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PROMOTION OF CAPITAL AVAILABILITY
TO AMERICAN BUSINESSES

WEDNESDAY, APRIL 4, 2001

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE
AND GOVERNMENT SPONSORED ENTERPRISES,
JOINT WITH THE
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, DC.

The subcommittees met, pursuant to call, at 10:04 a.m., in room
2128, Rayburn House Office Building, Hon. Richard H. Baker,
[chairman of the Subcommittee on Capital Markets, Insurance and
Government Sponsored Enterprises], presiding.

Present for the Subcommittee on Capital Markets, Insurance,
and Government Sponsored Enterprises: Chairman Baker; Rep-
resentatives Bachus, Biggert, Ose, Toomey, Ferguson, Ryun, Bent-
sen, J. Maloney of Connecticut, Mascara, Inslee, Ford, Hinojosa,
Lucas, Shows and Ross.

Present for the Subcommittee on Financial Institutions and Con-
sumer Credit: Representatives Bachus, Roukema, Baker, Kelly,
Ryun, Biggert, Toomey, Grucci, Ferguson, Tiberi, Waters, C.
Maloney of New York, Bentsen, Mascara, Moore, Kanjorski, J.
Maloney of Connecticut, Ford, Hinojosa, Lucas, and Shows.

Also Present: Representatives LaFalce and Oxley.

Chairman BAKER. Good morning. I would like to call this joint
hearing of the House Subcommittee on Capital Markets and the
House Subcommittee on Financial Institutions of the House Finan-
cial Services Committee to order.

This morning Chairman Bachus and myself have joined together
for the purpose of again reviewing the rules proposed pursuant to
the enactment of Gramm-Leach-Bliley with regard to merchants’
banking activities. Chairman Bachus and I both, along with Rank-
ing Member Kanjorski, realize the significance of these proposals
and do appreciate the modifications made from the earlier pro-
posals submitted last summer to the status of the proposals cur-
rently. Certainly all Members perceive Gramm-Leach-Bliley to be
a significant step toward unleashing the power of markets to facili-
tate economic development, utilize new technologies and create
market opportunity heretofore not possible.

It would appear to me and I am perhaps aware that others still
have remaining concerns with regard to certain aspects of the im-
plementation of the proposed regulations. Certainly we should not
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preclude activities which are currently authorized by law under the
name of modernization and make managerial and cross-marketing
decisions more difficult which are customarily utilized in the mar-
ketplace today.

In the course of the hearing today we will hear not only from reg-
ulators, but from market participants, and I am advised that there
are a series of competitive meetings ongoing so our membership
here today, gentlemen, will be continually changing I am told. But
it does not in any way lessen the committee’s interest in this mat-
ter, nor our attention to your testimony here today.

At this time, I would like to recognize Ranking Member Kan-
jorski, then come back for opening statements.

[The prepared statement of Hon. Richard H. Baker can be found
on page 50 in the appendix.]

Mr. KANJORSKI. Thank you, Mr. Chairman, for the opportunity
to speak before we begin today’s hearing on the promotion of cap-
ital availability to American business.

As the Ranking Democratic Member on the Capital Markets Sub-
committee, I want to maintain the competitiveness of our Nation’s
capital markets. These resources help American businesses com-
pete in the international marketplace. They also strengthen our do-
mestic economy by helping our Nation to remain productive, pro-
viding better jobs at higher wages for American workers, and im-
proving the quality of life for American families.

It is therefore appropriate and constructive for us to hold hear-
ings at this time on the revised merchant banking rules issued by
our Nation’s financial regulators earlier this year. These pro-
ceedings will help us determine whether these regulations run
counter to the purposes of the Gramm-Leach-Bliley Act or whether
they capture the essence of the law’s intent.

During the debate over the modernization law, one of the most
highly contentious issues debated was the extent to which we
should break down the legal barriers separating banking and com-
merce. In Japan, the intermingling of these sectors via cozy
kieretsu combinations probably contributed to the great inefficien-
cies that first produced the economic disorder in their banking sys-
tem in the 1990’s and which continues today. Ultimately, Congress
learned from these concerns and we enacted a law maintaining a
firewall between banking and commerce.

A closely related issue examined in the overhaul of the financial
services industry concerned merchant banking. This term refers to
equity investments by commercial banks in non-financial firms. In
our deliberations, we recognized the importance of merchant bank-
ing in providing equity capital to the private sector, but decided
that for at least 5 years only units of financial holding companies
could engage in such activities. Consequently, the law permits
these units to acquire equity investments in non-financial compa-
nies and to sponsor equity funds, providing that they limit their
ownership positions and do not retain day-to-day management con-
trol of these investments.

In March of 2000, the Federal Reserve and the Treasury Depart-
ment issued interim and proposed regulations to implement the
merchant banking provisions of the modernization act. These pro-
posals generated considerable debate among affected parties and in
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the press. Of particular concern to me, along with many of my
Democratic colleagues, was their effect on small business invest-
ment companies, which bring important capital resources to small
businesses in the communities in which they operate.

Because commercial banks represent the largest source of the
SBIC program’s private funding, concerns arose that provisions
contained in the merchant banking rulemaking, such as the pro-
posed 50 percent capital charge on all equity investments, would
have constricted the availability of financial resources for small
businesses. During our subcommittee’s prior hearing on the interim
rules, I expressed concerns about the effect of the proposal on
SBICs, and urged the regulators to create a limited carve-out
under their merchant banking rules for such investments. To their
credit, the regulators responded to many of my concerns when
issuing their revised capital proposal for non-financial equity in-
vestments in January, 2001.

As I noted earlier, in passing the Gramm-Leach-Bliley Act, we
maintained the firewalls preventing the indiscriminate mixing of
banking and commerce. From my perspective, it remains very im-
portant that our Federal financial regulators strike an appropriate
balance between allowing financial holding companies to engage in
merchant banking activities and insulating commercial banks,
which carry Federal deposit insurance, from the associated risks.

