
FEDERAL RESERVE BANK 
OF MEW YORK

[Circular No. 10137 "1 
January 14, 1987 J

BANK HOLDING COMPANY APPLICATIONS TO UNDERWRITE 
AND DEAL IN CERTAIN TYPES OF SECURITIES

Hearing to be Held on February 3

To All Depository Institutions, and Others Concerned, 
in the Second Federal Reserve District:

Following is the text of a statement issued by the Board of Governors of the Federal Reserve 
System:

The Federal Reserve Board has fixed February 3 as the date for the hearing on the applications by 
Citicorp, J.P. Morgan & Co. Incorporated and Bankers Trust New York Corporation to underwrite and 
deal in commercial paper, mortgage-backed securities, municipal revenue bonds and consumer-related 
receivables to a limited extent through wholly owned subsidiaries.

The Board on December 24 had announced that it would have a hearing on the complex factual and 
legal issues involved in these applications. The Board’s Order outlines the questions that the Board 
wishes the witnesses to address at the hearing.

Enclosed —  for member banks and bank holding companies in this District —  is the complete 
text of the Board’s order announcing the hearing and setting forth questions to be addressed at that 
hearing. Persons interested in presenting their views should so notify the Board of Governors, as 
specified in the Board’s order. Additional copies of the order will be furnished upon request directed 
to the Circulars Division of this Bank (Tel. No. 212-720-5215 or 5216).

Questions regarding this matter may be directed to our Domestic Banking Applications 
Division (Tel. No. 212-720-5861).

E. G erald  C o rrig a n ,
President.



FEDERAL RESERVE SYSTEM

CiticorpNew York, New York
J.P. Morgan & Co. Incorporated 

New York, New York
Bankers Trust New York Corporation 

New York, New York

Order for Hearing Before the Board

Citicorp, J.P. Morgan & Co. Incorporated, and Bankers 
Trust New York Corporation, all of New York, New York 
(collectively "Applicants”), bank holding companies within the 
meaning of the Bank Holding Company Act of 1956 ("BHC Act"), 
have each applied for the Board's approval under section 
4(c)(8) of the BHC Act (12 U.S.C. § 1843 (c)(8)) and section 
225.21(a) of the Board’s Regulation Y (12 C.F.R. § 225.21(a)) 
to engage through wholly-owned subsidiaries, Citicorp 
Securities, Inc. ("CSI"), J.P. Morgan Securities Inc. ("JPMS") 
and J.P. Morgan Municipal Finance Inc. ("JPMMF"), and BT 
Securities Corporation ("BTSC"), respectively (the 
"underwriting subsidiaries"), in underwriting and dealing in, 
on a limited basis, the following types of securities:

(1) municipal revenue bonds, including 
certain "public ownership" industrial 
development bonds;!./

y  The industrial development bonds covered by the 
applications include only those in which the issuer, or the 
governmental unit on behalf of which the bonds are issued, is 
the owner for federal income tax purposes of the financed 
facility (e.g., airports and mass commuting facilities).

[Enel. Cir. No. 10137]
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(2) mortgage-related securities (obliga
tions secured by or representing an 
interest in residential real estate);

(3) consumer-receivable-related securities 
("CRRs")(obligations secured by or 
representing an interest in loans or 
receivables of a type generally made to 
or due from consumers); and

(4) commercial paper .2/
These types of securities (hereinafter "ineligible 

securities") may not be underwritten or dealt in by member 
banks under section 16 of the Banking Act of 1933 (the 
"Glass-Steagall Act") (12 U.S.C. § 24 Seventh) . The
underwriting subsidiaries have previously received approval to 
underwrite and deal in U. So  government and federal agency 
securities, state and municipal general obligations, and other 
securities that member banks are expressly authorized to 
underwrite and deal in under the Glass-Steagall Act ("eligible 
securities" ) o 12 C.F.R. 225.25(b)(16 )

Because each of the underwriting subsidiaries is 
3 /affiliated— through common ownership with a member bank, the 

Board must determine whether, upon consummation of the 
proposals, the underwriting subsidiaries would be "engaged

