EnerBank

EnerBank - Response to Request for Proposals to Foster Economic Growth
1. Brief description

The Volcker Rule applies to the parent companies of industrial loan companies (“ILCs”), even if
they are non-financial (e.g. utility company, motorcycle manufacturer, provider of postal
services, etc.). Investors in the non-financial parents of ILCs may also be subject to the rule
simply by owning enough stock to be deemed in “control” of the ILC. Generally, "control™ is
presumed at 10% ownership but could apply to as little as 5%. Large institutional investors will
avoid increasing its investment above 10% due to the fear that it might trigger application of the
Volcker Rule.

In fact, EnerBank’s parent company, CMS Energy, had a large mutual fund shareholder that
wanted to increase its ownership above 10% but was advised against it by its legal counsel due to
concerns about application of the Volcker Rule. There is a real concern that many more
investors are deterred from increasing their investment without CMS Energy ever having
knowledge of the situation. This unintended consequence negatively impacts ILC parent
company's ability to access capital and harms its ability to meet Main Street customer demand.

As background, ILCs are state-chartered depository institutions that operate with limited powers
under state law and they are companies for which there is a special exemption under the Bank
Holding Company Act (“BHCA”). Specifically, the exemption provides that a company that
controls an ILC is not subject to the BHCA and supervision by the Federal Reserve and the
company is not subject to restrictions on its permissible scope of activities (ILC parent
companies are, however, subject to examination and supervision by state banking authorities)..
Nevertheless, one section of the BHCA, the Volcker Rule, can be viewed as applying to ILC and
their affiliates because of the definition of “banking entities” under the Volcker Rule. The
Volcker Rule applies to any “banking entity,” which is defined broadly to include an insured
depository institution, including ILCs and all of their affiliates. By incorporating banking law
definitions of “affiliate” and “control,” the Volcker Rule applies to the entire company complex
to which an insured depository institution belongs--any entity that controls, is controlled by, or is
under common control with a banking entity also is a banking entity. Consequently, even though
special-purpose banks, such as ILCs, are not “banks” under the BHCA, they and all of their
affiliates are banking entities under the Volcker Rule.

Under the BHCA, an investor owning less than 5 percent of the voting stock of a bank or bank
holding company is presumed not to “control” the banking entity and an investor owning 25
percent of more of the voting stock of the bank or company is determined conclusively to
“control” the bank or company. Individual facts and circumstances determine whether an
investor owning between 5 and 25 percent has control. As a result, an investor owning between
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5 and 25 percent of a company that owns an industrial loan company or a credit card bank faces
uncertainly as to whether it indirectly “controls” the industrial loan company or credit card bank
and is, therefore, subject to the VVolcker Rule.

We proposed the following narrowly tailored solution to fix this unintended consequence of the
Volcker Rule:

1) Amend the definition of “banking entity” under the Volcker Rule to exclude corporate
parents of banks that are not predominately engaged in financial activities and not BHCs (see
section 4 for legislative language).

2. Impact on economic growth/ Impact on the ability of consumer market participants and
financial companies to participate in the economy

The demand for ILC banking services requires that parents of ILCs are able to access the capital
markets. When their ability to do so is hindered it has the downstream impact of limiting access
to the broad array of products and services for consumers nationwide, including some of the
most underserved segments of the U.S. economy. For example, ILCs provide financing to the
following markets:

Home improvement contractors offering financing of energy efficient products (e.g. new
windows, solar panels, etc.),

Taxi drivers purchasing medallions,

Postage buyers,

Credit cards for small businesses, and

Financial services to truckers

When these Main Street consumers and business are better able to obtain credit it affords them
the opportunity to grow and participate in the economy.

