
How are corporate banking services likely to 
evolve if securities activities restrictions are re-
moved? This article will utilize criteria that an 
expansion-minded bank (or other organization) 
would use in considering whether to enter cur-
rently prohibited businesses. 

Banks' potential investment management and 
credit and financing services are significantly 
limited at present by the Glass-Steagall Act. 
Removal of that law's limits on managing co-
mingled funds would allow banks to offer services 
that businesses desire. These services also would 
involve extensions of banks' present services 
and skills. 

However, removing corporate underwrit ing 
restrictions would not significantly increase the 
benefits perceived by large corporations. They 
would most likely fear puttingall financingeggs in 
one basket. Smaller corporations would be more 
likely to benefit from banks' entry. Banks now 
offering municipal underwrit ing and extensive 
government security trading almost certainly 
would expand to offer various types of debt 
placement and debt underwriting, but they are 
unlikely to enter into full-scale national debt 
and equity underwriting significantly. 

Business and Bank 
Reactions to 
New Securit ies Powers 

If Congress frees banks to com-
pete in the securities business, 
the institutions will face hard 
decisions on what activities to 
undertake. Here's a look at the 
challenges expansion-minded 
banks might face in marketing 
these new services. 

Background 
The legal framework for today's financial ser-

vices business was established primarily in the 
1920s and 1930s. The McFadden Act (1927) 
imposed geographical restrictions on com-
mercial banks. (The Douglas Amendment to the 
Bank Holding Company Act extended geograph-
ical restrictions to bank holding companies in 
1956.) The Glass-Steagall Act (1933) divided 
the financial services business into seg-
ments. In particular, commercial banks 
were prohibited from both investment 
banking and investment-related fi-
nancial services (underwriting, 
brokerage, mutual funds, 
and so forth). 
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While communications, transportation, com-
puters, and other technology have changed greatly 
over the past 50 years, the line-of-business seg-
mentation persists. However, the actual dis-
tinctions between commercial banks and other 
financial institutions have become blurred, espe-
cially over the last 15 years. 

One reason for the blurring has been the 
creation of the bank holding company able to 
engage in a variety of financial services other 
than commercial banking. Thus, major banks 
now offer a variety of financial services under 
their holding company structure. Some do so on 
an interstate basis. Yet two corporate financial 
services remain clearly prohibited to banks to-
day—securities underwrit ing and mutual fund 
management. 

Economic Framework 
In considering the corporate services that 

depository institutions would enter if the Glass-
Steagall regulatory prohibitions were removed, 
five factors offer a systematic framework for 
evaluating the overall attractiveness of currently 
prohibited business lines: profitability, cross-
product scale economies, synergy, competit ive 
advantages or disadvantages, and business simi-
larities or dissimilarities. 

These five factors are not mutually exclusive. 
In fact, the last four can be viewed as important 
attributes of profitability. Yet they are relevant 
because they are congruent with the way a 
merger-acquisition group or new product de-
velopment group would analyze and evaluate 
buying or developing new businesses. Thus, this 
analysis will attempt to simulate in capsule form 
banks' decision processes if legal-regulatory changes 
make such decisions possible. 

1. Profitability. The ultimate reason for entering 
a new business is a belief that it offers attractive 
long-run prof i t opportuni t ies. "At t rac t ive" 
means a return on investment that more than 
compensates for the costs of investment and 
the risk borne. Hence, the basis for profitability 
decisions is attractive return-risk situations 
relative to other opportunities available to 
commercial banks and other depository insti-
tutions. The risk dimension is crucial since the 
financial service business is undergoing rapid 
change in products, structure, and competition, 
with the associated increase in business risk 
that accompanies such change. 

2. Scale Economies. The design, development, 
production, and distribution of financial ser-
vices are characterized by scale economies. 
Here "scale economies" refer to situations 
where fixed costs are substantial and variable 
costs are low, so that average cost per unit falls 
wi th increased volume. If scale economies are 
extensive, they can produce a market structure 
characterized by only a few large service 
providers, possibly only one. Securities under-
writing is a clear example of a business with 
scale economies. Electronic distribution net-
works and computer-based processing are 
others that are pertinent to the emerging use 
of computer-communication technology to 
produce and distribute financial services. 

