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For the past 21 months the Report of the Presidential 

Commission on Financial Structure and Regulation, headed by 

Reed 0. Hunt, has been a leading element in the climate of change 
stirring throughout the financial community of this country. Both 

the existing structural configurations and the practices of financial 
institutions have been embroiled in controversy in some respects 
reminiscent of the 1930's era of reform. The Hunt Commission was not 

the sole source of this atmosphere, as we can see changes initiated 

from other parts of the government as well as the private sector.
This environment appears to augur a substantial probability that 
some changes will come to pass and that among them the trust activities 
of banks will not be overlooked.

On the regulatory--or to put it more broadly, the govern
mental" -side of these events, there have been a number of first 

approximation responses to the Hunt Commission Report and the climate 

of change. The most notable was a Presidential message to the Congress 

early in August suggesting seven major legislative proposals "designed 
to strengthen and revitalize our financial institutions" so as to 
allow them "to adapt to the changing needs of borrowers and lenders 
(and) make full use of technological innovations." To date there 
have been no Administration proposals directly affecting trust 

activities, but given the Hunt Commission and Congressional proposals, 
some legislative reactions should probably be anticipated.

In the Congress the stirrings have been varied. The House 

Banking and Currency Committee chaired by Representative Wright Patman 

just last week began hearings which in part focus on reforming the
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nation's financial institutions and their regulation. The staff 
of the House Banking and Currency Committee has issued a Staff 
Report titled "Financial Institutions: Reform and the Public Interest" 

in which recommendations for general banking reform at least as com

prehensive as those of the Hunt Commission are outlined.
Whether any of these recommendations, reports, or legis

lative proposals will appear in the near future in the form of new 

law, is an open question. However, taken comprehensively they 

indicate a rather general questioning of the present structure 

and operations of financial institutions and of the form and nature 
of governmental regulation of the financial world. In this connection, 

the greatest present significance of the questioning may lie in what 

appears to be widespread hospitality for the idea of the need for 
substantial changes that would affect the financial community both 
broadly and deeply.

Recently, one can also sense some ferment in the private 
sector. Changes arising from this unrest have both governmental and 
private origins, but banks, particularly trust departments, have 
responded voluntarily to some of these forces. For example, recent 
public concern about the voting of stock held in trust portfolios-- 

when issues of social responsibility or when management-shareholder 

disagreements were present--has resulted in the development of recom

mended guidelines by the American Bankers Association. In another 

case, the Justice Department criticized as an alleged "restraint 

of trade" the interest of banks in the deposits of those stockbrokers
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who receive commissions for carrying out the securities transactions 
of their trust departments.

The mere threat of Justice Department action, along with 
some journalistic criticism of the practice, has led to the voluntary 

elimination of "tie-in" practices of this type by most institutions.

For various reasons, we also are seeing the creation of investment 
advisory company subsidiaries in bank holding companies, which in 
effect constitute a spinning-off of investment research and port
folio management services from the bank trust department to a semi- 

autonomous subsidiary. The establishment of these companies 
constitutes one example of how banks on their own initiative are 
effecting significant structural and operational change in their 

trust activities.
I hope these observations will help us to place the remainder 

of our discussion in the context of a changing environment to which we 
must be perceptive and responsive. Trust activities are by no means 
the only focus of public attention, or perhaps even the most likely 
area where change will occur first. Nonetheless, I feel the propo
sals for change merit close scrutiny.

Proposals for Change in 
Trust Department Operation

Specific proposals concerning the future of trust operations 

are of particular interest. In part, the Hunt Commission recommended:
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--That banks with total trust assets of greater than 

$200 million should be required to build a wall 

between their trust and commercial banking operations, 

denying to trust department investment personnel 

access to credit information accumulated by the 

commercial banking division of the bank.

— That no director, officer or employee of a corporate 

fiduciary recommend or initiate any purchase or sale 
of securities on the basis of insider information.

--That the "prudent man rule" should become a universal 

requirement by making it a part of Federal bank law.

--That bank holding companies be permitted to set up 
a single affiliate to carry on the trust activities 

of all the banks in the holding company.
— That, state law permitting, bank holding companies 
be allowed to operate system-wide common trust 
funds among all affiliate banks with trust 
powers.

The section on trust operations of the study by the staff 

of the'House Banking and Currency Coinnittee included these principal 

observations and recommendations--intended to generate debate--and 

I would emphasize that this was a staff, not a Committee product:

--There exists a potential conflict of interest when 

commercial banks extend credit to corporations while 

holding enormous corporate assets in their trust
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departments; moreover, trust department operations 

in securities markets pose a potential threat 
of circumvention of the Glass-Steagall- Act's 

requirements.
— Such circumstances "argue strongly for separation 

of commercial and trust departments of commercial 

banks."
--As an alternative to present arrangements, there is 

proposed the creation of a Federal Trust Management 

Commission "to regulate and supervise the management of all 

foundation funds, charitable trusts and pension funds."

