


Elimination of the Federal Thrift Charter

One of the more controversial proposals of the Administration
is the elimination of the federal thrift charter. Under the
Administration’s proposal, all current federal savings
institutions would be required to convert to other types of
financial institutions.* The federal thrift charter is actively
utilized by Delaware financial institutions, for both banking
and trust activities.

An overarching goal of the Administration’s Proposals is
to reduce or eliminate charter arbitrage opportunities. The
Administration believes that the original goal of the federal
thrift charter, which was created during the Great Depression
to ensure the availability of residential mortgage credit, is
no longer necessary. In addition, the Administration seeks to
abolish existing exceptions to the Bank Holding Company
Act of 1956 to prevent parent companies of federally
insured trust companies from being regulated as bank
holding companies.> These trust companies would
mostly include federal thrift trust banks, as the
Office of Thrift Supervision generally requires
federal savings associations that engage only
in trust or other fiduciary activities to obtain
federal deposit insurance.® National banks would
remain intact under the Proposals, but a new
National Bank Supervisor would be created
with supervisory responsibility for all federally

chartered depository institutions.’

Uniform Financial
Services Regulation
As part of the overarching principle of the
Administration’s  Proposals to eliminate
opportunities for arbitrage within the regulatory
systems, the Administration’s Proposals reflect
the concept that all financial regulation should be
synthesized and coordinated, such that all financial
institutions are subject to the same supervisory and
regulatory standards.® To further reduce arbitrage
opportunities between remaining bank charter opportunities
and supervisors, in addition to the elimination of the federal
thrift charter, the Administration proposes to reduce the
substantive regulatory and supervisory policy differences
that apply to national and state banks. This reflects an
intention to increasingly federalize bank regulatory law,
unless states adopt more uniform regulation.

For instance, the Administration has submitted proposed
legislation to Congress creating a central Consumer
Financial Protection Agency (the “CFPA”) with sole federal
authority to adopt and enforce uniform consumer protection
regulations that act as a regulatory floor.” The Financial
Services Committee of the U.S. House of Representatives is
already considering legislation for the creation of a CFPA."’

Under the Administration’s Proposals, states would be able
to adopt more restrictive consumer protection laws than
regulations promulgated by the CFPA, and such states laws
would apply to all charter types. This suggests the end of
federal preemption of state consumer protection laws with
respect to federally chartered financial institutions such
as national banks. States would also have the ability to
enforce both state and federal consumer protection laws
and regulations against institutions of all charter types.
However, any state law or regulation that is less restrictive
or otherwise inconsistent with the federal regulations
promulgated by the CFPA would be preempted. Although
the content of consumer regulation is not defined in the
Proposals or the draft CFPA legislation prepared by the
Administration, indications are that it would cover items
far broader than recent federal credit card and mortgage
legislation, and perhaps extend to “contract terms”, which
potentially could include usury rates.*

Consolidated Bank Holding

Company Regulation

The Proposals set forth a fundamental adjustment in the
concepts of bank holding company regulation throughout the
hierarchy of a banking organization. Under the Proposals,
regulation would focus more heavily on the safety and
soundness of the banking organization as a whole and the
risks the banking organization may pose to the financial
system. This suggests that any specific activities of a bank
subsidiary or a nonbank subsidiary within a bank holding
company structure would be analyzed not only under specific
legal authority as it applies to that entity and that activity, but
that greater consideration must be given to what effect the
activity would have on the affiliated banking organization
as whole and on the broader financial system. Even greater
consolidated regulatory scrutiny would apply to the largest
financial firms, or those that are so interconnected to the
financial system that their failure could pose a threat to its
stability, regardless of whether such financial firms own an
insured depository institution.

Eliminating Restrictions on

Interstate Branching

To further promote uniform rules for banks, the
Administration seeks to remove restrictions on interstate
branching that states were permitted to impose on out-of-
state banks as part of the Riegle-Neal Interstate Banking
and Branching Efficiency Act of 1994 (“Riegle-Neal”).!?
In particular, under Riegle-Neal, a state can effectively (i)
prohibit an out-of-state bank from establishing de novo
branches within the state, (ii) require an out-of-state bank or
bank holding company to acquire an entire bank rather than
just a single branch within such state in an acquisition, and
(iii) require that banks located within such state exist for up
to five years before the bank or any of its branches can be
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acquired by an out-of-state bank or bank holding company.
All of these permissible restrictions would be eliminated
under the Administration’s Proposals.

