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Introduction

This gathering occurs at a propitious time. Technology,
market forces, competitive zeal, and legal ingenuity have combined
to blur substantially historical distinctions among the providers
of financial services in the United States. In the United States
banking today is not always called "banking." Furthermore, those
who conduct that activity are not necessarily limited to entities
formally chartered as banks, heretofore generally assumed a
prerequisite. Instead, we have the "financial services industry,"
offering a sometimes baffling array of products, crossing tradi-
tional industry lines, and challenging established legal
barriers. The confusion over products, providers, and barriers
is all-too-well reflected by a recent report issued by the
Committee on Government Operations of the United States House of
Representatives. The report bears the apt title, "Confusion in
the Legal Framework of the American Financial System and Services
Industry." .!/

Development of a national policy for industries as vital as
banking and securities today lacks overall direction. The two
houses of our Congress have clashed over the future of our finan-
cial services industry, and various federal agencies with over-
lapping jurisdiction publicly disagree with one another. Our
courts decide lawsuits brought by industry associations and
various governmental agencies on a narrow, case-by-case basis.
These narrow decisions provide little broad guidance and clearly
set no broad policy, yet they have significant impact.

The result is confusion, overlap, and contradiction. Because
of a lack of overall direction at the Congressional level,
adversarial proceedings and judicial decisions are essentially
setting policy. Non-depository institutions in our country,
such as Merrill Lynch, will accept your funds and invest them
for you in money market funds, insured savings accounts, insured
certificates of deposit, and, even occasionally, traditional
stocks and bonds. Merrill Lynch is not unique. American
Express Company conducts international banking and issues
credit cards and travelers' checks. Through Shearson/Lehman
American Express Inc., American Express provides full-line
investment banking, money management, securities brokerage, and
commodities services. Sears, Roebuck & Co., a merchandiser of
consumer goods, now offers consumer credit, insurance, real
estate, securities brokerage, commodities, investment banking,

!/ House Comm. on Government Operations, Confusion in
the Legal Framework of the American Financial System and
Services Industry, H. Rep. No. 692, 98th Cong., 2d
Sess. (1984) ("House Report").
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va~ious money management se~vices, and de facto banking th~ough
Sea~s Savings Bank. Nume~ous money ma=ket mutual funds offe= a
deposit-like investment that allows an investo= to earn a
favorable interest =ate and w=ite checks on the investment
almost as if it were a checking account at a bank.

These companies lack charters denominating them as "banks,"
they disclaim that they accept deposits, and they engage in
traditional comme=cial activities. Yet, they undeniably pe=form
banking-like activities, if not "banking," and they represent
only a short list of non-banking companies that do so. A
~ecent Time magazine cover story on Sears indicates:

The Sears strategy for expansion into financial se~vices
is bold, and Sears is now aggressively going after this
market. [A]n internal Sea=s committee is looking
into all sorts of new financial ventures. One plan
would turn the company's credit card into a debit card
that would automatically deduct the price of purchases
from a savings account. [A finance professo= speculates
that] 'The Sears credit card overnight could be a majo~
tool for collecting deposits, selling ce~tificates of
deposit and maintaining checking accounts.' Sea~s is also
actively looking to buy more savings and loan associations
to add to the one it already owns in California. It was
a bidder in 1983 for Chicago's First Federal Savings and
Loan, which was finally bought by Citicorp. ~/

Banks in the United States hardly have been idle as entities
without formal bank charters have moved to conduct banking-like
activities. In successful efforts to expand business activities
beyond "traditional banking," banks have used aggressive legal
interpretations, creativity, inconsistencies between federal
and state laws defining the permissible range of activities of
banks, interpretations as to the legally permissible ~ange of
activities of banks that differ among federal banking regulators,
and differences between laws and regulations governing banks
and those governing thrift institutions. Securities b~okerage
and underwriting, mutual fund sponsorship and share distribution,
real estate activities, and insurance comprise a partial list.
Our banking industry has publicly lobbied to obtain changes in
the governing laws.

At work in the integration of our financial services
industry are forces and conce~ns that a~e not unique to the
United States. Competitive pressure is, of course, a principal
force. Another is the need to form capital pools which are of
sufficient size to meet the needs of capital users and which

~/ Time, Aug. 20, 1984, at 85.
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can be distributed rapidly and efficiently. Yet another is the
perception, correct or incorrect, that larger size and more
diversified activities will result in economies of scale and
lower costs to consumers.

But some see a dark side to these developments. They
observe that the quest for size and the formation of larger and
larger pools of capital inevitably means a concentration of
power and more potential for conflicts of interest. In addition,
if concentrated economic power becomes monolithic, the potential
to suppress innovation exists.

Our Historical Path To The Present

Despite the blurring that has occurred, a dividing line
nonetheless remains to some extent in the United States between
depository institutions, principally represented by banks, and
non-depository institutions, such as traditional securities
brokerage firms and investment companies. Some refer to this
division as a line between "banking" and "commerce." The
precise twists and turns of that wavering line, however, are
not always quickly perceived. To underscore the difficulty,
consider that our federal laws which permit or bar functions
(generally based upon the deposit-taking function) are embodied
no less than twenty-two (22) federal statutes, 3/ administered
or enforced by five (5) separate federal departments or

i/ (1) Bank Holding Company Act, 12 U.S.C. 1841-1850;
(2) Bank Merger Act, 12 U.S.C. 1828(c); (3) Bank
Service Corporation Act, 12 U.S.C. ~S 1861-1867; (4)
Banki ng Act of 1933, 48 Stat. 162; (5) Banki ng Act of
1935, 49 Stat. 684; (6) Change in Bank Control Act of
1978, 12 U.S.C. S 1817(j); (7) Change in Savings and
Loan Control Act, 12 U.S.C. 1730(q); (8) Consumer
Checking Account Equity Act of 1980, Title III, P.L.
96-221; (9) Deposit Insurance Flexibility Act, Title I,
P.L. 97-320; (10) Depository Institutions Deregulation
and Monetary Control Act of 1980, P.L. 96-221; (11)
Douglas Amendment to the Bank Holding Company Act,
12 U.S.C. S 1842(d); (12) Federal Deposit Insurance Act,
12 U.S.C. SS 1811-1832; (13) Federal Reserve Act, 12
U.S.C. S~ 221-552; (14) Federal Saving and Loan Insurance
Corporation Act, 12 U.S.C. SS 1724-1730(f); (15) Financial
Institutions Regulatory and Interest Rate Control Act of
1978, P.L. 95-630; (16) Garn-St. Germain Depository
Institutions Act of 1982, P.L. 97-320; (17) Glass-Steagall
Act of 1933, 12 U.S.C. SS 24, 377, 378, and 78; (18)
Home Owners Loan Act of 1933, 12 U.S.C. SS 1461-1470;
(19) McFadden Act, 12 U.S.C. S 36; (20) National Bank
Act, 12 U.S.C. SS 21-215b; (21) Savings and Loan Holding
Company Act, 12 U.S.C. S 1730a; and (22) Thrift Institutions
Restructuring Act, Title III, P.L. 97-320.

~~ 
~ 

~ 



4.

agencies. i/ Each depa=tment or agency is essentially independent,
has differing statutory obligations, and even may ope=ate at
cross-purposes at times. For example, a primary objective of
bank regulatory authorities is the preservation of public
confidence in banks. Full disclosure is the primary objective
of the Securities and Exchange Commission, even if the disclosure
is negative and damages a particular entity. When publicly-owned
banks become distressed, the potential for conflict between
these objectives is readily apparent. 2/

Our existing legal framework is based on the assumption,
held for fifty years, that commerical banking and investment
banking should be clearly separated. This separation, or
compartmentalization of functions, was a response to the 1929
Stock Market Crash and ensuing Depression and an effort to
restore widespread confidence in the banking system. From
1913, when the Federal Reserve Act was enacted, to 1933, 13,502
banks in the United States failed. More bank failures occurred
during that twenty year period than the number of banks existing
in the United States today. From 1929 to 1933, more than 9,900
banks failed. 6/ I believe that this record of bank failures
is an uniquely-American experience.

!/ (1) Board of Governors of the Federal Reserve System;
(2) Department of the Treasury, including the Office of
the Comptroller of the Currency; (3) Federal Home Loan
Bank Board and Federal Savings and Loan Insurance
Corporation (same members); (4) Federal Deposit Insurance
Corporation ("FDIC"); and (5) Securities and Exchange
Commission ("SEC").

2/ Address by Commissioner Treadway, "A Seamless Web: Banks,
New Activities and Disclosure" (Sept. 29, 1983) (See
Attachment A).

~/ I do not mean to suggest that securities activities were the
sole cause of bank failures. For example, the National
City Bank, discussed infra, did not fail, notwithstanding
its extensive securities business. Indeed, it has since
become one of the largest banks in the world. Over the
years, a number of economists and bankers have argued that
most of the bank failures between 1921-1931 resulted from
small, mismanaged, undercapitalized, poorly supervised
rural banks. That argument is frequently voiced today as a
justification for allowing banks to engage in broader
activities, including underwriting equity securities issued
by corporations.
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During the 1920's, many large commercial banks set up
securities affiliates. The banks indirectly financed the
affiliates and bank employees frequently recruited public
investors for issues of speculative corporate securities under-
written by the securities affiliates. These issues thus
effectively were underwritten by the banks. The banks became
even more closely linked financially to the issuers of such
securities as banks made loans to such issuers, sometimes
ill-advised, to shore up the prices of the securities under-
written. In 1929 the affiliates and the banks collapsed like
houses of cards, triggering a nationwide run on bank deposits.

National City Bank is a prime example of the aggressive
securities activities engaged in by banks. In 1911 the bank
caused the incorporation of the National City Company, technically
a legally separate securities investment company. All of
National City's capital was advanced by the bank, however, and
shareholders of the bank were urged to invest in the new firm.
But this was not an exercise in corporate democracy, for a
shareholders' agreement placed voting control in three senior
officers of the National City Bank. In fact, bank shareholders
could not even sell their nonvoting shares in National City
without simultaneously selling their shares in the bank. One
observer wrote that National City Bank and National City Company
were "like one body with two heads." Another stated: "To consider
an affiliated firm like the National City Company independent
[of the bank] was 'a masterpiece of legal humor.'" 7../

In 1916 Charles E. Mitchell became President of National
City Company and in 1929 Chairman of National City Bank, largely
on the success of National City Company.

In thirteen years Mitchell boosted a four-person office
into the largest investment house in the country, complete
with nineteen hundred employees, sixty-nine branch
offices, a private wire stretching 11,300 miles, its own
engineers, accountants, bookkeepers, policemen, and annual
securities sales averaging over $1.5 billion per year.
To accomplish this, Mitchell simply ignored time honored
banking practices. 'Instead of waiting for investors
to come,' an admiring business executive wrote, 'he took
young men and women, gave them a course of training on
the sale of securities, and sent them out to find the
investors. Such methods, pursued with such vigor and
on such a scale were revolutionary.' To lure investors,
the National City Company advertised extensively in
national magazines, had its salesmen selling bonds door
to door like Fuller brushs or Hoover vaccum cleaners or

2/ Seligman, The Transformation of Wall Street 24 (1982).
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cle~king in b~ightly lit downtown secu~ities offices.
'To keep the salesmen on thei~ toes,' Mitchell's head-
quarte~s sent out a daily st~eam of demands, pep talks,
and inducements known as 'flashes.' The most welcome
flashes offered cash prices to the salesman who ea~ned the
most points selling a list of ha~d-to-move secu~ities.
When sales lagged, Mitchell displayed a ha~she~ side. 'I
should hate to think,' he once telegraphed, 'the~e is
any man in ou~ sales c~owd who would confess to his
inability to sell at least some of any issue of either
bonds or p~efe~~ed stock that we think good enough to
offe~. In fact, this would be an impossible situation
and in the inte~est of all conce~ned, one which we would
not permit to continue.' ~/

The Ranking Act of 1933 generally, and its Glass-Steagall
provisions in pa~ticula~, 9/ were designed to promote the
safety and soundness of banks and to encou~age depositor con-
fidence. Banks simply we~e barred f~om activities perceived to

~/ Id. at 24-25.

~/ The Glass-Steagall Act substantially rest~icted the
involvement of national banks in securities and investment
banking activities, both di~ectly o~ through affiliates.
It also prohibited persons in the investment banking
business from receiving deposits.

Section 16, 12 u.s.c. ~ 24(Seventh), limits the power of
national banks to ente~ into secu~ities transactions, as
follows:

The business of dealing in securities and stock
by [banks] shall be limited to purchasing and
selling such securities and stock without recou~se,
solely upon the order, and fo~ the accounts of,
customers, and in no case for [their] own account,
and [banks] shall not unde~write any issue of
secu~ities of stock.

Section 16 also authorizes a national bank to pu~chase
"investment securities," but not shares of stock, fo~ its
own account, subject to certain limitations and restric-
tions, but contains an important exception:

The limitations and rest~ictions he~ein contained
as to dealing in, underwriting and purchasing for
its own account, investment securities shall not
apply to obligations of the United States or general
obligations of a State or of any political subdivision
thereof • • • • 

(footnote continued)
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be too troublesome or risky. With certain minor exceptions,
banks were forbidden to underwrite or deal in investment secu-
rities and generally were permitted to conduct only those activities
necessarily incidental to banking. Interest was prohibited on
demand deposits, interest rates on time deposits were regulated,
federal bank examiners were given additional powers, and federal
deposit insurance was created. In exchange, however, banks
were given a virtual monopoly on certain activities, principally
that of accepting demand deposits.

Potential depositors thus were assured that the likelihood
of anything adverse happening to banks was remote and that
deposits nevertheless were insured in the unlikely event that a
bank failed. Whatever its merits or weaknesses, this approach
has clear "protectionist" aspects. Yet, nothing in either the
statutory provisions or legislative history of the Banking Act
of 1933 suggests a concern for securities firms or an intent to
confer upon them any special, protected status. The sole
purpose of this regulatory scheme was to protect banks and
depositors, not, as some have mistakenly assumed, to insulate
securities firms from competition by banks.

The separation of "banking" and "commerce" was reaE~irmed
in 1956 when Congress enacted the Bank Holding Company Act, subse-
quently amended in 1966 and 1970. That Act allowed bank holding
companies to diversify only into businesses the Federal Reserve
Board deemed to be "closely related to banking," such as leasing,
mortgage banking, and consumer finance. Even this leeway, how-
ever, preserves the concept that banks should be restricted in
their business activities and should not engage in "commerce."

~/ (footnote continued)

Section 20, 12 U.S.C. 377, prohibits banks from partici-
pating in securities transactions through affiliates.
It provides that:

No [national bank or member of the Federal Reserve
System] shall be affiliated. with [any business
entity] engaged principally 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, 12 U.S.C. 378, prohibits:

[any organization] engaged in the business of issuing,
underwriting, selling, or distributing ••• securi-
ties, [from engaging] at the same time to any
extent whatever, in the business of receiving
deposits •••• 

~ 

• 

~ 
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This mandated separation of functions has resulted in
firms operating in prescribed niches. But compartmentalization
also may be partially due to traditional patterns of conducting
business and voluntary line-of-business preferences of the
firms themselves, as well as customers who accepted the notion
of acquiring different financial services from different
purveyors. lQ/

This division of functions resulted, at least until recent
times, in the following:

o

o

o

o

Commercial banks, regulated principally by the Federal
Deposit Insurance Corporation, Federal Reserve Board,
and Comptroller of the Currency, accepted demand, passbook,
and time deposits and made loans to business and non-
business consumers;

Thrift institutions, comprised mostly of savings and
loans and savings banks and regulated principally by
the Federal Home Loan Bank Board and Federal Savings
and Loan Insurance Corporation, accepted only passbook
and time deposits, paid slightly higher interest rates
than commercial banks, and principally made loans to
finance the purchase of housing;

Insurance companies, regulated almost exlusively by the
states, received premiums and paid life, casualty, and
property claims or met annuity needs; and

Investment banking and securities brokerage firms,
regulated principally by the Securities and Exchange
Commission, underwrote all types of debt and equity
securities, provided all manner of markets for the
products they underwrote, and were the members of
organized securities exchanges. ll/

In recent years, a variety of factors, including inflation,
high interest rates, the need to acquire new sources of capital,
deregulatory initiatives in other countries' financial markets,
and technological advances in communications and computers have
stimulated financial service providers to cross traditional
boundaries. This has tested the limits of statutes and regula-
tions as never before and rendered obsolete the once staid
image of banking. One observer has remarked:

lQ/ See House Report at 6.

ll/ Id.
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Banking [in the 1960's] was essentially ~isk-f~ee, highly
regulated, respectable and dull. Today it is ~isky,
aggressive, innovative and exciting. In la~ge part, this
change is due to immense forces in world markets that
fractured the international monetary system, sent energy
costs, interest rates and prices soaring, put microchips
and plastic cards in place of tellers and turned forme~ly
docile passbook savers into floating-rate gymnasts. ~/

Permitted and Forbidden Bank Involvement in the Securities
Industry li/

General Scope of Bank Securities Activities

As a general proposition, in terms of securities activities,
banks in the United States today can:

o

o

o

organize and manage common and commingled trust funds,
forms of pooled investment vehicles;

engage in retail discount securities brokerage in an
agency capacity, at least through a separate subsidiary of
a bank holding company;

arrange for the private placement of securities, render
advice with respect to mergers and acquisitions, and
conduct other investment banking type services; and

~/ Stabler, "Wri ston Set Off an Ava lanche ina Glaci er-Li ke
Industry," Wall St. J., Aug. 30, 1984, at 18.

li/ For a more complete treatment of these and other related
issues, see Goelzer, Rosenblat and Schaffer, "The Wall
That Felr-Down Flat The Convergence of the Banking
and Securities Industries," June 4, 1984, and Pitt and
Williams, "The Unified Financial Services Industry:
Statutory and Regulatory Framework and Current Issues in
the Banking/Securities Arena" (Outline Prepared for
Commerce Clearing House Federal Bar Association Mutual
Funds and Investment Management Conference, Palm Springs,
California, March 20-24, 1983).

-




o

10.

by virtue of a recent administrative rUling by the
Comptroller of the Currency, 141 organize and manage
pooled funds composed of the assets of individual
retirement accounts. lSI-.-

As a general proposition, in terms of securities activities
that are forbidden, today U.S. banks cannot:

o

o

o

o

underwrite or deal in corporate debt or equity
securities;

underwrite or deal in municipal revenue bonds (although
they can underwrite and deal in general governmental
obligations);

sponsor and underwrite mutual funds; or

engage in insurance activities, except to a very
limited extent.

Underwriting Third Party Commercial Paper

In 1978 Bankers Trust Company, a state-chartered member
bank of the Federal Reserve System, began marketing commercial
paper issued by several of its corpo~ate customers, acting only in
an agency capacity. The Securities Industry Association ("SIA"),
a trade association of securities broker-dealers, and a broker-
dealer petitioned the Federal Reserve Board to rule that Bankers
Trust's activities were unlawful. The petitioners focused on
provisions of the Glass-Steagall Act which bar commercial banks
from the "business of dealing in securities and stock" 161 and
proh i bit any person "engaged in the busi ness of issui ng-,-under-
writing, selling, or distributing ••• stocks, bonds, debentures,
notes, or other securities" from receiving deposits. 171

!!I Decision of the Comptroller of the Currency on the Application
by Citibank, N.A., Pursuant to 12 C.F.R. 9.18(c)(5) to
Establish Common Trust Funds for the Collective Investment
of Individual Retirement Account Trusts, [1982-1983] Fed.
Banking L. Rep. (CCH) "99,339 at 86,363 (Oct. 12, 1982).

~I A recent court decision has overruled the Comptroller's
decision with respect to two banks' activities. See
p , 19 infra.

~I 12 U.S.C. S 24.

III 12 U.S.C. S 378.