In terms of new businesses that banks are 
likely to enter, the issue is not simply scale 
economies per se but rather cross-product 
scale economies. Cross-product scale econo-
mies represent a particular kind of synergy. 
Nevertheless, scale economies are so impor-
tant in the emerging use of electronic-based 
financial services that this type of synergy 
merits special attention. 

3. Synergy. The term synergy is overused in 
mergers to refer to situations where two busi-
nesses can be run more profitably together 
than as separate entities. Product synergy is 
used here to refer to cross-product interde-
pendences that allow cost savings when two 
or more products are offered by a single 
enterprise relative to the same level of product 
offerings by separate enterprises. These savings 
also are called economies of scope. Often 
these will be marketing or management syn-
ergies—for example, the ability to have a 
calling officer sell several services to the same 
client 

4. Business Similarities/Dissimilarities. This 
category covers similarities and differences 
between current businesses in which banks are 
engaged—areas such as management skills, 
organizational structure, compensation structure, 
skill requirements, geographical location, and 
technologies. 

5. Competitive Advantage/Disadvantage. The 
terms competitive advantage and competitive 
disadvantage are used here to refer to anything 
that distinguishes banking from other financial 
service companies with which banks would 
have to compete. 
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Classification of Corporate Services 
The financial services used by corporations 

can be placed in three broad categories—invest-
ment-management, credit-financing and cash 
management. 

Investment m a n a g e m e n t services include 
pension fund management and other trustee-
based management for corporations or their 
beneficiaries. The central issue is the ability to 
expand current asset management services to 
include comingled funds or mutual funds. 

Credit-financing involves provision of credit or 
financing.1 Today, the only domestic business 
financing provided by banks is some form of 
lending. The central line-of-business issue is the 
expansion of financingservicesto include under-
writ ing for corporate debt or equity and a variety 
of underwriting-related financing assistance. 

Cash management is a catch-all term for the 
variety of transaction and information-based pro-
ducts provided corporations. Given the Federal 
Reserve's recent decision to allow Citicorp to 
offer a variety of computer-based services and 
even the incidental sale of computer hardware 
and time-sharing, there are few line-of-business 
restrictions covering cash management products 
and services. The only significant regulatory re-
strictions are geographical (McFadden and Douglas), 
namely, restrictions on the ability to establish de-
posit-taking offices across state lines. 

Since line-of-business restrictions are insignifi-
cant for corporate cash management services, 
we will disregard these bank services except as 
they involve placement of commercial paper in 
the consideration of financing-underwriting. 

Investment Management and Mutual Funds 
In managing pension funds and other invest-

ment management services including personal 
trusts, banks cannot create and manage internal 
mutual funds into which client funds are placed. 
Moreover, different clients' funds cannot be 
comingled if invested in corporate securities, i.e., 
managed as a single set of funds with pro rata 
assignment of investment returns. Commingled 
funds are viewed as a de facto mutual fund and, 
thus, as the offering of a security by the bank.2 

The inability to comingle funds or to achieve 
investment objectives via selection from a set of 
internal mutual funds is a significant competit ive 
handicap. Commingled funds are less expensive in 
both administrative costs and transaction-trading 

costs, since roughly the same effort is required to 
manage one large pooled fund as to manage 
each company's separate fund. Thus, with de-
regulation, any bank offering pension fund man-
agement and other trustee-managed funds could 
offer comingled funds or internal mutual funds. 
Exhibit 1 summarizes the pros and cons of this 
product addition for the offering bank. It shows 
virtually all benefits and no disadvantages. 

Since there are significant economies of scale 
in a well-automated commingled management 
service, there could be a net reduction in the 
number of service providers. Or, more likely, it 
could mean that a consortium of banks could 
form with centralized fund management and 
decentralized marketing and administration but 
wi th lower fees. Thus, the corporations seeking 
professional asset management also would be 
better off it these restrictions were removed. 
Asset management clearly would become more 
competitive. 

