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Securizies Subsidiaries of TBanr Hcidinc Comparies

3

Activities 2

STMMARY CF STATEMENT BY
RICHARD L, FOGEL
ASSISTANT CCOMPTROLLER GENERAL

GAC ic testifyinc tocay on its recernt reoo't' about t=n

securities activicies of bank holding companies. Sirnce 1987, tke
Federa. Resoerve hacs authorized 21 U.S. bark holding companies angd
S foreiyn banks to establish securities subsidiaries known as
Section 20 sucsiciaries. These subsidiaries, created :in
accordance with Section 20 of the Glass-Steagall Ac:, represent &
further breach in tie wa.l traditionally separating banking and
certair. aspects c- securities activities established by tha“ azt.

In the tnivs guarser c¢f 19€9, the 135 active Section 20 firmc
underwrote & tota.l c¢f ebout S$€9 billion in newly uL:nor::ci
securities “lrost é:i of this amount was commercial paper. It
is, however, toc eariy to draw conclusions about Section 20
firms' henciitz, preofizarility, risriness and impact on tne
rarket, Ccr abou: =he .ong-term effectiveness cof the regulatcry
systex in wni:cn the filrms operate.

GAO be.ieve:r there are positive aspectis cf the Section 20
arrangemen:. ~one l:mited exgansion of securities activities
allowec ungcr the arrangenent ras been acccmpanied by
corresgcndéing changes in ragulatory and sup:rvisory controils.
This corntrasts J! Rarcly with the experiencc in the thrift Industry
ros expauded rapidly into new activities and federal

where many f.
and state :eg_:a:c:s failed to exercise adeqguate supervision.

erm way Of ascociating banking anc securit:ies

oacluded tract Section 20 companies are necessarily
Icsues Corgress ané federal regulators need tc
ué

activities of a bank holding cumpaeny
independent from insur-d banks than is
Section 20 arrangerer.t.

-- Whether the secur:ti
should oe more or i
now reguired under t

72}

ies
2S
he

-- Whether the regulatory burden of so-called firewalls irposed
on Section 20 subsidiaries should remain or be relaxed. «

-- Whether U.S. banking organizations should have more or less :d
filexibility in undertaking securities activities abroad than

@] u] <d B

in the United States.

18ank Powers: Activities of Securities Subsidiaries of Bank sity Codes
H6Iding Comparnies, (GAO/GGD-90-48, Mar. 14, 1990). “andfor
auecial
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« Cheirman and Memcers of zhe Sudbcomnittee:
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We are pleased to be here Lo discuss the securities a
bank holding companias.

My testimony is based on our recent repnrt prepared at this
subcermmitrtee's request.l I will first discuss some of the
operating chraracteristics of securities affiliates of bark
heciding compan.es. Then T will d:iscuss several issues acsociates

with exganiing banking organizations' securities powers tha:

.

neec further atzent:icr from the Congress ané bankinc and

Sirce 1933, member banks 0f :tne Federal Reservc Systen nave beern

L)

crohibited under the G.ass-Steagall Act from uncderwriting ar
gealing in secirities other than wha. are called bank-eligiZzl
securities, which are mainly government securities. The
separatiorn of bamnxing and certain aspects of the securities
business that is required by the Glass-Steajall Act nas beer a
central feature of U.S. financial market regulation. But .n
recer.t years, this separation has been breaking down due to
changes in technology, markets, and regulation. Ore of the most
significant of the regulatory changes is the 1987 Faderal Reserve

authorization of so-called Cection 20 subsidiaries of bank

holding companies.

l1Bank Powers: Activities of Securities Subsidiaries of Bank
kolding Companies, (GAO/GGD-90-48, Mar. 14, 1990).
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Since 1987, the Fecdera. Rc¢serve has approve? :he epplications of
21 U.S. bankx hziding companies and 5 fcocreign nanks to underwrite
and deal :irn othersise banx-incligible cecur..ies in wholly-cwned,
nonbanking gubsidiaries. Activities in bark-ineiigibie
securities have been, for the mecst parz, limited to comrercial
paper, municigal revenue bonds, mcrtgage-bacxed cecurities, and
asset-tacresd sacurities, However, 7 of the subsicdiaries (S
cdomeltic ans < fereign) have also been authcrizel to uncderarile
corgorate pondz: and, after the management syctems have been