3. Other background material as appropriate

Appendix A - Letter sent by House Financial Services Committee Chairman Jeb
Hensarling and Representative Mia Love to Federal Reserve Chair Janet Yellen regarding
ILCs and the Volcker Rule

Appendix B - Response letter from Federal Reserve Chair Janet Yellen to Representative
Mia Love

Appendix C - Support letter signed by the National Association of Industrial Bankers and
Utah Bankers Association

Appendix D - National Association of Industrial Bankers primer on ILCs

4. Legislative language
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SECTION 1. TREATMENT OF CERTAIN NON-FINANCIAL COMPANIES.
Section 13(h)(1) of the Bank Holding Company Act of 1956 (12 U.S.C. 1851(h)(1)) is
amended— (1) in subparagraph (D), by redesignating clauses (i) and (ii) as subclauses (1) and
(1), respectively, and moving such subclauses 2 ems to the right; (2) by redesignating
subparagraphs (A), (B), (C), and (D) as clauses (i), (ii), (iii), and (iv), respectively, and
moving such clauses 2 ems to the right; (3) by striking ‘“The term”’ and inserting the
following:
“(A) IN GENERAL.—The term’’; and (4) by adding at the end the following:
““(B) CERTAIN NON-FINANCIAL COMPANIES.—Notwithstanding
subparagraph (A) the term ‘banking entity’ does not include any entity that—°
‘(i)(I) is not predominantly engaged in financial activities, as defined
under section 102 of the Financial Stability Act of 2010 (12 U.S.C.
5311);
““(II) is not a bank holding company or a nonbank financial company
supervised by the Board; and
“‘(IIT) is not a direct or indirect subsidiary of a bank holding company or a
nonbank financial company supervised by the Board; or *‘(ii) would be a
banking entity solely due to its control of an entity described under clause

(i).”.
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Committee on financial Services
212¢ Rauburn Frouse Gffice Building
ashington, DE 20515

July 14, 2016

The Honorable Janet Yellen

Chair

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue, NW
Washington, DC 20551

Dear Chair Yellen:

I write to you regarding the treatment of a company that controls an industrial loan
company under Section 619 of the Dodd-Frank Act (commonly referred to as the “Volcker
Rule”). As you know, industrial loan companies are state-chartered depository institutions
that operate with a special exemption under the Bank Holding Company Act (‘BHCA”).
Specifically, a company that controls an industrial loan company is not subject to supervision
by the Federal Reserve and not subject to restrictions on its permissible scope of activities.

The Volcker Rule’s restrictions on proprietary trading and sponsorship of covered funds
apply to “banking entities.” A banking entity, in turn, is defined to mean, among other things,
“any company that controls an insured depository institution.” Read literally, this definition
means that a company that controls an industrial loan company would be subject to the
activities restrictions of the Volcker Rule. This would be a curious result because such a
company is not a bank holding company under the BHCA and thus would neither be subject to
the other activities restrictions of the BHCA nor comprehensive supervision by the Federal
Reserve. In addition, investors that control companies that are not “predominately engaged in
financial activities” (as defined in Section 102 of the Dodd-Frank Act) but control an industrial
loan company could be treated as banking entities and subject to the activities restrictions
contained in the Volcker Rule.

To further the Committee’s examination of the Volcker Rule’s reach to entities beyond
banking entities and their affiliates, clarity from the Federal Reserve is necessary so that
nonbanking market participants do not run afoul of the Volcker Rule, thereby unnecessarily
restricting beneficial economic activity. Accordingly, please respond in writing to the following
questions:

1. What is the Federal Reserve’s legal opinion regarding whether a company that controls
an industrial loan company is subject to the activities restrictions of the Volcker Rule?





2. Is it the Federal Reserve’s legal opinion that investors that control companies that are
not “predominantly engaged in financial activities” but control an industrial loan
company should be treated as banking entities and subjected to the activities
restrictions contained in the Volcker Rule?

3. Isit the Federal Reserve’s legal opinion that the definition and interpretation of
“control” under the Volcker Rule must be the same definition and interpretation of
“control” as is used to determine whether a company is a bank holding company under
the BHCA?

Please submit your response to these questions as soon as possible but not later than
August 1, 2016. Thank you for your attention to this important matter.

Sincerely,
? LD BA
) oV—-—ou
JEB HENSARLIN MIA LOVE
Chairman Member of Congress

Committee on Financial Services

cc:  The Honorable Maxine Waters, Ranking Member
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BoARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 20551

JANET L. YELLEN
CHAIR

August 31, 2016

The Honorable Mia Love
House of Representatives
Washington, D.C. 20515

Dear Congresswoman:

This is in response to your letter dated July 14, 2016, concerning section 619 of
the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act), the
statutory provision known as the “Volcker rule.”® In general, section 619 of the
Dodd-Frank Act prohibits banking entities from engaging in proprietary trading of
financial instruments or from acquiring or retaining an ownership interest in, sponsoring,
or having certain relationships with private equity funds or hedge funds, subject to certain
exceptions.

