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April 27, 1988

THE SENATE’S NEW BANKING BILL:
A TIMID REFORM

INTRODUCTION

Outdated federal banking regulations are undermining seriously the international
competitiveness of the United States banking industry. Increasingly, U.S. corporations are
raising funds by issuing their own bonds and other securities in the capital markets, rather
than by using the services of U.S. banks — an accelerating trend resulting from recent
developments in information and communications technology. Yet under the 1933
Glass-Steagall Act, U.S. commercial banks are prevented from underwriting and dealing in
securities. Consequently, they are unable to serve their customers in new developing
markets. And these customers are turning to foreign banks and to investment banks, which
traditionally have provided such underwriting and securities services.

Harming Competitiveness. U.S. banks are not losing just their corporate customers.
American families increasingly prefer institutions that can offer them a broad package of
financial services, including money market funds, mutual funds and other investment alter-
natives, advisory services, insurance, credit lines, and real estate services. But because
federal regulations prevent banks from affiliating with nonbanking commercial business
enterprises, U.S. banks effectively are prohibited from offering many of the key services
desired by consumers. Consequently, savers and investors are turning to securities firms
and other nonbanking institutions, which can offer a broader range of services.

Restrictions on diversification threaten the safety of U.S. banking. These rules also hurt
American competitiveness, since U.S. banks are losing customers not only to domestic U.S.
underwriters and securities firms but also to foreign banks, which are not subject to the
same onerous federal restrictions on the services they are allowed to provide.

The erosion has been dramatic. Two decades ago, six of the ten largest banks in the
world ranked by deposits were American. Today, seven of the top ten banks in deposits are
Japanese, and the highest ranking American bank is only 17th worldwide. As recently as
1984, U.S. banks controlled over one-quarter of the international banking market, but by




1986 this share had dropped to below 20 percent, while Japanese banks over the same
period grew from 23 percent to 32 percent of the market, bypassing the U.S. Large U.S.
corporations now borrow $4 from foreign banks for every $10 they borrow from major U.S.
banks. Moreover, recent wide-ranging banking deregulation in Britain threatens to boost
London past New York as the premier city for international finance. Unless outdated U.S.
regulations are removed, U.S. banks will fall further behind.

Privileged Market. These same regulations, however, protect investment banks from the
competition of commercial banks, which are prohibited from engaging in investment bank-
ing. As a result, investment banks enjoy a privileged, government-restricted market. And
because of reduced competitiveness, American business faces unnecessarily high costs of
capital. This artificial separation between banking and commerce also protects insurance
companies and real estate brokers from competition by banks, and it reduces competition
in banking as well, since commercial businesses cannot enter banking.

By maintaining such artificial walls of separation, federal rules reduce competition
throughout the U.S. financial services industry. This reduces the stimulus for improved ef-
ficiency.

The U.S. Senate voted overwhelmingly last month for new banking legislation introduced
by Senators William Proxmire, the Wisconsin Democrat, and Jake Garn, the Utah
Republican, the Chairman and ranking Minority Member respectively of the Senate Bank-
ing Committee. This legislation (S. 1886) would eliminate elements of Glass-Steagall’s
separation between commercial and investment banking. It proposes long overdue reform.
Yet it still would leave many barriers intact. Other proposals, such as that offered by the
Federal Deposit Insurance Corporation, would provide more comprehensive and beneficial
deregulation by completely repealing Glass-Steagall as well as the prohibitions on bank af-
filiations with general commercial business. These proposals deserve serious consideration
by the House.

OUTDATED RESTRICTIONS ON U.S. BANKS

The Glass-Steagall restrictions were enacted as part of the Banking Act of 1933. These
rules sought to separate commercial banking, which involves accepting deposits and making
loans, from investment banking, which involves underwriting and dealing in securities such
as stocks and bonds. "Underwriting" means the investment bank pays an agreed price to the
company issuing the stocks or bonds and then resells them to the general public to gain its
profit. The underwriter takes the risk that the market price will be sufficient to yield a
profit. "Dealing" in securities means the investment bank purchases securities and holds
them for sale to investors or issues and sells its own securities.

Section 16 of the Banking Act provides that national banks may not underwrite or deal in
any securities other than general obligation government bonds.

Section 20 prohibits banks that are members of the Federal Reserve System (the vast
majority of commercial banks) from having any affiliation with a company "engaged prin-
cipally 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."
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Section 21 bars any company engaged in these activities from accepting deposits.