In closing, Mr. Chairman, my colleague in the other body, Sen-
ator Paul Sarbanes of Maryland, perhaps said it best when he
noted that the financial modernization law gave the Federal Re-
serve and the Treasury the ability to jointly develop implementing
regulations on merchant banking activities “to define relevant
terms and impose such limitations as they deem appropriate to en-
sure the new authority does not foster conflicts of interest or un-
dermine the safety and soundness of depository institutions or the
act’s general prohibitions on the mixing of banking and commerce.”
Although I generally agree with his assessments, I believe it equal-
ly important to learn more about the views of the parties testifying
before us today and, if necessary, to further refine and improve
merchant banking regulations in the future.

Thank you Mr. Chairman.

[The prepared statement of Hon. Paul E. Kanjorski can be found
on page 54 in the appendix.]

Chairman BAKER. Thank you.

Chairman Bachus.

Mr. BAcHUS. Thank you, Chairman Baker, for your leadership on
this issue and for convening this joint hearing.

One of the committee’s chief central responsibilities in this Con-
gress will be overseeing the implementation of the historic Gramm-
Leach-Bliley financial modernization legislation. Among the issues
that need to be addressed are the far-reaching financial privacy
regulations scheduled to go into effect July 1 and a more recent
regulatory proposal that would permit banks, through financial
holding companies and financial subsidiaries, to engage in real es-
tate brokerage and management activities.

Though the privacy and the real estate rules are of greater inter-
est to individual American consumers, the merchant banking rules
first proposed in March of last year have enormous consequences
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for the financial services industry and for capital formation proc-
esses that help fuel our economy. Private equity placements and
venture capital investments provide critical seed money for Amer-
ican entrepreneurs whose creativity and energy have helped make
the U.S. economy the envy of the world.

I was one of the Members that felt that, as originally proposed
by the regulators last March, the merchant banking rules were de-
ficient in important respects. Particularly troublesome was the re-
quirement that financial holding companies hold 50 cents in capital
for every dollar of equity investment in non-financial companies.
By setting the capital threshold so high, the original capital rule
served as a huge disincentive for any investment banking firm
thinking of partnering with a depository institution under the fi-
nancial holding structure established by Gramm-Leach-Bliley.

To their credit, the regulators took the criticism of the original
proposal to heart and have come back this year with rules that
clearly move in the right direction. Most importantly, the revised
proposal replaces the rigid 50 percent capital requirement with a
more flexible sliding scale, an approach that increases or decreases
the capital charge imposed on merchant banking investments in di-
rect proportion to the concentration of such investment in an insti-
tution’s portfolio.

But acknowledging that a bad proposal has been made better is
not the same thing as concluding that the proposal was a good idea
in the first place. In my mind the Federal Reserve and the Treas-
ury have simply not met their burden of proof in demonstrating
that additional requirements are needed in the merchant banking
arena. Banking organizations have been making private equity in-
vestments pursuant to other statutory authorities since well before
Gramm-Leach-Bliley was enacted, and have done so profitably and
seemingly without loss to individual institutions, depositors or the
system as a whole. This track record strongly suggests that bank
regulators already have the legal tools needed to effectively super-
vise merchant banking activities of financial holding companies
and bank holding companies without these new rules.

With the welcome improvements made by the regulators, the re-
vised merchant banking rules still place financial holding compa-
nies at a decided competitive disadvantage in relation to firms that
choose to operate outside of that structure. Such a result cannot be
squared with the congressional intent evidenced by Gramm-Leach-
Bliley, which was to encourage, not actively impede, affiliations be-
tween securities firms and banks. This regulatory initiative before
us greatly concerns me.

I yield back the balance of my time.

[The prepared statement of Hon. Spencer Bachus can be found
on page 52 in the appendix.]

Chairman BAKER. Thank you Mr. Bachus.

Ms. Waters, do you have a statement?

Ms. WATERS. Yes, I do, thank you. Thank you very much.

Good morning, Mr. Chairman. I am pleased to have the oppor-
tunity to speak about the promotion of capital availability to Amer-
ican businesses.

As the Ranking Member of the Financial Institutions Sub-
committee, I believe we have a duty to oversee the regulations im-
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plementing the merchant banking provisions of the financial mod-
ernization legislation that became law last Congress. I also believe
that it is important for us to monitor the expansion of merchant
banking activities themselves, to ensure that the regulations are
important, to carry out the intent of the Gramm-Leach-Bliley Act.

I understand that the final revised rules address a number of in-
dustry concerns that were voiced about their original interim rules.
I am pleased that the provisions governing the small business in-
vestment companies will ensure the continued ability of banks to
invest in SBICs, benefiting small business as well as the commu-
nities they serve.

Regarding the larger issue of merchant banking in general, there
must be sufficient oversight of these activities. We have a responsi-
bility to limit the risk inherent in merchant banking and not sac-
rifice safety and soundness in the haste to expand these activities
too rapidly. This intent is crystal clear in the statutory language
of the Gramm-Leach-Bliley Act.

The legislation did permit financial holding companies to engage
in merchant banking activities. Moreover, the bill imposed a series
of prudential restrictions on the conduct of the merchant banking
activity. It required that the merchant banking activity be con-
ducted in an affiliate of the depository institution rather than in
the depositary institution itself or a subsidiary of a depository in-
stitution.

It also required that merchant banking investments be held only
for a period of time long enough to enable the sale or deposition
of each investment on a reasonable basis. Furthermore, the legisla-
tion restricts the ability of financial holding companies to routinely
manage or operate companies held under the merchant banking
authority.

Finally, the legislation specifically granted the Federal Reserve
and the Treasury Board authority to issue joint regulations imple-
menting the merchant banking activities. Merchant banking was
singled out, appears the only one of nine activities listed in the leg-
islation as financial in nature to receive an explicit grant of author-
ity to the regulators to issue regulations. Moreover, the Federal Re-
serve retains this authority under the Bank Holding Company Act
to set capital standards for bank holding companies which include
financial holding companies.

The legislation also explicitly prohibited cross marketing between
the depository institution and merchant banking portfolio compa-
nies acquired under the new authority. I understand that there are
some members of the industry that would want this provision
changed, but the law is clear on this point and should not be un-
dermined through additional changes in the regulations.

While I understand that the industry is concerned about the abil-
ity of American banks to compete in the global marketplace, we
certainly do not want to model our banking policy after the Japa-
nese system, which serves an example to all of what can happen
when the separation between banking and commerce is breached.

