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Dear Mr. Chairman:

This report responds to your July 18, 1989, letter requesting informa-
tion about certain securities subsidiaries of bank holding companies.
These subsidiaries, authorized by the Federal Reserve Board, are com-
monly called Section 20 subsidiaries. This is a reference to the provi-
sions in Section 20 of the Glass-Steagall Act (12 U.S.C. sec. 377), whic’
permits banks that are members of the Federal Reserve System to be
affiliated with firms that are not principally engaged in securities activi-
ties generally forbidden to banks themselves.! Section 20 subsidiaries
can function as investment banks by underwriting (publicly distributing
new issuvs of securities) and as broker-dealers by buying and selling
securities for their own accounts or for others.

As you suggested, we met with Committee staff during August and Sep-
tember 1989 to discuss further the scope of our work. We agreed to
develop information on activities of Section 20 subsidiaries primarily
from agency records, information in the publi doraain, and meetings
with regulatory and industry officials. As a result of our discussions, we
identified several issues that Congress and regulators need to a<’ iress
when considering potential modifications to thd regulation of Scution 2¢3
subsidiaries. ’

Information on Section 20 companies is contained in eight appendixes to
this letter. The first three discuss specific topicgraised in your request:
(1) market share, pricing, and benefits to the public; (2) risk to the hold-
ing company; and (3) the practical impact of the Board's regulatory
requirements, called firewalls, on bank holding cgmpanics.

{

Mhis act prolubits member banks from underwriting and dealing in secerities other than U8, Gov-
ernment and general obtiggstion boneds of states and municipalities and certain securities assued or
instred by certamn specificd goverument agenciss or instrumwentalities (bank-eligible securities).
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The remaining five appendixes present statistics on Section 20 compa-
nies, discuss Section 20 company capital and capital adequacy regula-
tions, and review the legal basis for domestic and international
securities activities of Section 20 subsidiaries and other bank holding
company units.

Background

e ——— e e - A -

‘xcept for certain specified securities, mainly government securities,
member banks of the Federal Reserve System are prohibited under the
1933 Glass-Steagall Act from engaging directly in securities underwrit-
ing. However. under Section 20, member bank affiliates are permitted to
participate it otherwise impermissible securities activities so long as the
affiliate is not principally engaged in this activity.

In 1987, the Board began approving applications submitted by bank
holding companies to allow wholly-owned nonbank subsidiaries to
underwrite and deal in certain bank-ineligible securities. A majority of
the subsidiaries were already engaged in permissible, or bank-eligible,
securities activities such as underv. iting and dealing in government
bonds. As noted above, the Board determined that the types and levels
of activities proposed by the bank holding companies complied with the
provisions of the Glass-Steagall Act. The Board also determined that
these bank-ineligible securities activities met the requirements in the
Bank Holding Company Aet of 1956, ag amended. This statutory stand-
ard requires that two s¢parate tests be met for an activity to be permis-
sible for a bank holding company. First, the Board must determine that
the activity is, as a general matter, closely related to banking. Second,
the Board must determine that the activity may reasonably be expected
to produce public benefits that outweigh possible adverse effects.

In April 1987, in its first action, the ‘oard approved applications sub-
mitted by three bank holding companies requesting authority to under-
write and deal in municipal revenue bon- ., mortgage-related securities.
and commercial paper. Later that year it approved more applications
and also added consumer-receivable-related securities, which are securi-
ties hacked by such assets as credit card receivables or consumer auto
loans. The Board placed a limit of 5 percent of a subsidiary’s gross reve-
nues on the revenues that could be generated from the bank-ineligible
activities. The Board also required these companies to observe a number
of prudential limitations, called firewalls, designed to insulate insured
bank affiliates from the risks associated with Section 20 subsidiaries’
activitics by assuring the capital adequacy of the holding company and

Page 2 GAQ. GGD-2%0-18 Bank Powers
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Resu

Its in Brief

limiting both transactions and the flow of information between a securi-
ties subsidiary and other affiliates of the parent banking organization.
(The firewalls are identified in app. VL)

In January 195, the Board approved applications by certain bank hold-
ing companies to underwrite and deal in corporate debt and equity
securities. In doing so, the Board imposed a tighter set of firewall
restrictions. (See app. VIIL.) The Board also stipulated that holding com-
panies cannot initiate corporate debt and equity underwriting and deal-
ing until the Board has determined that the companies have the
necessary managerial and operational infrastructures to ensure compli-
ance with the firewall restrictions. Companies must also submit a satis-
factory capital plan that complies with the Board requirements for these
activities. Further, the Board placed a 1-year moratorium on equity
securities activities, In September 1989, the Board raised the revenue
limit for bank-ineligible activities to 10 percent for all Section 20 compa-
nies. In January 1990, the Board authorized several foreign banks to
operate Section 20 subsidiaries.

Under the Securities Exchange Act of 1934, Section 20 companies must
register as broker-dealers. As registered broker-dealers, they are subject
to Securities and Exchange Commission (SEC) regulation under the secur-
ities laws, must comply with SEC’s net capital rules, and must join an skc-
approved industry self-regulatory organization. The Board, as the pri-
mary regulator of bank holding companies, enforces the firewall
requirements.

In the third quarter of 1989, the 13 Section 20 firms operating at that
time underwrote a total of about $69 billion in bank-ineligible securities,
with commercial paper representing about 98 percent of the amount
underwritten. The firms accounted for about 2 percent or less of the
total market for underwriting municipal revenue bonds, mortgage-
backed securities, and asset-backed securities. Comparable market share
data are not available for commercial paper.

When activities of Section 20 companies in both bank-eligible and bank-
incligible securities are considered. Section 20 companies accounted for
about 7 pereent of all revenue realized by sEC-registered securities firms
in the second quarter of 1989 (the latest gquarter for which the compari-
son can be made). Section 20 firms also accounted for about 4 pervent of
total securities industry capital as of June 30, 1989. Ranked by capital,
6 of the top 50 securities firms in the Nation are Section 20 firms.

Page GAD. GGD-YO-4N Bank Powers
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abjectives, Scope, and
Methodology

Section 20 firms have the potential, when ¢ eir activities are well estals-
lished and if they operate at the maximum levels authorized by the
Board, to make a significant impact on the structure of the securities
industry. Also, to date, regulutory officiais have found no evidence thag
any Section 20 firm has damaged the financial condition of a bankor
bank holding company. However, the scope of the bank-ineligible activy-
ties of Section 20 firms has been limited thus far, as the subsidiarics
continue to organize their operations, develop the products and services
they plan to offer, and identify the markets they will enter. Accordinz®x,
it is too early to draw conclusions about Section 20 firms’ impact on thee
market, their profitability, their riskiness, or the adequacy of the reguka-
tory system within which they operate.

In general, bank holding company officials that we interviewed thoughe
that the revenue limitation on the activities of Section 20 subsidiarics, &s
well as many of the firewall provisions, are costly and place unicees-
sary constraints on their competitiveness in the market. Conversely.
securities industry officials said the firewalls are needed to assure fair
competition and to prevent Section 20 firms from benefiting from fede -
ally insured d' posits maintained by their affiliated banks. Board offi-
cials said the requirements are meeting the Board's regulatory
objectives. These officials also indicated that the Board will consider
modifving some of the firewalls after the Section 20 firms have obiainesl
additional operational experience.

In authorizing Section 20 companies to underwrite and deal in bank-ines-
igible securities, the Board required controls, such as separate corporase
identity and regulation by the secC, that we have previously recom-
mended should be part of any long-term solution to the problem of hows
banking and securities activities should be linked.- However. there are
other aspects of Section 20 company regulation, such as the exact pur-
pose of some of the firewalls and their consistency with the megulation
of the international activities of U.S. banks, that we belicve require
additional scrutiny.

In keeping with the request. the principal objective of our work win to
identify how the activities of Section 20 firms have affected nsk lavels
in their respective bark holding companies; how these activities have
affected the securities industry in terms of market share changes, the
pricing of securities, and benefits to the consumer; and how the Board™s

Bank Fowers Issues Relited te Repead of the Glass-Steagall At (GAQ GGD-8R-37. Jan 22 1S
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firewalls have affected bank holding companies. As requested. we also
prepared information on bank holding company finances and the legal

- basis for securities activities of banking organizations that provides a
broader context for discussing the activities of Section 20 compsanies. In
addition, we identified several issues that Congress and regulators nced
tv address when considering potential modifications to the regulation of
Section 20 subsidiaries.

Our 1988 report on Glass-Steagall issues said that coming te grips with
the question of Glass-Steagall repeal represents an opportunity to sys-
tematically address changes in legal and regulatory structures that are
needed to better reflect the realities of the financial market place.* This
report does not represent a comprehensive study of all of the issues
associated with amending or repealing the Glass-Steagall Act, ror docs it
attempt to present conclusions on the way the relationships between
banking and securities activ’ ies should be structured. In keeping with
the nature of the request, we have limited our work to an analysis of the
Federal Reserve's actions, taken under existing legislative authority. to
allow banking organizations to conduct certain securities activiues in
separately capitalized bank holding company subsidiaries.

We interviewed officials and reviewed records at the Federal Reserve
System, Office of the Comptroller of the Currency (occ), Federal Deposit
Insurance Corporation (FDIC), SEC, anid the National Association of Secur-
ities Dealers, Inc. (NASD) to obtain information on the operations and reg-
ulation of Section 20 companies. Our review included financial
information from the reports that bank holding companies file with the
Federal Reserve (Y-9 report) and i: formation on securities activities and
financial data from reports that securities firms file with the sgx
(FOCUS reports).

To gain better understanding of both the operation of Section 26 firms
and the firewalls, we interviewed officials at six bank holding compa-
nies that have established Section 20 subsidiaries and officials from
three investment banking firms that compete with Section 20 firms. We
also discussed aspects of Section 20 firms with representatives from
several regional banking organizations that are considering setiing up a
Section 20 subsidiary. We interviewed officials from industry trade
groups, including the American Bankers Association. Association of
Bank Holding Companies. the Bank Capital Markets Association, and the
Securities Industry Association.

