and would thus help protect the 
fcder~ deposit insurance funds. 

Insurance Powers of National Banks and Their Subsidiaries 

We strongly oppose section 151 ofthe bill as discriminatory and anticompetitive. 

Section lSI could have a serious adverse effect not only on futUre national bank 
insurance-related activ:ities but also on banking activities that any single state insurance 
regulator may label "insurance." It would bar national bmks from engaging as principal 
in "insurnnce'' activities unless (J) the OCC has authorized the actiVity in wriling before 
January I, 1997, or (2) one can show that nationaJ, banks have engaged in lhe activity 
before that date. By labeling a product or activity "insurance," any state insurance 
regulator could bar nationa1 banks ftom engaging in the activity unless one of those two 
tests were met or Unless, through an elaborate process, the National Council on FinancW.l 
Services found the product or activity not to be insurance. Thus 11 state regulator's 
labeling of11 product or activity as "insUiallce'.'-would not simply mean that it would be 
regulated as insurance; it may result in prohibiting all national banks from engaging in 
the .activity at all. 

Many state laws currently define "insurance" to include activities-- such as 
indemnities, guarantees, 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 nms the gamut of the Council process to prove that the activity is 
not insurance. The bill would impose no similar restrictions on slate banks. · 

State regulation of insurance 1!\Ctivities conducted by national or state banks is an 
entirely legitimate issue. But tht: solution is"not to deprive national banks of their current 
powers to conduct activities that may be found to be part of or incidental to bankingjus1 
because those activities may also be labeled "insurance" activities. Section 151 should be 
IIIIlCDded by modifylng the provlsions unduly restricting bank powers, !llld by changing 
the issue to be detemrined by the National Council to whether a particular product should 
be regulated as an insurance product or a banking product. Tbjs waul<! preserve the 
states' role in reguJating inSUrance activities while not undermining the national bank 
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Section l51's use of the term "product" (in addition 
restrictive. 

,, ' 

"activity") is also unduly 

The procedures prescribed by section 151 are serious! fl8wed. The process by! 
which the National Council on Financial Services would revi state insurance 
reEtJiators' challenges to CCC rulings on permissible insurance roducts is unduly 1ime.­
consuming and cumbersome. ln an effort to mitigate some ofth defects of that process, 
section 151 would have the Federal Reserve Board detennine wh ther a petition presents 
a substantial question for review by the Council. But that use of e Federal Reserve as a 
gatekeeper for Lhe Council and check on the: OCC is objectionabl And section J31, by 
requiring the Federal ReseJ;Ve to defer to state regulators in inte~preting state insurance 
law, would defeat the ostensible purpose of such scrcenin~ by virtually assuring that any 
state regulator's petition would present a substantial questJon. 

The bill would a/so retain current Jaw regarding the insurance agency powers that 
national banks can exercise directly. including the,l"estriction on offering insurance only 
from towns. whose population does not exceed 5,poo. We strongly believe that 
mel!llingful !mancial services reform should !erJlOVe such outdated and cwnbersome 
barriers to competition and permit national banks to conduct full insurance agency 
activities from any location as long as they do ~o in accordance w:ith stale law generally 
applicable to all insurance providers in the state. (Roughly half of the states pennit their 
state-cltanered banks to sell insurance without regard to local population size lind without 
having to set up separate subsidiaries or affiliates.) 

Similarly, there is no reason to prevent financial subsidiaries of national banks 
from engaging as principal in the full range insurance activities. The subsldiaries wou]d 
be subject to state law applicable to insurance providers in the state. The capital 
deduction and other sll[eguards applicable to such subsidiaries would protect the parent 
bank from any risks in the subsidiary and preveut the subsidiary from having funding or 
other competitive advantages over other insurnnce providers. 

SCction 15J(c), which would generally prohibit national banks and thcir 
subsidiaries from underwriting or selling title insurance, is a particularly egregiDus 
example ofspccial~interest protectionism. I fits goal really were consumer protection, 
then it logically should apply to national and S!Stc banks alike. Yet the prohibition would 
single out n.ational banks, whlch are strictly regulated and have long engaged in selling 
title insurance. 
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National Couudl on Fiaaadal seJ,.Jces 

We supp~ creation of a :National Council on Financial Services, but we have 1 

several concerns about provisions of the bil.l relating to the Council. Se~tion J2l(b) 
would provide for the appointment of one individual with experience in state-level 
securities regulation, one individual with eXperience in state-level bank supcrvisiori, and 
two members with state-level insurance regulation. We belieVe that one insurance 
member would suffice. 