I believe these regulations will not prove to be unreasonably bur-
densome and will fullfil the congressional intent to ensure ade-
quate oversight of merchant banking activities.
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During the consideration of the financial modernization legisla-
tion, Federal Reserve Board Chairman Alan Greenspan testified
that, of the nine banking activities permitted in various versions of
H.R. 10, merchant banking should be viewed as the most risky of
those activities. With that in mind, I look forward to hearing the
views of the witnesses and thank you in advance for your testi-
mony.

[The prepared statement of Hon. Maxine Waters can be found on
page 58 in the appendix.]

Chairman BAKER. Thank you, Ms. Waters.

Are there additional opening statements?

Mrs. Kelly.

Mrs. KELLY. Thank you, Mr. Chairman. I want to thank both you
and Mr. Bachus for agreeing to hold the hearing on the promotion
of capital availability to American businesses.

The issue revolves around a large source of capital to many busi-
nesses; and, as we know, capital is the lifeblood of industry. As the
Chairman of the Oversight and Investigations Subcommittee, the
issue is very high on my list of priorities; and I am very pleased
that we all share this interest.

As we are aware, in March of 2000 the Federal Reserve and
Treasury issued two rules for financial holding companies which
contain provisions that run contrary to the language Congress
agreed to as part of the Gramm-Leach-Bliley law. In particular, I
was concerned about the 50 percent capital charge on all merchant
banking activities and I believe that the cross marketing restric-
tions were too severe. I feared that the capital charge would force
divestment from some banks of sound investments which could, in
turn, have negative effects on the economy.

I was pleased to see that the final rule issued in January of 2001
eliminated the hard dollar cap, removed some of the automatic pen-
alty associated with holding investments over the time limits set
by the rules and relieved some of the cross-marketing restrictions.
While it was a good step in the right direction, I believe the Fed-
eral Reserve should go farther.

The rule seems to neglect to take into account the sophisticated
internal risk modeling mechanisms banks employ to accept the
risks inherent in merchant banking activities and the new and ex-
isting powers for bank examiners analyzing merchant banking ac-
tivities. While I strongly believe we must ensure safety and sound-
ness, we must also ensure the law as we wrote it in Gramm-Leach-
Bliley is implemented as we intended.

I want to thank the witnesses for joining us here today to share
their considerable knowledge on these issues, and I look forward to
the testimony and discussing the issues with them.

I thank you again for holding this hearing, and I yield back the
balance of my time.

[The prepared statement of Hon. Sue W. Kelly can be found on
page 56 in the appendix.]

Chairman BAKER. Thank you, Mrs. Kelly.

Does any Member wish to give an opening statement?

If not, I would suggest that we are just under 8 minutes or so
on the matter pending on the floor, that we would recess momen-
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tarily, come immediately back, keep you about 10 minutes, and we
will reconvene our hearing at that time.

[Recess.]

Chairman BAKER. I would like to reconvene the hearing.

Members are on their way, returning from the vote. I am told we
will have about an hour before we are interrupted again, so at this
time I would like to proceed with recognition of our first panel of
witnesses.

The Honorable Laurence Meyer, Governor, Board of Governors of
the Federal Reserve, we welcome you here and look forward to your
testimony. Your comments will be made part of record, as well as
that of Mr. Hawke. Please proceed.

STATEMENT OF HON. LAURENCE H. MEYER, GOVERNOR,
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. MEYER. Thank you, Chairman Baker, Chairman Bachus and
subcommittee Members.

When 1 last appeared here to address the topic of merchant
banking, the Board and the Department of the Treasury were con-
sidering comments on rules we had proposed only recently before
the testimony. As I indicated at that time, our experience has been
that public comments generally provide us with valuable insights
and information.

That is, in fact, what happened in this case. The Board and the
Treasury received a significant amount of useful information that
led us to revise our rules that implement the merchant banking
powers in the Gramm-Leach-Bliley Act. We have also consulted
with our fellow banking agencies regarding the appropriate capital
treatment for equity banking activities. As a result, we have sig-
nificantly revised and again sought public comment on a proposed
capital approach.

Let me provide some background that I hope will put both what
we did and what we have proposed in context.

The Bank Holding Company Act reflects a long-held concern of
Congress that mixing banking and commerce could result in an ad-
verse effect that may reduce the availability of credit to unaffiliated
companies and create a greater risk to deposit insurance funds
and, ultimately, the taxpayer.

As part of the consideration of the GLB Act, Congress considered
and rejected the idea of allowing banking organizations to affiliate
broadly with commercial firms. At the same time, Congress recog-
nized that merchant banking represents a form of ownership of
commercial firms by banking organizations that is functionally
equivalent of financing for small businesses.

To distinguish merchant banking from the more general mixing
of banking and commerce, the GLB Act requires that merchant
banking investments be held only for a period of time to enable the
resale of the investment and prohibits the investing financial hold-
ing company from routinely managing or operating a commercial
firm except as necessary or required to obtain a reasonable return
on resale of the investment.

The final rule adopted in late January of this year focuses on de-
fining these important restrictions. Generally, the rule permits a
10-year holding period for direct investments and a 15-year holding
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period for investments in private equity funds. Many commenters
acknowledged that merchant banking investments are rarely held
beyond these periods.

The final rule also contains several safe harbors and examples of
routine management. For example, the final rule allows represent-
atives of a financial holding company to serve on the board of direc-
tors of a portfolio company. In addition, a financial holding com-
pany may enter into agreements that restrict extraordinary actions
of the portfolio company. On the other hand, a financial holding
company would be considered to be routinely managing a company
if an officer or employee of the financial holding company is also
an executive officer of the portfolio company or if the financial hold-
ing company restricts decisions made in the ordinary course of
business of the portfolio company.

In response to commenters, the final rule provides a mechanism
for allowing specific employee and junior officer interlock in the
limited situation where the interlock does not rise to the level of
routine management of the portfolio company.

The GLB Act allows an investing financial holding company to
routinely manage a portfolio company in special circumstances. The
final rule adopts statutory language in this area.