1 / All three Applicants propose to underwrite and deal in 
municipal revenue bonds and mortgage-related securities,, In 
addition, Citicorp and Bankers Trust propose to underwrite and 
deal in CRRs, and JBP« Morgan and Bankers Trust propose to 
underwrite and deal in commercial paper. J.P0 Morgan has filed 
an additional application to place commercial paper through 
JPM S.
i/ Under the Glass-Steagall Act, companies are affiliated if 
more than 50 percent of their voting shares is held by the same 
shareholder. 12 U.S.C. § 221a(b)„
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principally" in the "issue, flotation, underwriting, public 
sale, or distribution" of securities within the meaning of 
section 20 of the Glass-Steagall Act0 12 U.S.C. § 377. If so, 
the Board may not approve the proposals. The applicants argue 
that in each proposal the predominant activity of the 
underwriting subsidiary would be underwriting and dealing in 
eligible securities and that the subsidiary’s underwriting and 
dealing activities with respect to ineligible securities would 
be limited so that the subsidiaries would not be "engaged
principally" in these activities.—'4/

i/ Citicorp proposes (in the third year and thereafter) to 
limit the total sales volume of underwriting by CSI in 
ineligible municipal revenue bonds, mortgage-related securities 
and CRRs to no more than 10 percent of all securities (both 
eligible and ineligible) underwritten by the affiliate during 
the previous year. Citicorp would similarly limit the 
affiliate's dealing in ineligible securities to 10 percent of 
its total securities dealing activity. Citicorp would also 
restrict the affiliate's underwriting of each type of 
ineligible security to no more than 3 percent of the total 
amount of each type of ineligible security underwritten 
domestically during the previous calendar year by all firms 
(mortgage-related securities and CRRs constitute a single 
category for this purpose). It would also limit the amount of 
each type of securities it may hold for dealing so as not to 
exceed this market cap.

Morgan proposes to limit ineligible underwriting and 
dealing activity by its affiliates (JPMS and JPMMF) in 
municipal revenue bonds, mortgage-related securities and 
commercial paper so that the activity will notp over any two 
year period, account for more than 15 percent of the total 
consolidated eligible and ineligible securities activity of the 
affiliates as measured by two of the following three criteria: 
gross income, sales volume and average assets acquired in 
connection with the activity. Morgan would adopt the same 
market limitation as Citicorp, except that it proposes a 
10 percent market share limitation for commercial paper.

(cont’d on next page)
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In addition, under section 4(c)(8) of the BHC Act, the 
Board must also determine whether the proposed activities are 
so closely related to banking as to be a proper incident 
thereto* In determining whether the proposed activities are © 
proper incident to banking, the Board must find that the 
performance of the activities by the Applicants may reasonably 
be expected to produce benefits to the public, such as 
increased competition, greater convenience and efficiency, that 
outweigh possible adverse effects, such as undue concentration 
of resources, decreased or unfair competition, conflicts of 
interest, or unsound banking practices*

After carefully considering the record developed on the 
applications, the Board has determined that there are a number 
of areas of the record relating to the proposed ineligible 
underwriting and dealing activities through subsidiaries 
engaged in underwriting and dealing in eligible securities that 
need to be supplemented and that the most expeditious and 
efficient method of supplementing the record on these points is 
through a hearing before the Board. The factual issues raised 
by the applications on which the Board seeks additional comment

J/ (contBd)
Bankers Trust proposes to conduct, through its affiliate 

BTSC, ineligible underwriting and dealing activity involving 
municipal revenue bonds, commercial paper, and mortgage- and 
consumer-receivable-related securities under the same test as 
proposed by Morgan.
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relate to the tests the Applicants have proposed that the Board 
adopt to determine whether the underwriting subsidiaries would 
be "'engaged principally" in ineligible securities activities 
under section 20 of the Glass-Steagall Act, as well as the 
various limitations that the Applicants have proposed, or that 
are under consideration by the Board, to address safety and 
soundness and conflict of interest concerns that may arise from 
underwriting and dealing activity,,

