PROPOSED SIA-ABA GLASS-STEAGALL COMPROMISE
Febaayy 26, 1998

Banking Products and Derivatives. The Committee cannot properly evaluate the scope
of the exemptions for *banking products” and "derivative products® because those terms
are left undefined.

o In the Banking Committee version of the Bill, the term banking product could be
expanded by the FRB and thus, potentially could include all debt and derivative
products.

o In the Banking Committee version of the Bill, derivative products were defined
by reference to bankruptcy legislation that was drafted broadly enough to cover
transactions in equity securities.

Thus, under the Banking Committec’s bill, baoking regulators could expand these
definitions to exclude most debt and cquity securities transactions. This would gut the
functional regulation provisions. Whilc onc can argue that such results would not be
likely, the Commerce Committee should insist on enough precision in the bill that it
knows which securities activities will be functionally regulated and which will not.

Private Placements. As drafted, the private placement exception would permit banks
to sell private placements directly even if the bank has a broker-dealer affiliate. Given
that private placements can be sold through a dual employce of the bank and the bank’s
broker-dealer, there is no valid cost basis for extending this exception as drafted. Banks
without a broker-dealer affiliate were exempted to avoid imposing new costs on smaller
banks. Now, it merely gives banks aod brokers the option to conduct business outside
the self-regulatory scheme, which includes substantial investor protections, including
regulation of sales practices.

Also, the proposal expands the definition of "qualified investor” to include an

large class of persons — any corporation with a net worth of $1 million, any
governmental eatity and any natural person with assets exceeding $10 million. Banks
will be permitted to scll these persons sophisticated financial products like private
placements without the protections of the federal securities laws. By making these
thresholds so low, the proposal equates having assets with financial sophistication. It
deems anyone with zero or negative net worth, but with highly leveraged assets, to not
need the beaefits of broker-dealer regulation for these complex products. Also, these
cut-offs are easy to avoid.

Trust Activities. The cxception for bank trust activities guts the trust exception
contained in the Commerce Committee bill by greatly expanding bank security activitics
in this arca. It permits banks to scll securities in a varicty of so-called "fiduciary”
capacities, including as transfer ageot and registrar. However, transfer agents and others
are not held to the high duty of fair dealing required of a fiduciary. This definition is
so broad that it nullifies any effect of the proposed legislative history insert regarding




trust examinations. In addition, trust examinations do not include SEC investor
protections.

Furthermore, banks could charge commissions, so long as they are “primarily"
compensated on the basis of an annual fee or a percentage of assets under management
(which is the way that broker-dealers are often compensated). Moreover, banks would
be permitted to advertise such business, so long as the solicitation is done in connection
with other trust business. These full-scale brokerage activities would be conducted
outside of the protections of and responsibilities required by the federal securities laws,
including the duty to supervise employees.

Safekeeping and Custody Services. The safekeeping and custody exception makes an
uosuccessful attempt t0 use the Banking Committee provision but address the
Committee’s concerns that banks could act as clearing brokers.

The SIA/ABA proposal adds new language to the Banking Committee safekeeping
exception that appears intended to prevent banks from using the exception to act as
clearing brokers. Unfortunately, this language does not work. It knocks banks out of
the exclusion if they act as a "carrying broker” as defined under current SEC rules. This
definition was not designed to distinguish between custodians and clearing brokers;
therefore, to limit its broad application, the SIA/ABA proposal allows banks to act as a
carrying broker “in comnnection with providing custody, transfer agency, and similar
services.” This is circular, and climinates the carrying broker limitation.

Certain Stock Purchase Flans. The proposal would permit banks to effect unsolicited
transactions in the securities of an issuer in connection with that issuer’s employee benefit
plan and dividend reinvestmest plan ("DRP"), and it adds other issuer plans. Banks’
activities in this area would be restricted by: (1) requiring registered broker-dealers to
execute transactions for all types of plans; (2) precluding banks from netting orders in
"connection with plans other than employee plans; and (3) requiting banks’ compensation
with respect to plans other than employee plans and DRPs to be "primarily based on flat
per order processing fees® plus costs.

In other words, banks could actively sell for all kinds of plans, and receive transaction-
based compensation for many plans. This goes beyond banks’ traditional activities in this
area — and gives them a "salesman's stake” for many, if not all, plans.

Trust, Stock Purchase Plans and Safekeeping Exceptions. The proposal adds a new
limitation for the trust, stock purchase plans and safekeeping exceptions that require
banks to execute the trade through a registered broker-dealer, or to execute it internally
in a cross-trade. While this helps limit the three exceptions, it would still allow a bank
to act as an introducing broker and to cross orders between investors and issuers as part
of plans.
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The legislative history accompanying the functional
regulation provisions shall include, in an appropriate place, the
following language:

The exception for trust activitieg requires the bank to
effect transactions in a fiduciary capacity "fully
subject to applicable trust regulations and
examinations.® The applicable trust regulations may be
those of either the Office of the Comptroller of the
Currency ("OCC") or the appropriate State banking
regulatory agency, depending upon the chartering
authority of the bank. Congress intends, however, that
all such bank trust activities will be aubject to
regulatlons and examinations aubstancially similar in

Ecope and fraequency to those of the OCC under its Part
9 regulations.
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