The final rule also contains several provisions that are designed
to encourage the safe and sound conduct of merchant banking ac-
tivities. The Board recently issued supervisory guidance that out-
lines some of the best practices employed by merchant bankers for
managing the risks of equity investment activities. That guidance
has been well received by the industry as useful and flexible.

In addition, the interim rule contained two thresholds that trig-
gered agency review of the financial holding companies that devote
significant amounts of capital to merchant banking activities. The
final rule eliminates the absolute dollar threshold and contains a
sunset provision that automatically eliminates the entire threshold
review process once the banking agencies have implemented final
banking rules governing merchant banking activities.

I should note that the thresholds may be exceeded with Board
approval, and one experienced investment firm has already re-
ceived Board approval to exceed the thresholds.

The GLB Act contains provisions that prohibits cross-marketing
activities and restricts credit and other funding transactions be-
tween a depository institution and a portfolio company controlled
by the same financial holding condition. Both are contained in the
GLB Act to reinforce the separation between banking and com-
merce and are mirrored in the final rule.

An integral part of our original merchant banking proposal in-
volved the regulatory capital that would be required to support
merchant banking activities. This proposal attracted quite a bit of
comment, and it is an example of an area where we learned from
the public comments.

Together with the other agencies we have developed a new, re-
vised capital proposal. In developing this new capital proposal, the
banking agencies were guided by several principles. First, equity
investment activities in non-financial companies generally involve
greater risks than traditional bank and financial activities. I have
explained in much greater detail our analysis of the risk associated
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with equity investment activities in my testimony last June. If any-
thing, the activity in equity markets since last June has confirmed
this analysis; and few of the commenters on that original capital
proposal disagreed with the substance of that analysis or our con-
clusion.

A second and related principle is that financial risks to an orga-
nization engaged in equity investment activities increase as the
level of investment accounts for a larger portion of the organiza-
tion’s capital, earnings and activities. The grant by the GLB Act of
merchant banking authority to financial holding companies with its
promise of increased equity investment activities was an appro-
priate time to reevaluate whether existing capital charges were
adequate to account for this risk.

A third principle guiding the agencies’ efforts is that the risk of
loss associated with a particular equity investment is likely to be
the same regardless of the legal authority used to make the invest-
ment or whether the investment is held in the bank holding com-
pany or in the bank. In fact, the agencies’ supervisory experience
is that banking organizations are increasingly making investment
decisions and managing investment risks as a single business line
across legal entities.

In light of these principles, the Board and the other agencies
issued a revised proposal that would apply symmetrically to equity
investment activities of bank holding companies and banks.

The revised proposal would apply a series of marginal capital
charges that begin with an 8 percent capital charge and increase
to a 25 percent charge as the level of the banking organization’s
overall exposure to equity investment activities increases relative
to the institution’s Tier 1 capital. These charges are regulatory
minima, and financial holding companies are expected to hold cap-
ital based on their assessment of the nature and risk of their in-
vestment activities.

Commenters, including a number of Members of the sub-
committee, strongly urged the agencies not to impose a higher cap-
ital charge on investments made through a small business invest-
ment company. These commenters argued that SBICs serve the im-
portant public purpose of encouraging investment in small busi-
nesses, are already subject to investment limitations imposed by
the Congress and the Small Business Administration, and have
generally been profitable to date.

Commenters made similar arguments in support of an exception
for investments made by State banks under the special
grandfathering authority preserved by Section 24 of the Federal
Deposit Insurance Act. These investments also have been reviewed
and limited by Congress and are subject to further review and limi-
tation by the FDIC.

The agencies recognized substantial merit in these arguments.
Accordingly, we revised the capital proposal so that it does not gen-
erally impose a higher capital charge on investments made through
SBICs.

The proposal also includes an exception for investments held by
State banks under the special grandfather rights in Section 24 of
the FDI act.
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One of the comments made most often in response to our original
proposal was that internal risk-based models for assessing capital
adequacy better reflect the individual risk profile of individual or-
ganizations than the more general formulas that currently underlie
the agencies’ regulatory capital requirements. We have been work-
ing with the Basel Capital Committee on a proposal, recently pub-
lished for public comment, that would focus regulatory capital re-
quirements at least at large banking organizations on internal risk
models developed by the organization and verified by the regu-
latory agencies.

But neither the banking agencies nor most banking organizations
are at the stage where we can rely on these models as a replace-
ment for regulatory minimum capital requirements. We view our
revised capital proposal for equity investment activities as a bridge
to a robust internal model approach.

The invitation for public comments on the revised capital pro-
posal will remain open until April 16. We will carefully review all
of the comments that we receive so that we may develop a final
rule that will be workable and, importantly, will enhance safety
and soundness.

[The prepared statement of Hon. Laurence H. Meyer can be
found on page 60 in the appendix.]

Chairman BAKER. I thank you, Governor Meyer.

Our next witness is the Honorable John Hawke—no stranger to
the committee as well—Comptroller of the Currency. Welcome, sir.

STATEMENT OF HON. JOHN D. HAWKE, JR., COMPTROLLER OF
THE CURRENCY, DEPARTMENT OF THE TREASURY

Mr. HAWKE. Thank you, Mr. Chairman.

Chairman Baker, Chairman Bachus, Chairman Oxley and Mem-
bers of the subcommittees, thank you for inviting the Office of the
Comptroller of the Currency to participate in this hearing on the
new and proposed rules relating to the merchant banking invest-
ment activities of banking organizations.

Our written testimony focuses principally on the performance of
national bank equity investments made through small business in-
vestment corporations—SBICs—and the OCC’s involvement in the
February 2001, capital proposal, which addresses the regulatory
capital requirements for those investments. Because the OCC was
not a party to the final rule adopted jointly by the Federal Reserve
Board and the Treasury Department specifying the conditions
under which the newly authorized merchant banking activities can
be conducted, we do not address issues relating to that regulation.

