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Securities Activities of Commercial Banks:
The Current Economic and Legal Environment

George G. Kaufman and Larry R. Mote*

One of the more striking developments in financial markets in recent years
has been the increased involvement of commercial banks in a progressively
wider variety of securities activities. These now include securities broker-
age, investment advising, mutual fund management, issuance of mutual
fund-like deposits, and underwriting and trading of an increasing number
of non-federal government securities. Overseas, larger U.S. banking or-
ganizations are involved in full-service investment banking. In addition,
Senator Proxmire, Chairman of the Senate Banking Committee, and other
Congressmen have introduced legislation to repeal some of the prohibitions
against further commercial bank activities in securities dealing and under-
writing. Those favoring such liberalization argue that the restrictions un-
duly limit the ability of commercial banks to compete, thereby increasing
the costs of these services to the public, and prevent banks from diversifying
to reduce their risk exposure. Those opposed to liberalization believe that
these activities would circumvent the congressional purpose embodied in

.the Banking Act of 1933, which introduced severe restrictions on commer-

cial banks’ securities activities, and that they pose a serious danger to the
safety and competitiveness of the financial system. This paper examines the
history of commercial banks’ involvement in the securities markets and the
role of securities activities in the banking collapse of the 1930s, reviews the
rationale for and substance of the Banking Act of 1933, and surveys the
evolution of bank securities activities since 1933, with emphasis on the last
decade. It concludes with a reevaluation of the economic issues raised by
commercial banks’ involvement in securities activities.

Origins of the Glass-Steagall Act

The Banking Act of 1933, often referred to as the Glass-Steagall Act after
the chairmen of the Senate and House banking committees, was a sweeping
and complex piece of legislation. Congress enacted it in June as a quick,
ad hoc fix in reaction to the Great Depression and in particular to the fi-
nancial holocaust that saw the failure of more than 40 percent of all com-
mercial banks in the United States between 1929 and 1933. There was a
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pervasive public attitude of fear and uncertainty about the future of the fi-
nancial system, if not of the entire economic system. President Franklin
D. Roosevelt’s first official act was to close all banks for at least one week
during the national banking holiday declared on March 6, 1933. The
Glass-Steagall Act was one of the bills hurriedly enacted in the now fabled
“first one hundred days” of the Roosevelt administration. It was intended
to demonstrate that Congress and the administration were alert to the crisis
and were willing to take strong action to correct any problems in the fi-
nancial system.

The public and Congress alike sought easily identifiable causes and quick
solutions for the calamity. They blamed the crisis on a number of perceived
weaknesses that had disturbed some individual members of Congress for
many years. Among these were: a poorly organized Federal Reserve Sys-
tem, excessive competition among commercial banks, undue risk-taking by
commercial banks, an excessive number of small banks that were unable to
diversify through geographical expansion, the channeling of bank credit
into “speculative, nonproductive” uses, excessive economic concentration
in banking, and serious conflict-of-interest abuses. Many bills had been
introduced to correct these alleged problems during the late 1920s and early
1930s. For example, proposals to restrict bank deposit rates, to permit
wider branching authority for national banks, and to adopt federal deposit
insurance had been introduced in Congress on several occasions during the
decade just prior to the Great Depression. Separation of commercial and
investment banking had been a pet proposal of Senator Carter Glass for
many years. Glass, who had been the main author of the Federal Reserve
Act in 1913, firmly believed in the real bills doctrine, one tenet of which
was that bank safety could be achieved only if banks restricted their lending
to short-term financing of goods in the production process. While none
of these proposals had gained sufficient support in Congress on their own
merits to be enacted, they were well-developed and ready at hand when the
crisis struck in 1933. As legislators scurried about to put together a com-
prehensive legislative package to correct the perceived causes of the crisis,
it was only natural that they would turn to these proposals. Many of the
individual proposals found some support on their own merits and gained
additional support as a result of horse-trading among their various sup-
porters in putting together a comprehensive package. The overriding con-
sideration in their adoption was the safety of the banking system.’

The Banking Act of 1933 contained many provisions and affected nearly
every aspect of banking. Among other things, it:

1. reorganized the Federal Reserve System,

2. prohibited the payment of interest on demand deposits,

3. imposed ceilings on interest rates payable on time deposits,
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restricted entry of new national banks,
imposed margin requirements on bank-financed securities purchases,

introduced federal deposit insurance,

N o w»w ok

gave national banks the same intrastate branching powers as state banks
in the same state, and

8. separated full-service commercial and investment banking.

Earlier Involvement of Banks in Securities Activities

Commercial banks have been involved in investment banking to some de-
gree through the greater part of U.S. history. The distinguishing charac-
teristic of commercial banks in Britain in the 18th century was that they
were chartered by the government and granted exclusive rights to issue
notes of circulation. Both to assure their safety and liquidity and to limit
their activities for competitive reasons, commercial banks were prohibited
from underwriting and investing in longer-term private securities. Different
types of financial institutions which generally went by the name of mer-
chant, investment, or private banks were organized to assist private firms
in raising longer-term capital. Because they did not issue notes, these firms
were not required to obtain commercial bank charters and were not subject
to the same restrictive provisions. To service their customers, these entities
began to offer deposit accounts, which were not an important service of
commercial banks at the time.

However, unlike British banks, many U.S. commercial banks were active
in underwriting early in the 19th century. In a review of the history of
commercial bank involvement in investment banking in the United States,
Carter Golembe concluded that “commercial banking and investment
banking have been closely intertwined from the time banks first appeared
on this continent.”” In part, this appears to have been due to the absence
of other highly developed, specialized financial institutions designed to
provide long-term credit to business. According to Golembe, between 1800
and 1840, “. . . commercial banks were also the leading investment banking
institutions, and may even have dwarfed all other institutions and individ-
uals combined in the volume of securities underwritten and distributed.”?

Other writers paint a similar picture. For example, H. Parker Willis and
Jules S. Bogen wrote in 1929: “For many years banking or financial insti-
tutions have existed which have carried on both kinds of banking (com-
mercial banking and investment banking) concurrently; the practice has
continued up to the present time, and is still a prevailing one.”* Similarly,
Vincent Carosso noted that “[t]he investment banking function was also
performed by incorporated commercial banks. . . . By the mid 1830s
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chartered banks in several states were successfully bidding for new issues
and reselling them in smaller lots either to subcontractors or directly to in-
vestors.””

State banks were generally free to engage in a full range of investment
banking activities throughout this period. National banks were initially
restricted in their underwriting to securities that they were permitted to
own. Their authority to engage in investment banking at all was derived
from the Comptroller of the Currency’s interpretation of the “incidental
powers” clause of the National Banking Act. Through time, this authority
was extended to corporate bonds and then to corporate equities in order to
keep national banks on an equal competitive footing with state banks.
Securities activities were conducted in the banks’ bond departments. Pre-
cisely what type of securities national banks were permitted to underwrite
and trade at what time between the end of the Civil War and the enactment
of Glass-Steagall is unclear from readily available primary sources. Some
secondary sources refer to an unreferenced ruling by the Comptroller of the
Currency in 1902 that prohibited national banks from dealing in equities
within the bank itself.® Shortly thereafter some of the banks shifted their
securities activities to state-chartered affiliates that they had recently or-
ganized primarily to expand their trust, savings deposit, and mortgage
lending activities. Use of these affiliates also permitted the banks to oper-
ate more easily across state boundaries.

To clarify the securities powers of national banks and reduce their reliance
on affiliates, which were supervised and examined by state banking agencies
and whose operations had been called in question by the Pujo Committee
“money trust” investigation in 19127 , the Comptroller recommended leg-
islation that would codify existing practice.® Congress responded by enact-
ing the McFadden Act of 1927 (which is better known for granting national
banks limited branching powers), which made explicit the authority of na-
tional banks to underwrite and deal in “investment securities” and author-
ized the Comptroller to define such securities within the limitations of the
National Banking Act. Both the Senate and House reports accompanying
the act note that “this is a business that is regularly carried on by state
banks and trust companies and has been engaged in by national banks for
a number of years. The effect of this provision, therefore, is primarily
regulative.”®

Relying on the language of the incidental powers clause in the National
Banking Act, the Comptroller initially limited the definition of investment
securities “to marketable debt securities.”'” But by the onset of the Great
Depression, both national and state banks or their affiliates were permitted
to engage in almost all available securities activities, and many of the larger
institutions had taken advantage of these powers.
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Securities Activities and the Banking Collapse of the 1930s

It is often argued that the involvement of commercial banks in securities
activities contributed importantly to the banking collapse of the 1930s. In
1933, a subcommittee of the Senate Banking Committee conducted well-
publicized hearings on stock exchange practices. Named after the
subcommittee’s chief counsel, Ferdinand Pecora, these hearings are often
cited as demonstrating the key role of banks’ securities affiliates in precip-
itating and amplifying the banking crisis. A careful reading, however,
reveals that this is an overstatement.!" What the hearings did demonstrate
was that individual bankers, like other people, are capable of venality and
a disregard for the public interest.

Among the practices whose propriety was questioned during the hearings
were the purchase of securities by the bank from its securities affiliate, the
promotion and sale by the bank to its correspondents of securities under-
written by the bank’s affiliate, lending by banks to their affiliates to finance
underwriting activity, the tying of corporate loans to use of the bank’s af-
filiate for underwriting new issues of securities, compensation of bank offi-
cials by securities affiliates that greatly exceeded their compensation from
the bank, and speculation by officers and directors in the stock of their
bank.'? It should be noted that some of these activities appear to have been
perfectly legitimate and that none of them was illegal at the time, though
some of them were subsequently prohibited by the securities legislation of
1933 and 1934. More importantly, however egregious a few of the practices
uncovered by the Pecora hearings might have been, the hearings provided
no support either for concluding that such practices were widespread or for
blaming the bank failures of the early 1930s on securities activities."> In-
deed, a number of recent studies reexamining national banks’ investment
banking activities prior to 1933 concluded that bank affiliates did not ad-
versely affect commercial banking operations, that bank managers did not
favor the affiliates at the expense of the banks, and that the activities of
security affiliates did not lead to the failure of a singie bank.