The Banking Committee's changes in the membership of the Couricil, togethe. 
with the creation of an AdvisOiy Council on CoDUllunity kcviralizaticm., would 
significantly increase the oosts charged to each member agency. The Treasury's proposal 
contemplated seven ageJlcy members and one appointed member, whh the member 
agencies sharing the appointed member's expenses pro rata. Section 12J would provide 
for six ageucy members and four gppointed members. Section 1.23 creates an Advisory 
Council with five additional appointed members., 'The bjll specifics that the six member 
agencies would. pro rata, bear the expenses of all nine B]JPOinted members. Budget 
authority is needed to cover at least iome ofth~c eXpenses. 

Finally. section 123 does not clearly speci:fY.the duration oftbe Advisozy Council. 
It implies that the Advisory Council will have"a limited life. since membcri will be 
appointed .. for the life of the Advisory Council" and since !he Advisory Council's 
reporting obligations terminate a&r five years. We recommend inc:lusion of a sunset 
provision to take cfl"cct at that time. · 

Bank HoldJog Company Capital 

Section 133 of1he bill would give the Fedcra! Reserve Board excessively broad 
authority to impose capital rcqWrcrncnts on bank holding companies. Despite captions 
that suggest signi:Jicant constraints on the Board's discretion (c.~: .• "Focus ON I>OUBLS 

~VEIVr.GE"), that discretion is essentially open-ended. We urge the Committee to strike 
this section- and tbuspresc:ve current law:... orrepi.Uitwith sccticm 143 oftbe 
"fu:aswy pmposal2 

~·~"~~~ 
'Nm•"""•-u""'~'"-"""'~mnww~piW~In~ 

companies, section IOJ would removt1hc lUI mlllningful ~ctionl on c:mnpa~ies controllinJ 
· gnmdfathcred nonback banks, while )JJC$Crling thc:~H companies' complete cxemptim from. bank 

holding company r.gulatioo. 
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Wholetale Filaa~dallnstitutions · 

Sections 1_61 and 162 of the bill, dcaH g with wholesale fi~~cial institutions 
(WFls).arcscriouslyfJawed. Wcur,cetbe,:C iucetosubstitutbsections_J71,172,and _ 1~ 
J7JoflhoT ... aswyproposw.(~ ,, ?., ·~~~·~ 

DlscrimlnotoryPolky-Setring w- -~ '6-- ·-- l,rn~ C, ~ 

Section 161 of the bill would essentially g c the Federal Reserve cx.clusive. ~ 
control of policy relating to WFis -- including rul ing. other stan.dard-seuing. and ~· 
exemptions- even if the WFis have nllticmal bank cb • We strongly object to this ~ 
subversion of the dual bllllking system. The sectioc sb be modified to give the t.U F:[ .S 
FcderaJ Reserve and the Comptrollc:t oftbc Cunency joint lemnk'pg pJdhod~ L _ 1t • 
regarding such matten as capital standards, capital categories for prOmpt corrective GAt.,~ 
action, and exemptions from other laws, The Fede:raJ Reserve should have unilateral ~ 
authority to protect tbe payments system (in addi~on to the Board's existing authority) by ~ \ 
talting into account the financial condition of a WF~'s affiliate when setting credit limits (.tO e. ~ 
or by prescribing special clearing baliUice n::quifemcnts for WFis. ~ ~ 

lnadequatf!Safegllards ;; ~~~ 
Scdion 161 ofthc bill CODtairu inadequate safeguards to protect consuJllCI:S; ~~ <f"-" 

payments systA;m, and the taxpayers. The Fede.ral Reserve Board may exempt WFis 
most provisions of law (i.e., thOse other than the WFI statute) as IOQg as the Cxemption.is 
"not inconsistent'' with a vague set .o~ objec?ves, which J.D~Iude ';the protection of..tl_le. , · 
deposit insutance fimds" and "'the protection" of creditors and other persons ..• ttngagcd in 
traDsactions with., WFls. Similar objectives govern the process of setting capital 