~ 
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In Septembe~, 1980 the Fede~al Rese~ve Boa~d ~uled that
Banke~s T~ust's activity did not violate the Glass-Steagall
Act, ~easoning that comme~cial pape~ was not a "secu~ity" fo~
purposes of the Glass-Steagall Act. The Board viewed comme~cial
pape~ as functionally mo~e simila~ to a t~aditional comme~cial
bank loan than to an inst~ument issued in an investment t~ansac-
tion, notwithstanding that the Securities Act of 1933 expressly
defines commercial paper as a secu~ity. ~/

The petitione~s sued the Federal Reserve Board, seeking
a reversal. The Securities and Exchange Commission pa~ticipated
in the case, amicus curiae, urging at the District Court level
that the term "security" in the Glass-Steagall Act be construed
to have the same meaning as the term "security" in the Securities
Act of 1933 (which was enacted within twenty days of the Glass-
Steagall Act and emanated from the same Senate Committee),
which includes commercial paper. The District Court ~uled that
the Fede~al Reserve Board er~ed in deciding that commercial paper
is not a "security" unde~ the Glass-Steagall Act. 19/

In November, 1982 the Court of Appeals reve~sed the District
Court's decision, 20/ essentially adopting the Federal Rese~ve
Board's "functionalanalysis" which led it to conclude that the
term "security" in the Glass-Steagall Act did not encompass
commercial paper and that "security" in the Glass-Steagall Act
does not mean the same as in the Secu~ities Act. That left
Bankers Trust free to continue its commercial pape~ activitIes.

On June 28, 1984 the Supreme Court reve~sed the decision
of the Cou~t of Appeals. 21/ The Cou~t ~ejected the "functional
analysis," which the Courtfound focused enti~ely on the natu~e
of the financial instrument ~ather than the bank's role in the
transaction. The Court concluded that such an analysis was
erroneous in that it "misapprehends Congress' concerns with
commercial bank involvement in marketing securities." 22/ The
Court observed that Cong~ess was concerned "that a bank's

~/

Q/

Q/

15 U.S.C. 77b(1).

A.G. Becker, Inc. v. Board of Governors of the Federal
Reserve System, 519 F. Supp. 602 (D.D.C. 1981).

A.G. Becker, Inc. v. Board of Governors of the Federal
Reserve System, (D.C. Cir., Nov. 2, 1982); [1982] Fed.
Sec. L. Rep. (CCH) l' 98,850 at 94,381.

Securities Industry Association v. Board of Governors
of the Federal Reserve System, No. 82-1766 (June 28, 1984).

S1i p op , at 16.

~




12.

'salesman1s interest' in an offering Imight impai~ its ability
to function as an impartial source of credit'" 23/ and that
"banks might use their relationships with depositors to
facilitate the distribution of securities in which the bank
has an interest, and that the bank's depositors might lose
confidence in the bank if the issuer should default on its
obligations." ~/ In short, a commercial bank1s underwriting
of third party commercial paper raised all the concerns that
led Congress to enact the Glass-Steagall Act.

By giving banks a pecuniary incentive in the marketing of
a particular security, commercial-bank dealing in commercial
paper also seems to produce precisely the conflict of
interest that Congress feared would impair a commercial
bank1s ability to act as a source of disinterested financial
advice. 25/

While finding that commercial paper was a "security" under
the Glass-Steagall Act, the Court declined to decide whether
Bankers Trust's agency activity in marketing the commercial paper
constituted "underwriting" prohibited by the Glass-Steagall Act.
The Court remanded the case for a determination of this issue.
Bankers Trust has publicly stated that it does not believe its
commercial paper activities constitute "underwriting," and the
SIA has vowed further litigation if the activity continues.

Bank Discount Brokerage Activities

BankAmerica Acquisition of Schwab

Also on June 28, 1984 the Supreme Court affirmed the Federal
Reserve Board1s decision to allow BankAmerica Corp., a bank holding
company and the parent of Bank of America, to acquire Charles
Schwab & Co., a retail discount broker registered with the
Securities and Exchange Commission as a broker-dealer. 26/
The SIA alleged that the acquisition violated both the Bank
Holding Company Act, which prohibits acquisitions by bank

~/ Id. at 17.

l!/ Id.
25/ Id. at 18.
26/ Securities Industry Association v. Board of Governors of

the Federal Reserve System, No. 83-614 (June 28, 1984).
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holding companies of businesses not "closely related" to banking,
and the Glass-Steagall Act, which prohibits a bank from being
affiliated with companies "engaged principally in the issue,
flotation, underwriting, public sale, or distribution" of
securities. 27/

The Federal Reserve Board determined that a discount
brokerage business "essentially confined to the purchase and
sale of securities for the account of third parties, and without
the provision of investment advice to the purchaser or seller"
was "closely related" to banking. 28/ Such an activity is thus
permitted by the Bank Holding Company Act to subsidiaries of
bank holding companies. The Board further determined that
Schwab, which confines its business to retail discount securities
brokerage and acts in an agency capacity only, is not principally
engaged in activities forbidden under the Glass-Steagall Act to
affiliates of banks (i.e., the issue, flotation, underwriting,
pUblic sale, or distribution of securities).

The Supreme Court found that the Federal Reserve Board had
persuasively "articulated the ways in which the brokerage
activities provided by Schwab were similar to banking [including
the long history of banks providing] as an accommodation to
their customers, brokerage services that are virtually identical
to the services offered by Schwab." 29/ The Court also upheld
the Board's determination that the public interest served by
BankAmerica's acquisition of Schwab outweighed any possible
adverse effects, noting that the public would benefit from
increased competition and that the acquisition would not result
in undue concentration of resources or have other unfavorable
effects.

The Court noted that Congress sought, by adopting the
Glass-Steagall Act, to limit commercial banks' securities
activities, to ensure bank solvency, to protect bank depositors,
and to maintain public confidence in banks. The Court found
that Schwab's brokerage services did not present any of these
dangers. Schwab trades only as an agent and thus lacks a
salesmen's interest in the value of the security sold, deriving
profit solely from the volume of sales.

~/ 12 U.S.C. S 377.

~/ Slip Ope at 4-5.

~/ Slip Ope at 4.
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securities and Exchange Commission Proposed Rule 3b-9

The Securities and Exchange Commission has also addressed
bank discount brokerage activities from its regulatory perspective.
On November 8, 1983 the Commission promulgated Eor public comment
proposed Rule 3b-9, which may be one of the most controversial
rules ever proposed by the Commission. The rule specifies certain
bank securities activities that must be performed through broker-
dealers registered with the Commission under the Securities Exchange
Act of 1934. Thus, if a bank engages in the specified activities,
it would have to register with the Securities and Exchange Commis-
sion as a broker-dealer or transfer those activities to a separate
corporate subsidiary that would so register.

When the Securities Exchange Act of 1934 was passed,
Congress excluded banks from the definitions of "broker" and
"dealer." 30/ Yet, as the SEC observed in proposing Rule 3b-9,
the services offered today by banks have significantly changed
from the limited accommodation functions performed in 1934,
including extensive advertising and the proposed offering

lQ/ Sections 3(a)(4) and 3(a)(5) of the Securities Exchange
Act of 1934 define the terms "broker" and "dealer."
Section 3(a)(4) provides that:

The term 'broker' means any person engaged in the
business of effecting transactions in securities for the
account of others, but does not include a bank.

Section 3(a)(5) provides that:

The term 'dealer' means any person engaged in the
business of buying and selling securities for his own
account, through a broker or otherwise, but does not
include a bank, or any person insofar as he buys or
sells securities for his own account, either individually
or in some fiduciary capacity, but not as a part of a
regular business.

However, the definitions in the Exchange Act are expressly
qualified by the phrase "unless the context otherwise requires."
Accordingly, this "exclusion" may be limited. For example, the
Supreme Court, in construing another of the statute's defined
terms, "security," has made clear that economic reality, not
literalism, governs. See,~, Marine Bank v. Weaver, 102
S.Ct. 1220 (1982): United Housing Foundation v. Forman, 421
U.S. 837 (1975).
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of combined investment advice and b~oke~age se~vices. 31/
The SEC questioned whethe~ the bank exemption f~om b~oke~-deale~
registration was an absolute exemption or whether certain
securities activities should be required to be pe~formed th~ough
a broker-dealer registered with the SEC to assu~e adequate
inves~or protection and reasonably complete and effective
regulation of the securities markets.

Under the proposed rule, the activities that would requi~e
broker-dealer registration are:

(1) the public solicitation of broke~age business;

(2) receipt of transaction-related compensation for providing
brokerage services for trust, managing agency, or othe~
accounts for which the bank provides advice; or

(3) dealing in or underwriting securities othe~ than
exempted or municipal securities.

More than 200 commentators responded to this proposal.
The great majority are banks, who uniformly oppose the rule.
Bank regulators likewise are unenthusiastic, viewing this as
unnecessary jurisdictional expansion on the pa~t of the SEC.
On the othe~ hand, the Department of Justice, the Securities
Industry Association, the Investment Company Institute, and a
number of securities fi~ms suppo~t the rule strongly. The
Commission has not yet acted on the proposed rule.

The Comptroller of the Cur~ency, on April 16, 1984,
proposed a rule that would require national banks to conduct
certain securities brokerage activities through operating
subsidiaries registered with the Commission. The Comptroller's
proposal would require that brokerage activities be conducted
through a subsidiary if:

(1) a bank made margin loans to its brokerage customers; or

(2) a bank held customer securities other than as an
introducing broker on a fully disclosed basis.

In addition, national banks providing retail customers with
"individualized" investment advice together with brokerage
services, for which a separate, transaction-related fee was
charged, would be required to conduct such activities through a
subsidiary.

l!! Securities Exchange Act Release No. 20357 (Nov. 8, 1983)
("This action is prompted by investor protection and other
regulatory concerns raised by the recent expansion of bank
securities activities.").
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The vi~tue of a sepa~ate subsidia~y, whethe~ as p~oposed
by the SEC o~ the Comptrolle~, is that it facilitates functional
~egulation, fo~ all who act as broke~-deale~s would be ~egulated
consistently and by the same ~egulatory body. The neatness of
functional regulation does not resolve, howeve~, the question
of how much ~isk the separate subsidia~y should undertake.
Ge~ald Co~rigan, President of the Federal Reserve Bank of
Minneapolis (and soon-to-be President of the Federal Rese~ve
Bank of New York), has been quite outspoken on the vi~tues of a
continued separation of banking and commerce and has criticized
those who argue that housing expanded activities in a separate
legal entity insulates banks from risk.

It does not follow ••• that we can be indifferent
as to the degree of risk associated with such activities
simply because they may be housed in a separately organized
and separately capitalized subsidiary of a bank holding
company. To the contrary, experience suggests rather
clearly that in times of peril it may not be possible
to insulate the bank from the problems of its sister
organizations -- even when such problems arise in affiliated
organizations, including subsidiaries of bank holding
companies. B/

"Non-bank" Banks

Another recent controversial development in the United
States involves the acquisition of "limited purpose" banks by
non-depository institutions. In recent years, commercial firms
and traditional securities and advisory firms have inc~easingly
viewed banking as a desi~able activity, partly as a competitive
~esponse to the incursion by banks into areas perceived by many
as the traditional securities business.

The most obvious way to compete was to acquire or form a
bank subsidiary. But the Bank Holding Company Act was previously
thought to be a practical barrier to such acquisitions. Bank
holding companies are extensively regulated by the Federal
Reserve Board and, as a general matter, are prohibited from
engaging in non-banking activities or owning non-banking related
subsidiaries. The Bank Holding Company Act thus generally
p~events a non-banking company from acquiring a bank without
relinquishing non-banking activities.

Corrigan, "Are Banks Special?," Federal Rese~ve Bank of
Minneapolis, 1982 Annual Report 18 (1982) (See Attachment B).
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Seve~al non-banking companies nonetheless ~ecently have
acqui~ed banks but avoided ~egist~ation unde~ the Bank Holding
Company Act. This seemingly odd ~esult can occu~ because of
legal ingenuity and the definition of "bank" unde~ the Bank
Holding Company Act. The Act defines a "bank" as "any institu-
tion ••• which (1) accepts deposits that the deposito~ has a
legal ~ight to withd~aw on demand, and (2) engages in the
business of making comme~cial loans." 331 A "bank holding
company" is any company that cont ro Ls a"bank." If the acqui ror
causes the bank to divest its comme~cial loan po~tfolio simul-
taneously with the acquisition, the acqui~ed bank no longe~ is
a "bank" for purposes of the Bank Holding Company Act. Such
banks are known euphemistically as "non-bank banks," for they
can continue to perform many t~aditional banking functions,
including accepting demand deposits.

Gulf & Western Corporation began this trend by acqui~ing
the Fidelity National Bank. Othe~s soon followed. In October,
1982 Dreyfus Corporation, a money management fi~m, announced
its intention to acqui~e the Lincoln State Bank of New Jersey.
The acquisition was subject to the regulatory approval of only
the Federal Deposit Insurance Corporation, provided the acquisi-
tion did not cause Dreyfus to become a bank holding company.
If it did, the Federal Reserve Board's approval also would be
needed. Dreyfus st~uctured the transaction so that Lincoln
Bank would divest its commercial loan po~tfolio and cease
making commercial loans immediately upon the acquisition.
Dreyfus contended that Lincoln Bank no longe~ would be a "bank"
under the Bank Holding Company Act; therefore, Dreyfus did not
become a bank holding company. The FDIC app~oved the acquisi-
tion ove~ strong objections by the Federal Rese~ve Board.

Dreyfus also applied in October, 1982 to the Compt~oller
of the Currency for permission to o~ganize a new national bank
to be known as "Dreyfus National Bank." Dreyfus plans to use
this "bank" to facilitate its employee benefit and ~eti~ement
plan business, but does not intend for the bank to accept demand
deposits o~ make commercial loans. The Federal Reserve Boa~d
again protested that granting such a banking charte~ would
violate the Glass-Steagall Act. The Comptroller rejected these
contentions.

On AprilS, 1983, however, the Comptroller, in a letter to
the Chairmen of the House and Senate Banking Committees, announced
a limited moratorium on the cha~tering of new national "non-bank"
banks, in order to permit congressional debate on this subject.
The mo~atorium expires at the end of the 1984 session of Congress.

ill 12 U.S.C. S 1841(c).
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The Fede~al Rese~ve Board has ~ecently moved to eliminate
"non-bank banks" by p~oposing to ~edefine "bank" under the Bank
Holding Company Act. The proposed ~ule would define a "bank"
as an institution that (1) accepts demand deposits, and (2)
engages in the business of commercial loans, which the Federal
Reserve Board defines as any loan other than a loan to an indi-
vidual for personal, family, household, or charitable purposes.
It includes the purchase of commercial 'paper, certificates of
deposit, bankers' acceptances and similar money market instru-
ments, the extension of broker call loans, the sale of federal
funds, and the deposit of interest-bearing funds. The ~ule would
effectively require otherwise exempt bank holding companies to
register under the Bank Holding Company Act or divest themselves
of the bank subsidiary. l!/

Common Trust Funds fo~ the Collective Investment
of Assets of IRAs

The Comptroller of the Currency has approved the applica-
tions of three national banks, Citibank, Wells Fa~go Bank,
and Bank of California, to establish common trust funds fo~
the collective investment of individual retirement accounts
("IRAs" ) Each ba nk proposed to act as trus t ee of the individua 1
IRAs, and as trustee, to invest the IRA assets in a common
trust fund or funds maintained by the bank. Each bank proposed
to perform the functions of investment adviser, administrator,
custodian, and transfer agent of the funds. The Comptroller
found that the operation of such a common trust fund was a
traditional and permissible fiduciary activity of banks entirely
consistent with the Glass-Steagall Act. The Comptroller stated
that such fiducia~y services did not p~esent the haza~ds and
potential abuses Congress sought to eliminate by the Glass-Steagall
Act. 35/

li/

12/

Revisions to Reg. Y, 49 FR 794 (Jan. 5, 1984) (to be codified
at 12 C.F.R. S 225.2). On Septembe~ 24, 1984 a U.S. Court
of Appeals set aside the rule and ordered the Boa~d not to
"attempt to enforce or implement" it. Dimension Financial
Corp. v. Board of Gove~nors of the Federal Reserve System,
No. 83-2696, slip Ope at 22 (10th Cir. Sept. 24, 1984).

All of these funds have registered with the Commission
unde~ the Investment Company Act of 1140, and participa-
tions in the fund have been registe~ed under the Securities
Act of 1933. The Comptroller, however, took issue with
the SEC's position that no exemption was available from
registration under the Securities Act or the Investment
Company Act.

•
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In August, 1984, however, a federal judge overturned the
Comptroller's ruling as it applies to Wells Fargo and Bank of
California. 361 The Court found that the funds are not operated
for bona fide fiduciary purposes and that their operation could
involve the hazards the Glass-Steagall Act is intended to prevent.
Relying on ICI v. Camp, ill in which the Supreme Court invalidated
the collective investment of managing agency funds held by a
bank, the Court defined the issue to be whether the assets
commingled in the IRA funds were offered for a "true fiduciary
purpose rather than for investment." The Court concluded that
the funds were offered for investment purposes. The Court also
disagreed with the Comptroller's conclusion that the Glass-
Steagall Act hazards were not present, finding that, as pooled
vehicles designed to compete with mutual funds, the funds could
tend to create a greater "salesman's stake" than traditional
common trust funds, especially when the amount of the bank's
fee depended on the net asset value of the funds.

The ultimate effect of this initial ruling is unclear,
except that more litigation assuredly will follow.

Other Ways For Banks To Engage In Discount Brokerage

Banks also have created or acquired discount brokerage
firms as direct subsidiaries. This approach contrasts
structurally with the BankAmerica-Schwab transaction, in which
Schwab became a subsidiary of the bank holding company and a
sister corporation of the bank. For example, Union Planters
National Bank of Memphis ("Union Planters") received approval
from the Comptroller to acquire the stock of Brenner Steed and
Associates, Inc. ("Brenner Steed"), a discount broker, and to
offer discount brokerage services through Brenner Steed
at certain branch offices of Union Planters and at certain

~I

~/

Investment Company Institute v. C.T. Conover, No. 84-0742
(N.D.Cal. Aug. 28, 1984). A decision is pending in a
similar case brought by the Investment Company Institute
against the Comptroller over the Comptroller's decision
to allow Citibank to operate a collective trust fund for
IRAs. Investment Company Institute v. Conover, No. 83-0549
(D.D.C.).

ICI v. Camp, 401 u.s. 617 (1971).
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affiliated banks both in Tennessee and out-of-state. 38/ Union
Plante~s' b~oke~age activities would be sepa~ate f~om-Yts
banking activities. Brenner Steed would continue as a sepa~ate
entity and would continue to be ~egistered as a b~oke~-deale~,
subject to SEC regulation and ove~sight. In addition, B~enne~
Steed would continue to use fully qualified registe~ed ~epre-
sentatives to conduct its b~oke~age activities.

In Novembe~, 1983 a fede~al District Cou~t ~eve~sed
the Comptrolle~'s decision in Union Plante~s. 39/ The Cou~t
upheld the Compt~olle~'s dete~mination that the-Glass-Steagall
Act pe~mits national banks to operate discount b~oke~age subsi-
diaries, but held that an office of a national bank conducting
broke~age business is a "b~anch" of the bank. Unde~ the McFadden
Act, 40/ the bank is subject to state law ~estrictions on
establishing b~anch offices. The decision effectively limits
the operation of a national bank's b~oke~age business to its
home state. (Bank holding companies, howeve~, are not subject
to the McFadden Act's restrictions.)

Yet another variation was c~eated by Secu~ity Pacific
National Bank ("Security Pacific"). Secu~ity Pacific ~eceived
the Comptroller's pe~mission to establish an "introducing"
broker ~elationship with Fidelity Broke~age Services, Inc.
("Fidelity"), a ~egistered broke~-dealer. 41/ Security Pacific's
brokerage business is limited to buying an~selling securities
as agent for its customers, without providing investment advice.
The b~okerage business is conducted by bank employees in a
separate office of Security Pacific. Fidelity provides back-
office services, including clea~ing and execution of t~ades,
custody of securities, and margin financing. Fidelity pays
Secu~ity Pacific based on the volume of transactions.

~/

!9./

.!!/

See Decision of the Comptrol1e~ of the Cur~ency, Sept. 20,
1982.

Securities Industry Association v. Comptrolle~ of the
Currency, No. 82-2865 (D.D.C. Nov. 2, 1983).

The McFadden Act, 12 U.S.C. 36, passed in 1927, limits
banks' ability to open branch offices across state lines
(or outside home counties or cities, in some cases) unless
permitted by state law.

See Decision of the Comptroller of the Currency, Aug. 26,
1982.

~
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"Netwo~king" a~~angements also have been used by deposito~y
institutions to ente~ the discount b~oke~age business. [Jnde~
netwo~king a~~angements, a ~egiste~ed b~oke~-deale~ ag~ees to
pe~fo~m b~oke~age se~vices in a physically seg~egated a~ea of
a bank o~ th~ift institution. The ope~ation and conduct of the
b~oke~age se~vices a~e fully subject to the secu~ities laws.