The Divorce of Commercial and Investment Banking

Nevertheless, the alleged abuses uncovered by the Pecora hearings aroused
great public indignation at the time and proved instrumental in gaining
passage of the provisions separating commercial and investment banking.
This was true despite the fact that Senator Glass, a longtime foe of bank
involvement in securities activities, had already indicated his willingness to
compromise on the issue by settling for something less restrictive than sep-
aration, such as increased supervision.'®
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It is important to recognize that the separation of commercial and invest-
ment banking decreed by the Banking Act of 1933 was neither complete
nor ironclad. Sections 16 and 5(c) limit national banks and state member
banks, respectively, to dealing in and underwriting U.S. Treasury and mu-
nicipal general obligation securities.'® Section 20 proscribes affiliations be-
tween member banks and organizations “principally engaged in the issue,
flotation, underwriting, public sale or distribution at wholesale or retail or
through syndicate participation of stocks, bonds, debentures, notes, or
other securities.”!” Section 21 prohibits securities firms from engaging in
“the business of receiving deposits.”'® Finally, Section 32 prohibits officer,
director, or employee interlocks between organizations “primarily
engaged” in securities activities and member banks."” (The texts of these
sections are included in the appendix). Subsequent experience has shown
that the language of the act—in particular, the terms “principally engaged”
and “primarily engaged” —lends itself to a variety of interpretations.

Reentry into Securities Activities—1933-1980

Commercial banks showed little inclination to reenter investment banking
during the decades immediately following passage of the Glass-Steagall
Act. The industry was not particularly attractive for entry. A number of
investment banking firms had themselves failed during the early 1930s.2°
Activity was at a low ebb as firms had little cause to resort to the capital
markets to raise new funds. Between 1930 and 1939, U.S. nonfinancial
corporations used internal funds to retire a large portion of their out-
standing debt.”! Partly as a consequence, assets of security dealers and
brokers actually declined by 60 percent between 1929 and 1952. This was
the largest decline of any of the 24 types of financial intermediaries ana-
lyzed by Raymond Goldsmith in his study of U.S. financial intermediaries
in the 20th century.? In contrast, assets of commercial banks nearly tripled
over this period. Nor did security firms do much better over the longer
1900-1952 period; their assets increased by a factor of six over this period,
only one-third that for commercial banks. Together with the newfound
conservatism that pervaded commercial bank management for several dec-
ades after 1933, the depressed state of the industry deterred any widespread
efforts by banks to reenter the securities business until more than 20 years
later.

One of the first major post-Depression moves toward restoring commercial
banks’ position in the securities markets came in the late 1950s in the form
of proposals for a limited extension of banks’ powers in an area of securities
activities that they were still authorized to engage in—municipal bonds.
The Glass-Steagall Act limited member banks to underwriting and trading
“general obligations of any state or any political subdivision thereof...”

FRB CHICAGO Staff Memoranda

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



However, during the years following passage of the act, revenue bonds,
which were not widely used in the 1930s, had come to make up a progres-
sively larger proportion of total municipal bonds issued. Arguing that such
bonds were not markedly more risky than general obligation bonds and
that commercial bank entry would greatly reduce borrowing costs to
municipalities, the banking industry proposed a number of legislative bills
to allow commercial banks to underwrite revenue bonds.?

Making little headway via the federal legislative route, the banks came close
to achieving their goal through regulatory decisions during the tenure of
Comptroller of the Currency James J. Saxon in the early 1960s. A lawyer
who was impatient with extant banking law, Saxon liberalized entry and
merger by national banks and authorized by regulation certain activities,
such as travel agency services, leasing of personal property, purchase of
common stock in local development corporations, and the offering of cor-
porate savings accounts, that were widely believed to be prohibited by
statute.”® He also authorized national banks to underwrite some municipal
issues that were arguably revenue bonds rather than general obligation
bonds. In this, as well as in most of the other cases, his initiative was
eventually rejected by the courts. In contrast, the Federal Reserve Board
took a much more conservative view of the language of the Glass-Steagall
Act and limited itself to calling on Congress to revise the law to permit
banks to underwrite revenue bonds. In 1968, Congress liberalized the law
to permit banks to underwrite certain classes of municipal revenue bonds,
namely those used to finance housing, university, and dormitory con-
struction. This change enabled banks to underwrite roughly half the dollar
volume of all revenue bonds in some years.”

Commingled Trust Accounts (I1CI-1)

In 1965, Saxon’s successor as Comptroller, William Camp, approved an
application by First National City Bank of New York to offer its customers
commingled managing agency accounts.”® These differed from ordinary
trust accounts in that the bank actively promoted the commingled invest-
ment funds publicly and accepted customers’ funds in the capacity of a
managing agent rather than as a trustee. Camp’s decision was challenged
by the Investment Company Institute (ICI), a trade association for mutual
funds, and struck down by the district court for the District of Columbia,
which held that such accounts were indistinguishable from mutual funds
and constituted selling of securities in violation of Sections 16 and 21 of the
Glass-Steagall Act. This decision set in motion one of the first and most
important series of court tests regarding bank securities activities under
Glass-Steagall. The court of appeals reversed the district court and upheld
the Comptroller’s decision. Upon further challenge, the appeals court’s
ruling was, in turn, overturned by the Supreme Court in 1971.7
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The Supreme Court decision in this case, frequently referred to as Invest-
ment Company Institute or “ICI 1,” is notable for its description of the
“subtle hazards” of commercial bank involvement in investment banking
activities that led Congress to enact the Glass-Steagall Act. These were,
according to the Court:

1. Public confidence in the bank might be impaired if a bank’s customers
lost money through dealing with a bank’s securities affiliate.

2. A bank might make imprudent loans to companies in whose securities
the bank’s affiliate had invested.

3. A bank might lose customer good will if its depositors suffered losses
through the purchase of securities recommended by the bank’s securities
affiliate.

4. If lent to the promotion of particular securities, a banks’ reputation for
prudence and restraint would be damaged as a result of the perceived
normal risks of the investment banking business.

5. Banks might lend to customers in the expectation that the loans would
be used to purchase securities from the bank’s affiliate.

6. There might be a conflict of interest between a bank’s desire to promote
sales of securities and its obligation to give its customers disinterested
investment advice.

7. A bank might unload excessive inventories of securities on trust ac-
counts managed by the bank for its customers.

The Court concluded that “Congress acted to keep commercial banks out
of the investment banking business largely because it believed that the
promotional incentives of investment banking and the investment banker’s
pecuniary stake in the success of particular investment opportunities was
destructive of prudent and disinterested commercial banking and of public
confidence in the commercial banking system.””® The Court argued that
although a national bank might legally commingle customers’ trust funds
for efficiency of management and might also manage individual customers’
accounts on an agency basis, “the union of these powers gives birth to an
investment fund whose activities are of a different character. . . it is undis-
puted that this bank investment fund finds itself in direct competition with
the mutual fund industry.”?

Commercial banks also attempted to extend their securities brokerage ac-
tivities. In 1936, the Comptroller ruled that brokerage services, if they were
not to violate Glass-Steagall, could be offered by banks only as an accom-
modation for customers and not for profit.*® In 1957, the Comptroller
eliminated the requirement that brokerage services could not be provided
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for profit, but continued to require that they be offered only as an accom-
modation for existing customers.’' In the late 1970s, Chemical Bank of New
York offered its customers retail brokerage services.”> However, before its
legality could be challenged, the service was abandoned because of its fail-
ure to achieve profitability. The plan’s failure in the marketplace may have
been partly attributable to the fixed rate commission system then in force
on the New York Stock Exchange, which prohibited brokers from offering
discounts and made it difficult for new entrants to compete.

Another securities activity that banks have engaged in for many years is
advising companies placing their securities with investors privately.”> The
Securities Industry Association (SIA), a trade association for investment
banks, publicly questioned the legality of commercial bank private place-
ment activities, arguing that they constitute underwriting of corporate se-
curities. However, it did not take its case to court until 1978, when Bankers
Trust Company began placing third-party commercial paper. Together
with the securities firm A.G. Becker, Inc., the SIA brought suit to challenge
the activity as underwriting of securities in violation of Sections 16 and 21
of the Glass-Steagall Act. Because the case was not finally decided until
1987, the discussion of it is postponed to the next section on developments
in the 1980s.

Efforts by commercial banks to expand their securities activities have fol-
lowed a now-familiar sequence of events. First, either with or without prior
regulatory approval, banks have attempted to offer the service in such a
way as not to violate existing restrictions. The securities and investment
company industries have responded with law suits to prevent or delay such
evasions. Finally, both sides have engaged in vigorous lobbying designed
to enlarge or restrict commercial bank activities in the securities markets.

Developments since 1980

Through the 1970s, conservatism on the part of regulatory agencies and the
courts, as well as that of the banks themselves, restricted the expansion of
bank securities activities. Since 1980, however, growth in the range and
volume of domestic securities activities conducted by commercial banks, in
particular the larger banks, has greatly accelerated. This acceleration ap-
pears to reflect at least five new forces:

1. Improvements in technology that have reduced sharply the costs of in-
formation processing and communications. The new technology holds
out the promise of economies of scope in conducting expanded securities
activities alongside the banks’ currently permissible securities, lending,
and deposit activities. In many cases, these expanded activities can be
offered using in-place personnel and equipment.
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2. A search for new activities as profits from traditional commercial
banking activities have declined. This is particularly true of lending to
large corporations, many of which are finding it cheaper to sell their
own commercial paper than to borrow from banks. Technology has
contributed to this development by increasing the availability and re-
ducing the cost of credit information and analysis to the public, thereby
eroding commercial banks’ comparative advantage in this area.

3. The perceived rapid growth and large profits in full-service securities
activities, at least up to the time of the stock market break in October
1987, as the volume and complexity of securities have both increased
sharply.