GAOGGD-88-37. January 22, 1988

Page 3 GAO GGD-Y0-4N Bank Powers.




We reviewed industry publications to determine how the activities of
Section 20 subsidiaries compare to the total markets in which these
firms have been active. Because tiw information available on these firms
was very limited, we asked Section 20 firms authorized as of September
30, 1989, to provide us with information on their uncerwriting activi-
ties. All 21 firms responde d.

Because of the limited availability of market data. we also talked with
several persons whom we judgmentally determined would have knowl-
cdge about the markets in which Section 20 firms operate. This included
officials from the Government Finance Officers Association and the Fed-
eral National Mortgage Association.

In keeping with the disclosure provisions of the Federal Banking Agency
Audit Act. the report contains only information about individual bank
holding companies that has previously been disclosed to the public by
the firms ot by federal agencies.

As requested by the Subcommittee, we obtained comments on our draft
report from industry groups as well as federal agencices. The draft was
given to them for comment at the end of December 1989.

The Board of Governors provided some technical suggestions and indi-
cated that the Board's staff found the draft to be satisfactory. (Sce app.
1X.) In addition to some technical points, the comments of 0CC and sk
raised several issues that are discussed in our letter. Tk comments of
ocC and sEC, along with our views, are also contained in appendixes X
and X1, respectively.

We also received written comments from the American Bankers Associa-
tion, Association of Bank Holding Companies, Bank Capital Markets
Association, Coalition for Regional Banks, and the Securitics Industry
Association. The principal points raised in these comments are discussed
in the letter. The comments, along with our views, are also contained in
appendixes X1 to XVIL The National Associ:ition of Securities Dealers,
Inc.. and the New York Stock Exchange provided informal comments
that required no changes to the report.

We did our work from August 1989 through January 1990 using gener-
ally aceepted government auditing standards.

Page 6 GAO GGDY0O-48 Bank Powers




Principal Findings

As of September 30, 1989, 13 of the 21 bank holding companies with
Section 20 subsidiaries had intiated operations involving the newly
authorized bank-ineligible securities activities. Six of the 13 Section 20
subsidiaries have been doing bank-ineligible activities less than 1 yvear.
It is therefore too early to assess the significance of Seetion 20 firms’
bank-ineligible securitics activities. However, information we have
obtained about the activities of the firms, the risks these activities pre-
sent, and the firewalls adopted to safegnard against those risks does
provide insight into the potential market impact of these firms and the
issues that require further consideration.

Market Activities of
Section 20 Firms

Between the second and third quarters of 1989 the volume of bank-
ineligible securities underwritten by Section 20 firms increased from
$36.2 billion to $68.7 billion, or about 90 percent. This increase was due
mainly to commercial paper underwriting activities, which represented
about 98 percent of the total bank-ineligible securities underwritten by
Section 20 firms during both quarters.

During the third quarter of 1989, Section 20 firms accounted for about
1.9 percent of the total underwriting volume of the combined markets
for municipal revenue bonds, morgage-related securities, and asset-
backed securities. Total market volume data for commercial paper are
not available. and therefore commercial paper is not included in this cal-
culation of market share. In the individual markets for municipal reve-
nue bonds, mortgage-backed securities and asset-backed securities,
Section 20 firms' activities represented 1.8, 1.9, and 1.8 percent, respec-
tively. of the total volume underwritten in these markets (see fig. IV.1).
Industry analysts said Section 20 firms have not offercd substantial
price discounts to gain market share.

Other meusures also indicate the market presence of Section 20 firms.
As of June 30, 1989, operating Section 20 firms had about $1.8 biliion in
capital. an increase of 28 percent over the amount invested as of March
30, 1989. The $1.8 billion in capital invested in Section 20 companies
represented about 4 percent of the capital of all securities firms regis-
tered with the skEc at that time. In terms of capital, 6 of the Section 20
firms appear to rank among the top 50 securities firms in the country. In
the second quarter of 1989. the $1.5 billion total revenue of Section 20
firms (almost all of which is from bank-eligible activities) represented
about 7 percent of the revenue of all securities firms registered with S,

Page 7 GAO GGD90-18 Bank Powers




Risks Associated With
Section 20 and Bank
Holding Company
Activities

Although there are risks assoriated with Section 20 company underwrit-
ing and dealing in bank-ineligible securities, the se activities also provide
bank holding comparies with opportunities to diversify their activities
and thus limit their risks from any single activity. It is too early to tell
whether Section 20 firms’ activities and placing these activities in a non-
bank subsidiary have actually affected the risk levels within their hold-
ing companics.

One factor tending to control risks associated with the activities of Sec-
tion 20 companies is the way that the Board has authorized this expan-
sion of power. The Boari has limited the scope and pace of development
of new activities, set capital requirements, and placed limitations and
restrictions (firewalls) on ties between a Section 20 subsidiary and its
affiliates. particularly bank affiliates. Also, the Board endeavored to
prevent an expansion of powers beyond what the Federal Reserve and
other regulatory officials could effectively oversee. It should be pointed
out, however, that bank holding company officials and some regwlatory
officials have said tha: the regulatory structure may hamper the ability
of the hoiding company as a whole to manage its exposure to a single
customer or raarket segment and, thus, the risks that may result from
such exposure.

' Views on Impact of the
, Revenue Limitations and
Firewalls Differ

Banking officials said that the initial 5-percent limitation on the level of
revenue that could be generated from Section 20 firms’ bank-ineligible
securities activities hampered normal business decision processes. When
the Board raised the reverue limit to 10 percent, the officials said that
they believed Section 20 firms gained more flexibisity to decide what
activitics to pursue primarily on the basis of business factors rather
than the revenue limit. However, these officials anticipate that the
higher revenue limit will cause problems in developing business strate-
gies in the near future once the Section 20 firms become fully active in
their underwriting and dealing activities and have started reaching the
higher revenue limit set by the Board. As of June 30, 1989, the ineligible
revenues generated by Section 20 firms were about 3 percent of gross
revenues.

Officials of regional bank holding companies said it has been difficult
for many regional firms to generate a base of cligible revenues sufficient
to establish Section 20 firms. They say it is necessary to transfer into o
Section 260 subsidiary some activities that may not fit well together from
a business perspective in order to provide a large enough subsidiary rev-
enue base to make doing ineligible business worthwhile.

Page 8 GAO/GGD-9048 Bank Powers
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Officials from both multinational and regional bank holding companiex
said other firewall requirements, intended to insulate bank subsidiaries
and their customers from the activities of Seciion 20 firms, increased the
operating costs for bank holding companies. They said the prohibition
on interlocking directors, officers, and employees increases costs by
duplicating staff functions and associaced support systems and hampers
the ability to cffectively manage risks on a holding company-wide basis.
Ofticials from regional bank holding companies were also concerned that
restrictions on ¢ross-marketing reduced the benefits that Section 20
cor:panies could bring to the holding company and the individual and
corporate customers of its bank subsidiaries.

Banking officials said some of the firewall limits on financial ties
between a Section 20 subsidiary and its banking aifiliates prevent bank
holding comparies from undertaking certain practices that would
enhance revenue and benefit their corporate and individual custcmers.
These firewalls prohibit a bank affiliate of a Section 20 subsidiary from
doing such things as clearing bank-ineligible securities—that is. process-
ing and settling securities transactions, for the Section 20 firms—guar-
anteeing commercial paper and revenue bonds underwritten by the
Section 20 firms, or actively marketing securities underwritten by Sec-
tion 20 firms to customers of the bank. They said eliminating these
firewalls would not expose the banks to increased risk and would elimi-
nate the need for banks to give business to competing firms.

Securities industry officials were concerned that the Board’s revenue
limitations may permit * ink holding companies to expand rapidly by
acquiring existing securities firms. They said that a high percentage of
the revenue of many securities firms is derived from activities that are
permissible for bank holding companies.

Sccurities industry officials also expressed concerns that the firewall
requiremeits are not stringent enough to insulate bank subsidiaries
fully from the activities of Section 20 firms or to prevent Section 20
firms from having access to funds at a lower cost than would be availa-
ble to securities firms. They said that a bank holding company, because
of its association with the federal safety net, which includes deposit
insurance and lender of last resort assistance from the Federal Reserve,
can generally obtain funds at a lower cost compared to nonbank organi-
zations. They said that there is a perception in the market that during
stressful times regulators may extend the federal safety net to nonbank
stbsidiaries within a holding company in order to ensure the viability of
pank subsidiaries.

Page 9 GAO/GGD-Y048 Bank Powers
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O Observatiens

“ederal Reserve officials said the Board has followed a conservative
approach in authorizing the establishment of Section 20 companies and
that to date the firewalls have adequately protected federally insured
activities done in bank holding companies that have established Section
20 companies. They said that separate capitalization and other firewall
requirements applicable to a Section 20 firm and its affiliates have
effectively insulated bank subsidiaries from the activities of a Section
20 firm.

The Board granted bank holding companies powers to do a broader
range of securities activities as a step to enhance these companies’ com-
petitiveness in the finincial services market. Board officials recognized
that some firewalls—designed to protect federally insured activities
from risks assoc;ated with Section 20 company activities—could result
in higher cost to the holding company than would ocecur without the
restrictions. Tue officials said that the Board plans to review the appro-
priateness of the firewall requirements and noted that to date the Board
has made some modifications. For example, in September 1989 the
Board modified the firewall that had prohibited a Section 20 company
from underwriting or dealing in certain bank-ineligible mortgage-backed
securities issued by its affiliates by allowing su«h transactions.

In November 1989, the Board made further changes to the firewalls. In a
decision currently relevant to one bank holding company, the Federal
Reserve permaitted the Section 20 firm’s bank affiliates or parent to
extend credit to customers whose debt was privately placeds through
the Section 20 firm, even if the customer used the loan to repay princi-
pal on that debt. Such extensions of credit previously were not autho-
rized by the Federal Reserve. The Federal Reserve also allowed the
parent compa:  to buy up to half of any debt issue privately placed by
its Section 20 subsidiary.