· forWFis. The"minimum~·er italnrtio"'imposeslittleCOII51nlinton 
bocause ''tier 1 capital"' · lllory cons'trucr: meaning what · 

uy · means. By cont:rast, (g) and (b)(3) oflhc Treas·tuy proposal 
• clearer requin:IllCnts 1gned to protect the taxpayers lllld the financial 

risks usociated wl1h WFls' access to the payments system and the discount 
win , and to minimize !lDY mora! hazard related to that aCCQs. %~ 

Section 161 would in cffectpennitWFisto serve: retail---· .et: 
deposit insurance and consumer protcetions. Jt would rcquirc·~:S,.t" of 
$100,000 or more in a WFI, and would pemrltthe WF1 to derive up to 5 percent of its 
total dcpositll from accountll with initial deposits of less than SlOO,OOO. The bill shouJd 
be amended to sercen out retail customers. Section 171(1)(1) oftbc Treasury proposal 
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I :T• 
would require a $100,000 minimurr:i balance, with no 5 percent leeway. ~ 
o~al effe:el::i el; mecn Mt•cl:ai/euswmCJ:?.-WeaJsobelieve 
that regulators should be able to exempt a WFI from the consumer protections of section 
112 only if they .specifically determine that the WFI does not sell investment products to 
customers needing the protections of that section (section 17l(f)(4)' of the Treasury 
proposal). · 

Section J 61 purports to apply to WFls the prompt corrective action provisions of 
the Federal Deposit Insurance Act. But those provisions have as their lodestar the 
purpose expressed in section 38(a)(l) of that Act: namely, "resolving the problems of 
insured depositol)' institutions at the least possible lOng~tenn loss to the deposit insurance 
fund." Because WFls are uninsured, this purpose logically does not apply; it certainly 
fails to provide clear guidance for dealine with WFis. Section 17l(e){2) of the Treasury 
proposal would avoid this pitfall by specif)•ing that, in the case ofWFls, the purpose of 
prompt corrective action shall be to protect t!!Xpay~ and the financial system from risks 
associated with WFls' access to the payments system and the Federal Reserve discount 
window. 

Insolvency , ~ 

~reasury proposal (sections 17J(i)' and 173) ~failed WF!s 
would be resolved under the Bankruptcy Code- thus sending an important signal to 
capital markets lhat Creditors of\VFJs should not exp~ troubled 5-e srtcial 
treatmcnt,asiftheyweretoobigtofail.~ A-'~- 6 =t:::~ 

4>141.&.0 j).,{J... +, ~ 
WFIHoldingCompany.Regulation -\-2......:..-~ 1 

The bru would subject WF1 holding companies (i.e., companies that own a WFI ~ ~ 
but not an FDIC-insured depository institution) to regulation under the Bank Holding ~"i 

Company Act. Despite the c"1reme complexity ofthe WFI holding compaity provisions, ~ d~ 
it is not clear whether they provide much more flexibility than other provisions of the bill, ~ j-
notably those that (1) define a ~road range ofinvestm~t activities, including merchant ~- "-
banking, as financial; (2) pernut a qualified bank holding company to derive IS percent of '3 
its revenues from nonfinancial activities; and (3) pennit a nonfinancial company to ~ 
control a full-service, FDIC-insured bank with revenues up to 15 percent as large as its J :_ 
O\VIl. For example, section 162 refers to ownership of nonfinancial companies that 
"would not otherwise be permitted under this Act," and yet requires that the nonfinancial 1~' company be "sufficiently small such that the fmancial nature ofthe bank holding ~ ~i 
company is unaffected" anrl suggests that the holding company should generally derive \:i , ~ 
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no more than S p~cent of its revenues from such companies. It is difficult to determine 
how the WFI provisions relate to the rule permitting a qualified bank holding company to 
derive us to 15 pt;rcent of its revenues from nonfinancial Elctivities1- and whether they are 
more restrictive.or less restrictive. Likewise, although section J 06 would permit a large 
nonfmancial company to control a full-service. FDIC-insured bank, section 162 would 
not permit such a company w control a WFI. 