4. More liberal interpretations of the language of existing legislation by
both the bank regulatory agencies and the courts.

5. The growing internationalization of financial markets, which has pro-
vided U.S. banks with experience in securities activities in many foreign
countries and has intensified competition with foreign banks and foreign
markets.

In previous articles, we chronicled the progress of banks in expanding their
securities activities through the watershed acquisition of Schwab Discount
Brokers by BankAmerica in 1984. At that time, one of the authors con-
cluded that

it would appear that the limitations on commercial banks’ activities
in providing securities and ancillary services are to a large extent the
fault of the banks themselves. They were inhibited, for good or for
bad reasons, as much by internal, self-imposed constraints (including
lack of imagination) as by external constraints. . . . While enactment
of sweeping new banking legislation is improbable, a continued
nibbling away of the elements of separateness between commercial
banking and investment banking does seem likely. . . . Indeed, it is
not too farfetched to predict that Glass-Steagall will be no more ef-
fective in maintaining a separation between commercial and invest-
ment banking in a few years than the McFadden Act and the
Douglas Amendment...have been in preventing interstate banking.>*

We see no reason to change these conclusions. Since 1984 the barriers to
bank securities activities have continued to erode. But this has not been the
result of new federal legislation. Rather it reflects 1) increases in the vol-
ume of activities that were either specifically permitted in 1984 or not ob-
viously prohibited and whose entry by banks was subsequently sustained
by the courts, 2) new activities that were neither provided by the banks nor
prohibited to the banks in 1984, and 3) activities permitted by regulation
or order since 1984. This section focuses on some of the more important
developments.
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Legal Developments

Federal regulatory rulings. In 1984, the FDIC issued a ruling authorizing
insured banks that are not members of the Federal Reserve to offer a broad
range of securities activities.”> As the ruling noted, most of the prohibitions
of the Glass-Steagall Act do not apply to nonmember banks (although the
Banking Act of 1987 temporarily extended these provisions to nonmember
banks). There are, however, few banks that are neither Fed members nor
subsidiaries of bank holding companies, and thus subject to Fed jurisdic-
tion, that are interested in and able to engage in securities activities im-
portantly.’® Favorable regulatory rulings since 1984, primarily by the Board
of Governors of the Federal Reserve System, have reinforced the ability of
member banks, through holding company subsidiaries, to place commercial
paper privately and, with some restrictions on volume, to underwrite and
deal in commercial paper, most types of municipal revenue bonds, and
mortgage-backed securities.”’” In 1986, the Board clarified banks’ authority
to provide integrated brokerage services and investment advice first to in-
stitutional investors and later to individual investors as well.*® In May 1986,
the Comptroller of the Currency authorized subsidiaries of national banks
to underwrite collateralized mortgage obligations (CMOs), expanding an
earlier decision allowing banks to underwrite money market funds investing
only in securities eligible for bank underwriting.”

In April and May of 1987, the Board of Governors of the Federal Reserve
System approved the applications first of three large New York bank
holding companies* and then of four other large bank holding companies
to underwrite and trade restricted amounts of commercial paper, municipal
revenue bonds, and securitized mortgage debt.*! The Board postponed for
further consideration their request for permission to trade securities backed
by consumer receivables. In July, the Board decided to approve this ac-
tivity as well.?

The applicant banks generally proposed to engage in the underwriting of
the new securities through a holding company subsidiary to which the
bank’s current underwriting of government securities already eligible under
Glass-Steagall would be transferred as well. Among other reasons, this was
to make the underwriting of the new securities a small part of the business
of the subsidiary, thereby precluding a finding that the subsidiary was
“principally engaged” in underwriting securities and therefore not eligible
for affiliation with a bank under Section 20 of the Glass-Steagall Act. For
this approach to work, it was essential that “bank-eligible” government se-
curities for purposes of Section 16 not be considered securities for the pur-
poses of Section 20. Such a construction would preclude a holding
company from carrying out activities in a nonbank subsidiary that the bank
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itself was free to engage in. The applicants asserted that it was unreason-
able to believe that Congress had intended such a result.

However, the language of Section 20 makes no distinction between securi-
ties that banks are permitted to underwrite and other securities. Based on
this interpretation, two of the five voting Governors, including then
Chairman Volcker, registered an interesting dissent to the Board’s April
and May decisions. While the dissenters agreed with the economic result
of the ruling—Volcker has since called upon Congress to consider giving
banks the authority to underwrite corporate securities*® —they argued that
Section 20 of the Glass-Steagall Act precluded approval of the applications.
Although the new securities were subjected to dollar volume and market
share limits, they would be underwritten by legal entities almost exclusively
engaged in underwriting securities—albeit government securities that banks
themselves were free to underwrite—and therefore, according to the
dissenters, in violation of Section 20.

The Board majority sided with the applicants, finding it implausible that
the restriction on member bank affiliation with firms “engaged
principally” in securities underwriting was meant to apply to securities that
the bank itself may underwrite without limit. This was no surprise, based
on the Board’s previous interpretations of Section 20, particularly in the
Bankers Trust commercial paper decision.* Moreover, in approving a 1978
application by United Bancorp to transfer its government security under-
writing and dealing to a holding company subsidiary and in a later ruling
permitting eligible securities to be traded and underwritten in any bank
holding company affiliate, the Board had already decided that the defi-
nition of securities under Section 20 did not include government
securities.*” The minority argued that this interpretation was correct only
if the affiliate were restricted to dealing exclusively in bank-eligible securi-
tes.

Neither the applicants nor the opponents of bank entry into the securities
business were happy with the decision. The banks objected to the limitation
of the new activities to 5 percent of the gross revenues of their securities
subsidiaries and also to the 5 percent market share limitation that the
Board subjected them to in each of the permitted securities.*® These num-
bers were far below the 25-50 percent advocated by the Comptroller of the
Currency in a letter dated January 29, 1987.% Indeed, the successful appli-
cants petitioned the Court of Appeals to review these ceilings.*®

On June 16, 1987, the Comptroller of the Currency sent a letter to Security
Pacific National Bank approving its proposal to sell mortgage-backed
pass-through certificates. The letter went on to argue that national banks
may sell any lawfully acquired assets. It explicitly rejected the contention
that a bank’s participation in the initial placement of its own securities
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constituted illegal underwriting or dealing as asserted by the Securities In-
dustry Association.”

State regulatory rulings. At yearend 1986, the New York State Banking
Superintendent issued a ruling that the state’s “little Glass-Steagall Act”
permits a state-chartered bank to operate a securities affiliate provided that
no more than 25 percent of its underwriting involves securities that the
bank itself is not permitted to underwrite.”® Because these regulations
presently affect few if any commercial banks that are in a position to pro-
vide these services seriously, they represent more smoke than fire.”! Almost
all larger banks are either national banks subject to the authority of the
Comptroller of the Currency or subsidiaries of a bank holding company
subject to regulation by the Board of Governors of the Federal Reserve
System. However, these rulings may be useful in sending signals to other
regulatory and legislative bodies.

Court decisions. Favorable court rulings have left standing the following
activities and regulatory arrangements: 1) the provision by subsidiaries of
national banks of brokerage services at out-of-state offices,”” 2) the super-
vision of all commercial bank-affiliated brokerage personnel and units by
the bank regulatory agencies rather than by the Securities and Exchange
Commission,* 3) the private placement of commercial paper by either state
or national banks acting in an agency capacity,”® 4) commercial bank
commingling of IRA funds for both investment and advertising purposes,>
5) provision of both investment advice and securities brokerage services to
institutional brokers through a single subsidiary,* 6) the FDIC’s 1984 rul-
ing that insured nonmember banks are not subject to the Glass-Steagall
Act’s restrictions on underwriting,”’ and 7) the Board’s 1987 decisions al-
lowing limited underwriting and dealing by bank affiliates in some securi-
ties ineligible to be underwritten or traded by the banks themselves.”

The decision in the commercial paper case, SIA versus Board of Governors,
is important for a number of reasons. First of all, it culminated a long
(since 1978) and especially hard-fought court battle, with A.G. Becker and
the SIA winning at the district court level, losing in the District of
Columbia Court of Appeals, winning on the definition of commercial paper
as a security in the Supreme Court, again winning in the district court on
the merits of the case, and ultimately losing in the Supreme Court on appeal
by the Board of Governors. It is also important because it partially re-
solved the issue of defining a security for the purposes of the Glass-Steagall
Act and because it opened the doors for a major expansion of banks into
an area previously considered of questionable legality for banks. In 1980,
the Board of Governors had ruled that, subject to restrictions, member
banks could privately place third-party commercial paper.® The Board re-
lied on a functional analysis to show that commercial paper is more like
an ordinary bank loan than a security. It decided that the placing of
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third-party commercial paper did not constitute underwriting and that it
did not pose the “subtle hazards” that the Congress intended to avoid in
enacting the Glass-Steagall Act. Only on its finding that commercial paper
is not a security for purposes of the Glass-Steagall Act was the Board ulti-
mately overruled.