Merchant banking is a term with no fixed definition that is gen-
erally used to describe a range of financial activities, many of
which have long been permissible for national banks. For example,
national banks for many years have engaged in the business of
buying and selling securities for the accounts of customers, they
have advised customers on mergers and acquisitions, and they
have represented customers in connection with the private place-
ment of securities—all of which might be considered part of tradi-
tional “merchant banking” activities. The Gramm-Leach-Bliley
Act—GLBA—did not affect the ability of national banks to engage
in any of those activities.
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The rules we are discussing today address only one aspect of the
business referred to as merchant banking, namely, the making of
private equity investments in non-financial firms, in particular, eq-
uity investments having a venture capital character. In this regard,
as well, it is important to recognize that banks and bank holding
companies have long had the authority to make such investments
through SBICs and through explicit permission granted under the
Bank Holding Company Act.

Prior to the enactment of GLBA, no significant public policy or
safety and soundness concerns were raised by bank regulators con-
cerning the ability of either bank holding companies or banks to
make private equity investments under existing investment au-
thorities. In fact, the clear intent of Congress in that far-reaching
new law was to expand the ability of banking organizations to
make such investments in excess of the limits contained in prior
law, even where such investments might constitute control of the
company in which they were made.

As part of a compromise negotiated in the final stages of the
GLBA legislative process, this new merchant banking authority
was limited to bank holding companies for a period of 5 years.
Given the experience of banks in a broad range of merchant bank-
ing activities and the safety and soundness protections included in
GLBA for financial subsidiaries of banks, we did not believe it was
necessary to so limit the new authority. Prudent bank supervision
has been emphasizing the need to diversify the revenue streams of
banks so as to reduce the dependence of banks on net interest mar-
gins. Non-interest income has become an increasingly important
component of bank earnings, and permitting banks to provide ex-
panded venture capital financing to customers, within prudent lim-
its, would serve to lessen the concentration of bank earnings in tra-
ditional loan income. The OCC believes that the elimination of the
disparate treatment for banks and bank holding companies in this
area is appropriate certainly no later than the end of the GLBA-
imposed moratorium.

The OCC’s primary objective in the development of regulatory
capital rules for merchant banking activities was to protect the ex-
isting capital and regulatory infrastructure surrounding SBICs,
which reflects the long-standing congressional preference for these
entities. Many commenters did not believe that the original Federal
Reserve Board capital proposal was consistent with that objective.
That proposal would have assessed, at the holding company level,
a 50 percent Tier 1 capital charge on the carrying value of private
equity investments in non-financial companies held directly or indi-
rectly by a holding company, and would have applied this capital
charge to a variety of existing investment authorities for banks and
bank holding companies beyond the new GLBA banking merchant
authority.

One of the OCC’s principal concerns about the proposal was that
any consolidated holding company capital requirement that would
apply a charge to assets held by or under a bank that was more
stringent than the charge that was fixed by the primary regulator
of the bank would undermine the congressional mandate that bank
capital requirements be set by the primary Federal bank regulator.
Since the primary purpose of holding company capital is to protect
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the subsidiary bank, the OCC saw no basis for the judgments of
the primary bank regulator to be supplanted through the establish-
ment of more strict consolidated holding company capital require-
ments.

I am pleased to say that the revised capital proposal is a signifi-
cant improvement over the original proposal in several respects.
First, the scope of the proposal is much narrower than the earlier
version. It limits the scope of the regulation to specified equity in-
vestment activities of a character similar to those that might be en-
1gaged in by financial holding companies under Gramm-Leach-Bli-
ey.

Second, the new capital proposal is more consistent with the ex-
perience that national banks have had with regard to SBIC invest-
ment activities for over 40 years, during which there have been no
safety and soundness concerns. In view of this record of perform-
ance, the safeguards placed on these activities, and the important
public purpose of encouraging the development and funding of
small businesses, the recent proposal accords SBIC investments
preferential treatment.

The banking agencies have recognized, however, in light of the
substantial growth in SBIC investments in recent years, that sig-
nificant concentrations of private equity investments could poten-
tially result in safety and soundness concerns, just as with any
heavy concentration of assets. The OCC favors the approach adopt-
ed in the recent proposal, that is, requiring stepped-up capital
charges when aggregate equity investment levels exceed specified
concentration thresholds. Thus, we believe that the revised capital
proposal promotes the continued conduct of private equity invest-
ments, while maintaining safety and soundness principles and pre-
serving the intent of Congress to promote bank investments in
small businesses through SBICs.

I would be pleased to respond to any questions.

[The prepared statement of Hon. John D. Hawke Jr. can be
found on page 101 in the appendix.]

Chairman BAKER. Thank you very much, Mr. Hawke.

I would like to start our questions with you, Governor Meyer.

Oh, excuse me, I would be reminded Chairman Oxley has joined
our committee, and I would like to at this time recognize the Chair-
man for any opening statement he may wish to make.

Mr. OXLEY. Thank you, Mr. Chairman; and I will submit my for-
mal statement for the record.

Let me just welcome our witnesses, Mr. Meyer from the Fed and
Mr. Hawke from the Comptroller’s Office. We have had a number
of opportunities to work together over the years, particularly on the
Gramm-Leach-Bliley bill.

I would say to both you, Chairman Baker, and to Chairman
Bachus I thank you for having this hearing. I think we need to ex-
plore some of these merchant banking issues, particularly in light
of the recent changes that were made in the regs; and I guess the
old admonition about doing no harm from the Hippocratic oath
probably has some reference here as well.

We look for a modern financial marketplace based on the tenets
of the Gramm-Leach-Bliley Act, and to a large extent all of us are
working our way through this major change that was made in the
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statute from almost 70 years ago. It is important to have this kind
of hearings so that the members can get our arms around these
kinds of issues that in many cases were just simply not issues be-
fore the passage of Gramm-Leach-Bliley. The merchant banking
issue is clearly one of them, and how the regulators and how the
Congress deals with this will have a great deal to do with how suc-
cessful we are in moving toward that modern financial services
marketplace. So, again, Mr. Chairman, thank you for these instruc-
tive hearings. I yield back, and I ask unanimous consent that my
statement be made part of the record.

Chairman BAKER. Certainly, without objection. Thank you, Mr.
Chairman, for your interest and your participation here this morn-
ing.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 57 in the appendix.]