Retail Synergy: Mutual Funds 
Once mutual funds are created internally, it is 

logical in a deregulated environment to offer 
them also to the public. Therefore, it is reasonable 
to expect that banks now offering pension fund 
management and other trustee managed invest-
ments will enter mutual fund management, al-
though many banks' offerings would logically be 
managed passively as index-type funds. 

Once banks could offer mutual funds, these 
undoubtedly would be bundled into"cash manage-
ment accounts" like that pioneered by Merrill 
Lynch (with the assistance of Bank One). These 
accounts could offer: (1) an automatic sweep 
into a mutual fund, especially an ordinary money-
market fund or tax-exempt money-market fund, 
(2) automatic transfer between funds without 
any transaction cost, (3) the use of equity in 
mutual funds and other securities as collateral for 
an automatic loan, and possibly (4) a credit line. 
These accounts would be offered to consumers 
and businesses alike. 

While only a few banks with large trust depart-
ments would enter the mutual fund management 
business, most would offer mutual funds as part 
of their cash management accounts or security 
brokerage business. They could serve as agents 
for the funds of either other banks or nonbanks. 
Thus, virtually all banks would be likely to offer 
mutual funds to their clients. 
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Exhibi t 1. A Summary of the Pros and Cons Associated with Mutual-Fund-Like Services 

CRITERION 

PROFITABILITY 

STRENGTHS 

It is much less costly to manage pooled 
funds as a single commingled account 
than to manage many separate accounts 
especially for smaller companies. 

W E A K N E S S E S 

Over time, banks offering lower service 
delivery costs could attract more business 
but not see revenue and income growth 
comparable to their growth in managed 
assets. 

SYNERGY Major banks are the primary source of 
back-office processing for most of the 
mutual fund management companies. 

Funds are the best way to offer "passive 
assets management ' designed to match 
security market indices. Hence, banks 
would become more competitive in one 
of the most rapidly growing areas of fund 
management, especially in extending 
this service to small accounts of smaller 
companies. 

Fees (as well as costs) are much less for 
"passive asset management". 

SCALE ECONOMIES 

BUSINESS 
SIMILARITIES 

COMPETITIVE 
ADVANTAGES 
AND DISADVANTAGES 
VERSUS NONBANK 
COMPETITORS 

The crux of commingl ing is to obtain the 
benefits of aggregation and reduce the 
costs of many funds for n di f ferent 
companies to roughly 1/n-th the 
aggregate cost of n separate accounts 

1. Very similar to managing large pension 
funds and other trustee-oriented 
investment management services. 

2. Banks already provide back-office 
processing, shareholder account ing 
and investment research to many 
mutual funds. 

Major trust departments are much larger 
than most mutual fund management 
companies in terms of both assets 
managed and professional staff. 

Some mutual fund management 
organizations may cease to use banks 
for support services if they are perceived 
as direct competition. 

Financing Services and Securities 
Underwriting 

At present, banks provide companies credit 
and short-term financing but not significant long-
term debt or equity except in special situations. 
Thus, major companies issue commercial paper 
or borrow short-term from banks, and then rely 
primarily on other financial intermediaries to 
purchase or help them issue long-term debt and 
equity. Over time, a borrowing firm's underwriter 
not only will have provided underwrit ing of debt 
and equity; it also will have developed services 

sufficient to allow it to assume a preeminent role 
in advising on most aspects of corporate financing. 

The Argument for Corporate Underwriting 
The arguments for expanding bank credit-

financing services include profitability, synergy 
with current financing, and the competit ive ad-
vantage of offering a company "one-stop fi-
nancing." Along with these advantages of cor-
porate underwriting, Exhibit 2 lists the negatives, 
namely: (1) potential customer perception of 
conflict-of-interest between equity underwrit ing 
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Exhibi t 2. A Summary of the Pros and Cons Associated with Underwriting 

CRITERION STRENGTHS W E A K N E S S E S 

PROFITABILITY High sales margin, return on assets 

SYNERGY Client base is same as for commercial 
loans and credit; contacts within 
businesses are senior financial officers; 
"relationship" natures of banking and 
underwriting are similar and involve similar 
knowledge-skill sets. 

SCALE ECONOMIES There are cross-product cost sharing 
opportunities in image advertising, 
marketing and back-office operations. 