More recently, the decisions by the Board of Governors in the underwriting
cases decided in the spring of 1987 activated the automatic reflex court
challenge by the SIA. In a rare courtroom victory for the SIA, the U.S.
Court of Appeals for the Second Circuit granted a stay of the Board’s April
decision.® However, in the summer of 1987 the federal district court in New
York City upheld the Board’s decision. The Securities Industry Association
then appealed to the federal appeals court. On February 8, 1988, the U.S.
Court of Appeals for the Second Circuit upheld the Board’s decision in all
respects except for the 5 percent limitation on market share of the new ac-
tivities, which it felt was too restrictive.”’ When the moratorium imposed
by Congress until March 1, 1988 was not extended, bank holding compa-
nies had hoped to be free to commence the new underwriting activities in
March. However, on February 29, the day before the expiration of the
moratorium, the Court of Appeals agreed to postpone lifting its stay until
March 15 to give the SIA time to appeal to the Supreme Court. When
made, the appeal would automatically extend the stay a minimum of 90
more days.®

Federal legislation. Both the administration and the regulatory agencies
have generally supported proposals to broaden banks’ securities powers.
Proposals by the Reagan Administration, in particular, would have allowed
bank holding companies to engage in an expanded range of securities ac-
tivities, while requiring that they be conducted through a nonbank subsid-
iary. Under pressure to respond one way or the other to the Board of
Governors’ regulatory rulings earlier in the year, Congress enacted the
Competitive Equality Banking Act of 1987, which imposed a moratorium
until March 1, 1988 on activities approved by federal regulatory agencies
after March 5, 1987. However, even the moratorium appears to be subject
to erosion, as evidenced by the move of First Interstate Bank of Denver to
underwrite collateralized mortgage obligations backed by its own mortgage
loans based on a June 1987 interpretation by the Comptroller of the Cur-
rency.®® As noted earlier, Senator Proxmire has introduced a bill to repeal
many of the prohibitions of Glass-Steagall. In addition, a number of other
members of Congress have introduced their own bills to expand commercial
banks’ securities powers. Although none of these had been enacted when
the moratorium expired, a modified version of the Proxmire bill was ap-
proved by the Senate Banking Committee a few days later and passed by
the full Senate on March 30, 1988.%
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State legislation. Several states have passed legislation liberalizing re-
strictions on the securities activities of state-chartered banks. For example,
in 1987 Arizona allowed bank holding companies owning state-chartered
banks to broker and underwrite mutual funds, municipal revenue bonds,
commercial paper, and asset-backed securities through a nonbank subsid-
iary.®® Similar to state and FDIC regulatory rulings, these measures are of
little consequence because of overriding federal restrictions on the activities
of bank holding companies, which own most of the larger state banks. But
they send a reinforcing message to federal legislators that the state favors
modification or repeal of Glass-Steagall.

New Activities

Despite the importance of regulatory rulings and court decisions in enabl-
ing banks to enter activities previously considered off-limits, it would be a
mistake to assume that the regulators exogenously took the initiative in
expanding bank securities activities. Most if not all of these rulings have
been in response to the continued search by banks for new ways to enter
the securities area that do not confront the Glass-Steagall prohibitions head
on. The keys to success remain imagination and willingness to expend the
financial and managerial resources necessary to fight the particular activity
through regulatory and legislative barriers.

Brokerage. Most of the increased securities action in dollar terms appears
to be in the expansion of recently entered or newly discovered permissible
activities. Perhaps the most important is the expansion of brokerage ac-
tivities. As already noted, regulation has permitted banks to act as brokers
for institutions as well as individuals. Because they are unable to hold large
inventories of all securities or to purchase any and all securities from cus-
tomers immediately, commercial banks had viewed themselves as at a dis-
advantage relative to security dealers in this area. But some larger banks
have found ways around this obstacle. Pension and other large funds
managed by bank trust departments have continuing orders for securities
that they wish to purchase and for securities that they wish to sell out of
their portfolios. These transactions can be channeled through the bank’s
brokerage facility, providing it with an effective inventory and a partial
equivalent to the ready market capability of a full-service dealer. However,
the broker still would not be able to participate in any gains (or losses) from
positioning securities in inventory.

Overseas expansion. A number of the largest banks have established bro-
kerage and dealer facilities in major foreign countries, where commercial
banks are permitted to engage more fully in securities activities. The most
recent major country to permit such activities was Japan, which extended
them to foreign but not domestic banks.®® Domestic Japanese banks are
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restricted by Article 65 of the Banking Law, a clone of the Glass-Steagall
Act imposed on Japan by the United States during the post-World War 11
occupation. In mid-1987, the Japanese Ministry of Finance invited 10 for-
eign institutions, including U.S. banks, to apply to establish securities firms,
and most did s0.%’ Similarly, in June 1987 Canada adopted legislation per-
mitting both domestic and foreign banks to own securities firms.® The first
major U.S. money center organization to take advantage of this power was
First Chicago Corporation, which moved to acquire an interest in Wood
Gundy, Inc. of Toronto.* However, First Chicago called off these plans in
December 1987 following the stock market crash and after Wood Gundy
suffered heavy losses in underwriting a stock offering by British Petroleum
Co.” In the process of expanding their overseas securities activities to Japan
and elsewhere, U.S. banks have developed execution and research capabil-
ities in foreign securities that they can offer their clients in the United
States. Citicorp affiliates overseas are reported to be members of 17 major
stock exchanges in foreign countries and to regularly research some 300
foreign stocks that account for 70 percent of the aggregate capitalization
of the stocks traded on these exchanges.” In addition, Citicorp engages in
investment banking in over 35 foreign countries and has some banking
presence in over 90 foreign countries. In January 1988, Citicorp arranged
for its London-based securities company, Citicorp Scrimgeour Vickers Se-
curities Ltd., to cooperate with Dominick & Dominick, a New York secu-
rities firm, in making markets in securities in the United States.”

Such worldwide brokerage is a service that few if any domestic nonbank
security dealers can offer domestic customers. In a recent full two-page
advertisement in the The Economist, the Chase Manhattan Bank compared
its international presence, particularly in merger and acquisition activities,
with that of ten major investment banks. (Exhibit 1) The ad stated:

With offices in 60 countries around the world, Chase has greater
international presence than any U.S. investment bank. In fact,
Chase has offices in almost twice as many countries as the above ten
investment banks combined.”

The Federal Reserve has identified more than 30 major investment banking
subsidiaries of U.S. banking organizations operating in foreign countries,
12 in the United Kingdom alone. In 1985, overseas affiliates of five U.S.
commercial banks were among the top 30 leading managers of Eurobond
underwriters and 11 were among the top 50 leading managers of Euronote
underwriters.” With the rapid growth in interest by U.S. institutions in
overseas securities and markets, these banks are uniquely positioned to
capture a large share of the business.

Ironically, foreign banks have long been empowered to engage in a full
range of securities activities in the United States. Not considered banks
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under the definition in the National Banking Act or the Bank Holding
Company Act, they were not subject to Glass-Steagall. Instead, they were
subject to the broker/dealer provisions of the Securities Exchange Act. The
exemption from Glass-Steagall of the existing securities activities of foreign
banks that established investment banking operations in the United States
before July 1978 was grandfathered when the International Banking Act
was passed in 1978.° However, other nongrandfathered foreign banks have
the same interest in the repeal of Glass-Steagall as domestic U.S. banks.”

Mutual funds. Commercial banks have also exploited the ability to cir-
cumvent many Glass-Steagall restrictions on their powers by entering into
joint venture-like arrangements in which the other party undertakes the
activity specifically prohibited to commercial banks. For example, Glass-
Steagall has been interpreted by the courts to prohibit commercial banks
from distributing mutual funds other than those associated with servicing
IRAs. This activity is viewed as engaging in the public sale of securities.
But the act does not prohibit banks from managing such funds and this
activity has been specifically authorized by regulation. And managing
funds is where the money is! As a result, an increasing number of banks
have entered into agreements with investment companies to create new
private label mutual funds that will be managed by the bank, advertised to
its customers and others by the bank, but sold and bought by the invest-
ment company. Advertisements for such mutual funds are now relatively
common. (Exhibit 2) Other banks broker outside-managed mutual funds
for a sales commission. A recent survey of larger banks reported that
nearly 70 percent of the banks offered mutual funds in one way or another
in 1986.”7 This represented a 50 percent increase over 1985. In addition,
another 15 percent planned to offer mutual funds in the near future. Some
banks offered funds only to IRA customers. Most funds were offered
through the banks’ discount brokers.

Market index CDs. In 1987, Chase Manhattan Bank introduced a unique
and highly sophisticated securities product, the market index deposit ac-
count (MID). The account is a fixed-term deposit whose return is partially
tied to the performance of the S&P 500 stock index. (Exhibit 3) In its initial
form, it came with a choice of three maturities—three months, six months,
and one year—and three combinations of minimum guaranteed return and
percentage participation in increases in the stock market index. For ex-
ample, on the one-year account, the depositor could choose a zero guar-
anteed minimum return and 70 percent of the increase in the S&P index
over the year, a 2 percent guaranteed minimum return and 60 percent of
the index increase, or a 4 percent guaranteed minimum return and 40 per-
cent of the index increase.” These numbers are changed by the bank as
market conditions change. The total return on MIDs is not known until
maturity. As a deposit, its principal amount is fixed and it plus the guar-
anteed interest is insured up to $100,000 by the FDIC. MIDs have since
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been introduced by a number of other banks.” Some of the banks have tied
the returns to gains in other market indices (bull MIDs) and a few have tied
increases in returns to decreases in the indices (bear MIDs).

Economically, an MID differs in only two significant ways from an indexed
mutual fund. One, it has a fixed maturity or redemption date (although
early redemptions are permitted with penalty of loss of all interest and part
of the principal). Two, it has a guaranteed floor if the market index de-
clines or increases by less than the floor percentage. The cost of this
downside protection to the investor is reduced upside participation in in-
creases in the index return above the guaranteed minimum. In this way, the
account resembles a mutual fund account with an embedded European put
option that can be exercised by the investor at maturity at the guaranteed
floor value.

To reduce its portfolio risk from this account, the Chase invests in S&P 500
index futures contracts.® Banks and bank affiliates are permitted to invest
in these futures contracts for their own accounts because the contracts are
settled only in cash, not in stocks. Thus, they are not considered equity
securities by the regulatory agencies for purposes of Glass-Steagall. Except
for the use of futures contracts instead of the underlying equities, Chase’s
operations in both distributing and managing this account are not greatly
different from those of any mutual fund. Not surprisingly, the Investment
Company Institute has filed a suit charging violation of the Glass-Steagall
Act. Unless rejected by the courts, deposit accounts of this type can pro-
vide commercial banks with a product that is highly competitive to mutual
funds. Indeed, such accounts differ from a mutual fund product in name
only and demonstrate clearly how a combination of imagination and nerve
can effectively circumvent the constraints of Glass-Steagall.