Chairman BAKER. Governor Meyer, under current law, the Credit
Suisse First Boston now manages, on behalf of Louisiana State
Teachers Pension Fund, approximately a half a billion dollars at
the Teachers Pension Fund direction and from time to time will
make minority investments in firms and as a condition of that in-
vestment establish a restrictive covenant which would allow Credit
Suisse First Boston, for example, but not exclusively, to make man-
agerial changes they deem in the best interest and in accordance
with their fiduciary area responsibility to the pension plan.

As I am understanding the rule as now promulgated, they would
no longer have the unconditioned right to do—they could do it, but
it would come only in consultation with the Fed’s approval. Is that
correct?

Mr. MEYER. No, I don’t think that is correct. The final rule
makes clear that the financial holding companies can engage in
what would be considered routine management in exceptional cir-
cumstances, and you gave one example. When it comes to changing
senior management, for example, because of a change in the stra-
tegic direction of the firm or performance of the firm, the final rule
recognizes that explicitly as one of the situations in which it would
be appropriate to have that involvement.

Chairman BAKER. Let’s explore further what constitutes excep-
tional circumstances. That is the trigger then that would allow the
third party to make strategic changes. Is there a blueprint that you
can go down and say here’s what we can do under certain cir-
cumstances?

Mr. MEYER. We have tried to provide a list of examples, although
we do not claim it is exhaustive, because you can’t in advance
think of all the situations that would be relevant, but to reduce un-
certainties and give guidance. So we have talked about situations
where there was a change in management, where there was a sale
of some business line or where there was a significant acquisition,
where there were significant losses that had to be remedied. It was
a long list, but I think it is a very good list of the circumstances
in which it is important to give the financial holding company the
opportunity to intervene to protect its investment.

Chairman BAKER. Well, my point is that this appears, at least
from an outside reading of the regulation, to restrict conduct which
prior to the January promulgation may have been in the course of
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ordinary business an acceptable practice which now, at the very
least, may be subject to a second look before you proceed to deter-
mine if the Fed’s approval may be necessary. Is there anything in
market practice from your view that warrants this divisional level
of concern?

My view is that the modernization proposal was to enable more
relationships with less regulatory oversight to occur to facilitate
economic growth. It would appear that this, at the very least, if I
agree with your view that there is a list of things that you are al-
lowed to do as illustrative but not exclusive, that there may be
things that you can’t do now that you could do previously without
Fed’s approval, is that a correct summation?

Mr. MEYER. Let me try to work on that.

First of all, the examples that we gave in the modifications we
made in the revised rule reflected careful discussions with com-
menters; and we put into the final rule examples that they gave
us that reflected what is considered to be best practice in the in-
dustry.

Before we even wrote our interim rules we sat down and we
interviewed large security firms and large banks that were heavily
involved in merchant banking to get an idea of what industry prac-
tice was, and we thought of ourselves as codifying best practice in
these areas. Where we found we had overstepped and hadn’t gotten
it right, we tried to do a better job in the final rule.

Now, let’s see, I have lost

Chairman BAKER. Principal point was, are there things which
historically you could engage in which pursuant to the promulga-
tion you may not?

Mr. MEYER. I think the other point that you were making is a
very, very important one. It goes to the tension between Gramm-
Leach-Bliley, making a determination that shouldn’t be a broader
mixing of banking and commerce and then on the other hand pro-
viding authority for merchant banking activities. And the key point
in the legislation, mirrored in the regulation, is that there are cer-
tain restrictions on merchant banking so that it is not the same as
the broad mixing of banking and commercial.

We did not put into the legislation such things as holding periods
and prohibitions on routine management. You have put them in
there. But I presume the Majority put them in there because they
wanted to assure that this won’t become a broader mixing of bank-
ing and commerce. So we are simply mirroring what you did.

Chairman BAKER. Let me, before I recognize Mr. Bentsen, make
one declarative statement. I wouldn’t have done it, but some Mem-
bers did it on the direction of expert financial advice from some-
where.

Mr. Bentsen.

Mr. BENTSEN. Thank you, Mr. Chairman.

I apologize for having to step out during both of your testimonies.
And, Mr. Hawke, I don’t want you to think I missed your testimony
altogether, that that is any indication of where I think you might
be or not be.

Chairman BAKER. Mr. Bentsen, can you pull your mike up,
please?
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Mr. BENTSEN. Looking at the proposed capital requirements,
which I guess was the most controversial aspect of the proposed
rule, how did the Board and the Treasury come up with this new
sort of sliding scale? Is that modeled after anything or was that
just something you all came up with internally?

Mr. MEYER. Well, after the comments came in, we thought that
they justified a total reassessment of our approach to the capital
rule. We began with the proposition that equity investments are
riskier than traditional banking activities and required some addi-
tional capital treatment.

As we worked further on that, we determined that the risk to the
banking institution from the equity investments depended very
critically on how large those equity investments were relative to
the total organization. So, for example, if you have an SBIC that
is 5 percent of the Tier 1 capital, that doesn’t impose much risk on
the banking organization because it is so small relative to the total.
So we decided that what that would justify would be a sliding
scale, where the capital charge would be quite low for low con-
centrations of merchant banking activity but get progressively larg-
er as the concentrations rose. This came out of very careful analyt-
ical thinking.

The staff member who led the effort is sitting behind me, and we
think it was a major contribution to an improved capital rule.

Mr. BENTSEN. I don’t know if you want to comment on that or
not.

Mr. HAWKE. Just briefly, Congressman Bentsen. During the dis-
cussions that we had with the Federal Reserve, we made our posi-
tion very strongly known that we wanted a preference for SBICs,
and that was our overwhelming concern about the capital reg. The
Fed staff expressed the view that they were concerned about con-
centrations, and we recognized that at some point concentrations
could become important. But the stair-step formulation that ap-
pears in the final regulation protects SBIC investments up to a
level that matched the outermost limits of the experience that we
had had with our banks in terms of SBIC investments. A bank can
only invest up to 5 percent of its capital in an SBIC, so anything
over 5 percent of total capital has to come from appreciation in the
investments.

Mr. BENTSEN. Let me ask you also, because my time is running
out. The way I read this, on top of the scale the Board and the
Comptroller have the authority to subsequently go back in and look
at financial holding companies’ equity investment in their mer-
chant banking operation and apply other criteria. Am I reading
that correct? Is that only after you exceed a certain threshold or
is that in any case?