In your letter, you express concern regarding the applicability of the final rules
implementing section 619 of the Dodd-Frank Act to companies that control industrial
loan companies, including investors that control companies that are not predominantly
engaged in financial activities but control an industrial loan company. You also inquire
as to the scope of certain related defined terms, such as “control,” under the Volcker rule.

Section 619 of the Dodd-Frank Act applies by its terms to any company that
controls an insured depository institution. While this includes a bank holding company
and a savings and loan holding company, because an industrial loan company is a Federal
Deposit Insurance Corporation-insured depository institution, any company that controls
an industrial loan company is also covered by the terms of section 619. There is no
exclusion in section 619 for a company that is not predominantly engaged in financial
activities but controls an industrial loan company, and the statute does not authorize the
Agencies® to provide an exception from the definition of covered banking entities.

3 12U.8.C. 1851,

4 Office of the Comptroller of the Currency; Board of Governors of the Federal Reserve System; Federal
Deposit Insurance Corporation; Commodity Futures Trading Commission; and U.S. Securities and
Exchange Commission.
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An investor in a company that controls an industrial loan company would be
deemed to be a banking entity under section 619 only if the investor is both a company
and controls the entity that controls the insured depository institution. Natural persons
that invest in a company are not subject to the Volcker rule. Moreover, because section
619 of the Dodd-Frank Act incorporates the Volcker rule into the Bank Holding
Company (BHC) Act, the BHC Act’s definitions of “control” and “company” govern the
application of the Volcker rule.

I hope this information is useful.

Sincerely,

.
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ASSOGCGLATION

September, 2016

Dear Representative,

On behalf of the undersigned associations, we urge you to support legislative efforts for
a technical fix of the Volcker Rule led by Congresswoman Mia Love of Utah, including H.R.
4049 and a House Financial Services Committee draft bill. These efforts would ensure sound
regulation of financial institutions while removing a hindrance to the growth of industrial banks
and their parents.

As you may know, the Volcker Rule was passed as Section 619 of the Dodd-Frank Act
and limits FDIC-insured banks from engaging in proprietary trading and owning private funds,
with some exceptions. For many institutions, especially industrial banks and community banks,
the Volcker Rule is a burden without a purpose. Industrial banks and community banks do not
engage in proprietary trading, or capital markets activities in the course of their daily business.
They do simple Main Street banking that supports their communities.  These banks do not
engage in speculative proprietary trading, but they still must comply with all of the Volcker
Rule’s requirements.

Industrial banks are limited purpose banks that accept FDIC-insured deposits and make
loans. Industrial banks provide a broad array of unique products and services to customers
nationwide, including some of the most under-served segments of the U.S. economy. Banks
serving small business owners including truckers, taxi drivers and home improvement
contractors operate alongside some of the largest credit card, energy and commercial finance
companies in the nation.

The Volcker Rule applies to the parent companies of industrial banks, even if they are
non-financial companies. Investors in a non-financial parent company may also be subject to
the rule simply by owning enough stock to be deemed in “control” of the industrial bank.
Generally, the issue of “control” is presumed at 10% ownership but could apply to as little as
5%. Interested stakeholders may decide to avoid an investment in the non-financial parent that
might trigger application of the Volcker Rule. This negatively impacts a parent company’s
access to capital and harms its ability to grow and meet Main Street customer demand.

Federal bank regulators have taken notice of the unintended consequences of the
Volcker Rule. In 2015, the Comptroller of the Currency testified before the Senate Banking
Committee in support of a proposal to exempt from the Volcker Rule banks with total
consolidated assets of $10 billion or less. This is a common sense solution that lifts the burdens
on industrial banks and small community banks and focuses the Volcker Rule restrictions on
larger complex institutions with trading desks.

We support the legislative efforts and urge you to assist. It is a common sense fix to a
problem that is hurting Main Street banks, chilling investment in non-financial companies, and





creating unnecessary burdens for financial institutions that do not pose a risk to the US financial
system.