Distribution of new issues. Bank brokers can also participate in the sale of
newly underwritten “bank-ineligible” securities with the broker’s name even
appearing on the issue tombstone alongside those of the actual underwriters
(although in a lower bracket to conform with the traditional pecking order
in investment banking and clearly identified as a broker). The bank broker
provides the underwriters with a list of potential buyers from among its
own customers and processes orders from these and possibly other buyers
for a commission per transaction. The first such cooperative venture ap-
pears to have been formed in 1986 between Charles Schwab, at the time a
brokerage affiliate of BankAmerica, and Lazard Freres.®
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Profitability of Securities Activities

Commercial banks have succeeded in entering securities activities to an ex-
tent that would have been hard to imagine a decade earlier. However, ob-
taining the legal ability to offer new services is no guarantee of profitability
in providing them. Of course, not all banks have pursued expanded secu-
rities powers equally vigorously.®? The leaders in the battle are primarily the
large banks, which may be expected to make the greatest absolute and rel-
ative use of any new powers granted. But is far from certain that even all
larger banks will find the new activities profitable.*> For a number of rea-
sons, many will find the returns realized to be below those expected. As the
president of Security Pacific National Bank’s brokerage subsidiary noted
in early 1987, “we probably misgauged the extent of the fierce competition.
An area that looked like a very open field became cluttered very
quickly.”® For example, many banks with offices in London have found
this to be true in the short time since the “Big Bang” of October 27, 1986,
when most restrictions on banks’ securities activities were removed.®* Not-
ing many parallels with “May Day” in 1975 when fixed brokerage com-
missions were ended in the United States, one knowledgeable observer has
predicted the demise of “some of the most venerable names in
capitalism.”® A recent article in the American Banker speculated that per-
haps only Morgan Guaranty, Bankers Trust, and possibly Citicorp would
be profitable in their current broad investment banking activities.’” Indeed,
since the stock market break of October 1987, prospects for investment
banking have been revised downward almost across the board and many
investment banks and investment banking departments of commercial
banks have laid off personnel and cut back on their expansion programs.

Many more commercial banks are likely to be successful in more limited
securities areas by selecting their niches carefully. Ironically, it may well
be some of the regional and smaller banks that have generally not been
active in agitating for additional securities powers that are among the more
successful.® Investment banking activity is concentrated in the larger cities
and services primarily large clients. Smaller firms and smaller government
units, particularly in smaller cities, may be less well served. Investment
banks have few offices in smaller cities and those that are there are mostly
retail offices. Nonretail securities services in these areas are generally con-
ducted from distant, nonlocal offices. In contrast, commercial banks tend
to have more decision-making personnel at their local offices, even if they
are only branch offices. Banks in these areas that have good ongoing re-
lationships with a broad base of customers may make significant inroads
into the business of competing investment bankers.
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One of the factors limiting profitability is the high cost of obtaining skilled
personnel. A large number of securities activities are highly entrepreneurial
in nature and attract players who can command remuneration that is ex-
traordinarily high relative to that in other, more traditional bank activities.
This puts many banks in a quandary. If they do not pay competitive sala-
ries, the more successful personnel may leave for investment banking
houses; if they do, jealousies may arise in other parts of the bank that could
adversely affect efficiency and morale. Both patterns have occurred in re-
cent years. Investment banking appears to have a substantially different
corporate culture than commercial banking, and the two may not mix easily
or peacefully.

The Remaining Issues

Already, many bankers and others are speaking of Glass-Steagall in the
past tense. For example, the president of the American Bankers Associ-
ation observed recently, “There’s a growing sense of the inevitability of the
breakdown of Glass-Steagall.”® This view is also exemplified by a recent
two-page advertisement by Chase Manhattan Bank, N.A. in the Wall Street
Journal, which reads: “JVC didn’t have to choose between commercial and
investment banking. Choosing Chase gave them precision in both.”*® (Ex-
hibit 4) The extent to which commercial banks have already succeeded in
breaching the restrictions is dramatized by a recent Citicorp estimate that,
of about $5.7 trillion of securities issued in 1985, including federal govern-
ment securities, U.S. commercial banks were excluded from underwriting
only $265 billion, or 4 percent of the total.”! Nonetheless, virtually no one
expects regulation of bank securities activities to disappear completely.
More importantly, the precise form such regulation should take depends
on several key questions regarding the effects of combining commercial and
investment banking that have not been satisfactorily answered yet.

As the authors have argued elsewhere, the public policy issues involved in
any further expansion of banks’ securities activities include the impacts of
such expansion on efficiency, investor protection, competition, aggregate
concentration, the likelihood of abuses resulting from conflicts of interest,
and—most important of all—the safety and soundness of the financial sys-
tem.*?> Some of these can be dealt with rather summarily. For example, the
effects on efficiency of combining commercial banking with securities ac-
tivities are an issue only to the extent that increased efficiency is weighed
against any adverse effects of allowing banks to engage in these activities.
The absence of demonstrable efficiencies per se is no grounds for preventing
banks from entering the activities.

Similarly, differential investor protection would disappear as an issue if all
institutions engaged in securities brokerage or underwriting were subject to
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SEC supervision in the performance of this activity. As noted earlier, that
is not now the case. Sections 3(a), 4, and 5 of the Securities Exchange Act
of 1934, which define the terms “broker” and “dealer,” explicitly exclude
banks from their definitions.” The Securities and Exchange Commission
(SEC) has long argued that traditional banking supervision is not adequate
to protect investors. Finally, in 1985, it acted on its own by adopting Rule
3b-9, which redefines the term “bank” to exclude those banks engaged in
the brokerage business for profit. The effect of the rule would have been
to make such banks subject to SEC supervision. To be sure, banks’ bro-
kerage activities are subject to essentially the same statutory provisions as
other brokers, but the SEC has long contended that the banking agencies
do not enforce them as vigorously as the SEC does.” Challenged by the
American Bankers Association, the rule was upheld at the district court
level. However, in 1986, the U.S. Court of Appeals for the D.C. Circuit
overturned the district court’s decision.”> While the issue of existing law
appears to be settled, there is growing support for adopting a functional
approach to supervision in place of the current structure based on the type
of institution.*

Competition. It is frequently asserted that entry by banks into a broader
range of securities activities will have anticompetitive effects. These as-
sertions are usually based on the belief that banks enjoy important com-
petitive advantages that will enable them to drive existing investment
bankers out of the market, increasing concentration through time and
leading to increased prices and poorer service. Although it is true that some
banks enjoy a subsidy in the form of access to below-market rates on bor-
rowings from the Federal Reserve discount window and underpriced federal
deposit insurance, there is no reason to suppose that the benefits of this
subsidy have not already been fully utilized to enhance banks’ competitive
position in their existing markets. The subsidy may be viewed as a lump
sum payment that is related to a bank’s size, but is independent of the na-
ture of the activities in which a bank engages. There is no reason to believe
that a bank would share this subsidy with its customers in the form of more
advantageous prices.

To the extent that capital is more expensive than debt because dividends
are not tax deductible while interest payments are, the federal deposit in-
surance safety net may generate an advantage to banks by permitting them
to operate on lower capital ratios than otherwise. The evidence suggests
both that capital ratios at commercial bank were significantly higher before
the establishment of the FDIC than afterwards (even without adjusting for
double liability for many depositors) and that bank capital ratios are cur-
rently lower than those of their competitors, such as finance companies and
insurance firms. In addition, unlike the capital ratios for investment banks
and some other competitors, bank capital ratios are computed on the basis
of book values, which frequently overstate market values.
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Some have also argued that banks have an additional competitive advan-
tage resulting from their large size. However, commercial banks have
competed with investment bankers for years in the underwriting of general
obligation municipal bonds without dominating the market. Indeed, a
study of the general obligation municipal bond market between 1960 and
1977 showed that commercial banks lost market share to investment
banks.”” Another study that considered the available evidence on economies
of scale and scope in banking concluded that it is very unlikely that bank
entry into securities activities would result in commercial bank
domination.”®

On the other hand, removing Glass-Steagall may not have the major pro-
competitive effects that some economists expect. This result is suggested
by a characteristic of the law that differentiates it from most other statutory
restrictions on entry; it restricts entry only by one type of
institution—commercial banks. In the absence of demonstrable economies
of scope in providing commercial banking and securities activities together
and with no legal barriers to entry into investment banking by firms other
than commercial banks, one might reasonably expect commercial bank
entry to have little or no competitive effect.”® So long as profitable oppor-
tunities exist in the industry, entry by other types of financial institutions
should occur until these are competed away.

However, there is some evidence that the investment banking industry is
not as competitive as the absence of legal barriers to entry would suggest.
One type of evidence is derived from market structure. Although the mar-
kets for some securities activities, such as retail brokerage, are characterized
by large numbers of competing firms and low concentration, this is not true
of corporate underwriting. Both debt and equity underwriting are charac-
terized by high levels of concentration relative to most other types of fi-
nancial services.'!® Between 1975 and 1982 the share of total corporate debt
and equity underwriting accounted for by the eight largest firms increased
from 79 percent to 83 percent.!® In 1986 the share of the eight largest firms
was 88.8 percent in debt underwriting and 79.8 in stock underwriting.'®

Additional evidence on the competitiveness of the industry is based on
performance data. The level and persistence of profits in investment
banking in recent years, at least through September 1987 before the stock
market drop, suggest the possibility that competition is less than intense.
Over the past five years, returns on equity of commercial banks averaged
about 12 percent. For five of the largest investment banking firms—First
Boston, Salomon Brothers, Paine Webber, E. F. Hutton, and Merriil
Lynch—the average was about 20 percent. These figures do not include
some of the houses believed to be most profitable, e.g. Morgan Stanley.!®
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The increased tendency of corporate clients to develop in-house expertise
and reduce their reliance on investment bankers to underwrite their new
issues would also be unlikely if specialized underwriters were pricing their
services competitively. SEC Rule 415, which allows issuers to file a regis-
tration statement up to two years before the actual issue, has encouraged
issuers to design their own issues.'* Several studies have shown that this
has lowered costs to issuers, although the benefits have been confined to
larger companies.'”® The opposition of many underwriters to Rule 415 is
at least circumstantial evidence of its effectiveness in increasing the intensity
of competition.'® Conversely, the fact that many security issuers, such as
the firms represented by the National Association of Manufacturers, have
endorsed legislation to liberalize Glass-Steagall suggests that they believe
that they would benefit from bank entry into underwriting.'” Other possi-
ble symptoms of the lack of competition in investment banking are the ex-
ceptionally high levels of compensation of personnel in the industry and the
eagerness of commercial banks to enter it.