iez as well.
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Thes2 cibsldiar.es arec ca.led Secticn ZC subsicieries because
they werc created in accordarnce with “hat secticn of the Class-
Cteagal. Ac:. Under Section 20 of trhe Act, 2 member bank's
aff:lizwe can participate in otrerwise impermissible securities
activitices sc long as the affiliate is not principally engaged iz
*hosf. activities. The Federal Reserve has interpreted the "not
princtipally engaged®” clause to mean that not more than 10 percent
of the revenues of Section 20 companies can be derivec from
otherwise bank-ineligible activities. Most banking orgarizations
have established Secticn 20 subsidiaries by moving bank-eligible
securities activities out of the bank or other holding company
subsidiaries. This has been done to provide a large ennugh base
of revenue to make doing the bank-ineligible business worthwhijle.

2




In autherizsing Section IC comranies, the Federal Reserve
establishec a numser ¢f special restrictions, often cal.ed
firewalls, zc ensure tha: the Section 20 company is operated
indepencdently of the banks owned by the helding company. These
firewalls, wnich include separate capitalization and
prohibitions on certair types of transactions, are summarizec i=n

Figure 1.

As of Sepiember 30, 128¢%., 13 cf the then 21 bank holding
comparnies with &pprevel Sect:ion 20 subsidiaries nad Iniziazed
operations Iinvolwving the newly authorizes bank-inelig:i:ble
securit:.es activities., Six of the 13 subsidiaries hac been
doing banx-ineligikle activities less tnhan 1 year. Apperndices =
and IV cf our repcrt srovide considerable irformation on . he
activities of Sec:.on 20 supsidiaries since their creation.
Arong the nore sicnificant results, during the third quarter of

198¢

-- The 13 Secticn 20 firms underwrote a total of about $69
billion in bank-ineligible securities, with ccomercial paper

representing aocut 98 percent of the amount underwritten.

-=- The 13 firms accounted for about 2 percent or less of the

total mavret for underwriting municipal revenue bonds,




mortgage-nac ol secur.ties, and ascet-baclhel securities.
(Comgarat.e marxct snare data is nc: availabie for commercial

pager.}

-- Less chan Z percern: - the total revenue for the .3 fi:ms was

from bark-ine.‘q:ble aczivities.
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Hewever, whern activ.t.es c¢f Secticn 20 comgpenies irn tctih bank-
eligid.e and bins-inelig.t.e securities ares considered, the firrs
lreadéy conztizute & cijnificent, thouch by nc meang dorinent,
segrent of tie securitic: industry. Section 20 companies
aconunted for abnut 7 percent cf all revenue realizec by SIC-
registorec cecurities firms in the second quarter of 198S% (the
.atec: guarter fcr which data ic availabie)l. These firms also
accounted fcr about 4 percent of total securities induszry

ac of Junc 30, 1989. Ranked by capital, 3 cf{ the Lop 2°
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6 cf tre tur 50 sccurities firms in the Nation are Secticn 20

[+1]
(

firms.

ISSUTS WARRANTING ATTENTICHN
AND FURTHER STUDY

ier repcr: on :ssues related to repeal of the Glass-
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Steagall Ac:, we concluded that if the securitiec powers ci banks

were to pc exgandes (whether by an act of Cougress or by
regulation). a prased apprcach should be used.2 We eavisioned
tnhis approach as cne in which authorization of new securities
activities by kbanking organizations 1s done incrementally and in
a controlled manner as necced regulatory changes were put :in
Flace. The actions taken by the Federal Reserve in allowing
lirited expans.on of securities activities in Section 20
companies have peen generally consistent with the kind of
approach we sdggested. This contrasts sharply with the
experience :n tre zhrift industry where many firms exranded
rar:dly :nte new aciivitier and federa! ani state regulatcrs did

nCt exerc.s2 aieguate Ccvers.gcht or supervision.

Althcugh we zo..eve that the approach that the Federal Reserve
fas follcwed 15 2 reasonab.e way 0 preceed in allowing expanded
securities gowers fcr banking cregarizacions, we Lave not
conc.uded tnéet Lt .s the pest long term arrangement for
asscciating pen<:ng anc securities activities., In this regard,
our repar: =2:sCuszes a number of issues pertaining to the
Section 20 arrangerent that we think deserve serious
consideration. I would like to discuss several of these issues

in the rema:ncé2r c¢f oy ctestimony.