A g~oup of savings and loan associations pionee~ed the
netwo~king a~~angement by forming a jointly-owned registered
b~oker-dealer subsidiary, Savings Association Investment
Securities, Inc., now known as Invest. SAIS/lnvest acts as an
"introducing" broker, effecting transactions in an agency
capacity only and not carrying custome~ accounts o~ holding funds
o~ securities for customers. SAIS/lnvest does not purchase o~
sell securities for its own account o~ underwrite securities,
although it will offer its customers advice, ~esearch materials,
and recommendations. Association employees a~e qualified
~egiste~ed representatives of SAIS/lnvest and wo~k unde~ the
supervision of fully qualified SAIS/lnvest principals. SAIS/
Invest's activities are subject to SEC regulation and ove~sight.
The SAIS/lnvest proposal was app~oved by the Federal Home Loan
Bank Board on May 6, 1982. Savings and loan associations with no
ownership interest in SAIS/lnvest can contract with SAIS/lnvest
to provide brokerage services on their premises.

The SIAS/Invest arrangement raised special issues unde~
the secu~ities laws. Savings and loan associations a~e not
"banks" and thus do not qualify for the "bank exemption" f~om
the definition of "broker" discussed p~eviously in connection
with p~oposed Rule 3b-9. ~/ An association thus is ~equi~ed
to registe~ as a b~oke~-dealer if it engages in ce~tain activi-
ties, such as advertising its broke~age service, sharing commis-
sions, and assisting custome~s in opening b~okerage accounts.

The SEC nonetheless authorized its Division of Market
Regulation to issue SAIS/Invest a no-action lette~ 43/ to the
effect that the savings and loan associations whose employees
carry out brokerage functions as registe~ed representatives of

Q/

Q/

There is no sepa~ate exemption for savings and loan
associations.

A no-action letter is one in which an authorized staff
official indicates that the staff will not recommend any
enfo~cement action to the Commission if the p~oposed
t~ansaction described in the incoming correspondence is
consummated. In some instances, the staff will state in
response to a no-action request that it is unable to
assure the writer that it will not recommend enforcement
action to the Commission if the transaction occurs in the
ffiannerproposed by the w~iter. See Securities Act
Release No. 6253 (Oct. 28, 1980).
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SAIS/lnvest would not be required to register as broker-dealers
under the Securities Exchange Act of 1934. The key elements of
the SAIS/lnvest arrangement upon which the Commission relied in
issuing the no-action letter are:

o

o

o

o

o

o

o

the brokerage services will be offered by a registered
broker-dealer:

the employees accepting orders and delivering securities
will be registered representatives employed by the broker-
dealer:

the brokerage services will be physically segregated from
other business activities of the savings and loan associa-
tions;

the broker-dealer will have supervisory responsibility for
the activities of the registered representatives and
responsibility for regulatory compliance:

locations of SAIS/lnvest will be subject to SEC and
self-regulatory organization inspection:

bookkeeping and accounting for the brokerage services,
including confirmations and account statements, will be
the responsibility of SAIS/Invest; and

advertising will be the responsibility of SIAS/lnvest.

Practically, the direct involvement in and responsibility for
the brokerage activities principally would be that of SAIS/Invest,
and the associations' direct involvement in such activities
accordingly would be limited.

Investment Adviser Subsidiaries of Banks

In September, 1983 the Comptroller authorized American
National Bank of Austin, Texas to create an investment advisory
subsidiary which will register as an "investment adviser"
under the Investment Advisers Act of 1940. iii The Comptroller

ii/ Decision of the Comptroller of the Currency Concerning an
Application by American National Bank of Austin, Texas, to
Establish An Operating SUbsidiary to Provide Investment
Advice, Sept. 2, 1983.
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~uled that investment adviso~y activity, conducted th~ough a
bank subsidiary, does not cont~avene the Glass-Steagall Act.

Standing alone, that decision is not p~ofound. Yet In
March, 1983 the Compt~oller authorized American National to
establish a subsidiary to conduct discount brokerage activities.
The investment adviser and discount broker subsidiaries will
share the same name, be located at the same address, and coordinate
other activities. The decision thus is significant in that it
authorizes the combining of banking, brokerage, and investment
advisory services under one corporate umbrella. Yet, one of
the factors emphasized by both the Federal Reserve Board and the
Supreme Court in the BankAmerica-Schwab case was that no invest-
ment advice was being offered.

As a result of the American National decision, major u.S.
banks, including Citibank and First National Bank of Chicago,
have begun providing investment advice to their discount brokerage
customers through programs available from third-party research
organizations such as Standard & Poor's and Value Line. First
Chicago also is evaluating a system that flashes investment advice
across a television screen that would be placed in bank lobbies. ~/

Political Implications Arising From Continental Illinois
National Bank and Trust Company

Undeniably, the erosion of barriers between banking and
securities has been substantial. Even if economic logic and
legal ingenuity seem destined to continue the trend, political
~eality cannot be ignored. Looming over all these developments
is the collapse of Continental Illinois Bank and Trust Company.
The federal rescue package for Continental, the eighth largest
commercial bank in the United States, has made abundantly clear
the intention of our federal government to maintain confidence
in the American banking system. The federal rescue, which
guaranteed insurance of all deposits, including those over the
$100,000 per account limit, gave the Federal Deposit Insurance
Corporation the right to hire and fire management. That power
subsequently was exercised.

In recent testimony before the House Banking Committee on
the Continental rescue, C. Todd Conover, the Comptroller of the
Currency, acknowledged that the federal government currently
will not allow any of the nation's eleven largest banks to fail.
Under the Comptroller's regulatory system, these eleven banks
are supervised as a separate group. Predictably, some criticized

!2/ 8 Bank Letter No. 33, at 1 (Aug. 20, 1984).
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this apparent regulatory double-standard; some Congressmen
remarked that the federal government had created a new species
of bank: the "TBTF" bank, for "Too Big To Fail." Conover
defended the concept as necessary to avert a national, if not
an international, financial crisis. ~I

The long-term question is whether the Continental Illinois
bailout, considered by many de facto nationalization of a major
bank, will produce a political reaction that will erase some of
the integration of the banking and securities industries which
has occurred over the past several years and undermine banks'
broader quests for more powers.

Insurance

The insurance industry also is a major provider of financial
services in the United States. Inflation, high interest rates,
and technological advances have subjected the insurance industry
to the same competitive pressures that banks and securities
firms face. The pace of change since has accelerated, as a
recent cover story in BusinessWeek entitled "Upheaval in Life
Insurance," illustrates. 471 New, investment-oriented policies
are replacing traditional-Whole-life insurance policies. Many
insurance companies have added mutual funds, limited partnerships,
and other securities to their product mix. Others have acquired
money management firms and securities brokerage firms. The
most significant acquisition is Prudential Insurance Co.'s 1981
purchase of Bache for S385 million. The day "is fast arriving
when every insurance agent must have a personal computer and a
license to sell securities." 481 One insurance executive
recently stated: "It is not the life insurance business anymore.
It's the investment business." 491

~I Wall St. J., Sept. 20, 1984, at 2.

ill BusinessWeek, June 25, 1984, at 58 .

.!?.I Id. at 60.

491 Id. at 59.
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In stark contrast to the banking and securities industries,
insurance industry regulation in the United States is left
largely to the states. Under the McCarran Act, SOl Congress
declared that state regulation of insurance was Tn the public
interest and that the business of insurance "and every person
engaged therein" was subject to state law. There is no statutory
barrier to insurance-securities firms combinations, such as
that imposed by the Glass-Steagall Act between banks and securities
firms. In order to sell some of the new products, however, an
insurance agent must be licensed by the National Association of
Securities Dealers and operate under the supervision of a
registered broker-dealer. That is another reason why many
insurance companies have sought links with stock brokerage
houses, either through outright acquisition or joint ventures.

In an attempt to compete with banks, Metropolitan Life
Insurance Co. has developed a set of "guaranteed" savings pro-
ducts competitively similar to federally insured bank accounts.
These accounts include a "fully guaranteed" money market account
and a "guaranteed interest certificate," similar to bank certi-
ficates of deposit. The guarantee of principal and interest is
made by Metropolitan itself. Although insurance companies have
traditionally offered guarantees of benefit payments on life
insurance policies, annuities, and various pension products,
the extension of the guarantee to savings accounts is new. In
doing so, Metropolitan is trying to counter the banking industry's
prime marketing tool, the aura of safety that emanates from
federal deposit insurance provided by the FDIC and the Federal
Savings and Loan Insurance Corporation. 511

Recent Legislative Proposals Potentially Affecting the
Glass-Steagall Line

S. 1609

S. 1609 (a revised version of an original Treasury
Department proposal) would allow banks to underwrite and deal
in municipal revenue bonds and to sponsor, advise, and distri-
bute mutual funds. It would also:

o Allow thrift institutions to establish holding
companies in the same manner as bank holding
companies and engage in the same new activities as
bank affiliates;

2QI 15 U.S.C. ~S 1011-1015.

211 Wall St. J., Aug. 28, 1984, at 12.
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Effectly ~equi~e all banks and th~ift institutions
to conduct such activities th~ough affiliates that
a~e the subsidia~ies of a pa~ent holding company;

Add insu~ance unde~w~iting and b~oke~age activities
and real estate investment development and b~oke~age
activities to the list of permitted activities of
bank holding company affiliates; and

P~ohibit the acquisition or formation of "non-
bank" banks, but "grandfather" previous acquisitions
of "non-bank" banks.

S. 1720, introduced in October, 1981, would amend the
Glass-Steagall Act to pe~mit banks to unde~w~i~e municipal
~evenue bonds and to sponso~, unde~w~ite, and advise mutual
funds. Chairman John Shad of the Secu~ities and Exchange
Commission testified as follows on the bill in 1981:

o

o

o

o

The Commission has ~ese~vations about a piecemeal
approach to amendments to the Glass-Steagall Act.

Any amendments to the Glass-Steagall Act should take
into account the lessons of histo~y rega~ding conflicts
of interest that led to se~ious abuses.

The Commission suppo~ts the p~oposal that all expanded
bank secu~ities activities be ca~~ied out by means of
bank holding company affiliates ~egiste~ed and ~egulated
unde~ the Secu~ities Exchange Act of 1934. The
Commission would add to the list, fo~ banks which
expand thei~ secu~ities activities, present bank
activities such as general obligation municipal bond
unde~writing, dividend investment, employee stock and
customer stock purchase plans as well as customer
transaction services.

While the Commission continues to have conce~ns about
possible adve~se effects on small regional b~oke~-
dealers, and in tu~n upon the capital-raising abilities
of the corporations they serve, the Commission does
not oppose bank entry into the business of unde~writing
and dealing in municipal ~evenue bonds, if the tax
advantages currently available to banks a~e addressed
by requi~ing all municipal securities unde~w~iting to
be car~ied out through secu~ities affiliates.
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The Commission does not oppose bank sponsorship and
underwriting of mutual funds, if banks and bank
personnel who sell such shares are subject to the
same regulatory scheme as broker-dealers who engage
in the same activity.

Banks which act as advisers to mutual funds should be
subject to the provisions of the Investment Advisers
Act. 52/

In November, 1983 Senator Garn introduced his own omnibus
banking bill, the "Financial Institutions Competitive Equity
Act." This bill was unanimously approved by the Senate Banking
Committee on June 27, 1984, and Senator Garn will continue his
efforts to have the bill enacted this year. 53/ S. 2851 would
permit bank and thrift holding companies to sponsor and under-
write municipal revenue bonds, mortgage-backed securities, and
commercial paper, and to engage in discount brokerage activities.
The bill also closes the so-called "South Dakota loophole,"
under which South Dakota has authorized state-chartered
subsidiaries of bank holding companies to conduct insurance
activities, but only outside the State of South Dakota. Unders. 2851 a state could authorize banks to offer only those
activities permissible under the Bank Holding Company Act. 54/

House of Representatives Proposals

Two principal bills have been introduced in the House of
Representatives dealing with the integration of the financial
services industry. The House Banking Committee approved
H.R. 5916 on June 26, 1984, which would close the "non-bank
bank" loophole and redraw a more traditional separation between

~/ Hearings before the Committee on Ranking, Housing and
Urban Affairs, United States Senate, 97th Cong., 1st
Sess. on S. 1686, S. 1720 and S. 1721, Oct. 31, 1981,
at 888.

22/ 43 Wash. Fin. Rep. (BNA) No.7, at 255 (Aug. 13, 1984).
On September 13, 1984 the Senate passed S. 2851 by a
vote of 89-5. It is unclear what success the measure
will have in the House of Representatives.

2!/ Id.
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banking and other lines of commerce. 551 The bill redefines the
term "bank" under the Bank Holding Company Act and would subject
all state-chartered nonmember banks and thrift associations to
the Glass-Steagall Act prohibitions against affiliations with
securities firms. ~I

H.R. 5881 also would eliminate the "non-bank bank" exemp-
tion by prohibiting non-banking institutions from acquiring
limited purpose banks without complying with the Bank Holding
Company Act. The bill would subject all banks and thrift
institutions to the Glass-Steagall Act and impose a three-year
moratorium on decisions by bank regulators to give new financial
or commercial powers to banks. The bill also contains a prohi-
bition on banks offering certain discount brokerage activities,
a provision not contained in H.R. 5916. 221

Conclusion

As my remarks have emphasized, many developments in the
United States are occurring as a result of litigation and ad
hoc administrative agency decisions. To date, Congress haS-
failed to provide clear guidance or leadership. Legislative
activity is not totally lacking, but any consensus on these
issues at the legislative level is lacking. The lack of a
consensus among the various federal administrative agencies as
to the proper regulatory approach compounds problems. Without
that consensus, the courts will continue to play the pivotal
role. That result alone -- setting policy by litigation -- may
distinguish the United States from other countries.

Achieving internal consensus in the United States is not
the end of the process. Internationalization of the world's
financial markets continues apace. Recent articles have predicted
that a dozen or so large securities houses will corne to dominate
the industry. 581 One major British merchant bank, S.G. Warburg
& Co., has annOUnced plans to merge with three London securities
firms. 591 Citicorp is acquiring two British stock brokerage
houses,-Pursuing its goal to be a world-wide financial services
organization. 601

551 43 Wash. Fin. Rep. (BNA) No.1, at 3 (July 2, 1984).

~I Id.
221 43 Wash. Fin. Rep. (BNA) No.5, at 181 (July 30, 1984).

~I Wall St. J., Aug. 23, 1984, at 26.

22.1 Id.
601 Wall St. J., Sept. 4, 1984, at 33.
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A Merrill Lynch official recently stated: "Depending on
how the changes are taking place in the U.K. regulatory environ-
ment, I could see a time when Merrill Lynch would be a member
of the London Stock Exchange and a primary dealer in gilts
[British government debt]." 611 In addition, while American
financial institutions are moving into the British market, some
U.K. firms are looking at the U.S. Samuel Montagu & Co. recently
announced the formation of a new unit in New York -- Samuel
Montagu Capital Markets Inc. A Montagu managing director
stated "[t]his is another building block in our efforts to
establish a deeper and broader presence in the U.S.
The new group will playa key role in our interest rate and
currency swap business from the U.S." 621 Montagu is, of
course, 60% owned by Britian's Midland-Sank PLC and 40% owned
by Aetna Life & Casualty Company of Hartford, Connecticut.

Other U.S. firms are closely watching the situation. This
trend poses a tremendous challenge for us. But even as each
country modifies its internal regulatory structure, what
regulatory problems will emerge as a result of the inter-
nationalization of these firms?

Obviously, international coordination will be most difficult
until we arrive at our internal consensus. But the continuing
internationalization of the financial markets dictates that more
international cooperation on structural issues be addressed at
the earliest possible time.

* * * * *

~I Wall St. J., Aug. 23, 1984, at 26

~I Id.



t h e i r  n o t e s  f o r  t h e  l i t t l e  go ld  which e x i s t e d ,  v n l c n  tney s p i r i t e d  
out of France.  To demons t r a t e  t h a t  fo rmal  e i s c l c s u r s  docunents  a r e  
not r e q u i r e d  f o r  e f f e c t i v e  d i s c l o s u r e ,  a s  word s p r e a d  t h a t  t h e  g o l d  
might no t  be t h e r e ,  t h e  t r i c k l e  of redempt ions  became a  t o r r e n t .  
F i n a l l y ,  one  f i n e  Summer day i n  1720, t h e  mob i n  t h e  Bank was s o  
dense t h a t  15 p e o p l e  were c rushed  t o  d e a t h .  Law's l egacy  t o  France  
was broken f o r t u n e s ,  r u i n e d  b u s i n e s s e s  and a n  endur ing  s u s p i c i o n  of 
banks. 

T h i s  s t o r y  i l l u s t r a t e s  t h e  v a l u e  of a sound banking sys tem and 
a s t a b l e  cu r r ency .  But i t  a l s o  d e m o n s t r a t e s  t h a t  p u b l i c  con f idence  
in  a  banking sys tem c a n  be a f r a g i l e  t h i n g  and t h a t  p r o g r e s s i v e l y  
g r e a t e r  r i s k - t a k i n g  can  a f f e c t  t h e  bank i t s e l f ,  even i f  done i n d i -  
r e c t l y  and n o t  by by t h e  bank i t s e l f ,  and f o r  t h e  b e s t  of mot ives .  
The impact  o f  d i s c l o s u r e  is a l s o  e l o q u e n t l y  demons t ra ted  by t h e  
s to ry .  P u l l  d i s c l o s u r e  o f  t h e  u s e  of t h e  p r o c e e d s  of Law's o f f e r i n g  
may w e l l  have s t o p p e d  t h e  scheme b e f o r e  i t  g o t  o u t  of  hand. On t h e  
o t h e r  hand, such  d i s c l o s u r e  would have undermined p u b l i c  c o n f i d e n c e  
in  t h e  Bank, t h e  Bank would n o t  have g o t t e n  o f f  t h e  ground,  and 
the  French economy would n o t  have been r e j u v e n a t e d ,  a l b e i t  b r i e f l y .  
Indeed, i t  w a s  d i s c l o s u r e  which shook p u b l i c  c o n f i d e n c e  and  brought  
the Bank down. 

Whatever answers t h e  p a n e l i s t s  may p r o v i d e  a b o u t  t h e  a p p r o p r i -  
a t e  a c t i v i t i e s  o f  banks,  t h e  a p p r o p r i a t e  l e v e l  o f  r i s k  t o  which t h e y  
should be  s u b j e c t e d ,  and t h e  r o l e  and v a l u e  of d i s c l o s u r e ,  w e  s h o u l d  
a t  l e a s t  acknowledge t h a t  a n  a b i d i n g  c o n f l i c t  between s a f e t y  and 
soundness r e g u l a t i o n  a n d  f u l l  d i s c l o s u r e ,  and t h e  q u e s t i o n  of t h e  
proper r ange  o f  bank a c t i v i t i e s ,  have been w i t h  u s  a t  l e a s t  250 
years ,  t h a n k s  t o  John  Law. I s t a r t e d  t h i s  morning by s a y i n g  t h a t  
my comments c o u l d  be l a b e l l e d  a  .once-upon-a-time" s t o r y .  W e  a l l  
should j o i n  i n  t h e  hope t h a t  t h e  John Law s t o r y  w i l l  remain a 
'once-upon-a-time' s t o r y .  