In a p p r o v i n g  an application by Bankers Trust to place
5 /commercial paper through a commercial lending subsidiary,— 

the Board determined that the "engaged principally" test in 
section 20 of the Glass-Steagall Act denotes any activity of 
the affiliate that is substantial, even if that activity does 
not represent more than 50 percent of the affiliate's total 
business activity or its single largest activity. The Board 
also concluded' that, even if commercial paper placement 
constitutes underwriting, that activity as proposed by Bankers 
Trust through its commercial lending affiliate would not 
constitute a substantial or principal activity of the affiliate 
because the gross revenue from the activity would not exceed 
5 percent of its total gross revenues and the volume of that 
securities activity would not exceed 5 percent of the

z J Bankers Trust New York Corporation, Order dated 
December 24, 1986.
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total market for dealer-placed commercial paper0 The Board, 
however, did not determine definitively at what quantitative 
level a company would be engaged principally in section 20 
activity or whether this level should be the same in all cases. 

Each of the tests proposed by the Applicants for 
measuring the level of ineligible securities underwriting and 
dealing involves the use of a comparison of ineligible 
securities sales volume to U.S. government and other eligible 
securities sales volume, either as the sole measure or in 
combination with other measures. The Board notes that, in the 
context of a holding company subsidiary that underwrites and 
deals in both eligible and ineligible securities, a test based 
solely or in substantial part on volume-based measures may not 
be adequate because of the underwriting subsidiary's daily 
''matched book" operations—  ̂ or because of the potential to 
inflate sales volume through the subsidiary's dealing activity 
in eligible securities in order to create a larger base against 
which ineligible securities underwriting activity would not 
appear to be substantial. The Board is concerned that the 
volume of underwriting and dealing in eligible securities could 
thus be managed to create an artificially high level of volume, 
thereby potentially distorting the measure of the relative

6/ Matched book activities would involve repurchase and 
reverse repurchase agreements for government securities, used 
by dealers and their financial institution customers for short 
term funding, hedging and arbitrage. As government securities 
dealers, Applicants' subsidiaries would have a high volume of 
such activity.
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level of permissible and otherwise impermissible underwriting 
and dealing.

Accordingly, the Board requests the views of the 
Applicants and protestants as to how this concern may be 
addressed and on the need for adjustments or supplements to a 
volume measure to ensure consistency with the principally 
engaged standard as interpreted by the Boardo In the different 
context of the Bankers Trust commercial paper placement 
application, the Board relied on a market share limitation as a 
useful proxy for a volume test. Comment should be directed to 
the desirability and utility of alternatives to a volume test. 
The Board also requests comment on whether volume by itself 
would be an adequate test under the "engaged principally" 
standard, as one applicant and some commenters have proposed, 
or whether consideration should be given to the affiliate's 
gross revenue or other factors, such as net income as suggested 
by certain protestants.

The Board notes that the Applicants have proposed 
varying quantitative levels for their ineligible securities 
underwriting activity and market share limitations. The Board 
seeks comment with respect to the appropriate quantitative 
level under the tests discussed above which, in the context of 
an eligible securities underwriting subsidiary, the subsidiary 
would be engaged principally in section 20 activity.
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The Board also wishes to have the parties and others
expand and supplement their views on the question as to whether
the term "securities" in section 20 should be interpreted as
including all securities or only securities member banks are
prohibited from underwriting and dealing in. The Board has
previously decided that a holding company subsidiary affiliated
with a member bank may underwrite and deal in United States
government and other eligible securities' to the same extent as
a member bank, based on the rationale that the specific
authorization for this activity for member banks in section 16

7 /also applies to affiliates subject to section 20.— The 
question now presented is whether such an affiliate may exclude 
its government and other eligible securities underwriting from 
its otherwise impermissible securities underwriting activities 
for the purpose of determining whether the affiliate is 
"engaged principally" in underwriting securities under 
section 20.

In this regard, the Board specifically requests 
comment on the relevance to this issue of the statements by the 
U.S. Court of Appeals for the District of Columbia in 
Securities Industry Ass*n v. Board of Governors, No. 86-5089 et 
al (December 23, 1986), regarding the relationship to the
securities underwriting and selling prohibitions of section 21 
of the Glass-Steagall Act of the authorization in section 16 
for certain securities activities. See Slip Op. at 10.