Our previously cited 1988 report on issues related to repeal of the Glass-
Steagall Act concluded that if the securities powers of banks were to be
expanded (whether by an act of Coagress or by regulation). a phased

In private placemenis, Seetion 20 firms would 3¢t 0 an agency sapaity to arrange <ales of securities
between an sssuer and i relatively small namber of mstitutional nvestors.

AL easi 3 vears must elapse from the time a customer’s sex ritses sre placed through the Section 20
substehiry before such credit nay be granted.
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approach should be used. A phased approach is one in which authoriza-
tion of mew securities activities by banking organizations is done incre-
mentally as necded changes to segulation and oversigl.c are put in place.
The actions taken by the Federal Reserve in allowing limited expansiom
of scecurities activities in Section 20 companies have been generally com-
sistent with the approach we suggested. This contrasts sharply with the
experience in the thrift industry, where many firms expamded rapidly
into new activities and federal and state regulators did not exercise adie-
quate supervision.

We cannot yet tell how the market will judge Section 20 firms. We do mot
know if they will prove to be profitable, if bank holding companies will
choose to use them as vehicles for substantial expansion of their secury-
ties activities (perhaps by acquiring existing securities firms), or if thewy
will prove to be a reasonably satisfactory long-r- 1 solution to bank
powers kssues involving securities markets.

Some features of the Section 20 arrangement (such as use of a separate
skC-rednlated subsidiary and regulation of the entire holdung company
by the Federal Reserve) are, in our view, esscential, at least in the near
term, in permitting the affiliation of the banking and securities busi-
nesses. However, there are also matters that suggest the meed for fur-
ther review of how best to structure securities activities within a
banking organization. For example, in order to comply with revenue Ezn-
itations, banking organizations that want to underwrite and deal in cev-
tain seauritics may have to engage in bank-eligible activities, such as
dealing extensively in governme ! bonds, not otherwise ckasely related
to the business strategy of the firm.

Our work suggests that banking and securities regulators and Congress
should cxencentrate on seven areas in considering the need for further
changes in the arrangements for Section 20 subsidiaries.

1. International perspective. Section 20 arrangements raise scveral ques-
tions abeut the interrelationship of domestic and internataonal aspects

of bank holding company regulation. U.S. banking organizations operue
in countries, such as the Federal Republic of Germany, Swixzeriand, and
the United Kingdom, that do not observe the same separation of banking

and securities activitics as is mandated in the United States. In these

“GAQ) (;(-ID"‘H 37, l|n|||n 2 TARK pages Zand 3

Payge 11 GAO GGD 348 Bank Pomers




B-237708

countries, subsidiaries of U.S. banks, as well as U.S. bank holding comm-
pany subsidiaries, can engage in securities operations (such ::s under-
writing and dealing in corporate debt) as well as traditional banking
activities within the limits set by the Federal Reserve and host country
regulators. There is no organizational separation enforced for these
activitics. Allowing U.S. banks operating overseas to combine banking
and securities activities in this manner allows them to be competitive in
those markets. However, it also raises the question of exactly what it is
that makes similar arrangements inappropriate in the U.S. market. The
quiestion is particularly relevant because applying Section 20 firewalls
only to domestic operations would seem to provide an incentive for U_S.
banking organizations to focus more on foreign markets. Therefore, it
would be useful to know more about how the activities of Section 20
subsidiaries fit into the worldwide operations of a large banking
organization.

It is also possible that firewalls intended to protect domestic banks cosald
eventually make it easier for foreign banking organizations than domes-
tic ones to undertake a full range of securities activities in the US. maxr-
ket and perhaps in overseas markets as well. For example, several
foreign banks applying to set up Section 20 companies asked the Federal
Reserve to waive certain firewalls for them on the grounds that foreia
banks were not connected to the U.S. deposit insurance system and
hence the firewalls were not needed. In its January 1990 Order authosiz-
ing three foreign banks to establish Section 20 subsidiaries, the Board
tried, to the extent possible, to apply the firewalls to the foreignowned
Scction 20 subsidiaries. However, the firewalls do not all apply to thes=
firms in exactly the same way because foreign banks generally are not
organized under the same type of holding company structure that is
common in the United States, and there are limits to the restrictions that
the Board can impose on foreign banks and their subsidiaries. Toan
unknown extent, therefore, foreign banking organizations may have
greater flexibility than do domestic ones in coordinating the activities of
their Section 20 firms with activities outside of the United States.

2. Organizational structure, One reason advanced for allowing Section
20 companies to engage in securities activities is the intention to
strengthen banking organizations. However, it is not clear exactly
whether or how the Section 20 firm will strengt! 1 insured depository
institutions that are part of the holding company. To the extent that
profitable activities are moved out of the bank to provide a base of eligh-
ble revenue for the Section 20 subsidiary, it follows logically that the
bank itself becomes smaller, less diversified, and perhaps less profitabde.

Page 12 GAQ, GGD90-48 Bask Powews
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Also, if Section 20 companies prove to be profitable. funds sent to the
holding company parent may not be available to a bank subsidiary if the
parent decides not to so invest them.

The relationship of a Section 20 company to insured bank affiliates is
particularly important if the bank gets in trouble and is in danger of
failing. The Federal Reserve has a source of strength policy, incorpo-
rated in its Regulation Y, that a bank holding company shall serve as a
source of financial and managerial strength to its subsidiary banks.
However, the exact conditions under which a bank holding company cam
be required to use nonbanking assets to support bank subsidiaries have
not been set out in detail.’ Clarification of the operational basis of this
source of strength policy would help in providing a clearcr perspective
on how the firewalls and source of strength policy work together in
strengthening banks affiliated with a Section 20 firm.

In commenting on the draft of our report, occ said that we appeared to
endurse the Federal Reserve's view that ineligible securities activities
should take place only within a securities subsidiar; of a bank holding
company. A similar comment was made by the Association of Bank
Heolding Companies. occ said it believes that alternative arrangements.,
such as securities underwriting in direct subsidiaries of federally
insured banks, should be considered. In addition, the Coalition for
Regional Banks said in its comments that U.S. banks should be permitted
to establish and fund Section 20 subsidiaries just as the Federal Reserve
has permitted foreign banks to do. The Coalition also said that FDIC's
regulations permit insured state nonmember banks to establish subsidi-
arivs to engage in underwriting and dealing activities. and such activi-
ties should not become impermissible simply because the bank is owned
by a bank holding company.

As stated carlier, we believe there are benefits asscciated with using
bank holding company’ subsidiaries as the way to expand the securities
powers of banks, at least in the near term. Although we have not
endorsed any particular view of how securities activitics and banking
must be organized within a banking organization in the long run, we
believe cortain features that are provided for in the present arrange-
me-nt should be preserved. These features are (1) separate corporate
identity for the firm engaging in the ineligible activities; (2) regulation

“The Fuemenl lnstitutions Reform, Recovery. and Enforcement Act of 196895, Public Law No i01-Tx
1ol Seat. 183 (1R, holds iffitiated insured depositary instrtutions liable for cach others” Jonees b
themes ot extend this liabnlity to holding companses unless they themselves are depositony instatutions
1S, 20600 TN,
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e

of the banking and securities affiliates by a federal bank regulator and
the siC, respectively; and (3) regulation by the Federal Reserve of the
financial holding company that owns the bank and securities affiliates.

If Section 20 firms were subsidiaries of a t - nk rather than a bank hold-
ing company. the problem mentioned earlicr of how to have insured
banks benefit financially from the activities of Section 20 firme would
be solved. (As a bank subsidiary, all of the Section 20 firm's profits would
then pass directly to the bank and the value of the securities firm would
be consolidated with the assets of the bank were the bank to fail) But
there are also other considerations to weigh. It is by no means certain
that all Section 20 firms will make money. (In 1989, some major securi-
ties firms lost money.) If the Section 20 fi-m is a bank subsidiary, losses
in that subsidiary would also pass immec .tely to the bank and reduce
its capital. Furthermore, as a bank subsidiary, a Section 20 company
would be more directly linked to the federal safety net provided by
deposit insurance and Federal Reserve discount loans. Extension of the
federal safety net in this way may convey unwarranted competitive
advantages to firms associated with banks, and it may make market
participants less concerned about the riskiness of finar. Jal ventures
funded through Section 20 firms.

3. Purpose of firewalls and other limitations. In evaluating whether Scc-
tion 20 company arrangements represent an appropriate way to stric-
ture links between the banking and securities industries, it is important
that the purpose served by each of the limitations on the powers of Sec-
tion 20 companies and each of the firewalls be as clear as possible.

The problems involved in pinpointing tne reasons for special provisions
can be illustrated by the firewall that prohibits a bank from issuing a
letter of credit to support commercial paper underwritten by its Section
20 affiliate. Looking at this firewall from a risk point of view, if the
guarantec is priced correctly, the bank would be no more exposed to risk
by the guarantee than if the bank simply made a loan te the company
for the full amount of the securities underwritten. The question of risk
in this case, therefore, is one of whether, in the absence of the firewall,
bank officials can be trusted to maxke reasonable pricing decisions. Fed-
eral Reserve officials say that the desire to obtain fee income may lead
the bank affiliate to be less than objective in assessing the risks involved
when pricing the letter of credit. However, the bank already can issue
letters of credit to support municipal general obligation bonds the bank
itself underwrites, and the officials of the bank have many opportuni-
ties t¢ take risks in making other pricing decisions.
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In commenting on our draft report, 0cC said that the report generally
approved of the Federal Reserve’s 10 percent revenue limitation. Along
with the Association of Bank Holding Companies and the Co:  -»n for
Regional Banks, 0CC also pointed out that the “‘engaged prin. <" lan-
guage of the Glass-Steagall Act is subject to different interpre” - ions.
occ said that a revenue limit of greater than 10 percent would be legally
permissible and that it is inappropriate to set a definitive level of gross
revenues as the “engaged principally™ standard for all cases. In addi-
tion, the Coalition for Regional Banks said that a revenue limit of 25 to
49 percent of gross revenues would be more realistic. 0cC suggested that
alternative measures other than limiting gross revenues should be
explored for defining “engaged principally.” The Association of Bank
Holdi: ¥ Companies and the Coalition for Regional Banks suggested that
the gross revenue limit could be applied on the basis of the consolidated
revenues of the bank holding company.