A s  a keyno te  s p e a k e r ,  I have been a f f o r d e d  t h e  l uxu ry  of p h i l o s -
ophizing and p o s i n g  q u e s t i o n s  w i t h o u t  o f f e r i n g  answers .  Needless  
t o  s a y ,  I have f u l l y  a v a i l e d  myself of  t h a t  l uxu ry .  I l e a v e  t o  o u r  
d i s t i n g u i s h e d  p a n e l i s t s  t h e  t a s k  o f  p r o v i d i n g  t h e  ha rd  answers .  
They a r e  most q u a l i f i e d  f o r  t h e  t a s k .  
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A SEAMLESS WEB: BANKS, N E W  ACTIVITIES AND D I S C L O S U R E  

Once Upon a Time 

Those w i t h  a l i k i n g  f o r  l o g i c  might s u g g e s t  t h a t  we shou ld  
s t a r t  w i t h  a c l e a r  unde r s t and ing  of what a bank is  b e f o r e  
a t t e m p t i n g  t o  t a l k  meaningfu l ly  about  t h e  expans ion  of bank 
s e c u r i t i e s  a c t i v i t i e s  and bank d i s c l o s u r e  o b l i g a t i o n s ,  t h e  t o p i c  
of t h i s  two-day g a t h e r i n g .  T h a t ' s  why my comments cou ld  be 
c a l l e d  a  Donce-upon-a-timem s t o r y .  Once upon a t ime,  when we 
were c h i l d r e n ,  w e  a l l  knew what a bank was. I t  was a ce ramic ,  
f lowered  p i g  where o u r  p e n n i e s  went f o r  s a f ekeep ing .  I t  had a 
l i m i t e d  f u n c t i o n ,  t h a t  of  s a f ekeep ing  funds ,  and i t s  i n t e g r i t y  
and i n v i o l a b i l i t y  were n o t  s u b j e c t  t o  doubt .  The f a c t  t h a t  t h i s  
f lowered  p i g  had o n l y  a  l i m i t e d  f u n c t i o n  wasn ' t  viewed a s  a  
shortcoming; i n  f a c t ,  i t  added t o  i t s  s p e c i a l  s i g n i f i c a n c e .  A s  
w e  grew o l d e r ,  o u r  views d i d  not change s i g n i f i c a n t l y .  Penn ie s  
became dimes o r  q u a r t e r s ;  pe rhaps  t h e  p i g  g o t  b i g g e r ,  o r  became 
a t o y  c a s h  r e g i s t e r  or o t h e r  mechanical  dev ice ;  b u t  i t  remained 
e s s e n t i a l l y  t h e  same -- a t o t a l l y  s a f e  p l a c e  hav ing  a c l e a r l y  
d e f i  ned and l i m i t e d  purpose.  

When w e  grew o l d  enough t o  t a k e  t h e  money from t h e  piggy bank 
t o  t h e  local bank, o u r  i d e a s  remained r e l a t i v e l y  unchanged. The 
g o a l  o f  s a f e k e e p i n g  con t inued ,  w i t h  pe rhaps  some modest i d e a  of 
e a r n i n g  i n t e r e s t .  B u t  e a r n i n g  i n t e r e s t  was a lmos t  a n  a f t e r t h o u g h t .  
A p p r o p r i a t e l y ,  t h e  l o c a l  bank was a solemn, s e r i o u s  p l a c e ,  w i t h  a 
Greek r e v i v a l  f a c a d e ,  much marb le  and hardwood i n  t h e  i n t e r i o r ,  
and a n  a i r  much l i k e  t h a t  of  a church.  S a f e t y  c o n t i n u e d  t o  be t h e  
key c h a r a c t e r i s t i c ,  and t h e  prominent ly  d i s p l a y e d  main v a u l t  under- 
s c o r e d  t h a t  c h a r a c t e r i s t i c .  Perhaps  we came t o  a p p r e c i a t e  t h a t  
on ly  a select few o f  t h e  most c o n s e r v a t i v e  and t r u s t w o r t h y  c i t i z e n s  
cou ld  a c q u i r e  a c h a r t e r ,  which made you a r e a l  bank. 

But t h i n g s  g e n e r a l l y  a r e  more complex t h a n  we p e r c e i v e  a s  -
c h i l d r e n ,  and banking is no excep t ion .  But a d d i t i o n a l  f o r c e s  have 
been a t  work i n  t h e  world  of banking.  Today, i t ' s  n o t  a lways  
c a l l e d  banking,  and c e r t a i n l y  t h o s e  who engage i n  i t  a r e  n o t  
l i m i t e d  t o  p e r s o n s  hav ing  a c h a r t e r  f o r m a l l y  denominat ing them a s  
a bank. I n s t e a d ,  i t ' s  c a l l e d  t h e  f i n a n c i a l  s e r v i c e s  i n d u s t r y ,  and 
i t s  a r r a y  of p r o d u c t s  b a f f l e s  many cus tomers  and f r e q u e n t l y  t h e  
r e g u l a t o r s .  N o w  well-known i s  t h e  t r a n s i t i o n  from a  s i m p l e  mix of 
checking and s a v i n g s  a c c o u n t s  o f f e r e d  by d e p o s i t o r y  i n s t i t u t i o n s  
t o  NOW a c c o u n t s ,  Super-NOW a c c o u n t s ,  money market  d e p o s i t  a c c o u n t s ,  
money market  c e r t i f i ~ a t e s ,  r epu rchase  agreements ,  r e v e r s e ,  r e t a i l ,  
and o v e r n i g h t  r epu rchase  agreements ,  c a s h  management s e r v i c e ,  and 
on down t h e  l i n e .  



Non-deposi t o r y  i n s t i t u t i o n s ,  such a s  iderri 11 Lynch, w i  11 t a k e  
your  money and i n v e s t  i t  i n  money market  f u n d s ,  b u s i n e s s  develop- 
ment companies,  i n s u r e d  s a v i n g s  a c c o u n t s ,  c e r t i f i c a t e s  of  d e p o s i t ,
and,  even o c c a s i o n a l l y ,  o ld - f a sh ioned  s t o c k s  and bonds. Some of 
t h e  i nves tmen t s  you buy th rough  Merrill Lynch a r e  even covered  by 
f e d e r a l  d e p o s i t  i n s u r a n c e .  And by no means does  M e r r i l l  Lynch have 
a monopoly. American Expres s  does  i n t e r n a t i o n a l  banking,  i s s u e s  
c r e d i t  c a r d s  and t r a v e l e r s '  checks  and,  t h rough  Shearson/American 
Express  Inc . ,  p r o v i d e s  f u l l - l i n e  i nves tmen t  banking,  money manage- 
men t ,  s e c u r i t i e s  b rokerage  and commodities s e r v i c e s .  S e a r s ,  
fo rmer ly  a p l a c e  t o  buy c l o t h e s  and  tools,  now o f f e r s  consumer 
c r e d i t  th rough  S e a r s ,  i n s u r a n c e  th rough  A l l s t a t e  I n s u r a n c e ,  r e a l  
e s t a t e  th rough  Coldwel l  Banker,  s e c u r i t i e s  b rokerage ,  commodities,  
inves tment  banking and v a r i o u s  money management s e r v i c e s  t h rough  
Dean W i t t e r  Reynolds,  and d e  f a c t o  banking th rough  A l l s t a t e  S a v i n g s  
and Loan. L i t t l e  d i s t i n g u i s h e s  t h e s e  non-deposi tory companies 
from banks,  even  though t h e y  l a c k  a c h a r t e r  which denomina tes  them 
a bank, t h e y  d i s c l a i m  t h a t  t h e y  t a k e  d e p o s i t s ,  and they  engage i n  
commerce i n  a d d i t i o n  to  *banking.' 

But,  t hen ,  one might  a s k ,  'So what?* So i t ' s  d i f f i c u l t  t o  
t e l l  what a bank is. D o e s  i t  matter? W e l l ,  f o r  o n e  t h i n g ,  on ly  
banks a r e  supposed to  a c c e p t  ' d e p o s i t s , '  a n  a c t i v i t y  Congress  h a s  
d e c l a r e d  t o  be a f f e c t e d  w i t h  a  p u b l i c  i n t e r e s t .  And i f  banks have 
a monopoly on c e r t a i n  a c t i v i t i e s  such  a s  t a k i n g  d e p o s i t s ,  y e t  a r e  
p rec luded  from o t h e r s  t o  a s s u r e  t h a t  banks are o p e r a t e d  s a f e l y  and 
soundly and do n o t  f a i l ,  t h e  i n e s c a p a b l e  c o n c l u s i o n  is t h a t  banks 
remain s p e c i a l ,  i f  n o t  unique.  

T h a t  is why t h e  s t a t u s  of banks unde r  t h e  f e d e r a l  s e c u r i t i e s  
laws,  whether  t h e  d i s c u s s i o n  f o c u s e s  upon t h e  p e r m i s s i b l e  r ange  
of bank a c t i v i t i e s  and t h e  a p p r o p r i a t e  amount of d i v e r s i f i c a t i o n  
and r i s k - t a k i n g  o r  upon d i s c l o s u r e  i s s u e s ,  is so complex. And 
f r u s t r a t i n g  l o g i c a l  a n a l y s i s  is t h e  f a c t  t h a t  t h e  i s s u e s  of 
p e r m i s s i b l e  r ange  o f  a c t i v i t y  and d i s c l o s u r e  canno t  be d i s c u s s e d  
a s  s e p a r a t e  issues. Indeed ,  t h e y  are t h e  p r o v e r b i a l  two s i d e s  o f  
t h e  same coin .  Developments on t h e  s t r u c t u r a l  f r o n t  a f f e c t  d i s c l o -  
s u r e  c o n s i d e r a t i o n s .  A s  d i s c l o s u r e  becomes more a c c e p t e d  f o r  banks 
and t h e i r  a f f i l i a t e s ,  t h a t  may w e l l  l e a d  t o  a  c r y  f o r  banks t o  have 
t h e  a u t h o r i t y  t o  engage i n  y e t  a  b r o a d e r  range  of a c t i v i t i e s .  T h a t  
is my p r i n c i p a l  t h o u g n t  f o r  today.  

W e  a l l  have h e a r d  v a r i o u s  c a l l s  f o r  changes  i n  t h e  r e g u l a t o r y  
s t r u c t u r e  t o  p e r m i t  banks t o  compete w i t h  o t h e r  f i n a n c i a l  s e r v i c e  
p r o v i d e r s .  *Level  p l a y i n g  f i e l d , *  a  c a t c h y  p h r a s e  now shop-worn, 
remains t h e  g o a l  of  many. But t h e  o l d  t e n s i o n  between two f i rmly-  
-en t renched  r e g u l a t o r y  schemes -- one adop ted  f o r  banks and hav ing  
a *pro tec t - the-en te rpr i se -and-sys tem"  theme, and t h e  o t h e r  hav ing  
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a f u l l  d i s c l o s u r e  and " p r o t e c t - t h e - i n v e s t o r ,  even a t  t h e  expense 
of t h e  e n t e r p r i s e n  theme -- i n t e r f e r e  w i t h  c r e a t i n g  t h a t  l e v e l  
p l a y i n g  f i e l d .  Seemingly mi s s ing  i s  a f u l l  a p p r e c i a t i o n  of t h e  
e x t e n t  of  t h a t  t e n s i o n  and c o n f l i c t .  Some r eason  t h a t  banks shou ld  
be f r e e  t o  compete and t a k e  r i s k s ,  bu t  t h a t  banks n o n e t h e l e s s  a r e  
s p e c i a l  and must be p r o t e c t e d .  Yet t h a t  r e a s o n i n g  undermines 
e f f o r t s  to  make l o g i c a l  d e c i s i o n s  abou t  t h e  p r o p e r  range of bank 
a c t i v i  t ies and a p p r o p r i a t e  d i s c l o s u r e  r equ i r emen t s .  

P r o t e c t i o n i s m  and D i s c l o s u r e  

From 1933 t o  a t  least r e c e n t l y ,  any d i s c u s s i o n  of banking 
r e g u l a t i o n  was on shaky c o n c e p t u a l  ground i f  i t  d i d  n o t  r ecogn ize  
t h a t ,  f i r s t ,  l a s t  and a lways,  came t h e  s a f e t y  and soundness  of 
t h e  banking system. P u b l i c  i n t e r e s t  demanded i t .  H i s t o r y  demon- 
s t r a t e s  why. Between 1820 and 1930, o u r  economy was c h a r a c t e r i z e d  
by s u c c e s s i v e  c y c l e s  o f  growth,  boom, s p e c u l a t i v e  f r e n z y ,  and 
f i n a n q i a l  p a n i c  and b u s t .  During a p a n i c ,  any h i n t  of  i n s t a b i l i t y  
i n  a bank l e d  t o  a r u n  and f r e q u e n t  c o l l a p s e  o f  t h e  bank, a s  
d e p o s i t o r s  wi thdrew t h e i r  money. F r o m  1913,  when t h e  F e d e r a l  
Reserve  A c t  w a s  adopted ,  th rough  1933, 15,502 U.S. banks f a i l e d ,  
more t h a n  a l l  banks e x i s t i n g  today.  From 1929 t o  1933 a l o n e ,  more 
t h a n  9,000 banks c o l l a p s e d .  L i t t l e  wonder t h a t  Congress  adop ted  
t h e  Banking A c t  o f  1933 and e s t a b l i s h e d  t h e  F e d e r a l  Depos i t  
I n s u r a n c e  Corporation. 

F e d e r a l  d e p o s i t  i n s u r a n c e  promoted monetary s t a b i l i t y  and 
p u b l i c  con f idence  by a b s o l u t e l y  g u a r a n t e e i n g  d e p o s i t o r s  t h a t  t hey  
cou ld  a lways  o b t a i n  t h e i r  money w i t h  no loss of p r i n c i p a l .  Tha t  
achievement  h a s  been c h a r a c t e r i z e d  a s  ' t h e  change most conduc ive  
t o  monetary s t a b i l i t y  s i n c e  s ta te  bank n o t e  i s s u e s  were t axed  o u t  
of e x i s t e n c e  immediate ly  a f t e r  t h e  C i v i  1 War. . Although 4,004 
banks f a i l e d  the y e a r  b e f o r e  t h e  FDIC was c r e a t e d ,  o n l y  62 f a i l e d  
i n  t h e  f o l l o w i n g  y e a r ,  n i n e  of which were i n s u r e d .  One economist  
and h i s t o r i a n  h a s  observed:  

. 	 'The FDIC was what t h e  F e d e r a l  Reserve  had n o t  succeeded  
i n  being--an u t t e r l y  r e l i a b l e  l e n d e r  of  las t  resort,  one 
t h a t  would immediate ly  and w i t h o u t  c a v i l  come forward  w i t h  
whatever  money was needed t o  c o v e r  t h e  i n s u r e d  d e p o s i t s . .  

So s u c c e s s f u l  h a s  f e d e r a l  d e p o s i t  i n s u r a n c e  been i n  f o s t e r i n g  
p u b l i c  c o n f i d e n c e  t h a t  some now complain  t h a t  d e p o s i t o r  and bank 
management complacency is a by-product of f e d e r a l  i n s u r a n c e .  



'The Banking Act of 1 9 3 3  was des igned  t o  F r o n c t e  s a f e t y  and 
~ o u n d n e s s  of banks i n  o t h e r  ways too.  Banks were b a r r e d  from 
a c t i v i t i e s  p e r c e i v e d  t o  be p o t e n t i a l l y  t roublesome.  With c e r t a i n  
minor e x c e p t i o n s ,  t hey  were f o r b i d d e n  t o  u n d e r w r i t e  o r  d e a l  i n  
s e c u r i t i e s  and were p e r m i t t e d  t o  engage o n l y  i n  t h o s e  a c t i v i t i e s  
"necessary  t o  c a r r y  on t h e  b u s i n e s s  of  banking." I n t e r e s t  was 
p r o h i b i t e d  on demand d e p o s i t s ,  i n t e r e s t  rates on t i m e  d e p o s i t s  
were r e g u l a t e d ,  and bank examiners  were g i v e n  a d d i t i o n a l  powers. 
The r e s u l t  w a s  a p a r t n e r s h i p  between t h e  f e d e r a l  government and 
the  banks i t  r e g u l a t e d ,  w i t h  t h e  government as a s e n i o r  p a r t n e r .  
And p r e d a t i n g  t h e  Banking A c t  of  1933 by twenty y e a r s  was t h e  
Federa l  Reserve  A c t ,  which focused  upon a sound c e n t r a l  monetary 
po l icy .  

So  by 1933, a p e r v a s i v e  scheme of f e d e r a l  r e g u l a t i o n  o f  
banking w a s  f i r m l y  i n  p l a c e ,  which I would c h a r a c t e r i z e  a s  hav ing  
t h r e e  p r i n c i p a l  o b i e c t i v e s .  The f i r s t  o b j e c t i v e  was a sound and 
s t a b l e  monetary p o l i c y .  The second was t h e  promotion of p u b l i c  
conf idence  i n  t h e  bankiqg system. The t h i r d  was t h e  promotion of 
p u b l i c  c o n f i d e n c e  i n  i n d i v i d u a l  banks. The combined e f f e c t  was 
to  encourage  p e o p l e  w i t h  a v a i l a b l e  c a p i t a l  t o  d e p o s i t  i t  and  l e a v e  
i t  i n  banks,  w i t h  a s s u r a n c e  t h a t  n o t h i n g  a d v e r s e  would happen t o  
t h e  i n s t i t u t i o n  and,  i n  t h e  u n l i k e l y  e v e n t  i t  d i d ,  t h e y  were 
n e v e r t h e l e s s  i n s u r e d .  I f  my c h a r a c t e r i z a t i o n  o f  t h e  t h r e e  p r i n c i -  
p a l  g o a l s  is correctr t h e n  s u b j e c t i n g  banks t o  a f u l l  d i s c l o s u r e  
s p o t l i g h t  or a l l o w i n g  them t o  compete i n  r i s k - l a d e n  a c t i v i t i e s  
seems i n c o n s i s t e n t  w i t h  t h o s e  g o a l s .  E i t h e r  one ,  and  c e r t a i n l y  t h e  
two i n  c o n c e r t ,  seem f u l l y  c a p a b l e  o f  p roduc ing  c o n t r a r y  r e s u l t s .  

I The S e c u r i t i e s  A c t  o f  1933 was adop ted  a t  t h e  same t i m e  a s  
t he  Banking A c t  o f  1933, i s  e s s e n t i a l l y  a  companion p i e c e  o f  l e g i s -
l a t i o n ,  and even emanated from t h e  same S e n a t e  Committee. I n  a 
l a r g e r  s e n s e r  bo th  r e g u l a t e  t h e  i nves tmen t  p r o c e s s  -- t h e  p r o c e s s  
by which p e o p l e  e n t r u s t  t h e i r  i n v e s t i b l e  c a p i t a l  t o  a n o t h e r  -- and  
both p r o c l a i m  t h a t  t h e y  are des igned  t o  promote p u b l i c  c o n f i d e n c e  

' i n  t h a t  p roces s .  But u n l i k e  t h e  Banking A c t ,  t h e  S e c u r i t i e s  A c t  
s eeks  t o  promote p u b l i c  c o n f i d e n c e  i n  a  t o t a l l y  c o n t r a r y  manner, 
by mandating f u l l  d i s c l o s u r e ,  even o f  a d v e r s e  i n f o r m a t i o n ,  and  even  
a t  t h e  r i s k  o f  damage t o  t h e  e n t e r p r i s e .  Why a r e  t h e  b a s i c  themes 
of s e c u r i t i e s  and banking l e g i s l a t i o n ,  bo th  adop ted  a t  v i r t u a l l y  
t h e  same t i m e ,  so d i f f e r e n t ,  i f  n o t  i r r e c o n c i l a b l y  i n  c o n f l i c t ?  

I 
Perhaps  as much a s  a n y t h i n g ,  t h e  p e r c e p t i o n s  of t h e  times and 

pol i t ics  are  t h e  reason .  I n  t h a t  r e s p e c t ,  t h e  Banking and S e c u r i -  
t i e s  A c t s  a r e  no d i f f e r e n t  from o t h e r  l e g i s l a t i o n .  The number o f  
bank f a i l u r e s  b e f o r e  1933 t o  which I a l l u d e d  seems t d  p r o v i d e  some 
c l e a r  r a t i o n a l e  f o r  t h e  p r o t e c t i o n i s t  theme of t h e  Banking Act .  
A s  t o  t h e  S e c u r i t i e s  A c t ,  i t  h a s  been s a i d  t h a t  P r e s i d e n t  Rooseve l t  
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be l i eved  t h e  moral  o f f e n s e s  of inves tment  bankers  would be c u r ~ e d  
by exsosu re  t o  g u b l i c  s c r u t i n y .  Some h i s t o r i a n s  ccn tend  t h a t  
a d o p t i o n  of a d i s c l o s u r e  scheme was i n f l u e n c e d  by t h e  s t a t e s '  
d i s a p p o i n t i n g  e x p e r i e n c e  w i t h  merit r e g u l a t i o n  and a h o s t i l i t y  t o  
f e d e r a l  merit review by some, p a r t i c u l a r l y  Congressman Sam Rayburn, 
Chairman of t h e  House Commerce Committee. But many of R o o s e v e l t ' s  
p r i n c i p a l  campaign a d v i s e r s  a l s o  b e l i e v e d  t h a t  t h e  s e c u r i t i e s  
markets  had p a r t i a l l y  caused  t h e  Depress ion  by m i s a l l o c a t i n g  
c a p i t a l .  They viewed a p o t e n t i a l  s e c u r i t i e s  law a s  a  means t o  
a l l o c a t e  c a p i t a l  t o  s p e c i f i c ,  s e l e c t e d  i n d u s t r i e s  a s  p a r t  of  a n  
i n t e g r a t e d  i n d u s t r i a l  program. 