To such casual empiricism, it may be objected that returns in the industry
are justified by the risks, that prior to the past five years returns in invest-
ment banking were much closer to the average for all industries, and that
the high returns before October 1987 reflected a temporary disequilibrium
resulting from the unusual strength of the equity market, the enormous
amount of merger and acquisition activity that has fueled the growth of
junk bonds, and the spurt of innovation in the futures, options, and fixed
income markets. Similarly, it may be argued that the high levels of com-
pensation in investment banking reflect the scarcity of the exceptional tal-
ent the industry requires.

On the other hand, it may be argued that the great importance of estab-
lished working relationships in allocating new corporate underwritings
makes it difficult for new entrants to penetrate the market. Thus, it is not
surprising that only large, well-established nonsecurity firms with extensive
expertise in financial markets find large-scale entry attractive or feasible.
But it is precisely the commercial banks that are most likely to have these
characteristics. To the extent that this is true, Glass-Steagall, rather than
simply being an annoyance to the banks and the source of a modest loss in
efficiency due to the inability to realize economies of scope, constitutes a
serious impediment to entry and its removal would almost certainly be a
boon, rather than a threat, to competition.

Aggregate concentration. Aggregate concentration, defined as large size of
firms relative to the overall economy, has been widely feared in the United
States throughout its history. This fear has been especially strong with re-
spect to banking, whose services pervade every industry in the economy,
and has played a major role in maintaining public policy support for lim-
iting banking powers and separating banking and commerce.'® However,
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concern over aggregate concentration provides little justification for re-
stricting bank entry into securities activities. In the first place, the shares
of total bank assets controlled by the 5 largest and 10 largest banking or-
ganizations have trended downward over the past two decades, while the
share of the 25 largest has remained essentially unchanged.'® This hardly
provides support for the widespread impression that nationwide concen-
tration in the banking system is on the increase. Even the fact that the asset
shares of the 50 largest and 100 largest banking organizations have in-
creased since the advent of regional interstate banking is little cause for
alarm. Relative to most other industries, banking remains extremely un-
concentrated; the 100 largest commercial banking organizations accounted
for only 57.7 percent of banking assets in 1985, up from 50.4 percent in
1970."° In comparison, it is not unusual in manufacturing industries for the
four largest firms to account for 80 or 90 percent of total domestic
output.!!!

More importantly, it is concentration in local banking markets, not aggre-
gate national concentration that is crucial for competition. Even though
firms become larger and national concentration increases, local concen-
tration need not increase.''? Finally, the adverse effects generally attributed
to high aggregate concentration—undue influence on political decisions, the
ability to cross-subsidize activities, the market power derived from “deep
pockets” —remain somewhat vague and amorphous, which makes them
different, although no less important or real. To a large degree, they are
political rather than economic, In any case, the appropriate way to deal
with problems related to excessive size of firms is to attack size itself, not
product diversification. Thus, the issue of aggregate concentration is log-
ically separable from that of what activities banks should be permitted to
engage in and is amenable to remedy under enforcement of the existing
antitrust statutes, possibly reinforced by the Bank Merger Act and the Bank
Holding Company Act or by new legislation limiting mergers among the
very largest institutions.

Conflicts of interest. Another widespread concern related to bank entry
into securities activities, particularly corporate underwriting, is the potential
for conflicts of interest. It is frequently alleged that banks engaged in se-
curities activities are faced with serious conflicts of interest that may lead
to abusive practices. In justifying the separation of commercial and in-
vestment banking, Senator Carter Glass said of the underwriting activities
of banks in 1932, “there was a conflict between the business of marketing
securities and the business of protecting depositors’ money. . . .”''* The
combination of these activities puts banks in the position of serving two
groups of customers and of executing transactions that benefit one group
at the expense of the other. The sale to some customers of securities
underwritten by the bank for other customers may have the effect of low-
ering the costs of raising capital to the latter by increasing the investment
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risks borne by the former or vice-versa. More recently, Martin Mayer
called for a go-slow policy toward liberalizing the Glass-Steagall Act to give
banks time “to think through what they mean by relationships and the ex-
tent to which established banking relationships impede the exercise of
coldhearted judgement in securities trading.”''*

Economists and lawyers frequently differ in their assessments of the im-
portance of conflicts of interest.''* While not denying the existence of con-
flicts, most economists view them as being unavoidable in any multiproduct
industry serving a variety of customers and largely self-correcting. The
seller of a good or service always has an interest in giving up as little, and
charging as much, as is consistent with profit maximization in the long run.
However, if the seller tried to increase the price or reduce the quality of the
product, customers would eventualily learn that they were being ill-served
and would attempt to take their business elsewhere. In a competitive en-
vironment, this constrains the seller to maintain some minimum standard
of quality or service and to limit prices.

A bank in a competitive market would be induced to meet these standards
of service and price in marketing securities, even if the bank had other
customers who would benefit from a deliberate misrepresentation of those
securities. Only if the market were noncompetitive so that customers had
no alternative suppliers would a profit-maximizing bank be able to take
continued advantage of its customers. Thus, the best antidote to conflicts
of interest is a healthy competitive environment. But the existence of con-
flicts of interest is irrelevant to how the customer is treated. In the absence
of a second group of customers whose interests conflict with those of the
exploited group and which the bank has some reason to promote or subsi-
dize, the resulting higher net revenues from charging higher prices than
otherwise to the first group would simply end up in the banker’s pocket.!'®

Even if conflicts of interest are viewed as a serious problem, most of them
can be dealt with by devising effective internal control mechanisms.'"” If
these were inadequate, there are at least four external control mechanisms
that operate to minimize conflict-of-interest abuses. These include compe-
tition in the market for commercial and investment banking services, the
existence of a market for corporate control and management, monitoring
by investors and bond rating agencies, and bank examination and super-
vision. It is generally believed—based in part on experience with bank trust
departments, which involve virtually all of the conflicts of interest attri-
buted to bank underwriting and dealing activities—that these mechanisms
in combination are adequate to prevent the %'reat majority of problems
potentially resulting from conflicts of interest."

Overzealousness in devising safeguards against conflicts of interest may
actually be undesirable to the extent that it causes bank organizations to
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forego some potential intra-firm synergies that are more valuable societally
than the protection gained. For example, in approving the application by
Bankers Trust New York Corporation to act as an agent and adviser to
issuers of commercial paper, the Federal Reserve Board imposed a number
of restrictions that, in principle, could reduce the benefits from the
company’s performance of the activity. One of these conditions was that
“Applicant’s subsidiary banks will not purchase commercial paper placed
by Company for accounts managed or advised by their trust departments
and neither the banks nor any of their affiliates will purchase commercial
paper placed by Company for any other accounts they advise or for which
they have investment discretion.”!'® While eliminating a potential conflict
of interest, this provision also deprives some of the customers of the
applicant’s banks of a potentially remunerative outlet for their funds.

Another condition imposed by the Board was that “no lending affiliate of
Company may disclose to Company any non-public customer information
concerning an evaluation of the financial condition of an issuer whose pa-
per is placed by Company. . . .”'?® This measure was adopted “to remove
even the possibility that some unwarranted competitive advantage might
occur. . . .”'?! Whatever its purpose, it precludes the type of information-
sharing economies that have been touted as a major benefit of diversifica-
tion by financial services firms. The same observation may be made of the
long-established “Chinese Wall” between bank trust departments and
commercial lending departments. By minimizing the danger of conflict-of-
interest abuses, it also minimizes the potential information efficiencies ob-
tainable by combining commercial banking and trust activities. Moreover,
because the same types of conflicts face investment banks, life insurance
companies, and many other types of financial institutions, limiting the ac-
tivities of commercial banks reduces competition without affecting the in-
cidence of conflicts of interest in the economy as a whole.

Safety and soundness (Risk). The final issue—and the one almost unan-
imously held to be most crucial—is the likely effect of expansion of banks
into securities activities on the safety and soundness of the banking system.
Several of the witnesses testifying before the Senate Banking Committee
during its hearings on possible revision of the Glass-Steagall Act in July
1987 raised anew the question of whether increased involvement in securi-
ties activities would threaten bank safety.'” The issue is not disposed of by
the evidence provided earlier indicating that securities activities were not a
major cause of the 1930s banking collapse; much has changed since 1933.
What is needed is convincing evidence regarding the risks associated with
various combinations of commercial banking and each of the securities ac-
tivities banks engage in or wish to enter. A great deal of empirical research
has been undertaken in recent years to attempt to answer these questions.
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Before summarizing the results of this research, it is useful to note several
conceptual problems encountered in the evaluation of the risks associated
with securities activities. Perhaps the primary one is that securities activ-
ities, or even the particular activities included under the category of
underwriting, are highly heterogeneous. Some of them are extremely risky,
others are not. Moreover, the riskiness of a combination of commercial
and investment bank activities is a function not only of their individual
risks, but also of how those risks are related to one another. This is deter-
mined by the covariances between the risks. Thus, the variance of returns
of an underwriting activity might be higher than that of permissible bank
activities, but the combination of the two could have a lower overall vari-
ance than either of the component activities. This is the primary benefit
of diversification. However, if traditional commercial banking were much
less risky than a particular new activity, combining banking with this ac-
tivity might increase the overall risk to the bank. To see whether entry into
additional securities activities will enable banks to reduce their overall risk,
it is necessary to examine the marginal contribution of each activity to the
bank’s existing risk.