And Section 32 prohibits Federal Reserve member banks from employing officers, direc-
tors, or employees who are also employed by an investment bank or an organization
engaged in underwriting.

These provisions essentially prevent commercial banks from engaging in investment bank-
ing and underwriting and dealing in most securities. At the same time, investment banks
are generally prohibited from engaging in the key function of commercial banking — ac-
cepting deposits — although investment banks and other underwriters can still make loans.

I1I-Considered Prohibitions. This legislation was an outgrowth of the Great Depression.
Its primary objective was to increase the safety and soundness of commercial banks by
prohibiting their participation in supposedly high-risk investment banking, underwriting,
and securities activities. But as the Federal Deposit Insurance Corporation (FDIC) points
out in a recent study, scholarly investigations of the matter consistently find that the invest-
ment banking activities of commercial banks played no role in causing the widespread bank
failures during the Depression, the 1929 stock market crash, or the Depression itself.! Thus
the Glass-Steagall prohibitions not only are outmoded today, they were ill-considered even
at the time of their enactment.

Besides this separation of commercial banking from investment banking, commercial
banks are prohibited more broadly from engaging in nonbank activities or businesses.
Under federal and state law, banks are empowered to engage only in the "business of bank-
ing," a term that has been construed narrowly as limiting banks to traditional commercial
banking activities. Consequently, banking is said to be separated from commerce generally.

Closing a Loophole. Historically, banks could avoid this restriction by affiliating with non-
bank businesses in a holding company arrangement. Under this structure, the bank became
the subsidiary of a parent holding corporation or company, which was permitted to engage
in any nonbank business. The holding company then could run the bank and its nonbank
businesses as a joint enterprise. But the 1956 Bank Holding Company Act (BHCA) effec-
tively closed this loophole by prohibiting parent corporations or companies owning two or
more bank subsidiaries from engaging in any business activities except those "so closely re-
lated to banking...as to be a proper incident thereto." These holding companies also were
prevented from owning subsidiaries engaged in any of the banned activities. In 1970, these
same restrictions were extended to parent corporations or companies owning only one bank
subsidiary.

The 1970 legislation, however, created a new loophole by defining a bank under the
BHCA as an institution that both accepts deposits payable on demand and makes commer-
cial loans to businesses. Under this provision, any nonbank company could own a bank that
accepted federally insured deposits if it did not make commercial business loans, but per-
haps focused instead on consumer loans, mortgages, auto financing, credit card operations,

1  Federal Deposit Insurance Corporation, Mandate for Change: Restructuring the Banking Industry
(Washington, D.C.: FDIC, 1987), pp. ix, 37.




education loans, and other loans to individuals. Alternatively, any company could own a
bank that made commerecial loans but placed withdrawal restrictions on its depositors.

Many major commercial companies, including Sears, Roebuck and Co. and American Ex-
press Co., have acquired such "nonbank banks" and integrated allowable banking activities
into their overall operations, offering consumers an attractive package of services. But last
year, as part of the Competitive Equality Banking Act, Congress extended the BHCA
restrictions to such nonbank banks as well, closing this loophole. The existing nonbank
banks owned by nonfinancial companies, however, were allowed to continue to operate,
subject to restrictions on their growth.

THE PROXMIRE-GARN BILL

On March 30, 1988, the U.S. Senate, by a vote of 94 to 2, approved the Financial Moder-
nization Act of 1987 (S. 1886), introduced by Senators Proxmire and Garn. This legislation
essentially would eliminate the Glass-Steagall separation between commercial and invest-
ment banking. Under the bill, commercial banks can be owned by parent holding com-
panies, which also own firms that underwrite and deal in securities, and can engage in in-
vestment banking.

However, the bill bars bank holding companies from underwriting, distributing, or deal-
ing in stocks and bonds unless Congress enacts a joint resolution authorizing this activity.
The joint resolution is to be voted on sometime before April 1991. In addition, bank hold-
ing companies with more than $30 billion in assets cannot acquire investment banking firms
with more than $15 billion in assets. A commercial bank owned by a parent holding com-
pany also cannot extend loans to an underwriting firm owned by the same holding company.
Another provision of the Proxmire-Garn bill would bar bank holding companies from issu-
ing insurance through bank subsidiaries located outside the state in which the holding com-
pany has its principal business.