But Rooseve l t  r e j e c t e d  d i r e c t  r e g u l a t i o n  of c a p i t a l  a l l o c a t i o n  
a s  t h e  b a s i c  concep t  of  t h e  S e c u r i t i e s  A c t :  

'Our d r a f t  remained t r u e  t o  t h e  concep t ion  vo iced  by t h e  
P r e s i d e n t  i n  h i s  message of March 29, 1933, t o  t h e  Congress ,  
n a m e l y . t h a t  its requ i r emen t s  shou ld  be l imi ted  t o  f u l l  and 
f a i r  d i s c l o s u r e ,  of  t h e  n a t u r e  o f  t h e  s e c u r i t i e s  be ing  
o f f e r e d  and t h a t  t h e r e  shou ld  be  no a u t h o r i t y  t o  p a s s  upon 
t h e  i nves tmen t  q u a l i t y  o f  t h e  security...We also p rov ided  
f o r  t h e  pas sage  o f  a p e r i o d  of  t i m e  b e f o r e  a  r e g i s t r a t i o n  
s t a t e m e n t  c o u l d  become e f f e c t i v e . . . I t  would g i v e  an  oppor- 
t u n i t y  f o r  t h e  f i n a n c i a l  world  t o  a c q u a i n t  i t s e l f  w i t h  t h e  
b a s i c  d a t a  u n d e r l y i n g  a s e c u r i t y  i s s u e  and th rough  t h a t  
a c q u a i n t a n c e  t o  c i r c u l a t e  among t h e  buying p u b l i c  a s  w e l l  
a s  independent  d e a l e r s  some i n t i m a t i o n  o f  i t s  q u a l i t y . *  

Notwi ths tanding  a  p roc l a imed  d i s c l o s u r e  o b j e c t i v e ,  i n  a n  August ,  
1933 a r t i c l e  i n  Fo r tune  magazine,  F e l i x  F r a n k f u r t e r ,  a key d r a f t s -  
man of t h e  S e c u r i t i e s  A c t ,  d e s c r i b e d  t h e  l e g i s l a t i o n  a s  'a modest 
f i r s t  i n s t a l l m e n t  o f  l e g i s l a t i v e  c o n t r o l s  t o  a s s u r e  commerce and 
i n d u s t r y  a  c o n t i n u o u s  f low o f  t h e i r  n e c e s s a r y  c a p i t a l . . . . "  Those 
te rms  s u g g e s t  a l a t e n t  c a p i t a l  a l l o c a t i o n  theo ry  behind t h e  
S e c u r i t i e s  A c t ,  a t  least i n  t h e  minds of some. 

But r e g a r d l e s s  o f  any a l l o c a t i o n  t h e o r y  t h a t  may have been i n  
F r a n k f u r t e r ' s  mind, t w o  r e g u l a t o r y  schemes emerged s i m u l t a n e o u s l y ,  
each  w i t h  a  d r a m a t i c a l l y  d i f f e r e n t  approach  t o  encourag ing  p u b l i c  
con f idence  among t h o s e  who would e n t r u s t  t h e i r  money t o  o t h e r s .  
Logic  s u g g e s t s  t h a t  t h e  t w o  schemes a r e  f l a t l y  a n t i t h e t i c a l .  The 
h a r s h  s p o t l i g h t  of  f u l l  d i s c l o s u r e  creates a h e a l t h y  s k e p t i c i s m  and 
is p repa red  t o  s a c r i f i c e  i f  neces sa ry  t h e  e n t e r p r i s e  t o  encourage  
p u b l i c  conf idence .  S a f e t y  and soundness  r e g u l a t i o n  s e e k s  t o  pre-  
s e r v e  t h e  e n t e r p r i s e  and a s s u r e  t h e  a b s o l u t e  s a f e t y  of inves tment .  
Tha t  e l i m i n a t e s  any need f o r  s k e p t i c i s m .  Fo r  t h o s e  two r e g u l a t o r y  
schemes t o  c o - e x i s t  p e a c e f u l l y ,  s ide-by-s ide ,  would seem t o  r e q u i r e  



t h a t  each scheme apply  t o  s e p a r a t e ,  non-competi t i ve econoni c 

a c t i v i t i e s .  No wonder t h e  s p a r k s  f l y  a s  t h e  f i n a n c i a :  s e r v i c e s  

i n d u s t r y  c o n s o l i d a t e s  and a s  r e g u i a t o r y  l i n e s  a r e  c r o s s e d  by 

p a r t i c i p a n t s .  


I Drawinq t h e  Line  on Func t ion  

A s  I observed ,  t h e  l i n e  drawn i n  1933 between a p r o t e c t i o n i s t  
r e g u l a t o r y  approach  and a d i s c l o s u r e  approach  a f f o r d e d  banks a 
s p e c i a l  s t a t u s .  Banks were p r e c l u d e d  from engaging  i n  c e r t a i n  
p o t e n t i a l l y  p r o f i t a b l e  a c t i v i t i e s ,  b u t  were p r o t e c t e d  from 
compe t i t i on  from non-banking e n t e r p r i s e s .  I w i l l  n o t  s p e c u l a t e  
whether  t h a t  s p e c i a l  t r e a t m e n t  h a s  any l a t e n t  s u g g e s t i o n  of a n  
e f f o r t  t o  al locate c a p i t a l ,  a s  I s u g g e s t e d  you might  r e a d  i n t o  t h e  
h i s t o r y  o f  t h e  S e c u r i t i e s  A c t .  But,  unden iab ly ,  a t  l e a s t  a n  
i n d i r e c t  e f f e c t  was t o  a l l o c a t e  c a p i t a l ,  i n  t h e  form of d e p o s i t s ,  
by i n f l u e n c i n g  t h e  t r a n s f e r  o f  money i n t o  t h e  banking system.  

, . 
I n  t h e  las t  f i v e  y e a r s ,  t h e  h i s t o r i c a l l y  n e a t  s e p a r a t i o n  of 

commerce and banking h a s  s imply  c o l l a p s e d .  Each p l a y e r  i n  t h e  
f i n a n c i a l  s e r v i c e s  a r e a  w i shes  t o  be f r e e  t o  do  a n y t h i n g  t h a t  any 
o t h e r  p l a y e r  is f r e e  t o  do. The u s e  of any l e g a l  l o o p h o l e  t o  
a c h i e v e  t h a t  end is f a i r .  Dollars, whe the r  i n  t h e  form o f  d e p o s i t s  
o r  e q u i t y  i n v e s t m e n t s  i n  t h e  s t o c k  market ,  a r e  f a i r  c o m p e t i t i o n  
from a l l  q u a r t e r s .  These  developments  n a t u r a l l y  have produced 
d i s t o r t i o n s  and conel i c t s  i n  t h e  h e r e t o f o r e  p e a c e f u l l y  c o - e x i s t i n g  
r e g u l a t o r y  schemes. 

The Department o f  t h e  T r e a s u r y  h a s  r e c e n t l y  proposed l e g i s -  
l a t i o n  to  r e s o l v e  some o f  t h e s e  c o n f l i c t s  a b o u t  p r o p e r  f u n c t i o n .  
T r e a s u r y ' s  p r o p o s a l  would p e r m i t  n a t i o n a l  banks t o  u n d e r w r i t e  and 
d e a l  i n  mun ic ipa l  revenue  bonds; s p o n s o r ,  manage, a d v i s e  and 
d i s t r i b u t e  mutual  funds;  u n d e r w r i t e  and s e l l  i n s u r a n c e  p r o d u c t s ;  
and deve lop ,  i n v e s t  i n  and  s e l l  r e a l  e s t a t e .  These  a c t i v i t i e s  and 
a l l  o t h e r  s e c u r i t i e s  a c t i v i t i e s ,  however, r o u l d  have t o  be c a r r i e d  
o u t  th rough  a non-bank s u b s i d i a r y  o f  a bank h o l d i n g  company. The 
c o r p o r a t e  s e p a r a t i o n  of t h e s e  a c t i v i t i e s  would t e n d  t o  r e s o l v e  
some of t h e  r e g u l a t o r y  c o n f l i c t  by - p l a c i n g  t h e  a c t i v i t y  i n  e n t i t i e s  
t h a t  cou ld  be r e g u l a t e d  s e p a r a t e l y  by t h e  a p p r o p r i a t e  r e g u l a t o r y  
agency.  



The R e l a t i o n s h i p  Between Func t ion  and 
D i s c l o s u r e  and Some P r e d i c t a b l e  C o c f l i c t s  

Having b r i e f l y  summarized T r e a s u r y ' s  approach ,  l e t ' s  r e t u r n  
f o r  a  moment t o  my o r i g i n a l  thought  t h a t  t h e  p r o p e r  range  of 
a c t i v i t i e s  of  banks and q u e s t i o n s  of d i s c l o s u r e  a r e  r e l a t e d  i s s u e s .  
With t h a t  t hough t  i n  mind, l e t  us  r e f l e c t  upon some a l r e a d y - e x i s t i n g  
and p o t e n t i a l  c o n f l i c t s  between t h e  r e s p e c t i v e  r e g u l a t o r y  schemes. 

The m a t t e r  of  f e d e r a l  d e p o s i t  i n s u r a n c e  comes f i r s t  t o  mind. 
Depos i t  i n s u r a n c e  h a s  s u c c e s s f u l l y  promoted s a f e t y  and soundness  by 
f o s t e r i n g  p u b l i c  con f idence .  What does  f e d e r a l  d e p o s i t  i n s u r a n c e  
have t o  do w i t h  t h e  s e c u r i t i e s  laws,  s e c u r i t i e s  a c t i v i t i e s  of  banks ,  
and d i s c l o s u r e  i s s u e s ,  and why is t h e r e  any p o t e n t i a l  c o n f l i c t ?  
H i s t o r i c a l l y ,  pe rhaps  i t  had l i t t l e  r e l e v a n c e ,  and t h e r e  was no 
p o t e n t i a l  c o n f l i c t .  But p r o p o s a l s  abound f o r  a  number of changes  
i n  t h e  i n s u r a n c e  system. Some have sugges t ed ,  f o r  example,  t h a t  
t h e  FDIC shou ld  n o t  p r o v i d e  de  f a c t o  i n s u r a n c e  f o r  d e p o s i t s  above 
$100,000 th rough  mergers  of  Ei l i n g  i n s t i t u t i o n s .  Some have 
s u g g e s t e d  t h a t  t h e  i n s u r a n c e  coverage  shou ld  be  reduced t o  $25,000. 
With reduced i n s u r a n c e  coverage ,  d e p o s i t o r s  w i  11 be less complacent  
i n  choos ing  a  bank because  t h e y  may l o s e  t h e i r  funds .  Bank manage- 
ment t h u s  w i l l  b e  s u b j e c t  t o  .market d i s c i p l i n e m  i n  competing f o r  
c a p i t a l  i n  t h e  form o f  d e p o s i t s  and i n  t a k i n g  b u s i n e s s  r i s k s .  

Another  s u g g e s t i o n  is t o  base  f e d e r a l  d e p o s i t  i n s u r a n c e  
premiums on r i s k .  Those banks t h a t  a r e  h igh  r i s k  would pay more 
t h a n  l o w  r i s k  banks f o r  e q u i v a l e n t  coverage.  D e p o s i t o r s  w i l l  be 
more s k e p t i c a l  o f  t h e  f i n a n c i a l  i n s t i t u t i o n s  t hey  d e a l  w i t h ,  and 
management of  banks w i l l  become more w b u s i n e s s - l i k e w  t o  a v o i d  
pay ing  h igh  premiums, p a r t i c u l a r l y  a s  banks d i v e r s i f y  i n t o  o t h e r  
a c t i v i t i e s .  

Y e t ,  i f  t h e y  come t o  p a s s ,  t h e s e  two developments  seem d e s i g n e d  
t o  r a i s e  doub t s  a b o u t  banks,  which is c o n t r a r y  t o  t h e  o r i g i n a l  i d e a  
o f  f o s t e r i n g  p u b l i c  c o n f i d e n c e  th rough  f e d e r a l  d e p o s i t  i n s u r a n c e .  
T h a t  is  p a r t i c u l a r l y  so i f  s e c u r i t i e s  law d i s c l o s u r e  c o n c e p t s  a r e  
i n t roduced .  For example, what q u a n t i t y  and q u a l i t y  of  d i s c l o s u r e ,  
p o s i t i v e  and n e g a t i v e ,  s h o u l d  be made t o  l a r g e  d e p o s i t o r s  whose 
d e p o s i t s  are n o t  i n s u r e d  and  w i l l  n o t  be  p r o t e c t e d  i n  a ' ba i l -ou t .  
merger? Presumably t h a t  would be more t h a n  l a r g e  d e p o s i t o r s  
t r a d i t i o n a l l y  have r e c e i v e d ,  s i n c e  f u l l  d i s c l o s u r e  was l a r g e l y  
i r r e l e v a n t .  No twi ths t and ing  t h e  Supreme C o u r t ' s  d e c i s i o n  i n  
Marine Bank v. Weaver t h a t  i n s u r e d  c e r t i f i c a t e s  of d e p o s i t s  i s s u e d  
by n a t i o n a l  banks a r e  n o t  s e c u r i t i e s ,  a r e  l a r g e  un insu red  c e r t i f i -  
c a t e s  s e c u r i t i e s ?  Pur thermore ,  i f  r i s k - r e l a t e d  premiums a r e  
i n s t i t u t e d ,  s h o u l d  bo th  d e p o s i t o r s  and e q u i t y  i n v e s t o r s  be informed 



t

I 

i 


of t h e  r a t i n g  and t h e  f a c t o r s  t h a t  went i n t o  t h e  r a t i n g ?  Tha t  
i n f o r m a t i o n  c e r t a i n l y  may be m a t e r i a l  under  the s e c u r l  t l  a s  l a u s .  
My p o i n t  i s  t h a t ,  once t h e  bank i s  removed from a  t o t a l l y  pro-
t e c t e d  a tmosphere  and o s t e n s i b l y  s u b j e c t e d  t o  market  d i s c i p l i n e ,  
d i s c l o s u r e  assumes much s i g n i f i c a n c e .  The e f f e c t  of e i t h e r  lower 
i n su rance  coverage  o r  r i s k - r e l a t e d  premiums i s  some measure of 
market d i s c i p l i n e .  

C o n f l i c t s  a r e  on t h e  h o r i z o n  i n  t h e  a r e a  o f  banks o f f e r i n g  
brokerage  s e r v i c e s .  The q u a n t i t y  and mix of s e c u r i t i e s  a c t i v i t i e s  
which may cause  a bank t o  become s u b j e c t  t o  r e g i s t r a t i o n  under  t h e  
purposes  of t h e  S e c u r i t i e s  Exchange A c t  of  1934 remains  t o  be pre -  
c i s e l y  d e f i n e d .  Such r e g i s t r a t i o n  would s u b j e c t  t h e  bank t o  t h e  
Commission's examina t ion  a u t h o r i t y ,  n e t  c a p i t a l  r equ i r emen t s ,  and 
p o t e n t i a l  a d m i n i s t r a t i v e  p roceed ings .  Pe rhaps  immediate conce rns  
about  such  m a t t e r s  can be e l i m i n a t e d  o r  reduced  i f  a l l  b rokerage  
a c t i v i t i e s  a r e  t r a n s f e r r e d  t o  a s e p a r a t e  c o r p o r a t e  a f f i l i a t e ,  as 
env i s ioned  by t h e  T r e a s u r y  Department,  which t h e n  r e g i s t e r s .  Only 
t h e  s e c u r i t i e s  a f f i l i a t e  becomes s u b j e c t  t o  the Commission's j u r i s -
d i c t i o n .  But what i f  a n  examina t ion  o f  t h e  b r o k e r - d e a l e r  r a i s e s  
i s s u e s  which f o r c e  t h e  Commission t o  i n q u i r e  i n t o  t h e  i n n e r  b u s i n e s s  
a f f a i r s  of  t h e  sister bank, which,  a l t h o u g h  publicly-owned o r  p a r t  
of a publicly-owned h o l d i n g  company, is s t i l l  c l o a k e d  w i t h  some form 
of s a f e t y  and soundness  r e g u l a t i o n  and r e s i s t s  f u l l  d i s c l o s u r e ?  I n  
t h a t  case, has  t h e  c o n f l i c t  between t h e  r e g u l a t o r y  schemes been 
e l i m i n a t e d ,  or h a s  t h e  c o n f r o n t a t i o n  mere ly  been pos tponed?  

R e f l e c t i n g  f u r t h e r ,  some have s u g g e s t e d  t h e  r e p e a l  o f  S e c t i o n  
1 2 ( i )  o f  t h e  Exchange A c t ,  which would t r a n s f e r  t o  t h e  Commission 
he  r e s p o n s i b i l i t y  f o r  o v e r s e e i n g  t h e  r e g i s t r a t i o n  and  r e p o r t i n g  
r o v i s i o n s  of t h e  Exchange A c t  as t h e y  a p p l y  to  p u b l i c l y - h e l d  banks,  
o t  j u s t  bank h o l d i n g  companies. I f  n o t  a n  o u t r i g h t  p o t e n t i a l  f o r  

n f l i c t ,  t h i s  h a s  a t  least  t h e  p o t e n t i a l  f o r  some new e x p e r i e n c e s  
publicly-owned banks. Such a t r a n s f e r  would g i v e  t h e  Commission 

e e f f e c t i v e  a u t h o r i t y  t o  set a c c o u n t i n g  s t a n d a r d s  f o r  banks ,  a n  
u t h o r i  t y  we p r e v i o u s l y  have had o n l y  f o r  bank h o l d i n g  companies and 
n  a u t h o r i t y  which i n c l u d e s  broad  power t o  d e f i n e  t h e  i n f o r m a t i  on 
bout  bank o p e r a t i o n s  which must be  d i s c l o s e d .  

The t r a d i t i o n a l  c o n f i d e n t i a l i t y  of  bank examina t ion  r e p o r t s  
l r e a d y  has  been t h e  f o c u s  of c o n f l i c t  between t h e  bank r e g u l a t o r y  
cheme and t h e  s e c u r i t i e s  laws. T h a t  c o n f l i c t  p romises  t o  be no 
e s s  a s  banking and non-banking a c t i v i t i e s  a r e  f u r t h e r  combined. 
n S e c u r i t i e s  and Exchange Commission v. Youmans, a f e d e r a l  d i s t r i c t  
o u r t  h e l d  t h a t  a b a n k ' s  o f f i c e r s  v i o l a t e d  t h e  f e d e r a l  s e c u r i t i e s  
aws by f a i l i n g  t o  make p u b l i c  d i s c l o s u r e  of c r i t i c i s m s  c o n t a i n e d  i n  

bank examine r ' s  r e p o r t .  Youmans conc luded  t h a t  a d v e r s e  i n f o r m a t i o n  



o n t a i n e d  i n  an  e x a n i n a t i o n  r e p o r t  i s  no t  e n t i t l e d  t3 s e c r e c y  i f  

h a t  i n f o r n a t i o n  i s  s a t e r i a l  under  t h e  f e d e r a l  s e c u r i t i ? ~  laws.  

he p o t e n t i a l  impact  on p u b l i c  c o n f i d e n c e  through cornpromi si ng 

he c o n f i d e n t i a l i t y  of t h e  examina t ion  r e p o r t  was not  c o n t r o l l i n g .  

s banks d i v e r s i f y  i n t o  more and more n o n - t r a d i t i o n a l  banking 

c t i v i t i e s ,  i t  seems t o  me t h a t  t h e  p o t e n t i a l  f o r  f u r t h e r  compro- 

i s i n g  t h e  h e r e t o f o r e  s a c r e d  c o n f i d e n t i a l i t y  of  t h e  examina t ion  

r o c e s s  is  i n c r e a s e d .  