We see no need for the bill's restrictive complexity. Under the safeguards 
provided in sections 171-173 of the Treasury bill, there is no need to apply the Bank 
Holding Company Act to WFls with no FDJC-insured affiliates. An acceptable 
alternative might be to limit ownership of WFis to companies that derive a specified , " , ~ 
percentage of their domestic gross revenues from financial activities. Requiring, for I~~·~ 
ex~~P_le, that a comP.any derive at least 50 percent of such ~ev~u~ from fi~ancial ~ 1 
actiVIties would prov1de strong assurance that only compames sJgnJficantly mvolved in c_o;J- o 
providing fmMcial services would own 'WF1s. 

Functional Regulation 

Bank-Issued Securities 

' Unlike sections 205 and 206 oflhe Treasury proposal, the bill does not transfer 
oversight ofbank-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 pwt the banking regulators already 
administer these functions comparably to SEC regulation. Where different treatment of 
banks and nonbank issuers ·may be necessary for safety and soundness or other reasons, 

=:~~:X~~;:a:~=~~:i::~J!:gs~~!:u~X~~?:~~ 
efficiency in government and reduce regulatory costs. lt would be consistent with the 
goals of functional regulation by ensuring uniformity of regulation and enforcement 

Authority to Define Banking PrO'ducts 

Section 152 ofthebill authorizes the Federal ResetVe Board·- rather than 1he 
NationaJ Cotmcil on Financial Scn•ices -10 decide whether a product is a "banking 
product" exempt from brok.e<-dealer regulation Wlderthe Securities Exchange Act, thus 
potentially giving a sinsJe banking agency £l 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 thal directly affects its mission, excludes 
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the views of the other banking regulators even though the determination nppJies to 
depository institutions within their primary jurisdiction, and 9cnies the Council disp~te 
resnlution authority for which it is well designed ~ 

A better approach would involve a joint detennination of the issue by the SEC and 
the bank's primary federal regulator, with the Council resulving any disputes (as 1,mder 
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 determirtatiou. lfthey were unable to 
agree, the Council would be the appropriate arbiter because its membaship would 
consider the issue from a broad financial services persp_ective. 

Section 152 specifies that, for purposes of the banking-product exemption frori) 
broker-dealer regulation, swap agreement~ are banking products unless the appropriate 
federal banking agencies determine that "credit swaps and equity swaps" should not be 
included. In our view, the status of swap agreements for purposes ofbroker~deal~r 
regulation is sufficiently unclear that it should be resolved in due course by the banking 
regulator;; and the SEC jointly (as under section 207 of the Treasury proposal), with the 
Council as a back-up, rather than by statutorily defining swaps as a banking product. 

Municipal Securities Regulation 

Unlike sections 201 and 202 of the Treasury proposal, lhe bill does not exempt 
from broker-dealerrcgulation banks' municipal securities activities, includmg acti\•ities 
involving general obligation securities that banks have long conducted under the existing 
regulatory framework. We believe the existing regulatory framework should b~.: 
preserved, and extended to municipal revenue securities, by including the exemptions we 
have proposed for municipal securities activities. Tile established sy~tem has worked 
well and does not require modification. 

Requiring Deferettce to tht: SEC and State Insurance Regulators 

New section 5(c)(5) of the Bank Holding Company Act, added by section 131, 
creates uncertainties regru-ding the Federal Reserve's regulntion ofbank soxurities and 
insurance activities. Read literally, it would requin:: lhe Federal Reserve, in administering 
the Bank Holding Company Act, to: (1) defer to the SEC reg;nding "i!ll interpretationS 
and enforcement" of applicable Federal S~:i;urities laws relating to broker-dealers, 
investment advisers, and investment companies; and (2) defer to the relevant state 
insurance authorities regarding "all intcrpn .. -tations and enforcement" of applicable state 
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insurance laws relating to insuran~ companies and agents. While we nonnally would 
expect the Federal Reserve, as a mattcrofregU]a!ol)' comity,lo provide some deference 
to the SEC and st;ate insurance regulalors, the amendment could inappropriately 
undcnnine the Fed's exercise of independent authority under the BHC Act. 

