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The Great Depression was, at the time,
widely attributed to problems of the fi-
nancial sector. Senate hearings into Wall
Street’s activities began in early 1931, but
their findings provided no satisfactory
scapegoats or reform legislation. In early
1933, newly elected President Roosevelt
urged the Senate Banking Committee to
adopt a more sweeping mandate: investi-
gate “all the ramifications of bad banking.”

Using this mandate, Ferdinand Pecora,
newly appointed head counsel of the com-
mittee, captured the public’s attention by
exposing a few eminent bankers involved
in self-dealing and income tax avoidance.
These revelations provoked action. All
bankers—summarily declared guilty of
disreputable, dishonest, and dubious deal-
ings and a gross misconduct of the public’s
trust—were held culpable for the country’s
misfortunes. The public and policy mak-
ers were led to identify the combination of
commercial banking (accepting deposits
and making loans) and investment bank-
ing (underwriting, issuing, and distribut-
ing stocks, bonds, and other securities) as
a major source of economic distress.

Many argued that bank involvement
with securities led to the misuse of bor-
rowing privileges at the Fed’s discount
window, a perversion of sound banking
practice, and increased bank risk. Others
alleged that banks that underwrote and
marketed securities were guilty of wide-
spread breaches of fiduciary responsibil-
ity. Assorted allegations revealed during
the Pecora hearings included misrepresen-
tation of securities’ risks to investors, the
sale of excess or low-grade securities to
bank trust accounts, the sale of illiquid
loans to bank sponsored mutual funds, and
trading in a bank’s stock by an affiliate.

Glass-Steagall

The Glass-Steagall Act (the name ac-

“Plexi” Glass-Steagall

The segmentation of the financial services industry mandated by the

Glass-Steagall Act has been a major feature of the U.S. economy since

1933. It has done little to reduce “systemic risks,” but much to retard

efficiency. Despite recent loosening of its strictures, repeal efforts now

face a variety of vested interests created by Glass-Steagall itself.

tually refers to the sections—16, 20, 21,
and 32—of the Banking Act of 1933,
which deal with banks’ securities activi-
ties) separated commercial banking from
investment banking. Its co-sponsors were
Senator Carter Glass of Virginia and Rep-
resentative Henry Steagall of Alabama.
Glass, a major sponsor of the legislation
creating the Federal Reserve System in
1913, had long been a vociferous propo-
nent of separating commercial and invest-
ment banking; Steagall authored the de-
posit insurance provisions of the Act.

Section 16 of the Act prohibits banks
from underwriting and dealing in securi-
ties. There are exceptions. Banks can, as
agents for their customers, buy and sell
securities and they can underwrite and deal
in U.S. Government obligations and “gen-
eral obligations of any state or political
subdivisions thereof.” Finally, the section
applies only to banks’ domestic, and not
overseas, activities.

Section 20 forbids Federal Reserve
member banks from affiliating with any
organization that is engaged principally
in the underwriting or dealing of securi-
ties. Section 21 bars firms that accept de-
posits—so-called depository institu-
tions—from engaging in the securities
activities banned in Section 16. Section
32 disallows officer, director, or employee
interlocks between a Federal Reserve
member bank and any organization pri-
marily engaged in the underwriting or
dealing of securities. This was designed
to prevent depositories from obtaining in-
direct, yet effective control over an affili-
ate engaged in securities activities.

The Bank Holding Company Act

A bank holding company (BHC) is a
company owning or controlling one or
more banks. Although BHCs were oper-
ating in the U.S. before the 1900s, their

popularity surged during the 1920s as a
vehicle for geographical diversification.
Early attempts to regulate BHCs were
made at the state level, with some states
outlawing BHCs altogether. The Banking
Act of 1933 did give the Federal Reserve
limited power to regulate BHCs, but only
if the BHC included at least one member
bank. To avoid regulation, a BHC could
simply convert all of its national banks to
a state charter.