Mr. MEYER. Well, in general, the capital rule is about a regu-
latory minimum. Banks are expected to hold economic capital in
excess of that regulatory minimum. So in general you would be ex-
pecting to see banks hold more than that amount of capital, and
we would be assessing their economic capital allocation through the
supervisory process.

Second, once their concentration got up to a level of 50 percent
of Tier 1 capital, then we have indicated that their merchant bank-
ing activities would come under more intensified scrutiny. Since we
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are already up to the highest marginal capital charge of 25 percent,
when they get up to 25 percent of Tier 1 capital, when it gets up
to 50, we would intensify our supervisory review; and depending
upon the risk management and the nature of the equity invest-
ments, we could ask for additional capital.

Mr. BENTSEN. You state in your testimony with respect to inter-
nal risk models that you all are reviewing that, but at this point
in time—if I understand that, that means whether or not the inter-
nal risk models of the institution itself, not the Fed or the Comp-
troller, but at this time you all intend to still rely on your own risk
molding, risk assessment.

Mr. MEYER. We intend to rely on this capital charge for the pur-
pose now. But, as we have indicated, we do think it is a bridge ulti-
mately to the use of internal risk models by banking organizations
overseen by their regulators.

Mr. BENTSEN. With the Chairman’s indulgence, you referenced
the Basel reviews are ongoing discussions about this. With respect
to internal risk models, would the idea be that there would be some
standard, some international standard that regulators would use
for what is a qualified risk model versus what anybody comes up
with?

Mr. MEYER. Yes. What the Basel approach is now working with
in the new proposed rule is an approach whereby the banks could
use their internal systems for their banking books, for example, to
determine the appropriate capital charge in relationship to risk.
But that would be overseen and validated by their supervisors.

I should note that banks are much more advanced in their meas-
urement and management of risk in the banking book than they
are in their equity investments in their merchant banking port-
folios. Very frankly, I don’t know of a single bank at this point that
has a model sophisticated enough to put it before us and have any
hope that it would be appropriate for determining their capital
charges.

Chairman BAKER. Mr. Bentsen, your time is expired.

Mr. Bachus.

Mr. BAcHUS. Thank you.

First of all, the committee has prepared about 15 questions, some
of which may not be covered today in oral questions. We would like
to submit those to you, those that are not answered today.

My first question is about process; and, Governor Meyer, I am
going to direct this to you. You had an interim rule in March, and
then 9 days before the change in Administration you issued a final
rule. Didn’t that preclude the new Administration from weighing in
on these rules?

Mr. MEYER. When the law was passed, first of all, we needed to
move quickly to reduce uncertainty in the industry. So within a
day or two after the powers became effective we put out an interim
rule. We certainly wouldn’t have wanted to wait longer to reduce
that uncertainty. There were a lot of comments about that rule and
we wanted to move as quickly as we could to make revisions in
that rule, again to reduce uncertainty and to improve it.

Now, you will undoubtedly recall that one of the reasons that
this law was passed was because the Federal Reserve and the
Treasury had worked together to bridge their differences and to
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reach agreements to allow it to go through, and we were partners
in that process. It seemed only natural that these partners worked
together to do the regulations, which we did.

Now if we had waited, for example, for the new Administration,
we would not have yet had our first meeting. The Under Secretary
for Domestic Finance has not been officially nominated, to my un-
derstanding; and we would still be waiting for our first meeting
with the new Administration on this topic. I don’t think that would
have been a prudent thing to do.

Having said that, I expect to have as exceptional a relationship
with the new Treasury as we did with the previous Treasury; and
I look forward to sitting down with the Under Secretary for Domes-
tic Finance at the earliest convenience and reviewing all of the im-
plementation we have done with Gramm-Leach-Bliley and getting
feedback on that.

Mr. BAcHUS. Thank you. I hope that you will do that.

I have several concerns, and I noted this is what you said in re-
sponse to Congressman Bentsen: Equity investments are more
risky than traditional activities. Now a lot of what you have done
here is premised on that fact. But, in fact, is that true? I mean,
a lot of your merchant banking activities historically have been
high profit, maybe some would argue not as risky as commercial
lending. So did you all make a determination that this premise
was, in fact, correct?

Mr. MEYER. We have indeed studied it very carefully. And, frank-
ly, when we had meetings with trade associations, and so forth, to
give us feedback on the original capital proposal, oftentimes the
very first thing they would say is, these are no riskier than tradi-
tional banking assets. But when I confronted them and we had a
full discussion on it, few held on to that position very long. Very
frankly, few of the commenters made that point. Most agreed that
equity investments are riskier.

Mr. BAcHUS. We are talking about a percentage. Say they invest
five times and two of them go flat but three of them are highly
profitable. What I am talking about is an average here.

Mr. MEYER. Absolutely. There is an iron law of economics that
when a particular activity or instrument has very high risk, it has
to offer higher expected returns to get people to hold it. It is very
fundamental.

Merchant banking activity is a very good example of an activity
that has a very high expected rate of return, and it must be high
because of the risk that it holds. We did a study of 25 years of ex-
perience with venture capital firms, and we found that, for exam-
ple, one-third to one-quarter of individual investments suffered
losses and that 20 percent of these firms went out of business.

Mr. BACHUS. Are these bank holding companies and financial
holding companies?

Mr. MEYER. No, these are firms that had 100 percent capital
backing them, no leverage. Why no leverage? Because these activi-
ties were viewed as so risky to begin with that they backed them
100 percent with capital. Leverage is a way to increase your ex-
pected return by taking on more risk. But these investments were
already very risky to begin with. So I really do not think that this
is a reasonable concern or an issue.
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Let me say one more thing. If you have a list of banking organi-
zations that have told you that they can’t tell the difference be-
tween the riskiness of their merchant banking investments and
their loan portfolio I would like their names.

Mr. BAcCHUS. One more thing. You have put—the merchant
banks often have minority investments in their portfolio companies
and then they require restrictive covenants to make those invest-
ments safer, but in fact, if a final rule prohibits or restricts their
ability to make these restrictive covenants, doesn’t it, in fact, have
the perverse effect of making that investment more risky? And
what do you say to the critics who say that the final rule restricts
their ability to manage and protect their minority rights in the
companies they invest in?

