Banksfail to get in on the Act

The take-up rate among international banks to become financial holding companiesin
the US has been relatively low. Raphael Soifer* explains why heis not surprised.

From the end of last June, most mgjor US banking groups have filed dections to
become financia holding companies under the terms of the GramnvLeach/Bliley
Financid Modernization Act 1999 (GLB). However, only 14 foreign-based banking
groups have done 0. Four of those are Canadian, oneis based in the Cayman Idands,
and only one— HSBC — isBritish.

One securities firm — Charles Schwab — and no US insurance companies have
elected under the Act to date, except of course for Citigroup, the desire of which to
legitimiseits birth without divesting its US insurance underwriting businesses gave the
Act its primary impetus for passage.

Why so few? Some of the reasons have to do with particular features of the Act
itsdlf, or of proposed regulations, which various companies see as being unfavorable to
thar interests. From the viewpoint of international banks doing businessin the US, some
of these include the proposed balance sheet |everage requirement; the proposed way of
implementing the “well-managed” standard; and the proposed limitations on merchant
banking activities. All of these are currently being reviewed by the Fed and the OCC as
part of the coordinated rulemaking process prescribed by the Act.

However, | beieve tha the most important reason isasmple one: most
internationa banks, securities firms and insurance companies have not chosen to become
financia holding companies because they have not yet seen a compelling advantage to do
0.

Asfar as| am aware, gpart from Citigroup, only two significant mergers have
taken place under GLB’ s provisons. Charles Schwab's acquisition of US Trug, aleading
private banking firm for wedthy Americans, and the recently-announced purchase of
PaineWebber by UBS. Lawyers suggest, however, that both transactions could probably
have been done without GLB, with only rdaively minor changes.

Asfor Citigroup, it is believed it had contingency plans under development to sl
those underwriting businesses had the Act not passed intime. At least inthe US,
insurance underwriting is not that attractive a business in terms of risk-adjusted return on
cgpitd (RAROC). Thered money is made mogtly in the marketing of insurance
products, something which Citigroup could have continued to do had GLB never been
enacted.
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Jake Garn, the Republican senator from Utah who was one of Senator Phil
Gramm'’ s predecessors as charman of the Senate Banking Committee, once observed that
the Congressiond legidative process tends to follow developments in the marketplace,
with alag of gpproximately 10 years.

It would have come as no surprise to him, then, that GLB hasthus far been
followed by so little change in the US financid landscape. Mogt of the related changes,
he would point out, occurred long before Congress got around to ratifying them through
thislegidation.

Chief among these was the ability of bank holding companies to enter investment
banking through the establishment of so-called Section 20 subsidiaries. Thishasbeenin
effect for about ten years, during which banks have had growing freedom to acquire
invesment banking firms. Indeed, most banks which have wanted to enter investment
banking in the US have dready done so through Section 20. It has been argued that any
bank whaose shopping ligt in thisfield has not aready been filled has arrived at that
condition not because of regulatory congtraints, but primarily because of a shortage of
available, willing sdlers, especidly among the large bulge- bracket firms whose
franchises are so desirable.

While Congress was congdering this bill, prominent spokespeople for investment
banking firms argued, correctly enough, that Section 20's playing field was inherently
uneven: banks were permitted to buy investment banking firms, but generdly not vice
versa

However, with the exception of Schwab-US Trust, a transaction which could
probably have been structured to comply with prior legidation, no such acquisitions have
yet taken place.

Merrill Lynch recently began offering FDIC-insured deposit accountsin Merrill
Lynch—owned banking indtitutions to its US private dients that hold more than $100bn of
third-party money market instruments through their Cash Management Accounts. This
program was launched June 1%, and approximately $10bn of additional deposits were
produced in the firs month done. It isintended to result in lower funding codts for
Merrill Lynch, aswell as dightly higher yields for the clients than they had been
receiving before.

However, Merrill Lynch is doing this entirdy under previoudy-exising
legidation, which has long alowed securities firms to own thrifts, industrid banks and
samilar depository inditutions which, in effect, can do virtudly anything for a private
client that aregular commercid bank can do. Indeed, Merrill Lynch has not even gpplied
for financid holding compary status under GLB.

One of the clearest lessons from gpplying RAROC analysis to banking is that
holding large corporate loans on abank’ s books is a very effective way of destroying
shareholder vaue. Banks which make good money from such lending do so by



originating the loans, sdling them on to others, and capturing as much fee-based income
from their corporate clients asthey can. Chase Manhattan, for example, retains only
about 8% of the corporate loans it originates.