--Provision could be made for the licensing 
of "special investment advisory corporations, 
devoted solely to the management of all pension, 

foundation and charitable trust investments" and 
qualifying "for management of private trusts as well."
All officers and employees of these corporations would 
be prohibited from having business relationships with 
any other corporate entity.

--That trust companies resulting from the proposed

complete separation of trust departments from commercial 
banks could qualify as such "special investment advisory 

corporations."

--Finally, that "the required separation should not, 
perhaps, apply to banks which hold trust assets of 

$200 million or less."
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The
Background

There is an evident malaise about bank trust operations, 

too broad to be attributed solely to suspicion of the commercial 

banking system. In particular the Hunt Commission, if it is judged 

by its leadership, personnel, and its Report, was an advocate of 

change in banking structure because it believed in the system and 
wanted to preserve banking's legitimate role in the United States 

economy. Yet it suggested that information and operational barriers 

be put up between trust departments and other commercial bank 

functions, while the House Banking Committee staff has gone so far 
as to recommend not just a "wall" between trust and commercial 

banking but complete separation!
I am uneasy about these matters, because 1 feel that the 

banking system as it operates in the United States is too important 
an economic factor to be permitted to lose public confidence. In 
looking at all of these proposed reforms together, it seems to me 
that the concerns stimulating them are rooted in several aspects 
of commercial bank trust operations. These include the tremendous 
siz£ of commercial bank trust department holdings; evident possi

bilities for conflict of interest between trust and other bank 

operations; and, very importantly, the impact of trust operations 

on the economy as a whole, particularly in the equities and bond 

markets.

The Federal Reserve Bank of New York recently published 

a two-part study of commercial bank trust operations which gave some
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analytical clarity to these misgivings. Let me cite the following 
findings:

— Commercial banks are administrators of a large part of 
the nation's intangible wealth. Personal trust depart

ments of the banks administer, either as trustee or 
agent, the largest aggregate of investment funds in the 

country--$292 billion at the end of 1970 and $343 

billion at the end of 1971--equivalent at the end of 
1970 to almost two-thirds of the commercial banking 
assets held by the same banks and almost half again as 
large as the pool of fiduciary funds administered by 

life insurance companies. The 1970 total was an 

increase of 50 per cent in six years. In 1971 alone, 

the increase was 17.5 per cent, 70 per cent of the 
increase being appreciation of assets. That is to 

say— if I may comment at this point--that this is an 
aggregate which, given even moderately competent 
handling, cannot help but grow with a rapidity which, 

in turn, cannot help but provide further evidence for 
those who voice concern over such concentration of 

resources.

— Approximately one quarter of personal trust funds held 

by coirmercial banks in 1970 was concentrated in just 
five banks, and half in 21 banks.
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--Employee benefit trust funds accounted for approximately 
a third of the personal trust fund totals in both 1970 

and 1971, and has been the fastest growing principal 

component of commercial bank t;rust holdings since the 

early 1960's.

--Certain categories of commercial banks' fiduciary 

assets are impressive not only in absolute terms but 
also as percentages of the total of such securities 
outstanding. This is particularly striking with regard 
to equities and corporate bonds, with trust department 

fiduciary holdings accounting in 1971 for 22.4 per cent 

and 20 per cent, respectively, of the outstanding totals.

--Banka have naintained their position into the seventies 

ac far and away the largest public traders in the 

equities markets.
— The sheer size of financial assets held by commercial 
banks as fiduciaries has awakened strong public interest 
and even fears.

— Concern has been expressed, too, about the potential 

for conflicts of interest. At many banks the funds 

deposited by trust departments in their own bank, are 

larger than those of the bank'e largest outside depositor.

The staff study of the House Banking and Currency Committee 

is much more explicit on the 
asserting that:

LIBRARY
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— Trust department officials can take unfair advantage of 
loan activity information available in the commercial 

bank.

--Trust department investments can be used to help bail out 
an ailing corporation which is heavily indebted to the 

commercial bank; or, the opposite case, in which the 
bank lends to help a badly managed company in which 

the trust department has invested.
--Loans can be withheld from competitors of corporations 

that are heavily represented in the investment portfolios 

of trust accounts, thereby diminishing the ability to 

compete.