Ibis section, when taken together with the powers_ of national banks in section 
151, would further confusion over regulatory authority. Sec1ion 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 
detennine that the Comptroller's positions had more merit than those Ortht~ 

~· ~~~ 
National Association ofRegistered Agents and Brokers \ooJ..vvd \--o ~ ~ 

1 We see logic in establishing a self-regulatory organization for insurance 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-- e .. g., by discriminating against 

agents and brokers be>:ause tl!ey rue affiliaZ: ~depository ~tutions. s~ti~ 

~ Title IV not only fuils to prohibit such discrir.but wo~~y facilitate ~ 
~\ it. The new self..regulatQry organization, to be known as the National Association of 

\ 
Registered Agents and Brokers (NARAB), could adopt unifonn licensing standards for 
sellers of products that any state labels as "insurance." Because Congress would have 
specifically authorized this rulemaking, depository instiMions could no longer use the 

_ J principles articulated in the SUpreme Court's Barnen decision to utLnck NARAB 
)- standards that are discriminatory in puzpose or effect. 

Federal Home Loan Bank System 

The F~eral Home Loan Bank System has structural flaws thai raise serious policy 
and safety and soundness concerns. Changes in housing fmance, technology, and the 

~~:~e;~~~=ba::; ~eS:~=~~:~~ee~~:::e~;~f::o~~;:~~:~o~~;;:y~ fn ~t~f 
Con9id;a:, fQ:r ~MR?p1 e +be fQ!Iowingfuree poi 1r iiBt there is no effective mechanism 
for assuring that borrowings by tht: System, as well as advances by the Syslem to its 

mcmbers,directlypromotetheSystem'spu>bbl~io~p~wpr;os:"~·;.:,~~~~~CSS';mn 
had $303 biJliOD in outstanding liabilities but IOn m advances. The 
remalnrler fund · · · unrelated to the 
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• Wereco&Diz.c·lhe­
corJcems raised by some cDJTUnunity institutions that the 10 percent whole Joan test may 
be difficult to meet and we recognize that some small difpOsitocy institutions believe they 
are tacing increasing difficulty obtaining funding. Thus, we suppon ca.slng, to some 
extent, FHI..Bank ae«Ss for small institutions. However, we believe that SlOO million is 
asufficientcutoffpointasilwould ab~6200b~nearly100Qt ' 81ld 
0,000 credit unions. 1.011 ~ ScSl 

·..,......""'~lao~ 
In a ilion to these fundamental changes, the Treasucy believes other aspects of O't.r'e\. LC"'OO . 

the bill could be significiiD.tly imprOved. While the bill proposes numerous changes~ ~ - .. :·: 
increase the. permanence of the FHLBanks capital structure, it could be improved upqn by 1e /R!! .... 
tightening the sto~ redemption rules. The bill should also include prompt corrective ~ ~; 
action rules pamUcJ to those applicable toFDICinsurcd depository institutions. · 

·Excessive c:omp~Blion ofFm..Bankofficers sboul.d be checked by establishing pay 
comparab.ili1y With Federal Reserve Bank officers.. Finally, since the Finance Board's 
revised oveosight responsibilities wm be Jess time COIUiliilh!g. we rc:comm.cnd that two of 
the appointed directors be made part~time (leaving the Chainnan as the only full-time 
memba- oftbe Finance Board). 

FDIC Board 

Jn tbe 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 cfDirectors 10 the thrcc-member configuration it had for S6 years until 
1989 (when tbeOTS was established). This included 12 years with a fbrec>..membei 
board fully subject to the Govcnunc:::nt in the Sunshine Act. 
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Section 334 oftbe bill would, at an additional cost of over $1 million annually, 
maintain P. five-member Board of Directors. No showing has been made that the FDIC 
needs a five-member board to get its work 4one. Indeed, the only case that has been 
advanced for the five-member size has been· the agency's desire to avoid the constraints 
of the Government in the Sunshine Act. WC: believe that. to be an inadequate reason to 
justifY the expenditures involved. The federal government currently includes at le~t 

~~:ne:~;;~~~~n111~!=s~~:~~:;:~S:~:~i~~~:i~s;;~~~c~~;~~~=~ 
Safety ;md Health Review Commission~nsiori Benefit Guaranty Corporation, all road 
Retirement Board, and Tennessee Valley AUffiOri·llC. ----.,--";---
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THE WHITE HOUSE 

~ May18,1997 

MEMORANDUM FOR THE ~IDENT 
FROM: TODD STERN 

SUBJECT: Financial Services Modernization 

THE PRESIDENT HAS SEEN 
::;~ 1q -q I 

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. If you agree. Treasury will, tomorrow, put out some 
advance word on the Rubin speech. 