Investment banks are no different. While they must compete with the likes of
Chase Manhattan and Bank of Americafor corporate finance business, their loan
syndication departments have even less desire to hold loans on their books than the banks
do. For therr shareholders, acquisition of acommercid bank with alarge loan portfolio
holds little attraction indeed.

Wheat the brokerage firms mainly wanted to get through GLB was the ahility to
acquire banks with large trust departments, so they could do a better job of helping their
afluent private clients with estate planning and smilar issues, and thus improve their
chances of holding on to the assets when the generationd wedlth transfer takes place.

However, the shares of US trust banks tend to trade at price/earnings multiples at
least double those of brokerage firms, so the economics of such an acquisition are
unlikely to work for the buyer. Charles Schwab isamuch larger firm than US Trugt, and
the valuation of its shares was grestly increased at the time by the dot-com phenomenon
gnceit is, among other things, the world' s largest online broker. All the Merrill Lynches
and Morgan Stanleys of the world could do was watch with envy, and in the case of
PaineWebber, get the world'slargest trust bank, UBS, to buy them.

The principa changein the US regulatory environment wrought by GLB isthe
ability of these newly-creeted financia holding companies to own subsdiaries which
engage in insurance underwriting within the US, dongside their banking and securities
subgdiaries. Thishasled to much speculation about the possibility of bank-insurance
company mergers, but once again, except for Citigroup, a unique company with aunique
history, it has not happened.

Aswith corporate lending, the most important reason is shareholder value. As
Dick Kovacevich, chairman of Wells Fargo, putsit, “We don’t have to own the factory to
sl the product.” Heisnot donein thisthinking.

While GLB was ill being debated, some of its strongest advocates were
European universal banks. If a European bank wanted to merge with a European
insurance company, and both had operations in the US, the US separation between
banking and insurance underwriting would require one of the American operations—
ether the bank or the insurance company -- to be divested within five years which in
some cases might prove to be sufficiently onerous to preclude the European merger in the
fird place.

However, as we have dready seen, obtaining financid holding company status
under GLB will impose certain regulatory burdens of its own, the specifics of which
remain to be spdled out as the US rulemaking process grinds on. Whatever the resulting



rules turn out to be, the decision about becoming afinancid holding ompany islikdy to
require agood dedl of careful andyss.

What about the future? In the next few months, US regulators will complete their
rulemaking process, and we will see what emerges. My guess, at this point, is that the
find regulations to implement GLB may be a bit more liberd in some respects than the
origind proposal, but not dramaticaly so. They will probably turn out to be quite
recognisable to anyone familiar with the origind Notice of Proposed Rulemaking.

If that turns out to be the case, it would probably add momentum to a movement
which is dready gathering seam in the US financid services indudtry, cdling for atop-
to-bottom rethinking of the US regulatory structure.

Insurance companies, for example, are currently regulated primarily by the 50
dates, athough there is some federd regulation of certain types of insurance, notably
pensions and other employee benefit plans under the Employment Retirement Income
Security Act, aswdl as by that ubiquitous de facto regulator of nearly every aspect of
American life, the Internd Revenue Service. Should there be explicit federa regulation
of theinsurance industry? Some of the larger companies bdieve it might smplify ther
lives

Should the Federd Reserve System continue have a supervisory role in banking,
or should that be transferred to the OCC, an arm of the US Treasury? Should US banks
continue to have a choice between state and nationa charters, each with different
regulators?

GL B was congructed around the concept of functiona regulation, in which each
function of afinandd holding company — banking, securities, insurance — isregulated by
adifferent supervisor, or set of supervisors, gppropriate to that activity. While that
compromise solution undoubtedly facilitated the Act’ s passage by avoiding potentidly
divisve turf battles among regulators and in Congress, many in the industry (mysdlf
included) bdieve that functiond regulation is actudly dysfunctiond, by requiring and
perpetuating firewals and smilar sructures which tend to defeat the synergies for which
GLB was origindly enacted, aswell as by requiring financid services companiesto ded
with amultiplicity of supervisors, some of which have competing interests with one
another.

Should the US continue down the road of functiona regulation, or would a
unified supervisor such asthe UK’s FSA be a better approach?

Issues such as these are beginning to be discussed under names such as
“regulatory reform” and “regulatory convergence.” Not much islikely to surfacein
2000, an dection year, but preparatory work is aready going on behind the scenes. Look
for this debate to take public shape in the next Congress. Red change, however, tends to
come dowly, after a consensus has emerged, and we seem along way from that today.