A number of studies have examined the risks of individual securities activ-
ities currently prohibited to commercial banks. Ian Giddy has looked at
the risks involved in corporate stock and bond underwriting.'® He found
that the distributions of returns in underwriting were very similar to those
in bank lending, with the upper bound on returns in lending set by the
contract loan rate and in underwriting by the agreed net offering price.
On average, the risk from the greater potential volatility of the price of a
newly issued security is limited by the very short period of time that the
underwriter holds the stock in inventory. In any case, the ultimate risk in
underwriting depends on how accurately the underwriter sets the gross
spread, which has to cover costs and compensation for the risks incurred.
On balance, the evidence suggests that the risks of corporate underwriting
do not appear to be inherently greater than those of bank lending.

The risks in two of the activities banks currently engage in—general obli-
gation municipal bond underwriting and foreign exchange dealing and
trading—have been examined by Anthony Saunders for the late 1970s and
early 1980s.'”* He found the risks in municipal bond underwriting to be
similar to those in corporate bond underwriting. In the case of foreign ex-
change trading and dealing, he found only one case of an annual loss by a
major bank despite the extremely volatile exchange rates in recent years.
Hence, the available studies of the risks of individual activities do not sug-
gest that securities activities need be unduly risky.

The evidence on the benefits of diversification is not totally satisfactory.
Many of the extant studies looked only at activities that were currently
permissible for banks or bank holding companies, and so cannot be used
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as evidence on activities currently prohibited. The results of studies that
attempted to measure the effects on bank risk of diversifying into currently
prohibited securities activities are rather mixed. On the one hand, a study
by Peter Eisemann found that limited expansion into investment banking,
such that it accounted for between 11 percent and 19 percent of a bank
holding company’s total assets, could significantly reduce its overall
risks.'? Similarly, a study by Larry Wall and Robert Eisenbeis found neg-
ative correlations (and, hence, covariances) between the earnings of both
banks and bank holding companies, on the one hand, and those of security
broker/dealers on the other, over the period 1970-1980.'%

The results of all of these studies are somewhat suspect because they relied
on data aggregated to the industry level and are therefore strictly applicable
only to a merger of all firms in both the banking and the securities indus-
tries (although some of the “industry” data consisted of data for as few as
two firms). Variance of return data for the industry as a whole tend to
understate variability for the individual firms because some benefits of di-
versification can be realized simply by combining firms within the industry.
Similar effects result from using annual rather than quarterly or monthly
observations. These two problems are both forms of what is known as
aggregation bias. It can be shown that conclusions regarding the measur-
able benefits of diversification are highly sensitive to these forms of statis-
tical bias.

The first study of the effects of bank diversification into securities activities
to discuss and attempt to avoid such bias was a 1982 article by Roger
Stover.!?’ Using industry aggregate data he found a large positive corre-
lation between the earnings of commercial banks and investment banks
and, thus, no benefits of diversification. However, when he used individual
firm data, he found that commercial bank earnings variability was reduced
by a modest diversification into investment banking and that such activities
should therefore be included in an efficient portfolio of banking activities.

Using quarterly data for 1976 through 1984 for nearly 7500 commercial
banks with and without eligible securities trading accounts, Myron Kwast
calculated the effects of engaging in eligible securities trading on banks’
mean and median percentage returns and on the standard deviation of re-
turns.'?® These results were then used to calculate risk-return frontiers for
various subsamples of banks. Kwast found that both the mean and median
returns to securities activities and their standard deviation exceed those for
other banking activities. However, he finds that the level of assets devoted
to securities activities resulting in the greatest reduction in the standard
deviation of return varies so greatly from one time period to another that
he is unable to derive general conclusions. Like the other studies cited
above, Kwast’s implicitly assumes that the combination of banking and
securities activities producing the lowest standard deviation of returns is the
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one contributing the most to bank safety—i.e., minimization of the proba-
bility of failure—without regard to the effect on mean return. However, it
is well established in the literature that the probability of failure is a func-
tion of both the expected value and the variance of return in combination
with the degree of leverage. Nonetheless, given the small slopes of the
risk-return frontiers that he calculated, which indicate that there was little
additional expected return to be obtained by accepting greater variance,
this consideration is probably of little practical importance.

Much work remains to be done before we can be confident of the conse-
quences for bank risk of combining commercial and investment banking
activities. Nevertheless, it appears that, with adequate internal safeguards
to limit exposures and encourage the appropriate use of hedging, well-
managed banking organizations should be able to engage in underwriting
and dealing activities without increasing their overall risk. Poor or risk-
prone managers do not need additional securities powers to increase their
risk exposure. They can continue to fail the old way through misuse of the
powers curréntly available to them. Most of the recent failures of com-
mercial banks and thrift institutions provide strong support for this.'?

Conclusions

The separation of commercial and investment banking introduced by the
Glass-Steagall Act was neither as complete in practice nor as well-grounded
in theory or evidence as many people have supposed. It was primarily a
hasty, ad hoc response to the most severe financial crisis in U.S. history.

The first attempts by commercial banks to reenter securities activities other
than underwriting and dealing in U.S. government and municipal general
obligation bonds came in the 1950s when they sought unsuccessfully to get
Congress to authorize then to underwrite municipal revenue bonds. In the
early 1960s the Comptroller of the Currency authorized national banks to
underwrite some municipal revenue bonds and to offer mutual funds, but
these actions were struck down by the courts. Not until 1968 did Congress
authorize banks to underwrite certain housing and university-related mu-
nicipal revenue bonds. Since then, relying on existing law, banks have
successfully entered discount brokerage, private placement of commercial
paper, financial advising, managing (but not selling) mutual funds and
closed end investment companies,'® and, most recently, issuing deposit ac-
counts that resemble mutual funds. Absent a successful legal challenge by
the SIA to the Supreme Court, they may soon be trading commercial paper,
municipal revenue bonds, and securitized mortgage and consumer debt.
The status, as of early 1988, of what commercial banks that are members
of the Federal Reserve may or may not do in the securities arena is shown
in Tables 1 and 2, respectively. Commercial banks appear to be able to
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participate in activities that currently account for more than 50 percent of
the gross revenues of all securities firms and to underwrite securities ac-
counting for close to 80 percent of the dollar amount of all new issues.

In searching out additional potentially profitable securities activities and
designing means to engage in them without challenging the core of Glass-
Steagall head-on, the banks have been assisted by the bank regulatory
agencies, at first the Comptroller of the Currency and more recently the
Board of Governors of the Federal Reserve System. The regulators are less
conservative then a decade ago and are responding to the changes in the
marketplace by providing more liberal interpretations of the language of
the act. At least recently, the courts appear to have placed substantial
weight on the rulings of the agencies when they are argued carefully so as
to appear consistent with the purpose of the act and do not flaunt the
novelty of the permitted powers. (This approach by the courts may assist
the SIA in its appeal to the Supreme Court of recent Board rulings on new
securities powers in which there were strong minority dissents, including
that of former Chairman Volcker.) Commercial banks are now openly
advertising their progressively expanded investment banking services and
challenging the investment banks and mutual funds head-on. And so it
probably will continue, with both the banks and the regulatory agencies
becoming more aggressive.

Neither major de jure dismantling nor a reinforcement of Glass-Steagall
by Congress is likely in the next few years. Although the Proxmire-Garn
bill, which would repeal many of the Glass-Steagall Act’s restrictions on
banks’ securities activities, passed the Senate by a vote of 94-2, it faces
strong opposition in the House of Representatives'®® This remains true de-
spite the fact that such prestigious public figures as former Federal Reserve
Board Chairman Paul A. Volcker, current Federal Reserve Chairman Alan
Greenspan, FDIC Chairman L. William Seidman, and Finance Undersec-
retary of the Treasury George D. Gould have urged Congress to liberalize
the act’s restrictions.'** Such changes generally occur only at times of major
financial crisis or loud public outcry. Neither event is likely soon, at least
for commercial banks. Indeed, the stock market break of October 19, 1987
may have added to the hesitancy of Congress to enact any dramatic liber-
alization of Glass-Steagall. The fact that the Continental Illinois National
Bank judged it necessary to come to the assistance of its options clearing
subsidiary not only incurred the wrath of the Office of the Comptroller of
the Currency, but reinforced the suspicion of some members of Congress
that securities activities were too risky for banks.'** After the crash, several
articles appeared arguing that postponing liberalization of Glass-Steagall
on these grounds would be irrational.'* However, such arguments are un-
likely to persuade all members of Congress.'** In order to reduce the con-
sequences of a perceived increase in risk, the bill enacted by the Senate
would require that the new securities activities be conducted by bank affil-
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iates rather than by the bank itself. The bill would enforce this separation
by establishing thick firewalls, breaches of which would be severely penal-
ized. This approach would limit the ability of banks to take advantage of
any synergies that may exist between the new and existing activities and
would reduce the benefits to consumers of permitting bank holding com-
panies to offer additional securities services without affecting the actual, as
opposed to the perceived risk of these activities to the bank or the FDIC.
To the extent that the public views the securities issue as primarily a turf
battle between two powerful industries, members of Congress cannot expect
to garner much public support for voting one way or the other. They will
only aggravate some lobbyists.

Because the market place and the regulatory agencies have been slowly
eroding the act’s prohibitions, neither outright repeal nor major modifica-
tions of Glass-Steagall are as necessary as they once were. Nevertheless,
our assessment of the history of U.S. banks’ involvement in investment
banking, recent studies showing that the role of securities activities in the
banking collapse of the 1930s had been greatly exaggerated, and existing
evidence concerning the likely costs and benefits of permitting banks to
enter a broader range of underwriting and dealer/broker activities convince
us that a major liberalization of existing legislation would contribute, on
net, to the achievement of a banking system that is both safer and more
efficient.
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3 Chase Manhattan Bank, “If You’re Doing A Merger or Acquisition on Foreign
Soil, Make Sure Your Bank Knows the Turf,” advertisement, The Economist, July
11-17, 1987, pp. 22-23.