V  See Citicorp, 68 Federal Reserve Board 249 (1982).
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Finally, in the Board's December 24, 1986, decision
regarding the application by Bankers Trust to place commercial 
paper, the Board adopted a framework which had been put in 
place by Bankers Trust to address the possibility of unsound 
banking practices, conflicts of interest or other adverse 
effects. The Board is requesting comments on whether that 
framework or other limitations should be applied generally to 
proposals where underwriting subsidiaries would underwrite and 
deal in eligible securities as well as other ineligible 
securities.

The Board also wishes the views of the parties 
regarding whether limitations in addition to those applied in 
the Bankers Trust case should be applied to the underwriting 
subsidiaries, specifically whether?

—  an underwriting subsidiary or any affiliated bank 
should be expressly prohibited from advertising that the 
affiliated bank is responsible for the underwriting 
subsidiary8s obligations or entering into any agreement to this 
effect ;

- -  an underwriting subsidiary should disclose any 
lending relationships between an affiliated bank or thrift and 
an issuer?

-- lending affiliates of an underwriting subsidiary 
should be prohibited from distributing prospectuses or sales 
literature regarding ineligible securities underwritten by the 
underwriting subsidiary;

-- an underwriting subsidiary should be prohibited 
from underwriting or dealing in securities issued by an 
affiliate;

—  the applicants should adopt appropriate procedures, 
including maintenance of necessary documentary records, to
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assure that any extensions of credit by an affiliate of an 
underwriting subsidiary are on an arms-length basis for 
purposes other than the payment of principal and interest on 
ineligible securities being underwritten or dealt in by the 
underwriting subsidiary;

-- all purchases and sales of assets between a bank or 
thrift affiliate and an underwriting subsidiary or third 
parties in which an underwriting subsidiary is a participant or 
has a financial interest must be at arms-length and on terms no 
less stringent than those applicable to unrelated third parties 
and not involve low-quality securities; and

-- an underwriting subsidiary may have a name that is 
similar to, or a variation of, the name of the holding company 
or of any of its subsidiary banks„

In addition, the Board wishes to receive comments on 
whether the amount of capital an applicant may invest in its 
underwriting subsidiary should be limited and, if so, the 
appropriate level for such a limitation (e,g. , up to 5 percent 
of the parent's primary capital), as well as on whether or not 
the capital devoted to the underwriting subsidiary should be 
counted toward meeting the holding company's regulatory capital 
requirementso The Board also wishes comment on whether there 
should be a limit on the total funding (equity capital plus 
loan and advances) provided to the underwriting subsidiary by 
the holding company and its affiliates (e,g., 25 percent of the 
parent's primary capital).

The hearing will be held on February 3, 1987, at the 
Federal Reserve Board, Board Room, Second Floor of the Eccles 
Building, 20th and C Streets, N.W., Washington, DoC„, 
commencing at lOsOO a.m. If necessary, the hearing will 
continue on February 5, 1987.
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Applicants and protestants are requested to assist the 
Board in answering the questions set out above. Interested 
persons may present their views on these issues in writing and 
may request time for oral presentations. Any person desiring 
to testify at the hearing is requested to notify Kay 
Bondehagen, Office of the General Counsel, 202/452-2067, no 
later than January 16 , 1987, of the specific names of the
persons desiring to present evidence, the general nature of the 
matters on which testimony will be offered and the amount of 
time desired for oral presentation. Written submissions must 
be filed with the Board's Secretary by 12 noon, Friday, 
January 30, 1987. In addition, the Board will allow the
parties to submit post-hearing comments within two weeks after 
the close of the hearing.

A schedule of the witnesses and the time allotted for 
presentation will be distributed prior to the date of the 
hearing.

By order of the Board of Governors of the Federal 
Reserve System, December 31, 1986.

(Signed) James McAfee

[SEAL] James McAfee
Associate Secretary of the Board