BUSINESS 1. Both commercial lending and 
SIMILARITIES underwriting are financial sen/ices. 

2. Knowledge of financing and financial 
markets is a key to both businesses. 

COMPETITIVE 
ADVANTAGES 

COMPETITIVE 
DISAVANTAGES 

There are many organizational, 
operational and technical similarities to 
municipal underwriting. 

Banks with large calling organizations 
are often the first source of financing for 
many companies. 

Banks are in regular contact with 
corporate financial officers. 

Banks could logically place commercial 
paper since they have information on 
companies with investable funds, and 
their balance reporting services are a 
natural communications link 

Volatile, business-cycle and interest-rate 
dependent revenue; high systemic risk 

Many companies do not want to obtain 
long-term underwrit ing from the same 
firms that provide them credit and/or 
short-term financing. 

Established firms with skilled personnel, 
investment in model technology, lack of 
securities marketing fuction are a 
significant entry barrier to new entrants. 

1. Both commercial lending and 
underwriting involve business-cycle 
and interest-rate risk 

2. Employee compensation is primarily 
via direct salary and perquisite in 
banking rather than bonuses, 
commission, or profit sharing. 

Municipal underwrit ing is usually won on 
a competit ive bid basis rather than the 
relationship-service-planning basis 
upon which most corporate under-
writers are selected. 

Banks lack the brokerage-based retail 
distribution required for large-scale 
national underwritings. 

Current bank market-making is limited to 
municipals and government securities 
rather than corporate debt and equity. 

Most banks lack the syndication and 
distribution structures of the investment 
banks and brokerage firms. 

Only the most senior officers in 
commercial banks receive compensation 
commensurate with that provided 
professionals in major investment banking 
firms; top salaries in most banks are for 
management rather than professional 
skills although some banks are now using 
commissions and other incentive 
structures in security trading, leasing, 
and consulting but this usually occurs in 
holding company units outside of the 
commercial lending area. 
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and being a provider of short-term credit, (2) 
competit ive disadvantages involved in going up 
against a partnership-oriented organization with 
high compensation for the talent required to 
design and price underwritings, and (3) the need 
for a distribution capability that would require 
activities such as full-service brokerage and se-
curity market-making. 

While underwriting is often viewed as a logical 
and attractive business, especially the apparent 
synergy from offering one-stop financing to com-
panies, a close examination of the strengths and 
weaknesses raises questions about how eagerly 
banks would enter into corporate underwrit ing if 
they received complete securities powers. 

The synergy of one-stop financing appears 
questionable. First, major companies already 
deal wi th many banks for credit so that the value 
of having one of several credit banks provide 
underwriting seems unlikely to increase admini-
strative efficiency. Second, relying on the same 
organization for short-term credit and most long-
term financing including its underwrit ing could 
be viewed as risky because of disadvantages of a 
company being dependent on a single vendor 
for two of its most critical needs—short-term 
credit and access to the capital markets. Third, 
and most important, most companies would be 
acutely aware of the conflict of interest between 
the role of credit granter and short-term lender 
and the role of underwriter of both equity and 
bonds. 

Corporate financial officers clearly would worry 
that, in times of financial duress, a bank concerned 
with the safety of its short-term loans could force 
an equity offering or long-term debt offering at an 
inopportune time. Because companies use short-
term financing as the primary means for controlling 
the t iming of long-term financing, most would 
prefer to have one vendor for short-term debt 
and another for underwriting both long-term 
debtand equity, ratherthan relyingon"one-stop 
financing." 

Since major companies now deal with several 
banks and most would not want their major 
credit banks to be their equity underwriters, it 
seems that the common assumption regarding 
the marketing value of a bank's ability to offer 
one-step financing is dubious for the major 
companies that comprise most of the under-
writing market. 

The foregoing has focused on the issue of 
marketing synergy because some form of synergy 

is usually cited as the primary argument for bank 
entry. However, other reasons against significant 
bank entry into underwrit ing are also strong. 