The attaclled 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~ review of 
action on the Hill. (Pages 5~14 go back over the five key issues in depth.) In.temaiJy, there is 
consensus on Treasury's proposal among all involved agencies- NBC, Commerce, Justice, SBA, 
OMB, CEA, DPC, and Leg. Affairs. 

The rwe key issues and Treasury's answers, in a nutshell: (l) Should banks be allowed to 
affiliate with other financial service companies (e.g., insut1Ulce, 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 qffiliation with non-financial 
firms differently; (2) should diver-sified 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 7 5% of total holding company 
assets, or (iii) bank subsidiary falls belaw ''we/1-capitaliMI" category; (3) should the CRAbe 
extended beyond banks and thrifts? No. Infeasible and possible damaging politically; (4) should 
strong consumer protections be written into new legislation as distinguished from being left to 
regulation? Treasury would require bank regulators to adopt regulations to protect consumers, 
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 ext~ the CRA to nondepository financial institutions, 
such as insurance compani~or mutual funds, could render an overall bill dead on arrival. 

ApprovcTreasuryproceOOing~ Disapprove_ Discuss_ 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

May 16, 1997 

MEMORANDUM FOR THE PRESIDENT 

FROM: Robert E. Rubin~ ."<'... (1.. • 

SUBJECT: Treasury's Financial Modernization Proposal 

'Sf MAY 16 PM2:31 

THE PRESIDENT H~S SEEN 
"'_:,-I Cj- C(f 

I would like to share with you a few observations ofmy own in addition to the views represented 
in the attachOO memorandwn from the National Economic Council. 

Over the past nine months, the Treasury has carefully reviewed the political and"t't'licy 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. I and my 
staff will manage the process of advancing the proposal. and with due regard fur 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 suggested using financial modernization legislation as a vehicle fur e>ctending 
the Community Reinvestment Act to nondepository financial institutions (such as mutual funds 
or insurance companies). We believe that such an extension is neither practical nor politically 
feaqible -- and could, in fact, render any financial modernization 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 WHITE HOUSE 

May 16,1997 

THE PRESIDENT HAS SEEH 
s-J q-q1 

MEMORANDUM FOR THE PRESIDENT 

FROM: GENE SPERLING 

SUBJECT: 

The attached memorandum asks you to authorize Treasury to proceed to announce and 
submit their financial services modernization proposal. Secret:aiy Rubin intends to 
introduce the proposal in a May 21 speech, and to testify before the House Banking 
Committee 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 swnmarize 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 ad vis on; are in unanimous 
a'greement that Treaswy should proceed with its proposal as outlined in the memo. 
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PATTON 80665 llP 
llHIHI! AI lAW 

' ~ber15,1999 

JacksonT.Dunn 
Associate Director for 
Business Outreach 

116 Old Executive Office Building 
Washington, D.C. 20501 

Dear Jay: 

2550Millrwt,NW 

WilstiP(I!Drt,DC20031-13:0 

R<>henC.j"""" 
(202)4'17-f>olll 

~""""bo§go."""' 

On behalf of my client Kendall-Jackson Vmepcds and Wmery, I am wricing to bring your 
attention to the internet wine shipping provision (referred to as the ~Byrd provision") which is 
included in the Senate pas&ed version of the Juvenile Justice bill, HR. 1501. This special interest 
provision, which we discussed when Pete Downs and! met w:ith you on September 16, is 
cumotly pending before the conference committee. As Pete and I mentioned, this provision is 
not ocly adverse to small Amer.i®l wineries who legally ship their product across state lines to 
conswners, but also to the emerging virtu:d market-place occurring on the internet. 

When Pete~ in Washington, we also met -with several Members of Congress to express 
our concerns with the provision and explain the efforts within the wine indusuyto 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 pun:hase of vvine 
mher than to enact broad legislation that is, as a practical matter, intended to chill the Iegru 
shipment of wine to aduh consumers. 