Our report agrees with the Board's policy of using the revenue limit to
phase in bank-ineligible securities activities, but we do not have a posi-
tion on the percentage of revenue that ultimately should be allowed
under the act. We recogn’-e that in the long run there may be other
options for interpreting the “engaged principally™ clause under the
Glass-Steagall Act and that if that act were changed, other ways of
appropriately phasing in or limiting the securities activities of bank
holding companies could be devised.

4. Regulatory burden and the effectiveness of firewalls. A number of
bankir ; officials we talked to commented that many of the firewalls
represent what can be termed regulatory “overkill.” They said that the
firewalls weren't needed because enforcement of basic banking and
securities laws, such as those dealing with transactions within a holding
company and conflict of interest situations, provide sufficient protection
against risks or abuses.

In seeking to determine the best way to structure links between the
banking and securities industries, we think it would be useful for bank-
ing and securities regulators to examine individual firewalls from the
perspective of their cost and what they add to the general regulatory
structure already in place. However, the examination must inchade real-
istic assessments of the new demands associated with expanding the
securities powers of banking organizations, the capabilities of federal
and state regulators to detect and deter abuses, and the adequacy of
penalties for violations.
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An illustration of what such an examination must include can be seen im
efforts to prevent conflict of interest abuses by institutions® and insider
abuses by employees of banking organizations. In an earlier report we
said that while instances of abuse may occur, institutional abuses of
conflicts of interest were not significant, widespread problems in the
banking industry.” However, we also pointed out that expanding the
securities powers of banking organizations could increase the potential
for conflict of interest situations. We therefore concluded that given the
harm that could result to consumers and ultimately to the banking sys-
tem from abuses, the potential for abus. warrants close attention if
banking institutions were granted expanded securities powers. There
have been instances in which banking organizations that got into trouble
have not followed general regulatory restrictions intended to prevent
conflict of interest abuses.* In a similar vein, studies have also shown
the incidence of insider abuses have existed in over 50 percent of the
bank failures.'* Opportunities for insider abuse could also be expected to
increase as the securities powers of banking organizations are
expanded."

%A conflic* of interest occurs when a person or business serving more than one interest ean poten-
tially ber: {it by favoring one interest at the expense of the others. Conflict of interest sauations,
which can ocair in the normial course of business operations, are neither inherently wrong nor neces-
sarily illegal. However, a conflict of interest situation represents an oppostunity for abuse.

For example, the parent within a bank holding company may favor, especially during tisses of stress.
an affiliate in which it has more invested relative to investments in other affiliates. In such a confint
situation, managers could, for example, make imprudent or unsound loans to an affiliate. transfer bas
assets from the affiliate to the bank. or require the bank to purchase service from the affiliate at
inflated prices.

Conflict of interest situations also exiest within a securities firm. Abuses can occur, for example, whem
a firm buy's or sells securities or provides investment advice to customers for the purpose of assisting
its own trading, marketmaking, or underwriting activities rather than serving the customers’ best
interests.

"Banking: Conflict of Interest Abuses in Commercial Banking Institutions. (GAQO/GGD-89-35, Jan.
1984).

1'For example, in the mid 1970s, severe problems developed in the mortgage banking affitiate of the
Hamilton National Bank. which specialized in real estate development loans. The affiliate’s operations
were funded through bank lines of credit and the sale of holding company comunercial paper. When
the parent holding company was unable to rull over its commercial paper, i forced Hamilton Nationad
Bank to buy a large amount of low-quality morigages from the severely distressed mortgage banking
affiliate of the holding company. These purchases far exceeded the amount permitted by kaw (Section
23A of the Federal Reserve Act) and resalted in the subsequent failure of the bank.

M Banking: Conflict of Interest Abuses in Commercial Banking Institutions (GAO/GGD-8%-35, Jan.
1989, pp.23 251

71t should be noted, however. that the fact that opportunities for insider abuse may increase does
not mean that more instances of abuse will actually occur. Factors such as good internal controls can
limit the occurrence of actual abuses.
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In commenting on our draft report, o0C said that the draft seemed to
endorse the Federal Reserve’s system of firewalls and that we did not
consider the safeguards, such as customer protection rules administered
by SEC, or other regulatory and market safeguards that might show that
firewalls are unnecessary and/or ineffective. In addition, banking
groups felt we did not give sufficient emphasis to the burdens that
firewalls and other restrictions imposed on well-run institutions. They
also said we did not give sufficient emphasis to the reduced benefits for
corporate and individual customers that result from the firewalls.

We have not endorsed the Federal Reserve's entive system of firewalls
as an essential part of expanded securities of bank holding companies.
However, we think a cautious approach to expanding powers is war-
ranted. Protecting against problem situations, which experience has
shown are sure to occur, is precisely a major purpose of financial mar-
ket regulation. The firewalls and other restrictions provide regulators
another set of tools for dealing with the types of problems that can arise
when banking organizations expand their securities operations. These
special provisions limit the scale of new activities and establish meas-
ures that regulators can enforce relatively easily. Of course, it remains
to be seen how effective the provisions will be. When bank holding com-
panies can demonstrate adequate capital, effective internal controls, and
ability to manage new powers in a responsible ma: :er, consideration
can be given to reducing regulatory burden by rel: ing some of the
firewalls in light of the other regulatory controls that are in place and
provided that sufficient regulatory resources are available.

In commenting on a draft of this report, the Bank Capital Markets Asso-
ciation said greater ernphasis * "uld be given to the point that some
firewalls could increase risk rather than reduce risk. One example the
Association cited was the absolute prohibition on a bank making loans to
its Section 20 affiliate if the affiliate is authorized to deal in corporate
debt and equity. The Association said that this prohibition could weaken
the overall structure of the banking organization during a liquidity crisis
such as we experienced in October 1987.

We agree with the Association’s concern in the example cited. In our
1988 report on issues related to repeal of the Glass-Steagall Act. we said
that to preserve the traditional liquidity role of banks, banks should be
permitted to lend to their securities affiliates, but only on an arm’s-
length basis."

HGAQ/GGD-88-37, January 198K, pages 7 and 8.
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5. Consumer protection. Clarification is needed as to the level of firewadll
protection that is adequate to protect retail bank customers with monew
to save or invest. Firewalls prevent banks from marketing securities
underwritten by Section 20 affiliates. One purpose of this restriction is
to keep customers from being confused about which products are
insured and which are not. However, the possibility for such confusion
already exists because a bank can sell securities products to its custons-
ers from a bank-owned discount brokerage subsidiary under conditions
far less stringent than those applied to Section 20 companies.

In commenting on a draft of this report, the Coalition for Regional Banks
said that customer confusion may be avoided by appropriate disclo-
sures. We agree that disclosures are important, but they may not in all
instances be sufficient to protect customers of insured depository
institutions.

6. Costs and competition. The cost of operating a Section 20 company
compared to a securities firm not affiliated with a bank is another arca
that deserves further study. Banking officials said Section 20 companies
operate at a cost disadvantage due to capital requirements and various
firewalls. Securities “irms officials, on the other hand, said that associa-
tion with banks gives Section 20 firms a cost advantage. Further investi-
gation of this issue was beyond the scope of this report.

7. Reciprocal treatment of securities firms. Another issue that should be
studied regarding the Section 20 arrangement is that no comparable
opportunity exists for domestic securities firms to expand into domestic
banking. However, determining the significance of Section 20 companies
from a fairness perspective is complicated by several considerations.

Under Section 23B of the Federal Reserve Act, all transactions between
holding company affiliates must be conducted on an arm’s-length basis.
so that a bank would not be permitted to give favorable treatment to ar
affiliate in issuing or pricing a letter of credit. If effective, this provisiom
would reduce a bank’s potential competitive advantage, although banks.
might still enjoy a competitive advantage from economies associated
with being able to combine banking and securities activities in a single
holding compa: . This advantage could result in some combination of
higher profits for banking organizations and lower prices for consumers.

Another complicating factor is th=* seci: ities firms possess other advan-
tages over Section 20 subsidiaries and their bank holding companies. For
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example, securities firms can be affiliated with activitices such as insur-
ance, which cannot generally be undertaken within bank holding compa-
nies. Also, some securities firms are affiliated with so-called nonbank
banks that were authorized prior to the Competitive Equality Banking
Act of 1987 (CEBA).! In additinn, a securities firm can be affiliated
with an overseas bank, which may provide it a degree of flexibility in
relating sccurities and banking activities in both domestic and foreign
markets that is not available to banking organizations. Furthermore, the
parent holding companies of securities firms are not subject to the same
type of regulation that the Federal Reserve impose< on bank holding
companies.

In commenting on the draft report, SEC said it agreed with our concern
that the Section 20 arrangement provides no comparable opportunity
for securities firms to expand into banking activities. sEc said that con-
sideration should be given to amending the Bank Holding Company Act
to permit securitic.: firms to own banks without subjecting the securities
firms and their holding cormpanies to the full regulatory system applica-
ble to banks and their hol<' 1g companies. Various arrangements for
associating banking and securities activities within a financial holding
company need to be studied. However, we also believe that any struc-
ture that is adopted needs to include appropriate controls over the
entire holding company comparable to the Federal Reserve's controls
over bank holding company operations.

In commenting on the draft report, the Coalition for Regional Banks and
the Bank Capital Markets Association both said. in essence, that if
safety considerations are satistied, maintaining competitive eqgiatlity
between the banking and securit’ 's industries was not an important
public policy objective. We believe that competitive equality is hard to
define and that attempting to maintain a concept of competitive equality
should not obliterate the importance of keeping U.S. financial markets
healthy. However, as a practical matter, fairness issues are hard to
ignere when changes are considered that affect industries as highly reg-
ulated as the banking and securities industries.