I n  terms o f  some s p e c i f i c  d i s c l o s u r e  developments ,  t h e r e  have 
been r e c e n t  changes ,  d r a m a t i c  i n  t h e  view of many, i n  t h e  d i s c l o s u r e  
requi rements  f o r  t r o u b l e d  l o a n s  of p u b l i c l y - h e l d  banks and bank 
ho ld ing  companies. These  changes  have come abou t  even though t h e  
banks a r e  conduc t ing  t r a d i t i o n a l  banking ope ra  t i ons  and n o t  new 
s e c u r i t i e s  a c t i v i t i e s .  Banks a r e  now r e q u i r e d  t o  d i s c l o s e  more 
in fo rma t ion  abou t  t r o u b l e d  loans .  The e f f e c t  of such  d i s c l o s u r e ,  
of c o u r s e ,  may be t o  a r o u s e  some conce rn  among d e p o s i t o r s  and t h e  
g e n e r a l  p u b l i c .  Some contended  t h a t  t h e  ve ry  con f idence  bank 
r e g u l a t i o n  h i s t o r i c a l l y  h a s  promoted would be eroded o r  d e s t r o y e d  
by t h e s e  new d i s c l o s u r e s .  Obvious ly ,  t h o s e  arguments  were not  
p e r s u a s i v e  t o  t h e  r e g u l a t o r s .  

I n  a d d i t i o n ,  a n  a p p a r e n t l y  emerging p r e f e r e n c e ,  a t  l e a s t  on 
t h e  p a r t  o f  some banking r e g u l a t o r s ,  f o r  more r e g u l a t i o n  by *market  
d i s c i p l i n e '  shou ld  be  noted.  Some a r g u e  t h a t  t h i s  is  c o n t r a r y  t o  
t r a d i t i o n a l  s a f e t y  and  soundness  r e g u l a t i o n ;  o t h e r s  a r g u e  t h a t  
market d i s c i p l i n e  w i l l  promote long-term soundness .  R e g a r d l e s s  
of which argument you f i n d  a p p e a l i n g ,  a p r e f e r e n c e  f o r  market  
d i s c i p l i n e  h a s  p o t e n t i a l l y  s i g n i f i c a n t  consequences .  I f  market  
d i s c i p l i n e  is t o  become a  t r u l y  e f f e c t i v e  r e g u l a t o r  of  banks, t h r e e  
f a c t o r s  must n e c e s s a r i l y  e x i s t .  F i r s t ,  banks must be r e q u i r e d  t o  
make prompt, f u l l  d i s c l o s u r e  of a l l  m a t e r i a l  i n f o r m a t i o n ,  p o s i t i v e  
and n e g a t i v e ,  even a t  t h e  r i s k  of  damage t o  or c o l l a p s e  of t h e  
e n t e r p r i s e .  Second, banks must be  a l l owed  t o  f a i l  j u s t  l i k e  o t h e r  
e n t e r p r i s e s .  T h i r d ,  bo th  s t o c k h o l d e r s  and l a r g e  d e p o s i t o r s  must be 
l e f t  t o  b e a r  t h e i r  losses. Only t h e n  w i l l  banks t r u l y  be  s u b j e c t  
t o  market  d i s c i p l i n e .  A s  I s a i d ,  i f  t h e  bank r e g u l a t o r s  are s e r i o u s  
about  l e t t i n g  m a r k e t  d i s c i p l i n e  become t h e  r e g u l a t o r ,  t h a t  is  m o s t  a 
s i g n i f i c a n t  development. I n  t h a t  environment ,  a l l  undoubtedly  would 
concede t h e  o v e r r i d i n g  impor tance  o f  f u l l  and  prompt d i s c l o s u r e .  

My o r i g i n a l  p remise  was t h a t  t h e  s t r u c t u r a l  i s s u e  of t h e  appro- 
p r i a t e  a c t i v i t i e s  o f  banks and t h e  g e n e r a l  i s s u e  of d i s c l o s u r e  a r e  
b u t  two s i d e s  o f  t h e  same co in .  The r e l a x a t i o n  of a s t r i c t  
p r o t e c t i o n i s t  a t t i t u d e  toward banks h a s  tempted o r  encouraged banks 
t o  engage i n  non-banking v e n t u r e s  t o  r e a l i z e  g r e a t e r  p r o f i t s .  Many 
of t h o s e  a c t i v i t i e s  c a r r y  r i s k s  o t h e r  t h a n  t h o s e  t o  which banks a r e  
accustomed. The new e n t e r p r i s e s  and new r i s k s  i n  t u r n  c r e a t e  a  need 
f o r  y e t  g r e a t e r  and more r e f i n e d  d i s c l o s u r e .  And s o  t h e  momentum 
grows. 



Perhaps  t h e  q u e s t i o n  u l t i m a t e l y  will be whether  3 u r  s o c i s t y  
is w i l l i n g  t o  a l l o w  banks t o  engage i n  a  wider  range of S rog res -
s i v e l y  r i s k i e r  a c t i v i t i e s ,  to  s u b j e c t  banks t o  t h e  s p o t l i g h t  of 
d i s c l o s u r e ,  p a r t i c u l a r l y  a s  t hey  d i v e r s i f y ,  and t o  s u b j e c t  banks 
to  t h e  u l t i m a t e  market  d i s c i p l i n e  I have sugges t ed .  Whether t h a t  
r i l l  o c c u r  remains  t o  be  seen .  

But i f  t h a t  is  not  t o  o c c u r ,  t h e  on ly  t h e o r e t i c a l l y  pu re  
a l t e r n a t i v e  is t o  go  back,  g i v e  banks a n  a b s o l u t e  monopoly on 
c e r t a i n  a c t i v i t i e s ,  remove them from market  r i s k s ,  and draw an  
i ron  c u r t a i n  between banking and commerce. I t ' s  ex t r eme ly  d i f f i -  
c u l t  t o  b e l i e v e  t h a t  w i l l  happen. But u n l e s s  we go t o  t h e  o t h e r  
extreme, t h a t  o f  f u l l  d i s c l o s u r e  and u l t i m a t e  market  d i s c i p l i n e ,  
a r e g u l a t o r y  sys tem w i t h  i n c o n s i s t e n t  and c o n f l i c t i n g  o b j e c t i v e s  
w i  11 c o n t i n u e  t o  e x i s t .  C e r t a i n l y ,  t h e  much s o u g h t - a f t e r  " l e v e l  
p laying f i e l d *  w i l l  n o t  have been ach ieved .  

Conclus ion  

C e r t a i n l y  t h e r e  is no b a l a n c e  between t h e  t w o  ex t reme 
approaches I d i s c u s s e d  which w i 11 a c h i e v e  u n i v e r s a l  acc l a im .  
But most would a g r e e  t h a t  a clear r e l a t i o n s h i p  e x i s t s  between a  
hea l thy  banking sys tem and  a f l o u r i s h i n g  economy. 

Our d i f f i c u l t i e s  i n  s t r i k i n g  a b a l a n c e  between t h e  c o n f l i c t -  
ing r e g u l a t o r y  schemes I have d i s c u s s e d ,  however, may n o t  be 
unprecedented.  The p r i o r  e x p e r i e n c e  o f  o t h e r s  may d e m o n s t r a t e  
how d i f f i c u l t  t h e  t a s k  is. I n  1716, Lou i s  X I V  had j u s t  d i e d  and 
France w a s  i n  a p p a l l i n g  f i n a n c i a l  c o n d i t i o n .  I n  modern day 
pa r l ance ,  t h e r e  were c a s h  f low problems,  a s  e x p e n d i t u r e s  were 
twice r e c e i p t s .  The Royal T r e a s u r y  was c h r o n i c a l l y  empty. 

But John  Law, a n  e n t e r p r i s i n g  Scotsman, t h e n  a r r i v e d  on t h e  
scene. Through high-born a c q u a i n t a n c e s ,  Law o b t a i n e d  t h e  r i g h t  
t o  e s t a b l i s h  a bank w i t h  c a p i t a l  of  abou t  250,000 E n g l i s h  pounds. 
The bank was a u t h o r i z e d  t o  i s s u e  n o t e s ,  which i t  d i d .  The p r i n c i -  
p a l  borrower was t h e  F rench  Crown, which used  t h e  n o t e s  i s s u e d  by 
Law's Bank t o  pay o f f  its c r e d i t o r s  and d e c l a r e d  t h e  n o t e s  l e g a l  
t ende r .  The Bank n o t e s  l oaned  t o  t h e  government and f l o a t i n g  
through t h e  t h e  sys t em s t i m u l a t e d  t h e  economy. G e n e r a l  opt imism 
engendered by L o u i s '  d e a t h  f u r t h e r e d  a s u b s t a n t i a l  economic 
r e v i v a l .  

A t  t h i s  p o i n t ,  i n  t h e  i n t e r e s t  of  f u l l  d i s c l o s u r e ,  I s h o u l d  
pause and n o t e  t h a t  John  L a w ' s  p r imary  r e a s o n  f o r  b e i n g  i n  Prance ,  
where h e  was r a p i d l y  becoming t h a t  n a t i o n ' s  c e n t r a l  banker ,  was 
t h a t  he  was f l e e i n g  a murder c h a r g e  i n  England. He had been 
s i n g u l a r l y  s u c c e s s f u l  i n  a d u e l .  I n  a d d i t i o n ,  he  had gambled h i s  
way th rough  a c o n s i d e r a b l e  i n h e r i t e d  f o r t u n e  i n  h i s  home coun t ry .  



S u t  back t o  t h e  French banking system. A 1 1  t h e s e  e v e n t s  had 
such a b e n e f i c i a l  e f f e c t  t h a t  t h e  Royal Resent  2ropcsed an  add i -
t i o n a l  i s s u e  of n o t e s  by Law's Bank. Law a g r e e d ,  bu t  even he was 
becoming concerned  t h a t  t h e  growing volume of n o t e s  i n  c i r c u l a t i o n  -- now a form o f  p a p e r  c u r r e n c y  -- was n o t  backed by a s u f f i c i e n t  
r e s e r v e  of hard c u r r e n c y  -- g o l d  c o i n s  i n  t h o s e  days .  Perhaps  Law 
d i d n ' t  c a l l  i t  p u b l i c  con f idence ,  bu t  t h a t  was h i s  concern.  

Even i n  1719 banks a p p a r e n t l y  were r e s t r i c t e d  i n  what they  
cou ld  do, so Law had t o  look t o  v e n t u r e s  o u t s i d e  banking t o  r e a l i z e  
p r o f i t s  and s u p p o r t  t h e  bank. So  i n  1719 Law e s t a b l i s h e d  t h e  
M i s s i s s i p p i  Company, l a t e r  c a l l e d  t h e  'Company of t h e  I n d i e s , "  
which was to  e x p l o r e  f o r  g o l d  i n  Lou i s i ana .  I suppose t h i s  cou ld  
be  c a l l e d  a s e p a r a t e  c o r p o r a t e  a f f i l i a t e .  The g o l d  w a s  t o  be minted 
i n t o  g o l d  c o i n s ,  which would back t h e  n o t e s  o r  t h e  s o f t  cu r r ency  
i s s u e d  by Law's Bank. The Company of t h e  I n d i e s  a l s o  r e c e i v e d  a n  
e x c l u s i v e  t r a d i n g  monopoly i n  I n d i a ,  China ,  and t h e  South  S e a s ,  a 
monopoly on tobacco ,  and t h e  r i g h t  t o  c o i n  money. 

John  Law also unde r s tood  t h e  h o t  i s s u e s  market .  H i s  n ex t  s t e p  
was t o  t a k e  t h i s  burgeoning f i n a n c i a l  s e r v i c e s  conglomera te  p u b l i c .  
I t  was t r u l y  a h o t  i s s u e .  The v a l u e  of t h e  i n i t i a l  s h a r e s  r o s e  
phenomenally, and  th roughout  1719 more and more s h a r e s  were  i s s u e d ,  
o s t e n s i b l y  t o  be used  t o  f i n d  g o l d  i n  t h e  Lou i s i ana  w i l d e r n e s s  t o  
make t h e  g o l d  c o i n s  t o  back Law's Bank's  no t e s .  

But t h a t  w a s  n o t  t h e  c a s e  -- i n  t h o s e  days  t h e r e  were no f u l l  
d i s c l o s u r e  documents d i s c u s s i n g  t h e  u s e  o f  p roceeds .  I n s t e a d ,  
t h e  funds  r a i s e d  were loaned  t o  t h e  Crown. Only i n t e r e s t  p a i d  on 
t h o s e  l o a n s  w a s  a v a i l a b l e  t o  t h e  Company f o r  i t s  o p e r a t i o n s .  One 
h i s t o r i a n  d e s c r i b e d  i t  a s  fo l lows:  

'Law was l e n d i n g  n o t e s  o f  t h e  [bank] t o  t h e  government 
(or t o  p r i v a t e  bo r rowers )  which t h e n  passed  them on t o  
p e o p l e  i n  payment of  government d e b t s  o r  expenses .  These 
n o t e s  were t h e n  used by t h e  r e c i p i e n t s  t o  buy s t o c k  i n  
t h e  M i s s i s s i p p i  Company, t h e  p roceeds  from which w e n t  t o  
t h e  government t o  pay expenses  and t o  pay o f f  c r e d i t o r s  
who t h e n  used  t h e  n o t e s  t o  buy more s t o c k ,  t h e  p roceeds  
from which were used  t o  m e e t  more government e x p e n d i t u r e s  
and pay o f f  more p u b l i c  c r e d i t o r s .  And s o  i t  con t inued ,  
each  c y c l e  be ing  l a r g e r  t h a n  t h e  one before . '  

But t h e r e  were problems,  of  c o u r s e ,  i n  t h e  form of t h e  n o t e s  
and t h a t  small m a t t e r  o f  p u b l i c  con f idence .  E a r l y  i n  1720, a r o y a l  
p r i n c e  s e n t  a b a t c h  o f  n o t e s  t o  t h e  Bank t o  be redeemed i n  ha rd  
cu r r ency .  T h i s  was t h e  f i r s t  s u g g e s t i o n  o f  a l a c k  of p u b l i c  
con f idence  i n  t h e  banking system. O t h e r s ,  t h e n  began t o  redeem 
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Are Bank Specid? 

I nboduc th  
The recent evdution of the financial s t~cture in the United States h a  
pduced two competing pints of view regarding the proper 
direction for further change. On the one hand, there is the view that 
the "financialswvices i n d w  -encompassing banks. th& 
bmkers, in-ent banks. and insurance compan* -should be 
looked at asa single entiiy Accwding to this M'eq effom to 
distmguish among kinds of institutions are both futik and 
urmmsar)? This viewof the financial services indumv is based on 
the belief that many financial services offered by various d- of 
~nnihmonsaresocomplementary to (or such dose subnitures for) 
one anothw that iNtmnMnal disrinctMN are rendered use/ess. 
Implicit in this view 6 the theumption that banks are not special.' 

ATTACHMENT B .' 

This -separation doctrine' 
in banking grew out of 
concerns about 
concentration, conflicts of 
interest and appropriate 
risks for institutions that 
lend depositors' money. 

The tompeting, if not opposing, view is that bank are indeed svecial. mis viewhdds that 
~ I i z a t i o nof finamal inst;hliom has mrked wdl and, at leaR mmaes, 
specalization may still be moreefficient and also bettersewe thepublk intern. This view 6 
aow$ted with the histonwlseparation of banking frwn commerce and from investment 
banking. In g k a l ,  this "separationdoctrine" in banking grew outof concerns about 
mcenmbbnof financialpow poaibk confiris of interest and the appropriate of 
risk banks shouM incur in the face of the special trusteeship falling on insritutirn that 
engage in the lending of dqoozmxs' money In a shorthand wax aspertains mbanks and the 
banking system, these corxwnrare tjpiwllly wpturedby the phrase, "safetyand soundnis." 

These rwo poinO of viewdo not necessarily represent muhralty exd& approaches to 
financial market mchrre. For example, in the contea of a large financialservices hdding 
cwnpan)r banks cwld be legally separated fromnonbanks &t i t 6  not dear thatsuch ' 
separatron m u M  necessarilly provide the kinds of pmtect~ons that are currently built into 
federal banhng huur 

Thus, assessing the meritr of these m competing L+WS must start with some very bacc 
quest&: Are banb"specbror are they simplly another provider of finamalswvices? b 
it matter what kinds of risks banks incur? Does it matter who o m  banks? k "safetyand 
sound& a diche, orshouldit have genuine andsubstantial meaning forbank for bank 
regulators. and for thepubl~athme? 

Whik banking pracfkes have nat~ralk ewlved over time, recently a combination of m k  
hasshifted that proceo to one of an almost rwoluabnary character.Amidst this process of 
rapd change, with market innovation and newsources of competition, there is a percepbbn 
that bank'competitive posihon -andpresumab+ their market share- has sl~pped.Casual 
ohsewation of thegrowlh of the commercialpaper market the thrift mdustq money market 
mutual funds (MMMFs), and the de facto trend towardownership of banks by securities f i rm  
and commeroal enterpnjes, tends to support that perception. Indeed, there are numerous 
instances in which non&nks have been abk to provide "bank-fike"senices at a lower cost(or 
a hgher rate of return) to the individual or cowrate customec thereby drawing business 
away from banking institutions. 
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High on the list of reasons that are cited for this perceived shin of 
marketpowtion from bank to nonbank cornpetiron is rhe ems 

Analysisdoes not bear Out burden of regubtion on bank. The fan of a heavy regulatory burden 
the that bank on banks is beyunddispute, but in m e  wses it is also true that
have lost ground in the regulation-relating to, for example, deposit insurance or access to 

marketp'acc Over the dirmunr window-prods powerful incentives for individuals
the past three decades. andbosinesg to maintain rdatiwrships wirh banks. While it b 

difficuh to judge thenet competitive resulk of differing degrees of 
regulation, it doesseem dear that of all the regulatory burdens on 
banks. theehaw been twothatstandout in term of their impan on 
banks'compefdke pasition o w  time: Regulation Q and limitations 
on the scope of bank se~'ces.Thois not to suggest that other 
regulationson bank- ranging fm reserve repuiremenn to 
communityrecrec,?vesmmt-have not been costly But, at thecutting 

edge of market pau'tion ormarket share, it is Regulation Q andse~.celine restrictions that 
havebeen them a t  aitKal restrain0 on banks. 

D e y ~ ethese regutatwyresuaink, banks have norsloodsrilin thefaceofchanging financial 
markek andnewsources of competition. By using the flexiblitypronded by theBank Holding 
CompanyAct, by developing soph&iwted liablity management technqws, by major 
expansions abroad, and by ueative andinnovative adaptabonr of "convwrtionaP banking 
d,
banks have atwl ly  fared rather rvdlin terms of pmeming their o ~ l l m a r k e t  
pxifion. Whik it is not easy to measure what has happened to the r d a t h  powpowtion of banks 
o w  time, the appendix to this report (pages 79-24)makessuch an effort. Allowing fw the 
inheemmeasurement @ / e m s  insuch an exercise -to say nothing of the data limitations -the analywssimply does not bear out the perception notedearlier that bank have last 
ground in the domestic markefp/ace over the pas?three decades. (Whilenot wptured by the 
data, banks have. of course. made major expansions abroad during this period.) The analysis 
does not howem imply that heavy regulatiwr has not constrained the growth of banks and 
bheir marketshare, kK it is quite poswble that absent such regulations, bank'pau'tion would 
haveriren rather than essentially heMsteady Nor does the ana/lus indicate whether a rising 
or faling bank share isgood, bad, or indifferent from the perspective of thepublic interest. To 
somem t theseissues depend upon whethec h fact there bwwth ing specialabout 
banks that is rvwthpmewng. Indeed, if banks are -1, it would not be in the public 
interest br the featurnor fundom that make bank special to be eroded by compefdke, 
muh iow or @islative forces. By thesame d e n ,  if what isspeoal about bank dictates a 
h - k v y  dose of reguboon, publ~cpdrcymakersshould not begoaaea ~nto drmnranng 
-2r e g u l a t ~ ~  because bank mamet share rnght groa to some hgher ledwm& 

without that regularion. 
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What Makes Banks Swan 
Reduced to essentials, it mu ld  appear that there are three 
characteristia that distinguish bank from all other daues of As long as banks issue 

institutions-both financial and nonfi~ndal. Theyare: transaction accounts they 
incur; by definition. 'term 
structure' risk.1 .Bak offer transaction accwnk. 

2.Banb are the ba&up source of liquiddy forall other inmtvtion. 