We are pleased to be able to report to you that several Members of Congress recently 
took up this calllie, and sent a leuer to the President encouraging him to veto the confereno: 
report if it- contains the harmful provision. I have included a copy of this lett~r. 

Numerous other interest groups and corporaricns have expressed their similar concerns 
with these proposed limit:ttions on e-commero:, including the Elc:ctronic Commerce Association, 
Mothers Against Drunk Driving, the Wme lnscitut~, the American Vimoen Association, the 
Association of Ouliru: Professionals, The Direet Marketing AssocWiop, MCI WoddCom, 
PSINet, America On Line, AT&T, and the Intel Corporation. 

\\ 

We und&-stand that there is a strong likdihocd that the President will veto whatever 
COme'l out of the Juvenile justice bill oonfereno: on grounds unrel:u:c:d to the internet wine 
provision. Nevenhdess, we strongly hope that you will recOliliillllld that he also stllte his 
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PAI!ON BOGGS uP 

J~nT.Dunn 
October 15,1999 
Page2 

\\ 
ooo.cenu fo_rthe_ deletcrio~ df~s of U:e Byrd provision in announcing his_ rationale for vetoing 
the underlying bill (assunung this scenano ukes place). Ple.ue let me know JS there U anything 
fwiha I can do in this reg.:rn:l. · , 

In addition to the con~ssionalletter to the Presidc:nt mentioned above, I have also 
indudt:d: 

a letter Kendall-Jackson sem to Chairmm Hu~ in March, 1999 regarding the ~Byrd 
Amendment's. potential cffeets on the winemiling indusuy; 
a letter from Senator Feinstein to Chairmm Hatch expressing her concerns regarding the 
Byrdprollls.ion; · 
a letter from Mothers Against Drunk Driving disas.sociacing itself from supporters of the 
"Byrd Amendment" and rejecting its langu...ge; 
a !mer from the Wine Institute md the American Vintners Association to Chairman fucb 
expressing opposition to the "Byrd Amendmenl;" 
a letter from the Electronic Commerce ~iarion to O!.ai:man Henry H)'± regarding 
concerns specifically related to internet commerce; 

a later from the lntd Corporation opposing the "Byrd Amendment" for creating a bod 
precedent for unfettered internet commerce; 
a !mer from several technology associations and companies to Senator Hatch and 
Congressman Hyde expressing com;erru that the internet a.kohol s:l.les proviliion will impede 
leg:dintemetcommerce; 
an outstanding two--part W;ill Str@ lou."llal feature on the wine industry and t~ history of 
dte nation's current :l.lcohol distribution system; 
an editori:l.l from the Wall Street Journal opposing the nationwide trend towards felonies for 
wine consumers and shippers; 
an editorial from~ criticizing the legisl~ve goals and misleading tactic.s of the 
wholesalers and distribute~ lobby a.s they relate tO restriaing consumers' di.rea ~CC$$ tO 

wine and beer producers. 

In !>Wf1, we urge you to encounge the Administn.cion to oppose the Byrd provision in its 
current.form. We think thattlW is$Ue meriu the President's involvement, given the importance 
of promoting unfettered grov.'th in e-commcrce, and we are hopeful that the President will 
strongly eOWlciatc hi~ oppo~ition LO broad init..iaJ..ives aimed at chilling legitimate e-cornrna-ce. 
Funhermore, we believe that regardles:s of the final outcome of the Juvenile Justice bill, it is 
highly likely that dte proponents of rcstcicti\-e wine sales legislation will continue to press this 
issue, most likely in the form of Congressman Scarborough's stand-<~.lone bill, HR. 2031. We are 
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PAllON B066Sttr 

t=r lc;~ 
Robert C. Jones 

Attachmrcnls 
Edgar B. "Pete" Downs, Vice Presidt:nl 
Kendall-Jackson Vineyards and Winery 
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tJ EllenS.Seidman 

Rocord Type 

Anno \11. Gomez.'OPDILOP 

Kathlee.~ M. Wallman/WHO/EOP 
Subject: Fina11cial servcies- status note for Gene 

Anna is working on sGheduling anot'ler princ1pals meeting for Tl1ursday It's bf!ginning to converge 
on 6:00PM 11 we're to get Rubin-- which I believe 1s ABSOLUTELY essenl1al 
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