"INonbank banks were entities with bank or bank-like charters but did not nieet the Bk Holdi
Company Act’s definition of a bank Can mstitution that both teek denind deposits and meade cone
merctal loans). Nonbank banks could be owned by firms that were ot bank holding comganies arst
were et subject to the provisions of the Bank Holding Compsany Act. CERA expanded the delinian
of & bank to mchide most institutions with FDIC insuriasce and thus put an end to the abainy of
companes 1o avoid the provisions of the Bank FHolding Company Act by estabhstong nonkeenk hanks
CEBA also grandfathered the existunt nonbank banks but placesd cortain re~tnctions on thear grvath
el activities,
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As arcanged with the Subcommittee, we are providing copies of this
report to other interested Members of Congress, appropriate commit-
tees, executive branch agencies, and the public.

The major contributors to this report are listed in appendix XVII. If you
have any questions on this report, please call me on 275-8678.

Sincerely yours,

(% Ao

Craig A. Simmons
Director, Fi' ancial Institutions
and Markets Issues

Page 20 GAO, GGD-YO-14 Bank Powers




BLANK PAGE

Page 21

GAO/GGD-90-48 Bank Vowers




SR -
Letter 1
Appendix I 28
Market Share, Pricing, Ixrf‘:t Share f:
" C
?’3?) lI.Benefu:s to the Bonefos 3
1C
E
Appendix II 34
Risk to the Holding Tz st e 2
C( mpany ISK tO mna
Appendix III 40
Im: act of Revenue geﬂem' Ci?m{ft‘;:‘itsn :;
. . . Ccvenue Limi O
L}Hlltatl()n and Capital Adequacy Conditions 44
Firewalls Restrictions and Prohibitions on Financial Ties Between 47
Banks and Section 20 Affiliates
Corporate Separateness: Prohibition Against Banks 53
Sharing Employees and Information and E:. aging in
Marketing Activities
Y RS
Appendix IV ‘ 58
Section 20 [
Subsidiaries’ Activities
Appendix V o8
Capital Structure and T Capital Strucuire o a Bank Holding Company 68
. apita equacy Rules for ion 20 Subsidiaries an
gaplt_al Ade?u?cy Their lolding Companies
equirements 1or
Bank Holding
Companies and
Section 20 Firms

Page 22 GAO/GGD-9048 Bank Powers




Contents

Appendix VI

The Regulatory
Framework Affecting
the Securities
Activities of Banks

Activities of Banking Organizations
Recent Board Actions Affecting the Securities Activiiies
of U.S. Banking Organizations
SEC Regulation of Section 20 Companies 91

80
Primary Legislative Provisions Affecting the Securities 80
90

Appendix VII
Firewalls Applicable
to Section 20 Firms
That Underwrite a.d
Deal Only in Municipal
Revenue Bonds,
Mortgage-Related and
Asset-Backed
Securities, and/or
Commercial Paper

Appendix vIII
Firewalls Imposed by
the Federal Reserve
Board on Section 20
Companies Authorized
to Underwrite and
Deal in Corporate Debt
and Equity Securities

99

App: adix IX
Comments From the
Board of Governors of
the Federal Reserve
System

Page 23 GAO/GGD-90-18 Bank Pewers




Contents

Appendix X
Comments From the
Office of tl.e
Comptroller of the
Currency

108
GAO Comments 110

Appendix XI
Comments From the
Securities and
Exchange Commission

112
GAO Comments 114

Appendix XIi
Comments From the
American Bankers
Association

115
GAO Comments 118

Appendix XIII
Comments From the
Bank Capital Markets
Association

119
GAO Comments 123

{

Appendix XIV
Comments From the
Association of Bank
Holding Companies

GAO Comments 127

Appendix XV
Comments From the
Coalition for Regional
Banks

128
GAO Comments 141

Page 24 GAO, GCD 9948 Bank Powers




Appendix XVI

Contents

143
Comments From the
Securities Industry
Association
Appendix XVII 144
Major Contributors to General Government Division, Washington, D.C. 144
This Report
[ CF o g s
Related GAO Products 145
[ - e ]
Tablcs ‘Fable 1.1: Market Share of Section 20 Subsidiaries for 8
Selected Bank-Ineligible Securities (Third Quarter
1989)
Table 1.2: Volume of Bank-Ineligible Securities st
Underwritten by Section 20 Firms During the Second
and Third Quarters of 1989
Table 1.3: Share of Revenue of Section 20 Firms 30
Table L4: Coraparison of Section 20 Firms’ Capital to the 320
Total Capital of the Securities Industry
Table IV.1: Bank Holding Companies Authorized to &0
Establish Section 20 Subsidiarics as of September 30,
1989
Table IV.2: Section 20 Subsidiaries That Hlad Commenced 51
Bank-Incligible Activities as of September 30, 1989
Table IV.3: Section 20 Subsidiaries Underwriting in 1
Selected Bank-Ineligible Securities by Volume From
July 1, 1988, to Septernber 30, 1989
Table 1V.4: Revenues of Section 20 Subsidiaries, From 35
July 1, 1988, to September 30, 1989 (Unaudited)
Table IV.5: Section 20 Firms™ Assets as a Percent of 66
Parents’ Assets as of June 30, 19589 ( I'naudited)
Table [V.6: Section 20 Firms' Capital as a Percent of tos
Parents’ Capital as of June 30, 1939 (Unaundited)
Table V.1: Capital Structure of the Parent Companies of 19
the 25 Largest Bank Holding Companies as of June
30, 1989
Payge 235 GAO /GGD9-48 Bank Poweas




Contents

el ”‘ - - a -
oK
¥y
3y
:l"
% i
/
[
Figures
.

Table V.2: Capital Structure of the Parent Companies of
the 25 Largest Bank Holding Companies as of June
30, 1989

Table V.3: Proportion of Parent Company Assets Invested
in Banking Subsidiaries for US. Bank Holding
Companies Authorized to Set Up Section 20
Subsidiaries as of December 31, 1988

Table V.4: Frequency of Double Leveraging in the U.S.
Bank Holding Companies Authorized to Set Up
Section 20 Subsidiaries as of December 31, 1988

Table V.5: Hypothetical Example of the Capital Structure
of a Consoiidated Bank Holding Company

Table V.6: Equity Capital as a Percentage of Bank Holding
Company Assets for U.S. Bank Holding Companies
Authorized to Set Up Section 20 Subsidiaries as of
December 31, 1988

Table V.7: Market Price as a Percentage of Book Value
Per Share for U.S. Bank Holding Companies
Authorized to Set Up Section 20 Subsidiaries as of
December 31, 1988

Table V.8: Primary Capital as a Percentage of
Consolidated Bank Holding Company Assets for U.S.
Bank Holding Compzanies Authorized to Set Up
Section 20 Subsidiaries as of December 31, 1988

Table VI.1: Activities Clusely Related to Banking and
Approved for Bank Holding Companies Contained in
Regulation Y

Figure I11.1: Permissible Extensions of Credit to a Scction
20 Affiliate Under the 1987 Order

Figure {I1.2: Permissible Extensions of Credit to a Section
20 Affiliate Under the 1989 Order

Figure 111.3: Permissible Officer, Director, or E. -ployee
Interiocks Between Section 20 Subsidiarie:; and
Affiliates Under the 1987 and 1989 Orders

Figure IV.1: Section 20 Firms' Market Share of
Underwriting for Selected Bank-Ineligible Securities,
From July 1, 1988, to September 30, 1989

Figure IV.2: Bank-Ineligible Municipal Revenue Bonds
Underwritten by Section 20 Firms, From July 1,
1988, to September 30, 1989

g

Page 26 GAOQ/GGD-90-48 Bank Powess

- - N - . / .

L




Trell

F gure IV.3: Bank-Ineligible Mortgage-Related Securities 63
Underwritten by Section 20 Firms, From July 1,
1988, to September 30, 1989

Figure 1V.4: Bank-Ineligible Asset-Backed Securities 64
Underwritten by Section 20 Firms, From July 1,
1988, to September 39, 1989

Figure IV.5: Bank-Ineligible Commercial Paper 64
Underwritten by Section 20 Firms, From July 1,
1988, to September 30, 1989

Figure IV.6: Revenues of Section 20 Firms, From July 1, 66
1988, to September 30, 1989

Figure V.1: Simplified Structure of a Bank Holding 68
Company

Figure V.2: Hypothetical Example of the Capital 73
Structure of Bank Holding Company Subsidiaries
(Dollars in millions)

Figure VI.1: Possible Organization Structure for the 81
Conduct of U.S. Bank Holding Company’s
International Operations ,

Figure VI.2: Limitations on Transactions Between 86 -
Affiliates in U.S. Banking Organization's
International Operations

Figure VL.3: Constituent Elements of U.S. Bank Holding 88
Companies Eligible to Underwrite Corporate D- "t

Abbreviations

FDIC Federal Deposit Insurance Corporation
GAO General Accounting Office

MSRB Municipal Securities Rulemaking Board
NASD " National Association of Securities Dealers, Inc.
NYSE New York Stock Exchange

oce Office of the Comptroller of the Currency
SEC Securities and Exchange Commission

slA Securities Industry Associai s

SRO Self-regulatory organization

Subs. Subsidiaries

Us. United States

1Q89 First quarter, 1989
2Q8Y Second quarter. 1989
3Q89 Third quarter. 1989

Page 27 GAQ, GGD90-48 Bank Powers




Appendix |

Market Share, Pricing, and Benefits to
the Public

This appendix discusses effects on market share, prices, and benefits to
the public of Section 20 firms’ activity in the markets for commercial
paper, municipal revenue bonds, asset-backed securities, and mortgage-
backed securities. Since subsidiaries only began operations after June
1988, trend analyses and comprehensive discussions of impact are diffi-
cult to make.

Market Share To the extent possible, we estimated the market share of Section 20 sub-

sidiaries in underwriting bank-ineligible securities on the basis of data
we compiled from the subsidiaries themselves and estimates of total
market activity compiled by industry sources. We also examined other
indicators of the market impact of Section 20 companies—relative
shares of total revenue and capital.