™ Appendices to Statement by Paul A. Volcker in Structure and Regulation of
Financial Firms and Holding Companies, Hearings, Part I, Subcommittee on
Commerce, Consumer, and Monetary Affairs of the Committee on Government
Operations, U.S. Congress, House, 99th Cong., 2d Sess., April 22, June 11, and
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7512 U.S. Code 3106.
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» Lynn Brenner, “Banks, Brokerages Lining Up to Sell Indexed CDs,” American
Banker, October 9, 1987, p. 2.
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81 “Glass-Steagall Defenders Made Uneasy by Schwab Arrangement,” Bank Ex-
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vice chairman of Citicorp, has also supported functional regulation, citing Amer-
ican Express, whose banking, insurance, and securities activities are regulated by
different state and federal agencies, as a possible role model. Robert M. Garsson,
“Citicorp Seeks New Kind of Regulation,” American Banker, December 18, 1986,

rp- 1, 18.
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%8 Sherrill Shaffer, “Competitive Effects of Glass-Steagall Reforms,” unpublished
paper, Banking Studies Department, Federal Reserve Bank of New York, October
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% This is clearly the view of the Securities Industry Association. During a panel
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Crawford, senior vice president for government relations of the SIA, said of entry
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10 Samuel L. Hayes III, A. Michael Spence, and David Van Praag Mark, Com-
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Press, 1983), pp. 29-44.
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Banker, January 21, 1988, p. 2.
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in England in the 17th century to protect private business from the special privi-
leges accorded the Bank of England. “The Separation of Banking and Commerce:
Origin, Development, and Implications for Antitrust,” Antitrust Bulletin, vol. 28
(Spring 1983), pp. 255-279. More recently, Thomas F. Huertas has argued that
“Banking and commerce have been mixed in the United States since the birth of
the Republic, and banking and commerce remain mixed today.” “Can Banking
and Commerce Mix?” paper prepared for the Cato Institute’s Fifth Annual
Monetary Conference, Washington, D.C., February 26-27, 1987. Legislation to
separate banking from other lines of commerce did not come until the passage
of the Bank Holding Company Act of 1956. See Donald T. Savage, “History of
the Bank Holding Company Movement, 1900-1978,” The Bank Holding Company
Movement to 1978: A Compendium (Washington, D.C.: Board of Governors of
the Federal Reserve System, 1978), p. 46.
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WO rpid.
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n2 See, ¢.g., Bernard Shull, “Multiple-Office Banking and the Structure of Bank-
ing Markets: The New York and Virginia Experience,” in Proceedings of a Con-
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14 Martin Mayer, “Conflicts of Interest,” American Banker, April 17, 1987, pp.
1, 4.
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ulatory Implications” and Sam Peltzman, “Commentary,” both in Issues in Fi-
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Wall Street: Commercial Bank Penetration of the Corporate Securities Market,
edited by Ingo Walter (New York: John Wiley & Sons, 1985), pp. 207-230.
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“Commercial Bank Trust Departments” in Conflicts of Interest in the Securities
Markets (New York: Twentieth Century Fund, 1975). However, the study did
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12 mbid.
2! 1bid., p. 152.
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Modernization of the Glass-Steagall Act, Hearing, U.S. Congress, Senate, Com-
mittee on Banking, Housing, and Urban Affairs, 100th Cong., 1st Sess., July 30,
1987, p. 126.
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Market, edited by Ingo Walter (New York: John Wiley & Sons, 1985), pp.
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Securities Activities,” in Deregulating Wall Street: Commercial Bank Penetration
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126 1 arry Wall and Robert Eisenbeis, “Risk Considerations in Deregulating Bank
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1984), pp. 15-16.

127 Roger Stover, “A Reexamination of Bank Holding Company Acquisitions,”
Journal of Bank Research, vol. 13 (Summer 1982), pp. 101-108.

122 Myron L. Kwast, “The Impact of Underwriting and Dealing on Bank Returns
and Risk,” forthcoming, Journal of Banking and Finance.
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at the Conference on Bank Structure and Competition, Federal Reserve Bank of
Chicago, May 13, 1988.

13 However, in an interpretive letter to First Union National Bank of North
Carolina dated December 9, 1987, the Comptroller of the Currency said that a
national bank may recommend to its customers a mutual fund for which the bank
acts as investment adviser. Lynn Brenner, “Comptroller’s Letter Says Bank Can
Be Broker of Fund It Advises,” American Banker, January 29, 1988, pp. 1, 19.

131 Jay Rosenstein, “Senate Banking Bill Tougher Sell to Some States Than to the
ABA,” American Banker, April 4, 1988, pp. 3, 8.

132 See Barbara A. Rehm, “Volcker Urges Congress to Modify Glass-Steagall
Act,” American Banker, July 31, 1987, p. 2; Robert M. Garsson, “Greenspan
Urges Repeal of Glass-Steagall,” American Banker, November 19, 1987, pp. 1,
15; L. William Seidman, “Glass-Steagall Restricts Banking More Than It
Helps,” American Banker, August 26, 1987, pp. 4-6, 13, 16-17, 21-22; and
Geoffrey A. Campbell, “Treasury Gives Conditional Nod to Repeal of Glass-
Steagall Act,” American Banker, September 29, 1987, pp. 2, 19.

13 According to Donald Crawford, senior vice president for government relations
of the Securities Industry Association, “We had one helluva disaster on our hands.
. . . maybe there was wisdom behind Glass-Steagall,” Financial Services Report,
vol. 4, no. 38, December 16, 1987, p. 2. See also Martin Mayer, “Scandals from
the Crash,” American Banker, February 5, 1988, pp. 1, 4. Mayer also criticizes the
potential for abuses inherent in the conflict of interest arising from the effects of
Bankers Trust’s program selling for trust accounts on the value of the collateral
behind its loans to brokers.

134 Gee Barbara A. Rehm, “Heller: Crash Shouldn’t Block Expanded Powers,”
American Banker, October 26, 1987, pp. 2, 23 and William H. Isaac, “Loss at
Options Unit Should Not Block Powers,” American Banker, November 17, 1987,
p- 4.

135 Robert Trigaux, “Revival of Continental’s Woes Raises Doubts on New Pow-
ers,” American Banker, October 28, 1987, pp. 1, 15.
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APPENDIX

Excerpts From Banking Act of 1933 Relating to Securities

Section 16

Section 20

Section 21

Section 32

Activities

The business of dealing in securities and stock by the (national) association
shall be limited to purchasing and selling such securities and stock without
recourse, solely upon the order, and for the account of, customers, and in
no case for its own account, and the association shall not underwrite any
issues of securities or stock: Provided (specifies securities qualified for the
association’s own investment account). . .The limitations and restrictions
herein contained as to dealing in, underwriting and purchasing for its own
account, investment securities shall not apply to (specifies securities ex-
empted).

(Section 5 extends these restrictions to Federal Reserve member banks.)

No member bank shall be affiliated in any manner. . .with any corporation,
association, business trust, or other similar organization engaged princi-
pally in the issue, flotation, underwriting, public sale, or distribution at
wholesale or retail or through syndicate participation of stocks, bonds,
debentures, notes, or other securities.

It shall be unlawful...for any person, firm, corporation, association, busi-
ness trust, or other similar organization, engaged in the business of issuing,
underwriting, selling, or distributing, at wholesale or retail, or through
syndicate participation, stocks, bonds, debentures, notes, or other securi-
ties, to engage at the same time to any extent whatever in the business or
receiving deposits subject to check or to repayment upon presentation of a
passbook, certificate of deposit, or other evidence of debt, or upon request
of the depositor. . . .

No officer, director, or employee of any corporation or unincorporated
association, no partner or employee of any partnership, and no individual,
primarily engaged in the issue, flotation, underwriting, public sale, or dis-
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tribution, at wholesale or retail, or through syndicate participation, of
stocks, bonds, or other similar securities shall serve the same time as an
officer, director, or employee of any member bank except in limited classes
of cases in which the Board of Governors of the Federal Reserve System
may allow such service by general regulations when in the judgment of the
said Board it would not unduly influence the investment policies of such
member bank or the advice it gives its customers regarding investments.
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Table 1
Permissible domestic commercial bank securities activities'
(March 1988)

Underwriting, distributing and dealing
U.S. Treasury securities
U.S. federal agency securities
Commercial paper (third party)
Mortgage and consumer paper-backed securities
Municipal securities
General obligation
Some revenue bonds

Year Started?

Always
Various years'
19873
19873

Nearly always
1968

All revenue bonds 19873
Financial and precious metal futures brokerage and dealing 19834
Private placement (agency capacity) Always
Sponsor closed-end funds 1974
Underwrite deposits with returns tied partially to

stock market performance 1987
Offshore dealing in Eurodollar securities Always
Mergers and acquisitions Always

Trust investments
Individual accounts
IRA commingled accounts

Nearly always
1982

Automatic investment service 1974
Dividend investment service Always
Financial advising and managing
Closed-end funds 1974
Mutual funds 1974
Restricted Always
Brokerage
Limited customer Always
Public retail (discount) 1982
Securities swapping Always
Research advice to investors
Separate from brokerage 1983
Combined with brokerage
Institutional 1986
Retail 1987

Table 2

Nonpermissible domestic commercial bank securities activities’

{March 1988)

Underwriting, distributing, and dealing
Corporate bonds
Corporate equities

Mutua! funds underwriting and distributing

1 Federal Reserve member banks or bank holding company affiliates.

2 Atter the Civil War. Different dates may apply to nationa! and state banks and among state banks.
With some exceptions, the earliest date is shown. Regulatory rulings frequently concluded that a specific activity
was permissible before the date of ruling. If the activity was halted by enactment of the Glass-Steagall Act, the
date of renewed activity is given.

3 Generally subject to stay pending outcome of court chalienge to U.S. Supreme Court. The Comptroller has ruled
that national banks are permitted to underwrite securities backed by their own assets.

4 Restricted to futures contracts for which banks may hold the underlying security or that are settled only in cash.
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