3.Banks are thet ramis ion beh for m t a r y p o l ~  

Thesethree essenoal Dank char am^ and the ~nterrclaoonshlps 
betwen bkm are d~m.s& bdow Of-% the d , s c u m  beaa 
each factorseparate&! H o w w  it ir dear chat theseessential 
characteristics are highly complementary and furthermore that h ir therelationship among 
tkmthat bestcaptures the essence of what makes bank spedal. 

kuance of 7hnurtionAccounts 
Only banb issue transadon accounk; that &, tfiey incur liabilities payable on demand atpar 
and are read;& tranderabk by the owner to third parties. Theowner of a tramadon account 
wndemandandmehecwrw~yinthefaceamwntdepoy'tedin theaccount; mitea check 
in thefullamount of the account; oc perhaps m a  importan* the owner of theaccount 
can transfer the full amount of theaccount to a third par&' almost in!ntaWJu5& by wire 
transfer. Thelquidr& mob;/& and acceptability of bank &suedt r a m ' o n  accounk pennit 
w r  diverse mmic and fi~ncialsystem m work with the relative ease and effrcreKyto 
which weare accutomd More- inpwrods of fmanwlmeo. the capac@ to quick& 
move transacrion account balances to third part& takes on spedalsignificance by providing 
elemens of fkibiliry and certainty in making and receiving paymeno that help m insure chat 
finanaaldivuptim do not spread. Individual bank can also create these hghly /quid and 
mobile balances through their lending function. The capacity to "create" liabilities with these 
c h a n ~ ~ir viralm the ongoing nee& of commerce, but it takes onspecial significance 
in periods of financial strezs. 

Because of the peculiarities of law and regulation, not alldapes of transaction accounk have 
thesame pr&e legal or regulatory chame&ia. The 'demand depW is the p u m  form 
of tran&ion accoh, sin&, for&ampk, negotMMe order of Mdnwa l lNOW accountr 
andsome share drab at mutual organ~at iw have reshicaMson the extent to which they 
aremmble on demand. Howwec from fhe pempe&e of both the issuing i m t h t i m  and 
f h i r  &omen, t k edifferences appear to be without substance since theaccouna are 
pwcer'vedand treated as transaction accwnk both by the &suing institution and by the 
public. For thir reason, a contemporary d e f i n m  of " t r a m "  accounts-at Wfor 
purposes of identi*ng and defining special charactemti5 of bank -should focus on 
f u n c D m a l c h a r a ~ i ~nther than exining legal or regulatory distinctions. Ha finanaal 
asset satijfes the functional test of being payable on demand at par and readily transferable 
to a thirdpam it should- for those purposes -be a "Dansactr'on" balance. 

A case can be made that nonbank f imndalinst i tut i~~ incur liabilities Chat appear to have 
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some or aN of the characteristics of a tramCtMn account issued by a 
bank. Howwe( on close inspeaion it appears that such insavmenk 

7he public safety net 	 -whether MMMk, retail repurchase (RR)agrewnentr. CuSTomer 
reflects a consensus that 	 credit balances with bmkers. sweep accounk, etc -do not, at least 
banking funNNons are 	 in a technicalsense, in fact poses the characterinia associated with 
essential to a healthy 	 the bank issued transarrion acmunt. H o r n  as is discussed later 
economy )tr presence also 	 making the dinindon is particularly dificult in the case of MMMFs. h 
implies that banks have 	 aN of these cases,including money market mutual funds, innrumens 
unique public 	 &kh appear to have bank transaction acmunt characterinis take 
responsibilities. 	 on those characterktia in part because theacquisition or dirpostbn 

ofsuch assek inwlves, at some point the use of a transaction 
account at a bank. How?vec techndogy makes itposwbk to manage 
these financialdssek m a wayin which their ultimate depn&nce on 
a bank account is not apparent to theindividual hddw of the asset. 

As long asbanks issue mnsaction amunfs the)r by definition. incur a form of "term 
structure" risk. Thatis, thepresence of transaction balance5 on thebooks ofa bank makes h 
d h k ,  if not imposwposwMe, to mat& thematurities of arcek and liabiiities, panicularly in a 
contemporarysetting in which bank holdings of liquidassek haveshrunk andin which some 
asses, trw'kionally &red as liquid. may not in fact be at fhat liquid. I-, theasset 
side of thebalance sheet forat l e a s t m  banks provides a smallmagin of functional 
liquidity fhat can readily be brwght to bear to meet lage andsudden deposito u m m .  In 
thissening, theinherent term structure mismatch on theboak of banks isone of the realities 
that g h  fire to m r n s  about mains on bank liquidity and sudden dains on bank 
depovn 


Bank; andbank regulatDn have lwlg since recognued the importance of banks acting In 
w a ~that - ~ r  mesene- ~ -- .oublic confidence m banks'td~aawto meet t h r  deposit oblgat~om, -.--
therebyminimizing thelikdihoodof large, sud& d r a k  of bank depiin.~ e ~ &insurance 
and direct a c e s  to the lender of last resort are uniquely available to banks to reinforce that 
public confidence. I M ,  deposit insuranceandaccess to the lender of last resort mRitute 
a publicsafety net under the deposir taking function of banks. The presence of thispub12 
safety net retleck a long-standing consensus that banking functions are eventid to a healthy 
ecomny: Hovew thepresence of thepublicsafeiy net- unq* adable to a particular 
dassof inmtutions -ako implies that those imMutkms have unique public mponsibiIities 
and may therefore besubject to implicit codes of 'mduct or explicit r e g ~ / a t b ~  that do not 
fall on o t k r  imNb-. 

~xpenence~stsrathersbwrg~thatpublic confidence in a bank -with or without 
depaitinsurance and theFed5 discwnt window- is ultimatdy related to public perceptions 
about the financial iondition of bank; andspecifically about thequality of banking asses, 
liquidity, capital, and the rapacifytoahcofb shwt-run shocks. Sudden drains on bank deposit5 
occur whendepmirors condude that loan hms wothw orcumstances mightjeopardve a 
banks ability tomeet 18deposit oblgatiw. Theevidenceis o v e ~ l m i n g ,  forexample, that 
most "problem" bank situations in recent years i n M  concerns gmving out of losses or 

Imses associated with lending, securities activitieses foreign exchange activities, 
andlor poor management. h this regard, shouldbe be noted fhat ewn when "problem"bank 
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Ptvationshave been m c k d  with a minimum of to the 
ind~dualhstitution,thesesituations have, on occasion, involvedhqh Public confidence in b a n k  
crrstr in terms of gerterdlked finandal market disruption. Thus, while is ultimately related to 
deporjt inruram andaccers to thelender of last resort may rightly be public perceptions about 
&wedas the puWic pdiqsafety net under banks' depasit taking the quality o f  banking? 
funcabn, the inreg* of the deposit taking process and therefore the assets, capital, and the 
mengrh of the publicsafety net process depend to a substantial capacity t o  absorb 
degreeon the prudent management and control of ruk  on the part short-run shocks. 
of the banking *em asa whole. 

L d e d a t  in thispe-ie, the aitiwl difference be- bank 
and other dassesof h & l  ;m'mtions rem with the capaaty of 

, ,. .. . . , .. .?. a - 7 - - - -
bank to incur (and tocreate) liabilities that are payable on demand at -. 
par and that are read~fyfransferabk to thrdpaftm Themuh~ng 
mtmatd, of them a t u r n  of arrek and 11ahlfies makes bank parrrcularly vulnerable to 
sudden dt-ains on deposm that can jeqpadze theirsoknq! In practice, deposkon-
Rinforced by the p ~ b / Kpolicy safety net -have demonstdemonstrated tendencies to drain depawb 
f m  particular banks only when confronted with therealq w the percepbn of losses 
g m ' n g  out of asset managementproblems andlor poor management of W i n g  
organizations.Thus. whik the depawt taking fundon of bank 5 !&hat makes them unque, 
the inmrihr of that mxessdepends upon the risb, realandp~eh?d, az rb ted  with the 
kndingnganirelatedan;l&ties of thebanking system asa wideand b wpadty to absfb 
shockin theshortfun. 

Backup Sou= of liquid& 
A discussed ah=, the facr that bank issuetramchn d e p i o  is thekey factor that 
disfinguishesthem from other dassesof finandaland n o n f i m n a a l i m i M ~ .  Howwer; 
eqxrienceabsuggesk that pubk confidence in the ability of bank to meet fMr deposir 
oblgations5 ultimately related to the quality of bank asseO and to the wwaN financial 
d i t i o n  of the bank. Thisda t iondp takes on additional importance whenit is recalled that 
bank can a b  create, through their knding activities, trans& d m .  Indew', in a vwy 
real waj bank are the primary sourre of IiquidIiy for all other and sizes of institutions, 
h t h  financialand nonfimncial. 

Theextent to which banks play this rolecannot bejudgedgmply by looking at the number 
and value of loans on the book of banking organizations. Fw these purpes, contingent 
DPdit obligatiON ofbankr. woh as loan commitmenn andsrandby k r t e ~  of cred& must be 
considwed in MituaIk the same light asdi& loans. Thesesfandby credit fadl~t~es are, fw 
example, thearrangemenk which permit most financial marks  and imiturions to function 
as they do. It 5 highly unlike& that thecommwcMlpaper market would function vwywdl 
wereit not for the presence ofstandby bank oedit facilities obtained by those corporations 
h t  issue commerdalpaper Simila& it is vwydifficult to imagine that evw,thebest 
managed and capitalized brdtwldealers could handle their day-today b u s i m  with the 
efficiency that k now so common without ready access tobank lines of credit. The same, of 
course, applies tononfinancial corporations. Indeed, whileallsuch innitutions maj over time. 
haveaccw to a wide variety offundingsources, director standby bank credit facilities are the 
cwnmone upon which these ahernative sources of credit rest if there are problems in one 
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- -~ -. therseoment of the cred,t n e b w k  mnstutions wrllwm~ksh~ft 
&ng activities elsewherein the nefrrwk. H o ~ v e zif the

In a very real way. banlu proMem is in thebanking secbc banks must either turn to each other 

~~ 

are the primary s o u m  of  or to the cwrtralbankliquidity for all other dasses 
and sizes o f  institutions. Even in the"normar course of evens, the direct andstandby cred~t 
both financial and facilities provrded by banks are the foundation upon which other nonfinandal. d i t  markek depend for thdr vita/&! 73;s r d a h ~ h i p  takes on 

gowalsignificdnce,howwec in periods of selective or generalired 
financialmes~.For exampk, in virtual& ~ l e r ycase of "selective" 
financial3rock in the 1970sand early 1980%troubled institutj~ru -
financialand mfinandal, bank and nmbank -turned to the 
bankingsystem to provide at lean a bridge until more W n g  solvtbm 
to t h e & l e m  cwld be mrked out. ~ t t h e  very kast the& bridging 

amngemenk helped to contain p&ms andptevent them from sp-eading to other . . .
mmtwnor to the fimmalsystem general& 

&n&'ability tosupp& d i t  and liquid* pa&ular& msituatiomwhere other institutMnz or 
markek may be unwi1ling or unabk to doso, arises because the depmir mating function of 
banks fm tandem with bank' relationship with the central bank) provides an dement of 
d ~ ?  Inp i n tand Iiqudify dam'cifywhich is not immediate& availabk to other h&tham. 
of fact, ffte extent and frequency with which banks have had to dire@& rely on emaordinary 
funding by the central bank (either through the discount windowcw via open market 
c p e r a t d  have been quitelimited. h thenormal coweand wen in pen'ods ofmep. 
indidual banks and the bankingsystM as a wfide are abletoprovide -ry liquidity 
becauseof their abilify to quick& fundloansh u g h  a variety of marketsourn including the 
domesticand f o M n  intwbank market RR. the issuance of large certificates of depasit 
(W,andsoon. For many bank access to these markers has become theprimary source of 
bank liquidir)! 

Eanks'access to thesemarkek- and by e,%tedon, banks'ability to funabn as backup 
sources of lquidify -occurs in a contextin which individualsuPP,iers of such fun& -
whether federal funds, CDs, EwDddla~,etc. -make judgmenk about thestrength and 
vitalify of ind~iidual banks and the banking system asa wide. Experience is dRac for 
era@, that individualbanks expwieming problems with classified ma,earnings. andm 
on oftensee thatphenomenon ficst manifest W i n  theform of having to pay a risk 
premium over the "going" rate for federal funds and large Cm Simila* when m r n s  
about the banking system arose in 1974- 1975 and more recenv in 1982,an ear& 
manifestat& wasa widening of the inteest rate spread&rwew,ban& and m u r y l ; ~ b i l i t k  
of comparable maturities. In the extreme cases of severe problem with individual banks 
w'dening spreads ukimately m u k  in these sources of funding being cut off.witha 
consequent need to either contract the sire of the bank, know from the Fedk discount 
windowo~ in m e  cases dose or meqe thebank. 

Thepoint is,of course, that theability of a bank to fulfil itr role as a backup supplier of 
@uiW to the financialand business communities depends on easy access not on& to 
traditio~llxwrces of deposit liabilities, but also to markets forn o n d e ~ s o u ~ e sof 
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funding. Thesame applies to the banking sjmm asa whole, because 
while one ora few bank can turn to the London market to fund 
themehesin timesofadvemi~ his dear that the banking system asa Banks are provide 

whole cannot. Thus, as with the preservation of the integrity of the necessary liquidity because 

&posh taking funaion desmibedeafiw experience deahy suggests of their ready access to  a 

that the abil~ty of bank toprovide the ersential fundcm of a backup van'ety of domestic md 

source of liquidity is ultimate& dependent onmarketjudgmenkas to foreign market sources. 

the q w l q  of the bank'awrs and overall finanbalsrrength. 

Lookedat in this lght the abilq ofbank to fuffill their rde asstandby 
sources of lquidw and credit rem importantly on the qualify and 
consistency of credit judgmenrs made by bank. Thisis parriculahy 
truein periccls of mess when banks may be called on ro sup& credit 
totarmwmwho, fcuonereaxu,oranothw ternporaritydomhaw 
access to othersources of funds or to make the thewendficult decisionsas to which 
bamwmareexpe~MangproMems of a fundamental or irreparable nature. It is in these 
particular orcumstances that bank must be in a paririon tomake r i m  impartial, and 
oblectivecredit decbbm, because i t ispm&& in such circumstances that the potential for 
c o m m k  in the immality of the &it dedsbn makingpnxes is greatest and the 
potential brasset qudhy deterimtion is the largest It is in h is  lght that cmsideratiw 
abwr the commingling of banking andother i n t e r n  and concerns about the ownenhip 
and mnbdof bank become compelling. 

B sum-, rirtualty all other f inand markers and other of inmhmora aredirect& 
or indirectty dependent M the banking system asmeir standby or backup source of credit 
and lquid'rr)! Bank can M I 1  thb f undm ford variety of reasons including their relarive ease 
ofacceotodepmitandnondgDositsourcesoffunding.-Howevw:-that 
the c a m  toprovide this fvnction oc more d i e  to provide access to these mark- and 
ywrces of funding -like the integniy of the dqDosit taking fumiim -is ultimate& related 
to the overall financialstrwrgth of bank and the qualiv ofbank assen. Thisrde of bankasa 
standby source of lquidny takes onspecialsignificance in pwrods of mess andin tho hght 
underxlresthe importance of rigorous and impartial creditjudgments by bank. This. in 
turn,prwides apartkulaffy rdevant context in which c o n m  about the commingling of 
banking and o w  interem shouM be evaluated 

hnsmission Bek for Monetary Wiqy 
& thepreceding discmim suggests, there is a direcf link bebenveen bank and the central 
bank arising in part from the central bankk lender of last resM function. More broad& the 
factthat bank are s u m  to reswre requirements places the banking sptem in the unique 
psition of being the "transmission bdt" through which the aaionsandpdEdes of the cenval 
bank have their effect M financial market &Mom, money and credit creation,and 
m i c  conditions generalk To put it somewhat difffwentk the required resew of the 
banking system have often been desa'bedarthe f u k ~ m  upon which the monetary 
authoriry operates monetary poliq The merm in the banking sptwn also serve the 
compkmentarypurpase of pmriding the M i n g  balances which permit our hghty efficient 
financial markek to function and to effect the orderly end-ofday settlement of the hundred 
of billiom of dollars of transaaiom that occur over the course,of each buziness day 
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. 	Somehave argued that neither monetarypoliqnw thepayments 
mechanism are dependent on the relationship between reserves and 

Banksmu* be in a po5'tion 	 the banking system. Themhave been, ware, schemes for conducfing 
to make impartia' 	 rnonetarypdiqandoperating a payments mechanism that do not and objective credit 	 use bank r e s m  and the banking system in the way the U.S. system
decisions. 	 currently operates. Hovmec it is ako true that any of these alternative 

anangemenk w u M  entail majw innitutioml changes and run the 
risk that they might not wcvk aseffkientlyas the current framework 
or thepossibility that they might not wwk at all. In s h m  to justify 
departure fnwn thecurrent arrangement the weight of evidence 
shouldbe owwheImmrng that them m t  system u not wrking or 
that some alternative system uuwld work decided& better 

h fact the c m n t  systemseems to w r k  rarher dl,although retent 
de&pmmB may have intmduceddemenn ofsbck into the tramisriw, belt For example, 
thepmliferaabn of dosesubfites for bank-isswd trawctim accounts n a m  the 
e k r h ~ s c o pof reserv~convage. The nanowed resem coverage can innoduce more 
dippage into theprocess of monetary contrd. and ir alw means that a relat i~smaller 
serve basebsupprtingabrger fiwofpayments, h i la*  thederegulation of theliability 

side ofbank'balance sheets seems to hpty that in order toachieve a g h  degree of 
monetary restraint, a higher level of market interest rates 6fquired than might o  w 
have been the case. F m increased levwage of banking organuations may 4in the 
direcrion of intmducing dippage into the monetarycwrtfo/pme~, in that a lager d u m e  of 
&it flows may be associated with some giuw, rate of growth of "money"Finalb higher 
knrrageandgreater risk expasure may weak? the capacity of thebanking system to adjust 
to and toabswb thechanges in d i t  market cMditions that musf accompany periodic 
mOnetaryremaiM 

Assuggested above, theseandother forces may already be working to inooduce a larger 
m q m  ofslackinto the Damnision bek W i l e  thedack,wident today isof manageable 
pmpwtms, the future design of thebanking and financialsystem must leave intact a strong 
yet adaptable mechanim thrwgh uhkh monetarypolicyand the payments mechanism w n  
function. This imperative underyores the case for attempting to segregate esential banking 
funaions into an identifiable obss of inmturionsandseeking to emure that theseinstitutions 
have the f i n a n d a l ~ g t hand vitality toperform their essential functions and to absorb 
h n g e s  in thecredit market andeconomic condibbns associatedwith penodr of monetary 
re9nint 

Defining a Bank 
Fmm the previous discusion, it should be dear that there are in fact certain special and 
"nique fun- of banks and that they are essential to the functioning of an efficient and 
safe financial and economicsystem. H o w w  halso reems likely that #"banks" did not 
prwide these essential fvnctions, someonedse m l d  -just as it ic abundantly dear that the 
process of market innovation has already producedservices which are close subnutes for 
essential bank se~'m.Given these comideratbu the thmhddquestim that arises is 
whetheritir still desirable, from a p u b l ~  i n m  point of view to attempt to segregate 
essentialbanking funcabns into an identifmble d mof institutions and, if that is the m e e  



Federal Reserve Bank 
of Minneapolis Ann-a Rewn 19a2 

whethern a pos~bleto define a bank in a manner that aboth 1. 
fumbna l~and ~ n t e l I ~ l ~ s a ~ a ~  

Banks a n  in the unique 

Rttling w'de for the m  t  practical lproMwns of definition, it position of being the 

w ~ u Mseem chat thecase for segregahng m b a n k t n g  f v m  transmission belt for 
trim an denbfiabk d m  of mtutrons a evwy bn as powerful today monetary policy. Recent 

ash uesm the 1930s.If anything, @mcerm regatding financial developments may have 

concenbarioh cwrflim of interest, and the fduciaw tespm~ibiiilities introduced elements of 

assodated with lending depo&m'monqr may be more rderant slack into that be&. 

today thanthywwe Soyeamago. Tobe sure, thelines of distinction 
may not have tobe dram in thesame way andin thesameplace that 
theywre~nthepanbuttheearl~efd~scuwonoftheesxn~l -
funcDons of bank serves as apowerful argument fwseparam at F -..- ---. 
somepoint Indeed torqecr theno- ofseparation MUM- as a 
matter of kgk- repuire that deposit imurance andaccess m the lender of bst resort 
togetkrwith thearrw8tedmpmisoryand regulatwyapparatcn, either be doneaway with 
ahgetherorbe made u n ~ I ~ a ~ a r I a b k  essentialbankingto any inmiution thatprovides 

fwrcbbns-inegam'k of what other typesof bwUYness 
or commerce i t  might be engaged 
in. H o r n  asapracticalmam the case forseparatim is ady viabk if we are abk m 
prande asat&cmy dek,irion of a bank. 