Profitability and Organizational Structure 
Most investment bankers that act as major 

underwriters are organized as partnerships. The 
underwriting business is highly covariant wi th 
the business cycle and the level of interest rates. 
Hence, there is significant year-to-year variation 
in both revenue and income. For this reason, 
firms find it difficult to pay consistently high 
compensation even though the business requires 
talented professionals. A significant portion of 
pay is given as bonuses rather than base salary, 
wi th the bonus reflecting the year's revenue and 
income. Thus, compensation is variable and 
much of the firm's risk (uncertainly in revenue 
and income) is shifted to the professional em-
ployees—both partners and non-partner pro-
fessionals. In addition, the partnership form means 
that while the most senior professional employees 
receive compensation via their partnership shares, 
they also bear equity risk. 

Banks, especially the major banks, cannot 
easily emulate either the high level of compen-
sation or the employee risk-sharing inherent in 
bonus and partnership income. First, banker 
salaries are generally much lowerthan the averge 
compensation paid underwriting professionals. 
Moreover, most banks today pay high salaries 
only to senior management rather than non-
manager personnel providing professional services. 
Second, if banks were to pay salaries comparable 
to the compensation in underwriting but without 
relying significantly on bonus and partnership 
income, the net effect would be a large salary 
base and, therefore, a volatile, highly seasonal 
profit contribution. Moreover, once higher em-
ployee compensation requirements are recognized, 
the actual profitability of underwriting to banks is 
likely to be much less than the apparent profit-
ability. 

In addition, compensation predominantly as 
salary would mean a high fixed cost that would 
make underwrit ing income risky and, thus, less 
attractive on a risk-adjusted basis than average 
income would suggest Finally, banks have only 
limited ability to tolerate volatile, uncertain in-
come streams because of their highly leveraged 
financial structure and narrow margins on lending. 
In sum, it seems quite doubtful that banks are 
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organizationally able to engage in broad-scale 
corporate underwriting on a significant scale.3 

Besides the problems involved in assisting 
companies with planning long-term financing, 
other requirements of the business also could 
prove troublesome for banks. One is the need for 
a distribution network. Both market-making and 
full-service brokerage also involve high compen-
sation and highly variable, business-cycle covariant 
income. Brokers, for instance, typically receive 
commissions as their primary source of income. 
Again, commission income is a device for shifting 
risk to employees in the presence of volatile 
revenue. But commission income is again a form 
of compensation alien to the rank-based salary 
ladders of most major banks. 

Bank Underwriting: Synthesis 
I n summary, it seems clear that full-scale national 

underwriting is not an easy, synergistic busi-
ness expansion for banks as they are currently 
organized. The usually assumed marketing synergy 
from being able to offer one-stop credit-financing 
would be of limited value to major companies 
and may even be rejected as risky and flawed by 
latent conflict-of-interest problems. Once the 
necessity of compensating skilled professionals 
generously is recognized, the apparently high 
average profitability becomes questionable. More-
over, the volatile, underwriting revenue pattern 
means that underwriting income is risky, espe-
cially if an organization cannot shift risk to 
employees by relying extensively on bonuses 
and partnership equity. Finally, the organizational 
structure of banks and the need to obtain or 
create market-making and security distribution 
capabilities constitute further obstacles to bank 
entry. 

These obstacles are formidable. Thus, it seems 
that few major banks, probably at most five or six, 
could rationally hope to become full-scale national 
underwriters. Given the clear risks associated 
with trying and failing, few major banks would be 
likely even to attempt aggressive direct entry 
into full-scale national underwriting even if there 
were no line-of-business restrictions. 

Rather than encouraging direct entry, complete 
securities line-of-business deregulation most likely 
would produce gradual expansion of major banks 
now engaged in municipal debt underwrit ing 
and U.S. and municipal-government securities 
trading into aspects of underwriting. Below are 
plausible types of underwritingactivity for banks. 