Delaware law currently does not permit out-of-state banks
to branch de novo into Delaware. Additionally, Delaware
law does not permit an out-of-state bank or bank holding
company to acquire by merger or acquisition a single branch
of a bank; it requires the acquisition of an entire bank which
must have been in existence for at least five years. These
restrictions have the effect of increasing the barriers to
entry into the Delaware banking market. As a result, the
Administration’s proposal to remove these restrictions
would have the effect of increasing competition among
banks in Delaware.

On the other hand, Delaware’s restrictions on interstate
branching also have the effect of restricting the ability of
Delaware banks to branch into other states. For example,
many states that permit de novo branching only permit
it on a reciprocal basis (i.e., Delaware banks are only
permitted to branch de novo into such other state if that
other state’s banks can branch de novo into Delaware). The
federal preemption of state interstate branching restrictions
would allow Delaware banks to expand more easily into
other states. Additionally, Delaware’s interstate branching
restrictions are one aspect of Delaware law that can cause
Delaware to be a comparatively less attractive location
for the types of banks that require the flexibility to branch
nationwide. The Administration’s proposal to eliminate
these branching restrictions, in and of itself, could have
the effect of increasing the attractiveness of Delaware as a
jurisdiction in which to headquarter these types of banks. '

Credit Card Banks

Currently, institutions that are federally insured but engage
solely in credit card operations and do not accept deposits
of less than $100,000 can qualify for an exception from the
definition of “bank” in the Bank Holding Company Act.'* As
aresult, companies that own these banks are not necessarily
regulated as bank holding companies. As with federally
insured limited purpose trust banks, the Administration is
proposing to eliminate this exception to the Bank Holding
Company Act for credit card banks, such that any company
owning a credit card bank would be regulated as a bank
holding company.'> These companies would be given five
years to conform to the activity restrictions imposed by the
Bank Holding Company Act.

This exception to the Bank Holding Company Act for credit
card banks was popular at one time among retailers issuing
private label credit cards, with some issuers operating credit
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card banks in Delaware. The issuance of private label credit
cards by retailers through proprietary credit card banks has
significantly decreased in recent years, with the vast majority
of retailer cards now being issued by the private labeling
programs of third party banks. Imposing burdensome bank
holding company regulation and activity restrictions on
retailers issuing these cards through proprietary credit card
banks would further drive this business to third party banks.

Securitization Markets

The Administration’s Proposals would affect the
securitization markets in several ways — and perhaps in
ways that serve to breathe new life back into the markets.
First, the Administration is proposing a requirement that
originators or sponsors retain an economic interest in at
least 5% of the credit risk of securitized credit exposures,
with the inability to hedge or otherwise transfer such risk.
Regulators would have the authority, however, to adjust
these requirements and specify the form of risk retention
consistent with safety and soundness principles.

The Proposals also call for increased transparency of
information in securitization transactions, with the general
goal of ensuring that participants completely understand
the transaction and the particular assets and risks associated
with a particular securitization. Such transparency would
include the disclosure of loan-level data, organized by
broker or originator. Further, the Administration proposes
to strengthen the regulation of credit rating agencies to
provide investors with clearer ratings information that,
among other things, identifies the risks being assessed,
permits comparison across products and credit ratings, and
differentiates the risks of structured credit products from
the risks of unstructured debt. The Proposals also call
for the alignment of compensation paid to securitization
participants, including linking compensation to the long-
term performance of assets.

Conclusion

Given the significant disruptions we have seen in the
financial system as a result of the current economic crisis,
there is little doubt that some changes in that system are
inevitable. The Administration has proposed diverse and
fundamental restructuring of banking regulation as we
know it. Many of these proposals, which call for more
and uniform regulation of banks across federal and state
regulatory regimes, could have a significant impact on
the financial industry in Delaware. In the near future, it
will become clear which of these proposals will gain the
momentum to move forward to change the regulation of
financial institutions, and it is important that the members
of the Delaware banking community understand how these

changes may affect their business.
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