Mr. MEYER. Well, as I indicated earlier, in the final rule we have
made revisions and clarified the terms under which financial hold-
ing companies can engage in routine management in those excep-
tional circumstances. I think what we have done has mirrored
what is industry practice.

One has to make a distinction between routine management on
a day-to-day basis and interventions in those special circumstances
when the threat to the investment is there, such things as losses
being taken by the firm, when there has to be a change in manage-
ment, when there is an important sale of another company or when
you might be selling off a line of business. So these are precisely
those critical junctures when intervention and routine management
is allowed, and I think we have clarified that we have done some-
thing which is consistent with the best practice in the industry.

Mr. BacHUS. Let me simply close by saying I would think that
any restrictions that you allow the merchant banking company to
have would be a good thing as far as protecting their own interest
and the more management they do would be the best. So I would
hope these rules do not limit them in any way.

Mr. MEYER. I appreciate that point. I think what we are trying
to do is that delicate balancing act, making those distinctions be-
tween merchant banking and the broader mixing of banking and
commerce; and, quite frankly, we are hearing from some Members
of this committee that they would prefer that there was a broader
mixing of banking and commerce. We are restricted by what you
did in the bill.

Mr. BacHUS. Remember, as a regulator, your duty is to protect
the bank, not to protect the company that is being invested in.

Mr. MEYER. We certainly understand that. But also understand
that when you put something into the legislation, expect it to show
up in the regulation. Don’t expect a regulation to undo what the
Majority did in their legislation.

f er. BacHUs. If you could identify those areas, it would be help-
ul.

Chairman BAKER. Thank you, Mr. Bachus.

Mr. Hinojosa.

Mr. HINOJOSA. Thank you, Mr. Chairman. I am going to pass
and come back with some questions.

Chairman BAKER. Certainly.

Mr. Lucas.

Mr. Lucas. Pass.
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Chairman BAKER. Mr. Ford.

Mr. ForD. Since I just walked in, I am definitely going to pass.

Chairman BAKER. That is OK.

Mrs. Roukema.

Mrs. ROUKEMA. Mr. Chairman, I didn’t think I had a question,
but I do want to make a statement, and then I guess I will ask
a question.

I am one of those that was very concerned in Gramm-Leach-Bli-
ley regarding the safety and soundness and the mixing of banking
and commerce. And I believe we did the right thing. I have no re-
grets about that. And I am deeply concerned as to whether or not
you are following through consistent with the law.

But you have both made the case that what you are doing is en-
forcing the law. Now, your statement—I am going to go over
them—but it sounds to me you have hit the proper balance here
consistent with Gramm-Leach-Bliley.

But I do want to ask a question, and maybe it is obvious, but
it may be a good example of how you are translating through regu-
lation the meaning of Gramm-Leach-Bliley. And I am not sure but
why you have indicated that the FHCs have to wait, as I under-
stand it, “for an extraordinary corporate event prior to being per-
mitted to intercede in the management of the portfolio company.”

Now this is evidently a good example of how you have to trans-
late the legislation into your regulation. I don’t quite understand
it. How do you do that? Wouldn’t it be better to serve the interests
of safety and soundness if there were action before the fact rather
than after the fact? And I am not quite sure how you would ad-
dress it after the fact, after there is significant evidence. Could you
use that as an example of how you translate the legislation and
your regulations into practical action?

Mr. MEYER. Well, I think you made the point very well. The
issue here is balance, and it is a difficult balance to strike. I think
I would agree with that.

The question here is, how do you carry out the statute’s prohibi-
tion on routine management? And simply by saying that you can
intervene any time you want with no restrictions would seem to go
against the spirit of the prohibition of routine management. So we
had to find a way to balance that, and so what we did was to say
that, no, in the ordinary course of business you can’t have cov-
enants which restrict the ordinary course of business, day-to-day
routine management, but you could in these critical cases. And we
laid out a series of examples, as I noted before.

We don’t mean that that list is exhaustive, and we will gain
more experience with this regulation over time. But I think that is
the only way we could do it that on the one hand would be con-
sistent with the prohibition on routine management and on the
other hand would allow opportunities for intervention at critical
junctures when it is necessary to protect the investment.

Mrs. ROUKEMA. What is an example, however, of the extraor-
dinary corporate events?

Mr. MEYER. Change in senior management, a significant loss
that the firm was incurring, a purchase of a new business, sale of
an existing business line. There are many, many other examples.

Mrs. ROUKEMA. You would automatically take that under review.
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Mr. MEYER. We have given guidance so there would be no uncer-
tainty. If a financial holding company found a portfolio company in
one of those circumstances, it doesn’t have to come back to us and
ask permission. They have the authority to intervene. Now it has
to be temporary.

Mrs. ROUKEMA. I am sorry?

Mr. MEYER. They can’t do it forever.

Mrs. ROUKEMA. Temporary?

Mr. MEYER. Temporary.

Mrs. ROUKEMA. All right. Well, I hope this is working well.

Mr. MEYER. Well, we will find out.

Mrs. ROUKEMA. Thank you.

Thank you, Mr. Chairman.

Chairman BAKER. Thank you, Mrs. Roukema.

Mrs. Maloney.

Mrs. MALONEY. I would like to, first of all, welcome you. Good
to see you. Thank you for having this hearing.

First of all, I would like to ask the Honorable John Hawke and
Governor Meyer, how does the proposed merchant banking capital
rule compare with the new proposed Basel capital standards? How
do they compare?

Mr. HAWKE. Mrs. Maloney, the Basel proposal is very much a
work in progress right now and——

Mrs. MALONEY. They came out with preliminary guidelines, did
they not?

Mr. HAWKE. The Basel proposal is out for comment—similar to
a proposed rule.

To try to simplify a very complicated process, the Basel proposal
is divided into two parts. One is the standardized approach, which
is very simple. The other is a complicated approach.

In the simple standardized approach, the current proposal is that
equity investments of this sort would have 150 percent risk
weighting, which I think works out to be something not terribly dif-
ferent from what the Federal Reserve proposal is. As far as the
more complicated proposal, that is still up in the air. There hasn