We obtained market activity data from each Section 20 subsidiary that
as of September 30, 1989, ha received approval from the Federal
Reserve to do business in any of the four categories of the securities we
were requested to examine. Table 1.1 shows the rclevant total und. -
writing activity of the securities industry and, wi e possible, Section
20 subsidiaries’ share of that volume in these secu:'ies for the third
quarter of 1989. As noted, a comparable computatic... for market share
cannot be made for commercial paper based on information available.

Underwriting Data

i
Tabie I.1: Market Share of Section 20
Subsidiaries for Selected Bank-Ineligible
Securities (Third Quarter 1989)

Dollars in millions

Total marizet
volume

M_ortga_g_e_-_bacied secunties®

Municipal revenue bonds

Commercial paper __ NA" h ‘;67“.659,9:

Consumer-related recen - les

*Section 20 firms deal only n obligations that are secured by or represent an interest in on= to four
family residenhal real estate and are rated as investment qually by a nationally recognize<3 rating
agency. such as Moody's

YNA: Not available Quarterly market volume data for commercial paper are not compiled try mdustry
sources Data are avaitable for the total amount outstanding for a given pomnt in time

Sources. Investment Dealer's Drgest. GAQO analys:s.

In the third quarter of 1989, Section 20 subsidiaries underwrote a total
of $68,690.5 million in bank-ineligible securities, 98.5 percent of which
was commercial paper. Of the 13 Section 20 firms doing business in

bank-ineligible securities during the third quarter of 1989, the greatest
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number had commenced activities in the municipal revenue bond market
(10) and the commercial paper market (7). The top three firms
accounted for about 656 percent of the total amount of ineligible securi-
ties underwritten by Section 20 firms.

The total volume of underwriting activity in bank-ineligible securities of
Section 20 firms grew between the second and third quarter of 1989,
Table 1.2 shows that between the second and third quarters of 1989, the
volume of bank-ineligible securities underwritten increased by $32,535.9
million, or almost 90 percent. As mentioned above, the share of commer-
cial paper was approximately 98.5 percent of all bank-ineligible securi-
ties underwritten by active Section 20 firms (see app. IV). The high rate
of increase reflects the fact that firms were still in a start-up period dur-
ing the second quarter.

In the third quarter of 1989, revenues from bank-ineligible securitics
activities accounted for about 1.8 percent of the total revenue of the
Section 20 firms. Under the 10 percent revenue limitation, the revenue
from underwriting and dealing in bank-: .eligible securities could triple
if total revenue for the firms stayed constant.

Table 1.2: Volume of Bank-Ineligiblg - 1 RN &3

Securities Underwritten by Section 20 Dollass in millions

Firms During the Second and Third Number of active firms Increase

Quarters of 193¢ i 2089 3Q89 2089 ¥ Am ot Percent
13 13 $36.154.7 $6869.6  $325359 200

Total Revenue of Section To provide additional insight into the mar: : presence of Scction 20

20 Subsidiaries firms, we examined the total revenues of Section 20 firms from all
sources compared to total revenues of all securities firms. Total reve-
nues include revenues generated from both bank-eligible' and bank-
ineligible activities, i.e., the four kinds of securities we examined plus
the debt securities that were approved in January 1989 (see app. [V for
a more detailed discussion of debt securities). Table 1.3 compares the
amount of revenues generated during the first and second quarters of
1989 by Section 20 subsidiaries to the total revenue during the same

The bank-cligible revenues include bank-eligible activitics that were being dane by the submadiarics
prior to commencing bank-ineligible activities, as well a: *-ank-eligible activities that may have been
transferred from bank affiliates.
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Market Share, Pricing, and Benefits to
the Public

periods for all securities firms registered with sec. The revenue of Sec-
tion 20 firms grew from 5.2 percent of the industry total in the first
quarter of 1989 to 7.2 percent in the second quarter of 1989.

Table 1.3;: Share of Revenue of Section 20
Firms

& 3 W |

Dollars n millions

- 1089 2089 increase
Section 20 subsickanes $890 s1e61 64.2%
Total secunities ndustry 17,147 20185 177
Section 20 subs«hanes' share of total 52 72 T

Source SEC. GAQ analysis.

"otal Capital of Section 20
Subsidiaries

Another measure of the relative size of Section 20 companies we
examined is the capital invested in the firms. Table .4 shows the total
amount of capital (ownership equity plus subordinated debt, i.c., deht
with claims on assets ranked below other, more senior debt) for all of
Section 20 subsidiaries as of March 31, 1989, and June 30, 1989. The
table also shows total capital for all securities firms registered with skc.
As of June 30, 1989, there was a total of $1,818 million of capital in
Section 20 firms. This represented 3.7 percent of total capital in the
securities industry. The share of industry capital in Section 20 firms
increased in the second quarter because the capital of Section 20 firms
increased almost 27.5 percent while the total for the industry increa<ed
about 3 percent.

Table 1.4: Comparison of Section 20 {
Firms' Capital to the Total Capital of the
Securities industry

Wr ] . IR

~ TN

Doilars in millions

1088  2Q89 Increase
Section 20 subsidianes TTTs1426 0 31818 2757
Total securities industry TUTar699 0 acadd 30
Section 20 subsighar+ 3 share of total T30 37

Source SEC. GAQ anai, »'s

The capitalization of some individual Section 20 firms placed them
among some of the larger securities firms registered with sec. When
ranked according to capital, 6 of the Section 20 firms were among the
top 50 broker-dealers as of the end of the second quarter of 1989. Three
of these 6 were among the largest 25 broker-dealers.
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Market Share, Pricing, and Benefits to .
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Outlook Although Section 20 firms seem to have the potential to increase their
market presence, there is no way to know at this point how fast this will
occur or whether it will occur at all. We observed that factors influenc-
ing the growth of these subsidiaries include the profitability (success) of
the firms, regulatory arrangements, and domestic and international mar-
ket conditions.

The Federal Reserve has some impact on the level of capital—-and hence
market penetration—available to Section 20 companies. Under the Fed-
eral Reserve’s firewalls, bank holding companies must receive approval
before increasing the capital the parent invests in their Section 20 sub-
sidiaries. The Federal Reserve must also approve the acquisition of
firms that might be merged into the Section 20 subsidiary. Thus, these
subsidiaries cannot grow by direct investment by the parent or by acqui-
sition without Federal Reserve approval. The firms can, however, accu-
mulate retained earnings if they are successful. The Board also
encourages Section 20 firms to seek capital infusions on their own by
issuing debt directly to outside investors.

Pri cing Data v-ere difficult to obtain con :rning the impact Section 20 subsidi-
aries’ éntry into the securities market has had on pricing. Officials from
both the banking and the securities industries said that profit margins
were thin in most areas of activity. They also pointed out that prices
were not necessarily good indications of profitability. They said that
while Section 20 firms’ pricing for their underwriting activities have -
generally followed industry trends, the profitability of each underwrit-
ing wi'! be affected by the terms and conditions of ~ach transaction.
Sccurities analysts could not provide us with evidence of price-cutting.

One official from a Section 20 subsidiary said that the firm did not want —
to undercut prices and that it had little economic incentive to do so.

Because of the 10 percent revenue limit, the official said they have no

incentive to build market share by reducing prices below costs.

. WSO S MRS R . N . N N .
Benefits This section discusses the benefits to the public of Section 20 subsidi-

‘ aries. In theory, Section 20 subsidiaries may benefit customers by add-
ing competition, convenience, and liquidity to the various securities
markets. These benefits are particularly important for two reasons.
First, the securities market is expanding due to such factors as techno-
logical changes that make it easier for many firms to raise money by
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issuing securities. Section 20 subsidiaries provide these firms with addi-
tional sources for raising money from capital markets. Second, certain
segments of the securities markets are concentrated relative to the bamik-
eligible segments of these markets. For example, the top five securities
firms underwrote approximately 93 percent of all asset-backed securi-
ties in the first 9 months of 1989. Concentration may also be present im
the market for mortgage-backed securities where the top 5 firms ander-
wrote 60 percent of these securities during the first 9 months of 1989.
The top 5 firms underwrote almost 53 percent of the municipal revenue
bonds issued during the first 9 months of 1988, while the top 5 firms
underwrote about 37 percent of the municipal general obligation bonds
issued during the same period. Additional competition may lead to lower
prices and may also lead to greater innovation and better service. How-
ever, several analysts said there are significant economies of scale in
securities underwriting, and therefore it was difficult to say whether
Section 20 companies will make much of a difference in reducing marlaes
concentration.

Regional banks in particular s: " they can offer better service to cus-
tomers, especially middle-sized corporations, that would not usually
enter the securities market. They said this would increase the sources of
lower cost funds to these firms and would also enhance the liquidity of
the maxg?et due to increased activity. We heard conflicting views from
analysts about how significant this untapped market is.

}
Section 20 subsidiaries have not existed long enough for us to measure
actual benefits. To get some appreciation of the actual benefits Section
20 firms have brought to the marketplace thus far, we talked to indus-
try specialists in some of the markets served by Section 20 firms. They
all agreed that the market impact of bank-ineligible securities has becn
minimal.

Industry specialists, however, differed on their views of the long-term
effects of Section 20 subsidiaries, depending on the particular product.
One underwriting analyst predicted that Section 20 subsidiaries will add
to the overcapacity already fo d in the industry, especially in fixed-
income securities such as municipal revenue bonds. He foresaw a deop ira
prices, which will not benefit the subsidiaries since margins are already
thin. In the short run, issuers of securities would benefit. Ic also sug-
gested that in order for securities firms to defend themsclves against ihe
competition, they will need a bigger capital base. According to the offi-
cial, in the long run this growth in capital would result in a more concen—
trated market, with only the largest firms surviving because of thar
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ability to raise new capital. An official of an association that represents
participants in the municipal revenue bond market said issuers are
becoming more sophisticatea 21 demanding more competitive arrange-
ments. They are, for example, soliciting bids for traditionally unsolicited
negoliated deals. Additional competition from the Section 20 subsidi-
aries wiil 2da 2 *his trend, which he believed will eventually lead to
consolidation among revenue bond underwriting.