O w  time, a wkty of temhaw been been for thepurpose of defining a bank. These tem 
ranged frwn a charter test to the functiml testof &suing demand deposmand making 
c~~mercial  time, each of thesetesk was sat;sfacrw)c~owwer-&nt&loans. At one 
neither &ngstaMes nor regulationsseem to contain a defiinibw, that is satisfactor)! 

A satirfacmy defin,irion of a bank must start with a dearmcqnitim of the esxntial 
f u ~ p o v l i k d b y s u c h ~ ~ ~ . F m t h e e a r l i e r d i s ~ ~ ~ ~ ' ~ n .i t isdearthat~singk 
of bank that dim'ngukhes themfrwn OMd m  of institutions is that they 

imR transacbw,XCOunk; that u XCOunk that in law in regulation, or in practice are 
payableon dunand at par andare read;&transferableto thirdparties A -1 case can 
be made that thedefinition of a bank shouldstop right there:a bank is any oqanizatbn that 
is =to iaue tramacrion accwnk. If an h t M b n  meeB this rest it w u M  (1) be elgible 
hgownrnent ckpaytinsurance; (2) havedirect access to the discount ~~'ndow;(3)be 
subpato theFed$reserve requiremenk; and (4)have direct access m the kderal Resemi 
p a y n m k ~ , ~ r t y t h e W r r e t r a n s f e r s y n ~ n .hthesehhesepurposes,anappmprhte 
s t a m  W M  have m redefine m m ' o n  accounn At a minimum such a definition wouM 
have toindudemvent~ldemanddepo& NOWarcwnk, andshare drafts. ltmght also 
indude the mw moneymarket deposit accounk (MMLMs) and, depending on the standards 
of definition, perhaps even MMMk orother nonbank insbnsb~alanangemenk that 
provide "Md n g  capabilities. 

On the surface, this definition of a bank may seem inadequate because it conta~nsno 
cololarydser or lending test; h bases only on the babilityrjde of the balance sheet. This 
seeming iMdepu~ansesin part because the currentBank HoMing Company Act3 
d e f n i h  repuim that a bank issue demanddeposi8 &make cwnmwr$l loans. More 
wrbstantialk the absenceof a knding tesfseems to fly in the face of agumen8 made eari@r 



14 Federal Reserve Bank 
of Minneapolis innua! Re~orl1982 

concerning the criticdl link between the deposit taking function and 
thelendjng or a w t  aquisition functions of banks. Howvec it is 

To reject the notion of precidybecause of the nature of therelationship between deposit 

w&d hic)#,+ faking and m e t  aquisitim that the essential definition of a bank 

require doing away with-	 should be couched in terms of /kdepowt taking function -d h o u t  
or making universally 	 regard for the particular distribution or dassification of ialoans andlor 

available -deposit 	 invesrmenn nken by irsee there is nothing unique orspecial h u ?  
insurance. the discount 	 the m e t  side of a bank$ balancesheet, except for the limits on the 
window md supervisjonl 	 scope of assetaquisition powers d i h s e d b e b u  Concernsabout 

regulation. 	 thenature and risk chafacferistia of bank assek arise in the context of 
the uniquenature of bank liabilities, the need topreserve the inteyniy 
of the dep& taking function, and the special m  i  p  growing 

B . =..7. -... .. . 	 out of abt fun&. Thus. whileit may be appropriate from the 
standpoint of p u b l i c @  to limit theasset powrz of banks to 

certainless risky activities, the definibbn of a bank need only deal with theliabilitysjde of the 
balancesheet 

Theabsenceof an asset testm9ht ~OLWWC createa definitiond loophok mat is, .banW 
could mxeivabiyrefran from issuing bansadon depDsiOwhik funding t k i r  m e t  
arnuisdim acbLities with insured ti& andsadngs deposik. H- this pddem could be 
mi&mizejbyreliance on ~ c h  	 acrwnk. I f x ,an i n m t u t i o n k b m  iPue tra-
eliobk. I? h l d  be definedand mulated asa bank even though, in practh, it refrained 
f&n &ing bansaction dccwnk. i n  i n s t e h  that uwsnot digibk to issue transaction 
acrwnk w u l d  not be a bank and muld  not be ehgibk for deposit insurance, access to the 
Fed, andsoon. 

By this definibbn, exiRing m ~ a lbank fiwifk, and oedit unionsw u l d  be considered 
' b a n k s . ' S i m i h ~ m ~of the"nonbanlC banks formed in recentyean under the Bank 
mddng CompanyAc?(by not engaging .hcomrnedal kndingJ wwld be bank. aswuld,  
depending on state laws, sm'indumiaP bank. Tmting thrim and certain other 
i ~ t i masONbankf raises a host of difficult and pofiticdl!~ charged issues relating to 
regulatorytreatment, tax status, divertiture, and grandfathwing amngemenk. Howwc for 
purposes of this d k c m b ,  the fa3that certain "nonbank' f inand inSitrRions are, for a 
vawof reasons.banks dwsnot require immdiate or perhaps even parallel q h t i o n .  
Rather; thesuggembn muldbe that thereisan essentialcwe of regulation thatshouldapply 
more or ks equalk to this broader d m  of i n s t h h m  whichprwides eaentid banking 
functionr 

Theiswe of whether money market mutual funds M the definition of a bank -e m  at a 
mnceptual levd -is not x, easy todeal with. Many soch funds certain!v appear to have all 
the characferista of bank banracbbn acrwnn In the wse of the roneymarket mutual 
fund, the Ihecrit dim'^ relative to a bank fra~am'on account appearz tobe the extent to 
which the liabilities in question are payable at par. h the case of a bank depash depMt 
insurance, the capital of thebank, and the bankf access to alternative sources of shor t -~n 
funding provide assurances that a dewitor can withdrawdollar-for4ler fmm thebank the 
principal amount deposited- efen &en change5 in interm rates may have reduced the 
market value of bank arrek. 
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h the- case of the monevmarket mutual fund the abilitv - to mv out~ - - ~- . . .~ 

ddhr-brdol&r the ;&unt of the initial "depast" & less certain. The To pmserve essential bank 
fundikelfdoes nothave wpitalasuch, andin theshort- nitc cannot functions, banks must bceavQ tap alternative sources of fiquidity to pay out tosome able to maintain
shareholdentherebybying time for assets to mature or fw intwesr profitability. attract capital, 
rates to rwwse cwrse.Asa related matter the funds not insuredso and hold a de facto 
thatatevw,thoogh the he of lols to the indwdualsharehoMer small, 

monopoly on transaction 

market m u h ~ l  funds have taken steps in the diredm of securing 
.CLr2""u. 

some form ofpnwte mrance muMsugge9 that some fund 

managerspercecve that there6an fmportant drstrncK~I to be drawn 
betwen the fund shares and bank depak. Ther m y  of tho, of 
course. n that m the extent funds obtan rnsurance, bk/comeeven 
doser to posesfng bank-ltke c h a w  

From a com- viewpoint, the question of w k e a  money market mmrm~l fund isa 
bank & far ks important today than it was before the innoduC(ion of MMDAc at banks 
Indeed, ifbeing a "bad? is equated withd e m  insurance, access totheFed5 dixwnt  
window andpaymenkservices- the mm of f e r n  requirements nowithsanding -
some money funds might not object at all m being called a bank in the cwrent market 
setting. Mmovq if the poww of bank or bank holding companies wasexpanded to 
permitsuch imftotionstoo & r  mutual funds, the question, from a comperitjve paint of vibv 
rvwMbeevenleoprezsing. 

Howww; in terms of m t e l l e c h r a l d ~  the qqwmbn of whether moneymarket mmutual 
funds(or similar anatgemens which permit "Mwriting) should fall mithin the dehition 
of a bank does not disappearYm& because current competitive mdiriwrender the inw 
ksampelling. OnOnnicalgmunds, it ~ M s e e mthat the d in i rdm arirng from t k  
payment at parphdpk cwMjustify treatingmoney fundsasnonbanb. On ~%n&maI 
grounds, howwc andparticuibri from theperspecbLe of the shareha& the check miting 
features of some fundsYmpfy may mate too much of a . I d  alikd situation to make a 
meaningful distim'm on the technicalgrounds ofpayment at par. It may therefore be . . 
necessarytoplace certain mhctms-sud, ac limitsm the number of thirdpar$' t r a h  
f awith bank-oSved MMDAc) an@ lorrve requirements- on "nonbanr financial 
insvwnenaor Mm'wthatprwide ched: wn'ting features. Of cocour if MMDAc were 
definedas tranwKb'on accounk, then the case for treating MMMFs abank; muld  become 
-1. 

Bank Powersand Strvchm 
If a bank can besatisfadon@ definedalong the linessuggenedabove, ?here are three related 
questions wh,ich must be answered in order tosketch out a reasonabk approam m f3e 
fuhnescop? andstructure of banking activities andbank. Theyare: (1) What kinds of 
subsidiaryp o w  should bank have? (2)What restrain5 if an& should be placed on the 
Ownership or mtrd of bank? 0)hi t  important f m  a p u b l i c p o l i ~ p e ~ ' v e ,  whether 
thesubdiary & i W  of bank are performed in the bank, a subsidiary of the bank, or in a 
subsidiary of a bank h&ng company? 
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Theamwen to each of these questions must be guided by the earlier 
discusy'on of what it is that makes banks speoal and the &tionship 

Subsidiary banking between the integnty of the dqwsit taking function, the financial 
not strength of the bank, and ultimately the meogm of the financial ~.Of . ..,ndeXCeSSive. .. risk Ion -. That disambn implied that in thinking about asset powerz.

shoum not mpan tne &ne&ip, and the organ&izationalstnKtIJre of banks, substantial 
impartiality o f  the credit w g h tneeded to be given to safety andsoundness dderations.
decision making process. thewxidl i m t e s h i ~  of bank and the&&tyand impartiality of 

theaeditdedsionm&ing p-. lhis is kt to iuggen &at oh& 
fiKtorssuch as concentration and public con- and need are 
not important from thepespe&e of public pdiq Indeed, these 

:.-'. - ;. 
- ,.,: 7: . .. 
 .:.:.,:.3 
thingsmay be very important but their importance -in theconrexr 
of qwstions relating to banking porn ownership, andstructure -.--. 

is semndary to thesafety andswndness faaM 

Havingsaid that a casecan bemade that whatem weightsafetyandsoundnessandrelated 
m'twMhavekengiveninthepast thesefactorszhcoldbegivenlessweightinthehere. 
Belter infwMtion and ma-tsystwm.rneffident mark&, greater dbdaswe, 
improuedsupen&&, and the prese~e of thepublicsafety net a l l m  to wwk in the 
direction of red ng public policy concerns about thesafety andswndness of bank. 

Howww: therearem ~ n gforces wwking in theopparite dicxbn. financial a B i n  generally 
are nwd~more complexand more interdependent than they once were. Oneconsequence 
ofthiskthatwhenprcbkmsariseb5q.aremorediffKulttoisdateandmhinthaninthe 
past Pwhaps more importan* thecombination of liability management techniques and 
der~~ulatkmhas significantlya/& the omall Iiabilitysi~~ture of banks Stabk and low 
cost cwe&pm& are kirtuaity a thing of thepast Thesedwebmenk have, in combination 
with rnsophob'wted and intemtiate cumdous cwporate treasurers and i&wk 
in& the term mwhrre nkk at bank and made banks moresusceptitde to sudden 
depositshim.At thesame time, "yxeadmanagemenf -whe& bank attempt to float 
the rate ofreturn on anek in some reaxma& fixedrelatibnrhip'to changes in thecost of 
fonds-max subtly but i n s i d i e  be d n g  to underminethe tradib'ml disdprines of 
both bomwrsand lendea final& the far-flung internatioM1 activitiesof banks haw 
introducednew demenk of risk into the equation. While it is a maftwofjudgment as to 
whether this QLmCLment of evwrk k d n g  to reduceor to increase rtrerids arsodated 
with the activitiesof banks, it doesseem prudent to mdude  that they are wwking in the 
direction of aeating greaterrisk. 

Bank Subsidiary Powm 
Assuggested earlief to - e m  andprotect the -functions of bank. bank must be 
competitw viable institutions. This meam among other things, that banks must be a& to 
offera s u f f i t t y  wideand competitive range of sewices to maintain profitabilit~ attract 
capital, and- a de factom o w  on thetramadon acmuntbusiness. Wthout 
delving into thespedfic types of powers bank should haw, theW i n gdbcuPion is 
suggesthe of the general criteria which shouldbe used in making jbdgmenk aboutthescqpe 
of banking powers. W ka number of facton may be relevant in this v r d ,  the essential 
foncbons of banks as desm'ibedearlier suggest theprimacy of twgeneral criteria. Theyare: 
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subdbrybanking activities shouldnot entailexcessive IMof bs 
-,--

-
shouM%t impaiithe impartiality of the credit decision making 
process. This dual criteria, while cw~q~tually A particvlar set Of powersuseful, is opwatronally 
mbguous. To xw extent it becwnes more dear in a contexr in should be vested in banks 

only if there is a willingness whict~secmbryu&nhdating to competitionImcentration .. .. 
considerabons& introduced. .%mila& asa practical rnattec defining Pmtr 

the extent of appmpnatesuhsidiary banking porwrs canbe guided by institution engaging in 

w n i m  bank ownership. Vatb. &K mklseem to .. .those activities to  own or 
'&a te  thatam&uhrset ofm&be vested in banks on& m the CO"Dorasnks. 

extentlhat&reira wi6ngn&topwmiranotheri& 
engaging in thoseactiviries to own andlorcontrd banks. for example, 
if we are w7Iing to permit banks to engage in cwnmerregemally 
(thatis, the acquabbn, manufacture, ordidbution of@ and . . . . .. 
nonfinancialW,then w shouM be prepared tosay that f i rm 
wrgagedinswhbuyUYnez*whetheroilcwnplnies orshoesmes, can ownandconadbank 

The c o r n  also should f d h : if b+e are unwilling to permit bank to engage in such 

aclivities thm logic mMseem to &ate thatsuch cMmcrddfirmshould notown banks. 

Thesymmtryof this agument 6 important forit lends wight to theapparent consensus 

bbt the s e p a l i ) ~ 
of banking from corn--I&6a@mpr%te andshould be 

maintained m both dii-ecrbm. 


Howww; even in the realm of x ~ a l k d  firmciallservicg the riJdimparfialrty u&nhdo not 
p r a n d e u ~ m ~ u ~ ~ ~ ~ h s a s t O h o w f a r b a n k i n g ~ s h o u M b e e x r e n d e d .for 

exam&, if Okreis a consemus that the Wimpartialky testshooM not predude banking 

cqanizab;onsfrcmengaging in thesale anddimbuth ofmurual funds shares or in the 

dbrrhtkw and bdenge of secudies, it 6 by by nomeansdear that such a consensus w u M  

extend toactivitiesdating to the undemritng of nodcrand corpcratebondsgeneral& or to 

takingparitions incommdkies. Thepaintb. ofcourse, that whileit isa fairly easym a m  to 

condude that a continued separation of banking andcommerce makessense, it 6 not nearly 

so ea.y to conclude -asa matter ofpuWicpolQ -bbt the full range of financial m'ces 

shouMbe fairgame fw banking organuations. At the wry least the risklimparfiality criLwia 


' 
suggesredahand thebank ownenhiplcontrdqwstions discussedbdowsuggest that we 

hwMnot be indBwent to the scope of f i ~ ~ ~ / ~ ' c e ~  
offeredby banking organirarions. 

&nk Owncnhip 
iftkre is xvne agreement (1 )  bbt the segregation of essentialbanking fi~nctbnsinto 
idwrtifrable class of inmtutionsmakes sense; (21on the d e f i M  of a '&&;and (3)on 
the appropriatescope o f p o w  to be baaedwithin banking organizations, then dealing 
with the question of bank owm%hipb e ~ ~ m e sfaiweay That is, mbanking wganizatiDns 

w M  be permhted to o m  banks only insofar as the activities of such entities match the 

acbLibies in whichbanking wganizatiolls wo ld  0-e be permined to engage. for 

exampk, a firm whose actMies did not go k p n d  theactiwtreS dimaiy perminible 

tobank and bank hdding companies could own a bank, but in the process that organizaMn 

w M  b e m e  a bank holding company On the other hand, financial or mfinancial f i rm 

couMnot o m  a bank unless theywere willing to divest thoseactivities which fall ounide the 

list of permissible activities for banks andbank holding companies. Thus, depending on the 

ffeterminati~ of the scope of banking povvws- which, as noted eadier; shouldbe 
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-. . undertaken primarily within the conteal of the risklimpartialiry men& 
-this approwh wwld require that a number of existing shuations 

The holding company invdving the ownership of "bane by financMlandnonfi~no8 f i rmrtmcture is neither a 
substitute for prudent 	

mldhave  tobe grandfatheed 06 pwhaps insomecases, divestiture 
anangemen6 would have to be M e d  out overa pericd of time. 

management nor a fail-safe , 


device for containing risk. S-re 


FiMIk in thiscontext q m ' w  will inevitably arise as to whether it 
matters, from the pempedve of p u b l ~  p d i q  if particular subsidiary 
activities of bank are carried out in the bank, in a subsidiary of the 
bank, or in a subsidiary of the bank3 hdding company: G h  the 
eadierdiscusion about the importance of segregating i r g t i a l  
banking actinties and theimportance of therbklimpartidliry criteria 
brpurpases of evalvating theappropriate scope of banking am'^ 

i t m l d m t o f d l o w t h a t t h e r e i s a p o w w f u l ~ s e b r p b d n g m s W i a r y a ~ t i e s o f  
banking organbarions into affiliam of bank holding companies. This case is reinforcedby the 
imtedmsagainst selfdealing, h k hare made posw'b.4 by certain pmvisions of the Bank 
W i n g  Company Act and by thede famsegregabbn of capital that is made-ble by the 
hdding cWnpal?ySWUCfUR. 

Howwe it does not follow from theatme that we can be indifemt as to the degree of risk 
asochted MIssudr acrivitiessimply because theymay be housedin a separately q a n M  
andseparately capccapctalMsubw'diary of a bank hdding company To the concwrtrar)r experience 
soggemrathdear/Lthat in times ofpen1itmay not be posw'ble to insulate the bank from 
theproMemr of itssisterorganizarions -e m  suchpmbkm arise in afiliated 
organizafkw induding subsidiaries of bank holding mmpanies. Whik thereare goodand 
wffidentpubk policy reasons formnduding that at kastsome "nonbanlc actr'vities of 
banking organizations shouldbe housedin subsidiaries of bank W i n g  companies such 
cfganizabondamngemenk are not fikety to pruduce a situation in which thebank is 
immune frcm theproblems, risk, orlone that might developin such subsidiaries. hshort 
the W i n g  company struchife is neithera substifirte for prudent management nor a fail-safe 
device br contaming risk. 

kr Conduxion 
Thishisy startedout MIa m i n g l y  slnigh%rdq&: Are bank special? Having 
armwed that question in the affirmative, it doesseem appropriate that the c u m t  debate 
about thepowas and structure of bank be framed in a con^ that gives greater weight to 
themdwlying kswsof what bank are, and nhat from theperspecbLe of public p d i q  we 
want them to be. Lookedat in that light andwihh a firmergrasp on w t  it is that makes 
bankspecM1, it becomesd  a  t  easier tograppk w'th thevery difficult questions relating 
to lhedefinition of a bank, thescopeof banking powers, the ownership and control of 
banks, and themvchrre of banking organizations. Thisapprowh-entailing as it does an 
element of going beck to square one -can help to ensure that bankers, regulators and 
legislators approach succesie steps in the reshaping of our f i n a n ~ l ~ e m  in a manna 
which helps to presem the unique functions and charactwr'sticz of bank while at the same 
timeencouraging those ekmk of compefiriwr andinnomtion that will permit the bank~ng 
W e m  and the fimnndalsyrtwn more generally tosafely and eficienw meet the needs of a 
growing andstable domesic and international emomy: -E. Gerald Corrigan 