In view of such indications of accumulating concern about the op 

erations of trust departments of corcrae'rcial banks, the author of a recent 
article in the Yale Law Review suggests, as one viable alternative, 

"separate incorporation of the trust department outside the bank 
complex." However, this author points out that separation could have 
its abuses also, in the form of "sweetheart" arrangements between the 
bank and the trust department separated from it. Further, one could 
point out that the mere separation by creation of a subsidiary 

company, does not substantially alleviate the problems of concentration 

or regulation.

One Regulator's 
Views

From the foregoing discussion, we see an underlying ferment 
with respect to the future shape and operation of the nation's financial
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system as well as with regard to the role and structure of govern

mental regulation of financial institutions. The trust departments 

of commercial banks appear to be contributing significantly to the 

general uneasiness. I want to state very clearly that while I can 

see an understandable basis for misgivings about commercial bank 

trust departments, current criticisms and assertions appear to relate 

to potential or possible abuses. ?exj emperical studies have 
been made of these alleged conflicts of interest. There has been 

no litigation in the area of the magnitude of, £or example,
'the Texas Gulf Sulphur case on the question of improper 
use of insider information. This, along with personal observations 

and experiences, leads me to believe trust activities to be very 
largely operated by honorable men who do their best to keep 
possibly conflicting interests at arm's length. I feel as did 

Justice Cardozo in the famous old New York case of Meinhard v.
Salmon. There Cardozo remarked that the fiduciary responsibility, 
like that demanded in operating trust activities, is a very high 
standard of conduct "not the morals of the market place but the 
punctilio of an honor the most sensitive." 1 think this would 
continue to be the case in the future without structural change or 

additional governmental regulation.

However, the problem is not one of whether or not we must 

regulate more stringently the conduct of honorable men, but the trust 

department's public image. What then is the issue with which we are 

confronted at this time? Increasingly it appears to me that the
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problem is one of recognizing that our banks, because of their 
unique pivotal economic role and enormous economic power, must not 

only avoid actual abuse of their powers hut, like our judicial 
system, even the appearance of such insofar as they are capable 
of performing their duties. As William J. Copeland, Vice Chairman 

of Pittsburgh National Bank, said recently, the trust department's 
"problem with the public is not what we are but what we appear to be." 

If the public perceives, and to some extent believes these problems 

exist, their confidence will decline, regardless of the objectively 

viewed reality. The "wall" must take a form such that the public will 

be assured that it is a sufficient barrier to abuse. The rein
forcement of the "wall" can be «initiated by the &overnnipntor 

by the banking industry. I would prefer to see the latter.
Now is the time for action because the assets of commercial 

bank trust departments have grown so great, their operations can have 

such an impact on critical markets, and the potential for conflict 
of interest has become so pervasive. Therefore, I confess I must 
be counted among those hospitable to the idea that change must be 
given serious consideration. The separation of trust and commercial 
banking activities in a holding company would relieve 

the risk of the dangers associated with these potentials for abuse 

and could bring positive benefits to the whole banking”'

■enterprise as well. I feel that in mfahy respects a trust subsidiary or 

affiliate, as opposed to a trust department or division,-would be a 

far smaller liability to the nation!s banking system in the public's 
eyes.

- 11-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Here I speak only for myself, as the Federal Reserve Board 

has not taken a position on the future of trust departments. 1 do 

not even know the thinking of my colleagues on this subject, as a 

body or as individuals. To that, I would add that my position, 

so far as specifics of change go, is not yet final in all of its 
details. However, it is my view that there are good arguments in 
favor of change in the relationship of commercial bank trust operations 

to the rest of commercial banking.
What shape should this change take? I do not want to be 

dogmatic here, because I think there are probably several possible 

solutions ranging from Vice Chairman Copeland's suggestions about 
improved public relations to the House Banking and Currency Committee 
staff's ideas for a major restructuring of the industry. At this 

time, I am inclined to say that the bank holding company offers a 
solution that could go far toward solving both the banking and the 
regulatory problems involved.

Mr. Copeland's emphasis on the image of trust departments 
is the correct focus, but fails to attack the separation problem.