To date, Section 20 firms have been created as new firms, resulting from
reorganizations within the holding company. Since Section 20 firms were
newly created entities, they have added to the number of firms in the
market able to reach more potential issuers and investors in the market
for bank-ineligible securities. The number of market participants will
not expand if bank holding companies build up their Section 20 compa-
nics by acquiring existing securities firms. As noted in appendix HI,
some securities industry representatives believed that banks could eas-
ily acquire and operate existing securities firms under the 10 percent
revenue limit imposed by the Federal Reserve.

Officials from the Section 70 subsidiaries suggested that these subsidi-
aries offered greater convenience and innovations to clients. For exam-
ple, they said bank holding companies can more closely and more
quickly meet the n of the customer, especially businesscs, through
“one-stop-shopping,” that is, being able to offer a variety of services to
meet the financing peeds of their customers through onc entity. On the
other hand, banking representatives said that firewalls. such as the
inability of the bank to market the products of an affiliated securities
firm, prevented some of the potential benefiis of one-stop-shopping
from being realized. A spokesperson for the securities industry doubted
the validity of the one-stop-shopping concept. The representative said
that historically, institutional customers obtain their financial services
from more than one institution. They want to diversify their portfolios
and sources of financing not only by type of investment, but also by
suppliers of financial scrvices.
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-

he Nature of Risks in
Section 20 Firms

This appendix discusses how the operations of Section 20 subsidéaries
have affected the risk levels of bank holding companies. It also discusses
differences b .:ween risk to the holding company and risk to an affili-
ated bank. We define risk as the probability of experiencing significant
financial difficulty, perhaps sufficient enough to cause the firm to fail.

Underwriting and dealing in securities involves market, credit, amd busi-
ness risks. Market risk is the situation where securities purchased by
the Section 20 firm in an underwriting or ¢~aling capacity fall in price
due to changes in general economic conditions. Possible increases in
interest rates are a major source of market risk. Credit risk represents
the situation where an issuer is unable to pay interest and princigal
according to the terms of the debt offering. Credit risk generally applies
only to the time that a Section 20 firm owns the security, in order to
protect its reputation, a firm may fecl obligated to absorb some losses in
situations involving securities initially underwritten by the firm. if those
losses occur within a short period of time after the underwriting. Busi-
ness risk represents the inability to earn a profit from entering a mew
line of business. For example, some U.S. banking organizations have -
scaled back their securities activities in overseas markets in response to
losses they experienced dT to high costs and low spread margins.

Although there are risks involved in underwriting and dealing ir securi-
ties, these risks need to be;assessed in association with the risks of other
activities of bank holding companies. Bank holding companies are
already authorized to assume many risks through such activities as
making and holding commercial loans, trading in government bonads, and
entering into forward contracts in the foreign currency markets.

In approving broader b: % holding company securities powers in Sec-
tion 20 holding company subsidiaries, the Federal Reserve Board deter-
mined that this would allow thein to diversify further their activities
and gencrate new sources of revenue at a manageable level of risk. thus
strengthening the overall banking organization. This action of the Board
was consistent with the observation financial analysts have made that.
considered in isolation, underwriting securities involves less risk =$an
extending and holding loans. For example, Robert E. Litan wrote o a
1987 Brookings Institution Study:

“In a typical securities offering, the underwriter bears the risk of loss for omhy a few
days. whereas a commercial bank bears the rish of a loan defanlt until the | » 'n s
due. In addition. by definition, the underwriter deals in assets that are liguad «.nd
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readily traded; despite the progressive securitization of commercial bank bakance
sheets, most bank loans remain illiquid because they are specific to the borrower.™’

The Section 20 companies are also fully sec-regulated as is any securities
firm.

The financial statements of the nation’s top 25 bank holding companies
illustrate the scale of bank holding company activities that can gemerate
risks. The combined balance sheet assets of these companies as of June
30, 1989, was $1.4 trillion. Of this amount, $216 billion, or about 13 per-
cent of the total, was in commercial and industrial loans held by banking
or nonbanking subsidiaries. Another $38 billion (about 3 percent of
assets) was held in trading accounts. Off-balance sheet commitments as
of that date that could also generate risks included $2.2 trillion in com-
mitments to purchase foreign currencies and U.S. dollars; $1.1 trillion in
interest rate swaps; over $600 billion in futures, forwards, and standby
contracts;® and about $600 billion in various loan commitmc .:ts and let-
ters of credit.

The fact that Section 20 firms allow bank holding compa: ":s the oppor-
tunity to reduce risk by additional diversification does not mean that
the companies will actually use the new powers to reduce risk. At the
present time, experience does not :;tow a determination on whether the
new activities, either individually or collectively, have actually
increased or decreased risk to the holding company. For example, it is
not possible to draw conclusions at'this time about how profitable the
new subsidiaries will be. [

To date, a number of the Section 20 firms have been examined by Xasp
and the Federal Reserve. We have been advised by officials of these
organizations that no significant uncorrected problems in the operations
of these firms have been detected. Similarly, officials at the Federal
Reserve System cannot point to 2ny known instance since the Sectson 20
subsidiaries have commenced bank-ineligible activities in which the
activities of a Section 20 subsidiary have adversely affected a bank
holding company.

'Robert E. Litan. What Should Banks Do?, Washington. DC: The Brookings Institution, 1987, <"
R,

“Interest rate swaps are transactions used to hedge against or displace interest rate risks. Foemres
contracts are exchange traded contracts for delayed delivery of securitios or money market ima -
ments in which the buyer agrees to purchase and the seiler agrees to deliver. at a spevified furure
dute. of a speciled instrument at a spevified pnce or vield. Standby contracts are optionad dedvery
contiacts
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The recent thrift industry debacle demonstrated clearly the dangers
associated with allowing financial institutions to engage in new activi-
ties that, if not well managed or regulated, can destroy the financial
health of the firms. Undercapitalized thrifts were able to expand rapidly
into new activities after 1982, and thrift regulators were unprepared to
supervise and control the activities of many problem institutions.*

Federal Reser e authorization of new activities for Section 20 subsidi-
aries has followed a different set of policies from those that character-
ized the thrift industry. The Board has approved Section 20 subsidiaries
on a case-by-case basis. This has allowed the Federal Reserve Board to
assess the adequacy of each holding company’s capital and management
systems before new activities could be undertaken. Furthermore. a
number of specific restrictions (firewalls) were placed on the firms to
limit the risk to the holding company that could result from the new
activities. These included the following:

The subsidiary must be separately capitzlized such that the capital
meets SEC standards and indus'ry norms and does not detract from the
adequacy of the capital assoc: ted with holding company activities
outside of the Section 20 subsidiary. The financial press, such as the
American Banker, had reported several instances in which holding com-
panies had to increase their equity capital in order to obtain Federal
Reserve approval to expand the powers of a securities subsidiary.

The scale of new activities is controlled by requiring approval of all
funds invested in the subsidiary and by limiting revenues from new
activities to 10 percent of the revenues of the subsidiary. The revenue
limitation means that 90 percent of the revenues of the subsidiary must
come from activities authorized to be conducted directly by a national
bank or a state member bank. The result of these limitations is that only
a small portion u{ the revenue of the Section 20 subsidiary can be
derived from heretofore ineligible activities, and only a small portion of
the holding company's capital is at risk in these new activities.
Restrictions are placed on the internal operations of the holding com-
pany to limit the extent to which the bank can incur risks in support of
affiliate Section 20 companies.

These restrictions and their practical effect on holding company opera-
tions are disci- ssed at greater length in appendix 1L

‘Tt should be emphasized. however. that by o means can all of the problems in the thnft inddastry he
attnbuted to e aetivilies
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Risk to Affiliated
Banks

The firewall restrictions imposed by the Federal Reserve are not, how-
ever, all designed simply to protect the safety and soundness of the
bank. Some of them serve other purposes as well. These other purposes
include protecting customers against conflict-of-interest abuses and iso-
lating selected securities activities from the federal safety net for banks,
especially deposit insurance. Comnpetitive considerations associated with
having banking and nonbanking organizations participating in securities
markets also played a part in the design of the firewalls.

The firewalls most directly related to protecting the safety and sound-
ness of the bank are those concerned with bank extensions of credit and
purchases of assets in situations that involve the activities of Section 20
companies. It should be noted that many of these firewalls do not apply
to the overseas activities of bank holding companies.

It is, of course, too early to say whether the various provisions will
work as intended to protect the holding company from exces: . e risks.
However, tiie controlled exansion of Section 20 coixpanies has given
the Federal Reserve System, as regulator of the holding company, time
to dev- .p expertise in regulating the new activities.

}

In a 1987 report on insulating banks from potent‘al downside risks of
expanded activities, we concluded that risks to the bank and its insured
deposits cannc.. be completely eliminated.! We pojnted out, however,
that risks to the bank would be minimized by separating the nor:bank
activities legally, economically, and in the perception of the market. The
specific means for accomplishing these objectives involved such things
as separation of boards of directors and places of business; restrictions
on flow of funds from the bank to the affiliate; and controls over pricing
of services to affiliates, marketing arrangements, and corporate powers.

The restrictions placed on Section 20 companies seem generally to con-
form to the conditions that we found would be necessary for insulation.

To date. there is nu evidence that the acti -ities ¢f Section 20 companies
have adversely affected bank affiliates. It should alse be noted, how-
ever, that such damage. were it to occur, wotld be most likely to oceur
at a time when either the bank or the Section 20 firm was under great

Bank Powers: Insulating Banks From the Potential Risks of Expanded Activities. (GAQ-GGEMRT-35,

Apr, LITI987).
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financial stress. To date, none of the Section 20 firins have operated
under these conditions.