We believe these legislative efforts would address the unintended consequences of the
Volcker Rule while maintaining important protections and safeguards for American financial

stability.
g
> & po

Sincerely,

ank Pignanelli Howard Headlee
National Association of Industrial Bankers Utah Bankers Association
" Executive Director President & CEO
60 S. 600 E., Suite 150 175 Main Street, Suite 1420
Salt Lake City, UT 84102 Salt Lake City, UT 84111
IndustrialBankers.org UBA.org
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NYYIB
National Association of Industrial Bankers

Industrial Banks -
Serving Main Street Consumers & Businesses

For many years advocacy groups have described financial services public policy issues under the
rubric “Wall Street vs. Main Street.” \While that debate may have meaninginthe political world, in
reality, ata time whenconsumers andsmallbusinessesalike face the weakesteconomicrecoveryin
decades,reliable accessto creditremains atop priority for consumers and businesses alike.

Let’slook at some examples:

* A New York City taxi driver scrimps and saves a down payment to buy his own taxi. To
operate in NYC he needs to buy a “medallion”—the license disk required by the city’s taxi
commission—which costs a daunting $700,000.

+ Asmalltown contractor has achieved a reputation as a premier installer of energy efficient
windows and wantsto offer his customers onthe spotfinancingtoincrease salesandto be paid
immediately for his work.

¢ Alocal car dealer needs cash management services that will allow her to manage dealership
funds from herdesktop.

+ Newparentswantto planforfuture health costsand saveontheirtaxes. Theydecidetoopena
Health Savings Account.

+ Asmall businesswoman relies on mail to ship her products, send invoices and communicate
with customers. She needsflexibility and convenientaccesstofundherpostage needsviaa small
business line of credit orto prepay for postage allwhile earninginterestonthose funds.

* Agrowing company needs reliable inventory financing and a suite of deposit products tailored
to its business cycle.

* Amotorcycle enthusiast is eager buy his first bike. He needs a lender who understands
motorcycle values andinsurance.

What do these customers havein common?

An Industrial Bank Served these American Consumers & Businesses





Industrial Banks have a proven track record

Since 1910, Industrial Banks (often called Industrial Loan Companies or ILCs) have provided
diverse financial solutions with distinction.

These companies—the only type of bank charter that can be owned by a commercial company
— are the most stable and profitable segment of the banking industry.

The Dodd-FrankActimposed a moratoriumon new industrial bank charters, and directed the
GovernmentAccountability Office (GAO) to study whether industrial banks pose any special threat
to the stability of the financial system. As expected, the GAO found no such threat.

As Dr.James R. Barth, senior finance fellow at the Milken Institute and the Lowder Eminent Scholar
in Finance at Auburn University, studiedthese banksand concluded:"Overall,ILCs have operated
successfully, serving their customers during the past 20 years,and as a group, they came through
the recent crisis in better shape than most other financial institutions."

Industrial Banks have a track record that underscores the strength of the industry, even after
absorbing the impacts of the financial crisis and the recession. Industrial Banks in aggregate have a
significantly higher ratio of capital to assets; are significantly and consistently more profitable;and
have a higher return on assets than the banking industry as a whole.

While hundreds of traditional banks failed during the crisis, industrial banks continued to meet the
needs of their customers.This performance was made possible in part, by the strength and
financial support of their parent companies.

Industrial Banks are well regulated

Industrial Banks are subject essentially to all of the same restrictions and requirements and
regulatory oversightimposedonallotherbanksinthe United States.. Furthermore,industrial banks
undergo rigorous safety and soundness exams as well as compliance exams.

Global competitiveness and capital access

Restrictions on commercial ownership of banks places the United States out of step with most
developed countries around the world. According to the World Bank, only four of 142 countries
(the US along with Fiji, Guernsey and the Isle of Man) prohibit the ownership of banks by
commercial firms. There is empirical evidence that continued restriction on U.S. industrial banks
impacts our global competitiveness and access to capital.

For more information go to IndustrialBankers.org

Frank Pignanelli, Executive Director Eris Group, Washington Counsel
801-355-2821 202-546-1765