2Bank Powers: Issues Related to Repeal of the Glass-Steaqall
Act, (GAO/GGD-4£-37, Jan. 22, 1988).
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joinzed out earl:er, ir order to previde maximum separation
from insured banks, tne Federa. Reserve chose to require that a
Sfection 20 securities company e set up as an independent, noun-
pank subsidiary cf the hclding company. This organizational

-

arrangement is illusctrated in FTigure Z.

There arec, however, scome prob.esms asscciated with the
arrargemenz. 2ne reascn advansed for allowing 3Zection 20

Strcncinen Tenking orcaniza=icns. Heowever, to the externt thats
cvernment securitics end omher rrciitaple eczivities are moved
cu: of the ban< tc preoviZe a case of eligible revenue for the

Sect.cn 70 subsidiary, it folicwe logically tha: the bank itself

oecomes sma..cr, .eocs divers.fied, and perraps less profizakle.

Morecver, P Sec

ion 20 companies gprove to be profitable, funds
sent o the helding ccmpany parent may not be available to a bank
subsz:dilar, i¥ the parent decides no: to so invest them. Thus,
while creation of Section 20 companies may enkance the

profitability of the entire organization, it is not clear how the

bank itseif will be strengthened by this arrangement.

To avo:d these problems, ihe OCC and some barking trade

assoc:ations have reccraended that the Section 20 company be set

up as a 3supsidiary of the uanit itself. As a bank subsidiary.




all Secticn 20 profits wculd pass directly to the bank, thereby
strengthening the barx. Furtherrore, the value ¢ the
securities firm woulZd be consolidated wirh tne parn™ were ke
bank to fail, thereby pctentialiy limiting losses to the feaeral
insurer of deposits in the bank. By the same token, however, if
the Section 2C firm is a bank subsidiary, losses in that
sudsidiary wou.d alsc rass immediately to the bank, reduce its
capital, and in extrerme cases, perhaps cause the banx to fail.
Finelly., @3 & bkank subsidiary, a Section 20 company would be
Lcre c.eosely linxe2 to the federal safety ne:t crovicdec py deposit
insurance anc Fedecra. Reserve disccunt loans. Extension of the
fecera.l safety nez in tnis way may convey unwarranted

competitive acvancacges =c Section 20 firms associated with banxs.

We bciieve there are pdencfits associated wit> using bark helding
company subcidiaries ac the way to expand the securities powers
of banks, at .eas: in the near term. This arrangement provides
for functiunal! regu:ation of the banking and securities
affiliates by & federal! bank regu..tor ané the SZC, respectively.
It alsc provides for reguiation by the Federal Reserve cf the
financial holding company that owns the bank and securities firm,
which results in oversight of all relationships between the

parent and its subsidiaries.

We have no: reached conclusions about how extensive regulation of

the entire hc.ding company needs to be, but its focus needs to




-

include maintaining the integrity cf =ne henk's capital and
aszewz, therexy rrotecting tre deposi:z insurance fund. The

federa. Reserve has a source of strength policy, incorporazeé in
its Reguiation Y, that a banx holding company shall serve as &
scurce ¢f financial and managerial stirength to its subsidiary

nanxs. Howeva:, the exac:z conditions under which a bank hcldin

Q

comgany can be regquired to use ncnbanklng assets to supgort bank
subsidiaries have not bezn se- cu%t in detaili. We believe that

C.arification o0f policy in thizs cegard is called for.

A aumser of banking cfilclals we ta.néc o cnmmented that rany of
tne f.rewalls repra2sent what can bu termed reguiatn.y “"cverkill."
They said that the firewalls sharply recuced the benefits to
customers anc Lo banking orcenizations. The officials aiso said
whe flrewalls were no:t necsed because enforcement of basic
zank.nz and securities iaws, such &5 those dealing with
trarsactions withiin a helling cempany and cornflict of interest

situazions, provice sufficicnt prctection against risks or

Although we favor looking carefully at the purpose,
effectiveness, and cost of each firewall, we think a cautious
approach to relaxing firewalls is warranted. Firewalls provide