Charter provisions  and Glass-Steagall
limited the types of activities permitted
within banks and their subsidiaries, but
these bounds did not restrict the nonbank
activities of  BHC subsidiaries. The Bank
Holding Company Act of 1956 was en-
acted to limit the expansion of holding
companies into nonbanking activities. The
Act required any entity owning or con-
trolling more than 25 percent of two or
more banks to register as a BHC with the
Federal Reserve Board of Governors, dis-
close certain financial information, and
submit to periodic examination. Further-
more, the Act prohibited registered BHCs
from acquiring more than 5 percent of the
shares of any bank without Board ap-
proval, or owning or controlling
nonbanking companies. Finally, it barred
nonbank companies from owning banks.
During the 1960s, one-bank holding com-
panies (OBHCs)—not referred to in the
1956 Act’s language—were formed to
engage in nonbank activities. In 1970 how-
ever, Congress closed this loophole by
granting the Fed authority to regulate and
supervise OBHCs.

The Act did, however, exempt certain
activities connected with the business of
banking. Section 4(c)(8) authorizes BHCs
to engage directly or through a subsidiary
in activities that the Board determines “to
be so closely related to banking or man-
aging or controlling banks as to be a proper
incident thereto.” Board Regulation Y lists
the nonbanking activities permitted by
regulation. Although not included in
Regulation Y, other activities are permit-
ted by Board order on an individual basis.
Some nonbanking activities are expressly
prohibited. A selection of permissible and
nonpermissible activities appears in Table 1.
These lists have changed over time.

The following guidelines are used to
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decide whether an activity is “closely re-
lated” to banking: (1) whether banks have
generally provided the service; (2) whether
banks generally provide services that are
operationally or functionally so similar to
the proposed service as to equip them par-
ticularly well to provide the proposed ser-
vice; or (3) whether banks generally pro-
vide services that are so integrally related
to the proposed service as to require their
provision in specialized form.

Whether an activity is “a proper inci-
dent thereto” is based on the so-called pub-
lic interest test. According to the BHC Act:

In determining whether a particular
activity is a proper incident to banking
or managing or controlling banks the
Board shall consider whether its
performance by an affiliate of a holding
company can reasonably be expected
to produce benefits to the public, such
as greater convenience, increased
competition, or gains in efficiency, that

outweigh possible adverse effects, such
as undue concentration of resources,
decreased or unfair competition,
conflicts of interests, or unsound
banking practices.

Cracks in Glass-Steagall

Much of the language in this legislation
was not specifically defined and has there-
fore been subject to interpretation by regu-
lators and the courts. Such interpretation
has become less stringent in recent years.

For example, in December 1986, the
Federal Reserve allowed subsidiaries of
BHCs already underwriting U.S. govern-
ment securities (which are exempt from
Glass-Steagall) to underwrite certain
“bank ineligible” securities if the revenues
from such activities did not exceed 5 per-
cent of the subsidiaries’ gross revenues.
So-called Section 20 subsidiaries would
not be considered “engaging primarily”
in underwriting and dealing in ineligible
securities if they adhered to the 5 percent

gross revenue ceiling. The ineligible se-
curities activities were restricted to BHC
subsidiaries in order to isolate the activi-
ties from the banking system and prevent
extension of the Government’s bank safety
net (deposit insurance, access to the Fed’s
discount window, and payment system
guarantees such as Fedwire) to non-
banking activities.

Similarly, in 1988, commercial bank
subsidiaries were permitted to underwrite
commercial paper, municipal revenue
bonds, mortgage-backed securities (as
long as they were not mortgages of an
affiliated bank), and securities backed by
an unaffiliated bank’s consumer related
receivables. Section 20 subsidiaries re-
ceived permission in 1989 to underwrite
and deal in all debt and equity securities.
That same year, the gross revenue limit
on nonbanking activities in a Section 20
sub was raised to 10 percent. Officer, di-
rector, and employee interlocks—ex-
pressly prohibited between a bank and any
organization primarily engaged in securi-
ties activities by Section 32—were al-
lowed in 1996, along with relaxed restric-
tions on the cross-marketing of products
and inter-affiliate transactions. In 1997,
the gross revenue cap on ineligible activi-
ties was boosted to 25 percent.