The proposals- in the study by the staff of the House- c.ommi£tee have 

not been fully developed yet, so I x/ill reserve any evaluation until 

later. However, their general thrust suggests' that additional regu

latory organizations need to be established specifically for trust 

operations. Although there could be improvementsj I feel*the present 
framework is adequate.
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As a practical matter, I think banks that are in bank holding 
companies present virtually the whole problem, becuase they include 

nearly all the large banks with large trust departments. You will 

recall that the study published by the New York Federal Reserve Bank 
noted that half of personal trust funds administered by commercial banks 

was in 21 banks. This study also found that in 1971 nearly nine-tenths 

of the employee benefit trust fund assets at banks was lodged at 59 

banks with trust assets of more than $1 billion each. Since holding 
company groups mid-way in 1972 included banks with 60 per cent of all 

commercial bank assets in the United States, few of the larger banks 

remain outside the holding company format.
Wherever the line is drawn for a required break-off of 

trust from commercial bank activities, I do not think this would 
cause an exodus of large banks with large trust departments from hold

ing companies. If the rationale for the suggested $200 million 

boundary is the potential conflicts of interest arising from trust 
department's holdings in securities of companies to which the bank 
is extending credit, then I think the barrier could be raised sub
stantially and still be effective. I feel this asset level should be 
more extensively researched to provide an optimum point where 

additional regulation attaches. Actually line-drax^ing is largely irrele

vant as these banks have many other interests in remaining within the 

holding company format. Further, from what I know of the current 

operating rules, particularly in the larger institutions, bankers and 

trust men follow rules that, for all practical purposes, already ac

complish the total separation of commercial banking and trust activities.
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I should add that one of the basic statutory rules governing 
banks is a bar to tie-in arrangements with their affiliates. Another 

basic rule is that affiliation with a holding company should carry with 

it a positive public benefit. Assuming the legal separation of trust 

departments as entities in bank holding companies, these statutory 

requirements would strengthen the Board's hand in promulgating rules 

to avoid conflicts of interest, or other anticompetitive effects, between 

banks and trust companies in a bank holding company.
This regulatory framework would be built upon the existing 

foundation of Board regulation for trust departments which has as its 

primary purpose the avoidance of trust activities placing undue liability 

upon the bank, or disadvantaging trust beneficiaries. Since, as a prac

tical matter, the insulation of the bank from the liabilities of a holding 
company subsidiary might be difficult, the avoidance of liability would 

still be a very importan aspect of regulation, as would also the pro

tection of trust beneficiaries.
The separation of trust departments of banks in a bank holding 

company, as distinct corporate entities, would, I believe, solve most of 
the objectionable aspects that are gathering in the public's viex* around 
bank operated trust departments. Problems of supervision and regulation 

would remain as before the separation and additional safeguards to 

insure independent operation would have to be employed, but these 

would be the regulators' problems.

I think there might be other benefits as well. These benefits 

come from greater attention to cost accounting as related to the trust 

function and certain economies of scale derived from the consolidation
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of duplicative activities within the holding company. I would expect 
a further swing from a reliance on"balance credits" as a crutch to 

support trust department earnings to a "fee basis" measurement of profit

ability for the separate trust company. This would, I hope, establish the 

trust subsidiary as an "earner1, so that capital could be more efficiently 

allocated based on expected rate of return. Presently bank managers seem 

to have real difficulty in deciding how to allocate funds to the trust 

department. Profit planning and performance should be enhanced through 

the creation of a subsidiary which must compete for capital with the other 

holding company affiliates. Thus, the separated trust operation could 

be viewed as a separate whole, and decisions would be made to continue 

or discontinue services because they do or do not add, directly or in

directly, to the profitability of the trust company. Furthermore, the 
commercial bankers could no longer be heard to complain about the trust 
department's drag on institutional profits.

Consolidation of the individual trust operations of bank holding 
company banks into one unit is likely to produce efficiencies of scale 
which can also contribute to holding company earnings. By eliminating 
duplications among the banks, the administrative advantage of uniformity 

could lower operating costs and control problems without impairing the 

overall level of services rendered to the public.

From the bank management point of view, the creation of a 

trust subsidiary might have several additional advantages. In recent 

years the investment advisory activities of trust departments have been 

subjected to increased competition. The trust department product" 

could be marketed more effectively, perhaps, by removing it from the
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unromantic image of the stodgy bank trcst department. A further ad
vantage could be the achievements of trust managers, since the subsidiary 

would not be subordinate to the bank, and management would become more 

goal oriented.
However, it is my view that the largest and most enduring benefit 

would inure to the nation's banking system as a whole, by lifting from 
it a growing burden of public doubt. As a matter of public perception, 

regardless of what is believed by trustmen, the "Chinese Wall" lacks 

sufficient strength to resist the abuses of economic power and conflicts 

of interest. I see no evidence to suggest that the issues of trust 

operations or holdings will disappear from public attention. The only 

reasonably expectable reaction is a public outcry for the breakup of 

the agglomerations of money and economic power represented by commercial 
banks.

It is my opinion that by moving the trust department a definitive 

step away from the commercial bank, in a bank holding company, we would 
accomplish most of the good that could come from simple breakup, and 
avoid the ills that beset any economic violence in the form of highly
restrictive legislation. This is a worthy objective indeed.
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