The Financial Modernization Act is an important step in the modernization of America’s
banking laws. Yet it fails to provide the full scope of reform that is badly needed.

THE CHANGING BUSINESS OF BANKING

This reassessment of bank regulation is taking place amid a revolution in domestic and in-
ternational banking. At the heart of this revolution is the "securitization" of credit. Thanks
to advances in computer and communications technology in recent years, commercial firms
wishing to raise capital can now more easily sell bonds and other securities directly in the




credit markets rather than take loans from banks. Savers and investors are purchasing such
securities through money market funds, pension funds, mutual funds, and directly, rather
than placing their savings in bank deposits. 2 As one House subcommittee report on banking
issues put it recently, 'short term credit flows from savers to borrowers are increasingly
bypassing the banks. "3 Because Glass-Steagall’s outdated regulations prevent banks and
their affiliates from underwriting and dealing in securities, banks cannot adapt to this chang-
ing market.

Direct Issues. This trend toward securitization is seen most clearly in what historically has
been the core business of commercial banking — lending to commercial business
enterprises. Large enterprises now routinely sell bonds, or short-term commercial paper,
directly to investors in the credit markets, rather than turning to banks to raise capital. In-
creasingly, mid-size firms are joining this pattern. By issuing such commercial paper direct-
ly, many firms obtain funds at lower interest rates than is possible from a bank. This is espe-
cially true for large firms with good credit ratings. Relying on their own commercial paper
also allows firms more control over the terms and conditions of their credit.

Because of this development, commercial banks are losing a major share of commercial
business debt, traditionally their most important market. Two decades ago, commercial
banks provided 85 percent of funds borrowed by corporations.4 Today, banks provide only
60 percent ?f such funds, and the percentage is likely to decline even further under current
conditions.” In 1966, the ratio of outstanding bank commercial loans to outstanding com-
mercial paper issued directly by the firm was 99 to 1. By 1976, this ratio had fallen to
about 13 to 1, and by 1986 it had dropped almost to 6 to 1.” With these prime corporate
borrowers turning away from banks, the banks are having to lend more of their funds to ris-
kier, less stable and secure borrowers.

The securitization revolution is reflected in another recent financial practice — pooling
many small loans and selling these packages on the credit markets as interest-bearing
securities. This process increases the liquidity of small loans for the lender. Banks often
originate the pooled loans, but Glass-Steagall prevents them from underwriting and dealing
in the securities representing shares of the pool.

2 Ibid., pp. ix., 33, 44.

3 Commerce, Consumer, and Monetary Affairs Subcommittee, Committee on Government Operations, U.S.
House of Representatives, Modernization of the Financial Services Industry: A Plan for Capital Mobility Within a
Framework of Safe and Sound Banking, H.R. Doc. No. 324, 100th Cong., 1st Sess. (1987), pp. 1-9; see also
Mandate for Change, op. cit., pp. 1-16; E. Gerald Corrigan, Financial Market Structure: A Longer View (New
York: Federal Reserve Bank of New York, 1987), pp. 6-11; Robert E. Litan, "Reuniting Investment and
Commercial Banking" in Catherine England and Thomas Huertas, eds., The Financial Services Revolution:.
Policy Directions for the Future (Washington, D.C.: Cato Institute, 1987), pp. 269-287.

4  Sarah Bartlett, "Are Banks Obsolete?" Business Week, April 6, 1987, pp. 74-82.

5 Did.

6  Mandate for Change, op. cit., p. 6.

7 Ibid




Home mortgages are now routinely packaged in pools with shares sold to the credit
markets. Such pooled mortgages have grown fronsl less than 8 percent of total outstanding
mortgage debt in 1976 to over 32 percent in 1986.

Auto loans, general consumer credit, and student loans are increasingly packaged and
sold in a similar way. In addition, the major auto manufacturers now raise funds directly in
the markets through their own bonds and use the money to finance car purchases through
their own auto finance companies. As a result, auto financing by banks declined from 60
percent of the market in 1977 to 41 percent in 1986, while finance companies increased
their share from 18 percent to 38 percent over the same period. These trends are sure to
continue.” Glass-Steagall, of course, prevents commercial banks from adapting to this
change in the loan market, since it prohibits them from engaging in the securities business.