Some of the permissible activities un-
der Fed Regulation Y and the list of ac-
tivities permitted by order on an individual
basis are outlined in Table 1. These
changes, as well as legislative actions,
have significantly loosened the regulatory
stranglehold on product line and geo-
graphic diversification that has suffocated
the banking system for over six decades.
However, such relief has been piecemeal
and many restrictions remain that limit the
ability of U.S. financial service providers,
including banks, insurance companies, and
securities firms to affiliate with each other
and enter each others’ markets.

Table 2 categorizes permissible bank-
ing activities and ownership structures in
selected countries. The only two devel-
oped countries with a legal separation be-
tween commercial and investment bank-
ing are the United States and Japan. This
is not surprising—Japan was forced to
adopt banking laws similar to those of the
U.S. following World War II. Most of the
countries in Table 2 have so-called uni-
versal banking; that is, banks are free to
affiliate with other financial services firms,
including insurance, real estate, and secu-
rities firms. Many also have unrestricted
ownership structures.

Arguments for Repealing Glass-Steagall

Repealing Glass-Steagall would en-
hance the efficiency of financial markets
through economies of scale and econo-

Table 1

Selected Single and Multi Bank Holding Company Activities

Permitted by Regulation Y Year
1. Extending credit and servicing loans 1971
2. Leasing personal or real property 1971
3. Trust company functions or activities 1971
4. Community development (financing and investment) 1971
5. Data processing 1971
6. Insurance agency and underwriting (related to credit) 1972
7. Support services (e.g., courier services) 1973
8. Issuance and sale of payment instruments (e.g., travelers’ checks) 1981
9. Agency transactional services for customer investments (brokerage) 1982

10. Activities related to extending credit (e.g., collection agency) 1986
11. Operating nonbank depository institutions (e.g., a savings association) 1989
12. Financial and investment advisory activities (no restrictions) 1997
13. Investment transactions as principal (e.g., options, futures, and swaps) 1997
14. Management consulting on any financial matters to any company 1997
Permitted by Order on an Individual Basis (not included under Regulation Y)
1. Underwriting and dealing, to a limited extent, in commercial paper 1987
2. Underwriting and dealing, to a limited extent,

   in corporate debt and equity securities 1989
3. Acting as a specialist (i.e., market maker) in options on foreign exchange 1989
4. Acting as a dealer and broker in interest rate and currency swaps 1989
5. Acting as administrator to mutual funds 1993
6. Trading for one’s own account in stock, bond, or commodity indices 1994
7. Trading for one’s own account in certain commodity futures and options 1994
8. Underwriting and dealing in unrated municipal revenue bonds 1994
9. Acquiring debt in default 1995

10. Data processing in connection with prepaid phone cards, tickets, etc. 1996
Activities Denied by the Board
1. Insurance premium funding

   (combined sales of mutual funds and insurance) 1971
2. Underwriting general life insurance not related to credit extension 1971
3. Real estate brokerage 1972
4. General management consulting 1972
5. Land investment and development 1972
6. Operating a travel agency 1976
7. Underwriting property and casualty insurance 1978
8. Offering investment notes with transactional features 1982
9. Providing credit ratings on bonds, preferred stock, and commercial paper 1984

10. Providing independent expert actuarial opinions (e.g., divorce) 1984

Source: BHC Supervision Manual, Federal Reserve Board of Governors, 1997.
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mies of scope. Economies of scale exist if
average costs fall as output rises. Econo-
mies of scope originate on the supply side
if the cost of joint production of two or
more products is less than the costs of
separate production, and arise on the de-
mand side if the cost of purchasing a
bundle of financial services from a single
firm is less than the cost of acquiring them
separately from different firms. For in-
stance, banks could increase profits by
spreading the fixed costs of managing a
client relationship over a wider set of prod-
ucts, as well as benefit from marketing and
distribution economies. These cost savings
may be substantial. The Federal Reserve
estimates that cost inefficiencies amount
to 13-20 percent of total banking industry
costs while a recent study in a respected
academic journal found that insurance cost
inefficiencies reach 35-50 percent.