regu.ators another set of tools for dealing with risk management
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S5N3 CTInI LT Ohf IDICICTI LYOO.emS fnat Can arise wnoeo kankLnc
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C¢rzan.zac.ons exgand thelr securic.el onera=:.ons. The specia”
& : . - - el a e yan — : : .3 : - . .. . .
PRI S ::.v.-.)- cdws -~ A,:- v S eCcT.lon - etnd el sbiaw -an
s.lowa r2>oIl51005 asscciatec with Se cn 20 firms limiz th

sca.e cf new activit:es andé establish prohibitions that
regulatcrs can enforce relatively easily. When individual kank
hclding ccrpan.es can deaonstrate adeguate cagitel, eiflective
nlernai contrcls, ancd ability to manage new powers in é
recgonsizle manner, consicderation can be jiven to relaxing some

ci the szez:ial firewal.ls.

cifferencos ir. Treatment ¢f DomesticC
and Intornzticnc. nanAing Cgerat.cnos

{1

Anciher issue tne: needs to be considered s the Zdifferince
lreciment accorcded demestically versus internationally
sased cperaticns of U.S. banking organicationms. U.S. banking
¢crganizaz.crs ogeratc !n countries, such as Germany. tnét o not
cocserve tno same separation of banking and securities activities
as is ménfarned in the United Stati~s. In these ccunir:ies,
subs:diaries of T.S8. Denks (as well as U.S. belif nolfing TCRE&ENRY
supbsidiaries) can engage in securities operations within the

limits set by host country regulators <na the Feceral Reserve,

grimarily under its Regulation X.




The cifference between the domestic and internetionél trectmen:t
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s activit.es cf U.S. bank hclding cecmparies is

This figure showe the comestic and
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fcreicn operazzions ci a nypothetical U.S. pann helding comgany

dekt. Forei.gn cperat:ions are borcerecd by dashed lines. ALL
orgen.zaticna. entities that are authorizec tz underwr:ite

CCrpcrate dek: securities are marxked with & star.

As der:ictel Ty the znedel éerea in Tigure 3, tic FTeceral Reservc

nc sa.e of assels anc
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shaded arn. ~n3 ozher zmertc of the nclding comrii.y trhat LIc
CUtCICh ¢ Snacec ared cre sub’ect to controls under Secticns
edera. Peserve Act. Secticn 232 impcses
restricz.cne ¢on the tvype and amount of transactions of the bank
and itc cubsicdiariec with affilietes within the bark hclding
cormpeany, erd Section 233 reguires théet such lransactions be on &n
ar - _ength, fair marret price basis. In addition, transactiorc
betweern the Sectior 20 subsiciary and comporents of the holding
company (both inside and outside cf the shaded area) are
restrictec by the special firewalls that the Feceral Reserve

imposes as a condition fcr operating a Secticn 20 subsidiary.
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(1)

ecweern securictie

[4)

CUeriezl arrangemernts acped:r o invoive Lin4s

&nd zZanring activizi.es thet reve been concicderec Lo be &
zoTerntié. risk to the bank and its deposit insurer in domest:
rarxets. rernagps, for comgetitive reasons, we have to app.y
iifferent standardc to banks' securities activities in U.S. én<
creign Ta:aCts. But tne potential risks associated with
appliying different stancards need to be looked at very carefully.
It is also possible that firewalls intended to protect domestic
banxs could eventually make it harder for U.S. banking

crganizations to compete with foreign ones. In its January 1990

Crder avtrorizing > foreign banks tc establish Section 20



subsidiaries, the Bcard tried, to the extent possible, o apcly
the f{irewall: o the fcreign-owned banks' Sec:tion 20
subsidiaries. However, the firewalls do no: &l. app.y to these
firms in erac:l:r he same way because foreign banks generally are
not organizecd under the same type oi holdins company _.tructure
that is cormor. in the U.S., and there are lir:its tc the
resiricticns which the Board can impose or the structure and
behavior c¢f foreign banks and their subsidiaries. To an unknow:.
extent, trerefore, foreign banking organizations may nave greater

flexibility thér GO cCcomestic ones in coordinating the U.3. Lkased
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activizie Seczior 20 firms with other aczivities 0f tre

barnking crganization. Wwe are pursuinc these :nternaziona. ssues

[AJ

in our wor: on derosit incurance reform and other worz re.ates oo

financia. —ogdernizaiion .ssues.

T

.ic conc.uces my preparec statement. My colieagues and I would

be p.ecsec tc answer any questions the subcommittee ray nave.
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