THE ERODING COMPETITIVENESS OF U.S. BANKING

As major corporations and other enterprises increasingly turn to the securities markets
rather than bank loans, they tend to take much of their other financial business to institu-
tions that can provide the underwriting and related services. The underwriting institutions
generally can provide such customers with most of the important financial services they
need. For example, these institutions can offer insurance and real estate brokerage ser-
vices, and banks cannot. They also can offer money management accounts, which provide
unrestricted access to the entire possible range of private investments, while the ability of
banks to offer stock-related investments is subject to disabling regulations. They can
provide any foreign exchange services that banks can and can even act as deposit brokers,
handling the placement of a company’s funds among a diversified group of banks.

U.S. banks are also losing ground in the market for family savings and deposits. Money
market funds have soared from a total of $4 billion in deposits in 1976 to $292 billion in
1986.)% And while banks now offer money market accounts, their competitors are able to
combine them with an attractive package of services, many of which banks are not per-
mitted to offer. The nonbank firms, moreover, can offer services, such as credit lines and
deposit broker services, that make the nonbank accounts close substitutes for bank
deposits. In addition, the nonbank firms can offer these services at any number of con-
venient locations across the country. Banks, on the other hand, are subject to interstate
banking and branch banking restrictions. As a result of these artificial disadvantages in
competition imposed on them by unnecessary, outdated regulations, banks are losing more
and more of the market for savings and deposits. From 1976 to 1986, the share of private
financial assets held by commercial banks fell from 37.9 percent to 31.5 percent.

The Inroads of Foreign Banks

Thanks to federal regulation, U.S. banks are losing customers through this process to
foreign banks as well as domestic underwriters. The reason is that banks in many foreign

8 Ibid.,p.9.
9 Ibid., pp.7-9.

10 Mandate for Change, op. cit., p.7.
11 Ibid.




countries are allowed securities and underwriting activities. As a result, American corpora-
tions and businesses increasingly are turning to European and Japanese banks to under-
write their securities for sale around the world. And U.S. banks are losing jobs and income
to foreign competitors.

London Gaining on New York. Some world financial centers are now using their more at-
tractive system of regulation to draw business away from New York. In 1986, for instance,
as part of a general program of banking deregulation, Britain allowed foreign banks to af-
filiate with London securities firms and underwrite securities in the London market. This
has resulted in a surge of securities and underwriting activity in London. Financial industry
expert Robert Litan of the Brookings Institution notes that employment by foreign banks
and securities firms in London jumped 26 percent in 1986, the largest single-year increase
in the last two decades. Clearly, if the U.S. regulatory straitjacket is not removed, London
may surpass New York as international finance’s premier city.

The combination of all these factors is leading to the decline of the U.S. commerical
banking industry. While six of the ten largest banks in the world in terms of deposits were
American twenty years ago, today the largest American bank ranks only 17th worldwide. 13
Currently, seven of the top ten are Japanese. Ranked by assets, only one American bank is
now in the top ten.”” The share of international lending by U.S. banks declined from over
25 percent in 1984 to less than 20 percent in 1986.%° During this period, Japanese banks
bypassed U.S. banks, growing from 23 percent of the market to 32 percent, an increase of al-
most 40 percent. Large U.S. corporatlons themselves now borrow 40 percent as much from
foreign banks as they do from major U.S. banks.!

How Glass-Steagall Fails the Banking Industry

The Glass-Steagall regulations, separating commercial banks from investment banking,
underwriting, and general commercial enterprises, were of course intended to promote the
safety and soundness of banks. But by hampering diversification and preventing banks from
adapting to a radically changing market, the regulations are having the opposite effect. Said
Comptroller of the Currency Robert L. Clarke before the House Commerce, Consumer
and Monetary Affairs Subcommittee:

The banking industry’s vitality [is] threatened by outdated laws
and regulations . . . [that] have a direct and adver§le affect on
the safety and soundness of the banking system.1

Clarke continued:

12 Litan, op. cit., p. 279.

13 Clemens P. Work and Douglas Stanglin, "Is Bigger Better in Banking," U.S. News and World Report,
October 12, 1987, p. 52.

14 Diedre Fanning, "Set Us Free," Forbes, February 23, 1987, p. 94.

15 David Fairlamb, "The Bleak Picture Abroad,” Business Month, April 1987, p. 40.

16 Bartlett, op. cit.

17 Commerce, Consumer and Monetary Affairs Subcommittee, Modemnization of the Financial Services
Industry, p. 11.