The Bureau of Economic Analysis es-
timates that consumers spent $293 billion
on brokerage charges, investment coun-
seling, bank service charges, insurance
commissions, and pension handling ex-
penses in 1995. Treasury Department of-
ficials have testified that it is not unrea-
sonable to expect that consumers could
save $15 billion yearly from increased
competition in financial services. Al-
though the usual caveats apply to these
types of claims, deregulation in other in-
dustries has generally reduced consum-
ers’ costs and/or ended cross-subsidies of
some consumers by others.

In any event, although some claim that
repeal of Glass-Steagall would lead to
fewer banks and decreased competition
(meaning less credit and higher prices),
the fact is that the segmentation mandated
Glass-Steagall has meant that there are
many financial service providers, but little
competition. Regulations separating finan-
cial services along functional lines pre-
vented inter-industry competition and fur-
ther regulation within sectors dampened
intra-industry competition.

Banks in particular have suffered a
continuing loss of market share in their
core business of deposit-taking and loan-
making to less regulated financial firms.
Repeal of Glass-Steagall could reduce
bank risk if it attracted additional capital,
and permitted greater diversification.
Moreover, banks could continue to serve
fully the most creditworthy borrowers, if
they were permitted to underwrite the
commercial paper and securities that blue
chip borrowers can use as a (cheaper) sub-
stitute for bank loans.

The most powerful argument for re-
peal of Glass-Steagall, however, is its ba-
sis on a fundamentally flawed perception
of the problems of financial institutions
during the Depression. The abusive prac-

tices and conflicts of interest—e.g., un-
derwriting low-quality over-priced secu-
rities and dumping them on depositors—
that were publicized before passage of
Glass-Steagall were neither an industry-
wide problem, nor a cause of the Great
Depression. Studies of actual experience
have shown that issues underwritten by
commercial banks outperformed those
underwritten by investment banks, and
that banks that did not engage in invest-
ment banking were more prone to failure
than those that did (both phenomena pre-
sumably were more related to the size of
the banks and the customers whose secu-
rities they sold than to any conflict of in-
terest or lack thereof).

In other words, widespread bank fail-
ures and the contraction of the money sup-
ply and economic activity during the De-
pression were the result of many factors—
laws and regulations that led to relatively
small banking units and policy blunders
such as tax increases and campaigns to pre-
vent wage cuts while prices were collaps-
ing, to name a few—but few serious stu-
dents of the period now believe that mal-
feasance of bank officials was one of them.

Potential conflicts of interest exist with
nearly all financial transactions. Glass-
Steagall does not guarantee disinterested
advice from either commercial or invest-
ment banks. It may, however, work to the
contrary. A potential borrower might get
better advice from a bank than an invest-
ment bank about whether to take a loan,
sell equity, or issue bonds if a bank can
do all three. The same would hold for con-
sumers seeking counsel on investment or
financial services alternatives. In any
event, those providing financial services

have strong incentives to maintain repu-
tations for integrity and prudence.

The desire to reduce the risk of system
failure from bank runs motivated the de-
velopment of, first, the Federal Reserve
system and its discount window, and then
deposit insurance. However, the latter con-
trivance relieves banks of the need to com-
pete for customers on the basis of finan-
cial strength and stability. Rather, it gave
some bank officers an incentive to take
excessive risks and grow “too large to
fail.” Regulators, wary of “moral hazard”
have, in turn, restricted bank activities to
reduce the risk to the federal safety net.