1. Commerc ia l Paper Placement. More banks 
apparently would become commercial paper 
underwriters and dealers. A few banks (for ex 
ample, Bankers Trust Company and Manu-
facturers Hanover Trust Company) already 
engage in this activity. In effect, major banks 
would seek to reestablish their role as short-
term borrowing-lending intermediaries between 
major corporations, a business that has shifted 
to four investment bankers4 as the primary 
intermediaries in dealer-placed commercial 
paper. 
2. Regional and Middle-Market Underwriting. 
Banks now in municipal underwriting may ex-
pand into limited underwriting for regional and 
middle-market companies, especially those 
not listed on major exchanges. Much of this 
underwriting would be debt rather than equity 
and much would be privately placed rather 
than through public offerings. But the ability 
to engage in public underwritings would allow 
banks to fill out their line of services. 
3. Industry Focused Underwriting. Some banks 
may specialize by industry—for example, electric 
utilities and other regulated companies obligated 
to obtain competit ive bids. 
4. Debt Underwriting. Some banks might seek 
to expand their financing for major companies 
by expanding existing debt-underwrit ing skills 
into long-term debt placement and underwriting 
for high-quality companies, but avoiding equity 
underwriting. 
5. Underwriting Syndicate Participation. Be-
sides direct underwriting and debt placement, 
banks that expand into brokerage or acquire 
brokerage firms would participate in under-
writing syndications. They would act not as a 
principal but as one of the many participating 
firms involved in the distribution network 
created for large underwritings. 

Conclusions 
Corporate banking services can be placed in 

three broad categories—investment management, 
credit-financing, and cash management. Aside 
from commercial paper placement (which some 
banks are now entering), corporate cash manage-
ment services are not curtailed by line-of-busi-
ness restrictions but only geographical restrictions. 
In contrast, investment management and credit-
financing services are limited significantly by 
current line-of-business restrictions. 
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Internal mutual funds and other kinds of com-
mingled fund management, currently prohibited 
to banks, represent a straightforward business 
extension of current pension fund and other 
corporate investment management services. 
Once banks offer internal mutual funds for their 
trusteemanaged funds, it is also a straightforward 
business expansion for them to offer mutual 
funds to the public and to incorporate them in 
retail cash management accounts patterned on 
those pioneered by Merrill Lynch and now offered 
by other brokerage firms, banks and thrifts. 

Bank entry into corporate underwriting involves 
much greater uncertainty in terms of both form 
and scope. Expanding into underwrit ing to pro-
vide more comprehensive credit-financing ap-
pears superficially to provide marketing synergy. 
But closer analysis suggests that major companies 
probably will want credit and short-term financing 
from a source other than their equity and long-
term debt underwriters. 

Virtually all other factors appear negative also. 
Thus, few if any banks are likely to become full-
scale, full-service national underwriters. If all 

line-of-business restrictions were eliminated, bank 
entry into underwriting would be limited to 
banks already in municipal underwriting or govern-
ment security market-making and would be 
focused on smaller regional companies and other 
specialized services. In addition, those few banks 
that choose to offer full-service retail brokerage 
seem more likely to participate as part of 
underwrit ing distribution systems rather than 
as the lead underwriter. 

Conversely, investment banks specializing in 
corporate underwriting are unlikely to enter full-
scale commercial banking in terms of direct 
credit and short-term financing for corporation 
although they would continue to place com-
mercial paper. 

— Bernell K. Stone* 

•Berne// K. Stone is the Mills B. Lane Protessor or Hanking and Finance. Georgia 
Institute ol Technology. 

'Credi t is used as a generic term for any agreement, both contractual and 
non-contractual, to loan funds up to a specified maximum level. The 
standard forms are credit l ine (non-contractual commitment to lend at a 
formula rate such as a prime for a term up to a year), c red i t agreement 
(contractual commitment to lend for a term up to a year), revolving credit 
agreement (contractual agreement to lend for periods in excess of a year 
under a variety of rate agreements and possibly with a time-varying upper 
limit). 

' The issue of commingling trust assets has been the subject of litigation. The 
Investment Company Institute challenged Citibank's offering of a commingled 

fund service in 1969. The courts agreed that there was an implicit security 
offering and a violation of Glass-Steagall. 

•An argument to counter the issues of salary form would be to create 
underwriting as a separate holding company unit so that it could emulate 
the organizational form of the major underwriting organizations This 
device would clearly enable a different salary structure, salary level and 
organization. But if it is operated as a separate holding company unit, the 
market synergy, cross-product cost savings and other arguments for 
bank underwriting are invalid. 

"These are Goldman Sachs, AG. Becker. First Boston and Merrill Lynch. 
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