“Firewalls” (legal separations between
various activities performed by banks,
bank subsidiaries, and/or BHC affiliates)
or operating procedures (e.g., forcing
transactions between parties to be at arm’s
length) could be instituted to insulate the
insurance deposit fund and taxpayers from
nonbanking activities. Of course, raising
numerous restrictive firewalls reduces the
potential efficiency gains from repeal, and
it may be time to not only consider repeal
of ‘Glass,’ but ‘Steagall,’ too. If policy
makers were truly concerned with bank
risk and exposure to losses, they would
seriously debate and act on restricting or
eliminating deposit insurance.

Will it Shatter?

Proposals to modify or repeal Glass-
Steagall have been introduced repeatedly
during the past 2 decades without avail.
What torpedoed these attempts—eleven in
all—was not disagreement over whether
the financial services industry should be
restructured, but rather how. Many decades
of legal and regulatory segmentation of the

Table 2
Permissible Banking Activities1 and Bank Ownership in Selected Countries

Commercial Nonfinancial
Bank Firm

Investment in Investment in
Nonfinancial Commercial

Country Securities2 Insurance3 Real Estate4 Firms Banks

Austria Unrestricted Permitted Unrestricted Unrestricted Unrestricted
Canada Permitted Permitted Permitted Restricted Restricted
France Unrestricted Permitted Permitted Unrestricted Unrestricted
Germany Unrestricted Permitted Unrestricted Unrestricted Unrestricted
Italy Unrestricted Permitted Permitted Restricted Restricted
Japan Restricted Prohibited Restricted Restricted Restricted
Sweden Unrestricted Permitted Permitted Restricted Restricted
Switzerland Unrestricted Unrestricted Unrestricted Unrestricted Unrestricted
UK Unrestricted Unrestricted Unrestricted Unrestricted Unrestricted
US Restricted Restricted Restricted Restricted Restricted
Source: Office of the Comptroller of the Currency (OCC).
1 Unrestricted - A full range of category activities can be conducted directly in a bank.
  Permitted - A full range of activities allowed, but all or some must be conducted in subsidiaries.
  Restricted - Less than a full range of activities can be conducted in a bank or subsidiaries.
  Prohibited - Activity cannot be conducted in a bank or subsidiaries.
2 Securities - underwriting, dealing, and brokering all types of securities; all aspects of mutual funds.
3 Insurance - underwriting and selling as principal and agent.
4 Real estate - investment, development, and management.
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financial services industry has produced a
large number of vested interests.

Three types of state agencies and an
alphabet soup of federal agencies—the
Fed, FDIC, OCC, OTS, and SEC to name
a few—regulate the financial services in-
dustry. In the past, regulators have vigor-
ously defended their turf. The banking in-
dustry, the securities industry, and the in-
surance industry have each pressed hard
for legal and regulatory access to areas
from which they are at present excluded,
but they have just as fervently resisted
any reform that would expose their tradi-
tional businesses to new competition. Con-
flicts within industries have also appeared.
For example, independent insurance
agents do not want banks selling insur-
ance, but insurance companies would like
to use banks as a marketing outlet (as long
as banks are still kept from underwriting
their own insurance products).

This year, the Financial Services Act
of 1998 (HR 10), which would have re-
pealed part of the Glass-Steagall Act and
amended the BHC Act, passed the House
by one vote and allegedly had enough
votes to pass the Senate, but was not
brought to the floor. The proposed legis-
lation included the repeal of Sections 20
and 32 of Glass-Steagall, allowing for
greater affiliation but not mixing banking
and nonbanking activities within a bank.
It provided for “Financial Holding Com-
panies” (FHC) that could, through a non-
bank subsidiary, underwrite and deal in
securities; own and operate insurance
agencies and underwrite insurance; engage
in merchant banking activities, as well as
other activities that were deemed “closely
related to banking.” Under this proposal,
an FHC would not be permitted to mix
banking and commerce. Finally, the Fed
would be the “umbrella” supervisor of the
FHC; nonbanking activities would be
regulated along functional lines by the
appropriate agency.

Similar legislation is likely to be intro-
duced in the next Congress; but, given that
no bill will be considered ideal by all inter-
ests, it is far from certain that anything will
be done. Discord between the Fed and Trea-
sury on whether nonbanking activities must
be conducted in FHC affiliates or bank op-
erating subsidiaries remains unresolved.
The Fed favors the former approach, the
Treasury the latter. The Fed claims the FHC
structure is needed to protect the federal
safety net. The Treasury prefers the bank
operating subsidiaries model because it al-
lows financial service firms the ability to
organize themselves in the way that makes
the most business sense. President Clinton
has threatened to veto any legislation that
does not allow the bank operating subsid-
iaries structure.

A second factor is that large banks have
cooled to the idea of reform in light of the
regulatory relief they have received from
the Fed and through the courts. Banks have
been snapping up Wall Street firms and have
plenty of room to grow without major re-

form (see box). Lastly, the new chairman of
the Senate Banking Committee, Phil
Gramm, will not likely be as compromising
as his predecessor, Al D’Amato. Gramm
held up the last bill and has indicated that he
prefers no reform to flawed reform. ❑

Citigroup Inc.
The Federal Reserve Board recently announced its conditional approval

of application by Travelers Group Inc. to become a BHC by acquiring
Citicorp and its bank and nonbank subsidiaries. Travelers would retain
certain nonbanking subsidiaries, including Salomon Smith Barney and
Travelers Bank & Trust. The combined organization—Citigroup Inc.—
would be the largest commercial banking organization in the world, with
assets totaling $750 billion.

Travelers, with total consolidated assets of $420 billion, is a holding
company for securities, insurance and other financial services firms. More
than 70 percent of Travelers’ total assets and more than 60 percent of its
total revenues are connected with permissible activities for bank holding
companies under the BHC Act. Citicorp, with roughly 1100 branches and
offices spanning the U.S. and almost 100 foreign countries, is the third
largest commercial banking organization in the U.S. and 22nd largest in the
world. Since Citicorp is a bank holding company within the meaning of
the BHC Act, its combined assets of $331 billion are all associated with
permissible activities. Currently, the nonconforming activities conducted
by Travelers would represent less than 15 percent of Citigroup’s total
assets and less than 20 percent of its revenues on a pro forma basis.

The permissible activities Travelers engages in include securities
underwriting, dealing, brokerage, and advisory activities; mortgage
lending and consumer finance activities; consumer advisory activities; and
credit-related insurance activities. A sampling of impermissible nonbank
activities Travelers is currently involved in consists of underwriting
property and casualty, life and commercial insurance and annuities;
general insurance agency activities; investing in more than 5 percent of
the voting shares of commercial companies; real estate management and
investing activities; and oil and gas exploration and investments. Travelers
has committed to restructuring, terminating, selling, or divesting of any
impermissible activities, investments, and subsidiaries necessary to
conform with the requirements of the BHC Act.

Critics of the deal between Travelers and Citicorp claim that it is illegal.
However, the BHC Act specifically enumerates the factors that must be
considered by the Board in its review (see text). The Board must only
consider the proposal as submitted; it is not granted authority to deny a
proposal based on the type, scope, or amount of nonbanking activities
currently being conducted by the applicant.

The BHC Act provides an automatic two-year period from the date a
company becomes a BHC for the applicant to conform its nonbanking
investments and activities. Furthermore, upon request, the Board can grant
up to three one-year extensions. The historical record includes new BHCs
holding a significant portion of prohibited assets and conducting a variety
of impermissible activities—such as insurance underwriting and
manufacturing—during the conformance period.

Since the Board was satisfied that Citigroup’s activities met the “closely
related to banking” and “proper incident thereto” requirements, the
proposal was unanimously approved.