As discussed in greater length o ap rendix 11, holding companies believe
that the Board's limitations on the revenues a Sectiom 20 firm can gener-
ate from bank-ineligible securities activities can force them to make bus-
iness decisions based strictly on regulatory considerations. For example,
the revenue limitation requires a sufficient level of revenues from bank-
eligible securities activities to assure that a Section 20 firm does not
exceed the revenue limitation. Since the start-up costs for securities
activities are significant, holding companies raay opt to transfer bank-
eligible securities activities from both bank and nonbank subsidiasies
into the Section 20 sub :idiary. ‘Transfer of such profitable activities
frora a bank could negatively affect the overall performance and finan-
cial conditiou of the bank. It would also, by definitiom, make the bank
smaller and ! ss diversified. Some capital may also be moved out of the
bank along with the transfer of functions. '

Federal . -serve officials acknowledge that the indireet effect of the rev-
enue limitation may be counter-productive in that a less risky activity
may be transferred fiom a bank to a Section 20 subsidiary. However,
these officials note that the 10 percent revenue limitagion is based or
legal, rather than financial, considerations. The Federal Rescrve offi-
cials also point out that the firewalls are based on the concept that risks
from securitics activities musi, be kept separate from and insulated from

the bank. They said that loss.>s, if any, from securities activities:

should not enjoy protection of deposit insurance or othér aspects of the
federal safety net for depository institutions; and

should not be transmitted to a bank’s income statement because volatil-
ity of reported earnings may cause loss of cziuiidence in a bank.

There exists a trade-off between potential benefits amd losses relative to
the bank. The outcome of this trade-off depends on whether the activi-
ties turn out to be profitable or only some securities activities are
required to be dene outside the bank.

If Section 20) comnpanies are profitable, the holding company is strength-

ened. It is not clear, however, how this necessarily comtributes to
strengthening an affiliated bank. Funds sent to the parent by the Section
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20 subsidiary are directly available to an affiliated bank only if the par-
ent decides to reinvest them in the bank."

The Fedcral Reserve has a policy incorporated in its Regulation Y that a
holding company shall serve as a source of financial and managerial
strength for its banks. However, the exact conditions under which the
holding company can be required to use nonbanking assets of the hold-
ing company to support an affiliated bank and protect the deposit insur-
ance fund have not been set out in detail.

Questions can also be raised about the net effects of some of the
firewalls. If it is true that there are benefits from combining banking
and securities activities within one banking organization, many of these
benefits would likely show up as additional profitable bank activities.
By restricting the ability of the bank to participate with securities affili-
ates, the firewalls may make it harder for the bank to benefit from the
expanded powers.

In addition, some banking officials have suggested that the management
structure required to comply with firewall restrictions may make it
harder to control risk exposure on a holding . . :mpany-wide basis. This is
discussed in appendix 111

“Payments to the parent by the Section 20 subsidiary may. however, make it easter for the parent to
Ieive more bun! profits in the bank In addition. the parent would be in a better position to inject
addiuonal capr.  into the bank to comply with capital requirer. ents if asked to do so by the Federid
Reserve.
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Appendix I

Impact of Revenue Limitation and Firewalls

This appendix summarizes the comments of industry officials and regu-
lators about the practical impact of special regulatory restrictions the
Federal Reserve Board imposed on the operations of Section 20 subsidi-
aries. These restrictions, often called firewalls, can be grouped into the
four following categories:

« revenue limitation;
« capital adequacy conditions;

« restrictions and prohibitions on financial ties between basss and Section -
20 affiliates;' and

« prohibition against banks sharing employees or confidential informa- A
tion, or engaging in marketing activities on behalf of a Section 20
affiliate.

Except for the revenue limitation, the firewalls supplement provisions in
federal statutes that govern the relationships between banks and their
affiliates and regulate securities activities.

The Board has actually issued two sets of firewalls. The first set, con- -
tained in the 1987 Order, appli- to Section 20 companies that have be
authorized to underwrite and d- al only in municipal revenue bonds,
mortgage-related securities, consumer-receivable-related securities, and
commercial paper. (This act is contained in app. VIL.) The latter set of
firewalls, contained in the 1989 Order, applies to Section 20 companies
that are also authorized to underwrite debt and equity securities. (Sce
app. VIIL)

Our judgments about the practical impact of the firewalls were limited
by the short time Section 20 subsidiaries have been operating, the lack
of nonproprietary information, and limited time available to complete
this assignment. We addressed the practical effects of firewalls by inter-
viewing officials in the regulatory agencies and the commercial banking
and investment banking industries. In the banking industry. we obtaircd
the views of officials who operate Section 20 subsidiaries and those wheo
aie considering doing so. We included representatives of both multina-
tional and regional bank holding companies in our discussions.

We have summarized the general comments of the industry officials ared
regulators as well as some of the specific comments made about cach
category of firewall restrictions.

'Restrietions that apply to insured bank affiliates generally apply m the same manser, and to the
sitme extent, to federally insuredd thrift affiltates and to subsidianes of bank or thity affiliates.

A
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Appendix II1
Impact of Revenue Limitation and Fizewalls

v/

-
In general, banking officials with whom we spoke said that the process

General Comments the Board used in approving Section 20 subsidiary activities was appro- B
priate. They said that the Board’s case-by-case approval process and
limits on the scale of new underwriting and dealing activities allowed
the Board to ensure that individual companies would carry out the new
activities gradually and cautiously, while also maintaining regulatory
requirements. While the banking officials with whom we spoke also saw
the necessity of imposing some restrictions in order to protect the bank,
its depositors, and the federal safety net, some officials expressed con- -1
cern that the Board has gone too far in attempting to provide that pro-
tection. They said the firewalls unnecessarily raised costs, created
management problems, and made it harder to service customers com-
petitively. A number of banking representatives believed that regula-
tory tools available to bank regulators, SeC, and the Federal Reserve
could sufficiently protect against abuses without the additional costs
incurred with the firewall provi-:ons.

Securities industry officials with whom we spoke said that requiring
bank holding companies to establish a separate underwriting subsidiary
that is operationally and financially independent of insured bank affili-
ates is the most appropriate way to permit bank expansion into securi-
ties underwriting. However, these officials questioned the need for
allowing bank holding companies to underwrite securities. In support of
this view, they poi! ‘' ¢d to the low profitability in the underwriting
activities that have been authorized and the generally higher profit mar-
gins of regiongl and smaller banks that were not engaged in domestic or
overseas securities activities.

Some securitges industry officials also questioned the effectiveness of
some of the firewalls and said that Section 20 companies would benefit
from special federal programs for banks such as deposit insurance. The
officials also said that existing arrangements would allow bank holding
companies eventually to acquire most independent broker-dealers.

Comments From In its 1987 Order, the Board said that the existing regulatory framework
Regulators for banks, bank holding companies, and securities firms has not yet beer
proven effective in protecting against potential conflicts of interest,
unsound banking practices, and other adverse effects associated with
commercial bank and investment bank affiliation. Accordingly, in
approving expanded activities for bank holding companies, the Board
determined that the existing framework should be supplemented by the
additijonal limitations contained in the firewalls. The Board indicated.
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however, that it would consider modifying some of the firewalls and
other restrictions.

To date, the Board has modified several firewalls. Federal Reserve of fi-
cials recognized that the firewalls created some inefficiencies and
increased the operating costs for bank holding companies. However,
they believed that the potential conflicts of interest and unfair competi-
tion would be difficult to monitor and control without the firewalls.
Moreover, they believe that need to minimize the transfer of risk to fed-
erally insured depository institutions and the federal safety net out-
weigh the benefits to the holding company of efficient operations or
lower operating costs.

Revenue Limitation

The Board’s 1987 Order concluded that engaging in bank-ineligible
activities wo :1d not violate Section 20 of the Glass-Steagall Act if the
subsidiary derived only 5 percent to 10 percent of its gross revenues
from underwriting and dealing in bank-ineligible activities. As previ-
ously noted, the revenue limitation, originally set at 5 percent, was
raised to 10 percent in 1989.

Comments From Bank
Company Officials

The revenue limit was a concern among all the bank holding company
officials with whonj we spoke. Officials in muitinational bank holding
companies said the 10-percent limit has allowed them more flexdbility
than did the 5-percent limit. They reported that they currenily do not
have significant difficulties operating within the 10-percent limit
because they havq proceeded siowly. However, they projected that the
10-percent limit could become a constraint over the next few years
because, as their operations continue to mature, the Section 20 firms
will probably generate ineligible revenues that will approach the current
revenue limit. Regional bank holding company officials said that
although the new 10 percent revenue limit has eased entry for some
regional bank holding companies, the revenue 'imit continues to con-
strain their operations because of the difficulty in transferring bank-
eligible activities into the Section 20 firm sufficient to support antici-
pated levels of bank-ineligible activities.

Both multinational and regional bank holding company officials shared
the concern that the revenue limit forces managers to make decisions
about how to structure their products lines and services primarily on
the basis of the amount of revenue the activity would generate. This
particularly concerned companies that were not primary dealers or that

Page 42 GAO/GGD-9048 Bank Powers




e

ni
lmpact of Revenwe Limit tion and Firewalls

otherwise did not trade a large volume of government securities.* Offi-
cials commented that in order for many companies not involved in
extensive government securities trading to establish a Section 20 subsid-
iary, it would be necessary to combine some operations that may not fit
well together from a business perspective.

Some officials were reluctant to consolidate nonbanking operations in
the Section 20 subsidiary. While these activities would generate eligible
revenue, the officials said that the SEC net capital rule and the firewall
requiring a bank holding company to deduct investments in the Section
20 subsidiary from regulatory capital make funding these operations
more expensive than if the activities were done outside the subsidiary.
This appears to have had the greatest impact on regional holding
companies.

Comments From Securities
Industry Officials

One securities industry official commented that the 10 percent revenue
limit effectively permits bank holding companies to rank among the top
investment bank companies. This official noted that the entire invest-
ment industry’s underwriting revenues were only about 8 percent of
gross revenues in the first half of 1989 and said that . st of the other
revenues earned by the investment industry were derived from bank-

eligible activities. Therefc e,
company could buy an e» *sti

&\e official suggested that a bank holding -

the 10 percent revenue I’

it.

large investment bank and still be within

While not disputing the point‘that banks may find acquisition of an
existing securities firm an attractive expansion route, another sccurities
industry official noted that underwriting securities is not the only activ-
ity that generates bank-ineligible revenues for securities firms. For
exainple, the official said underwriting mutual funds and insurance-
related products and secondary market trading associated with bank-
ineligible securities are important sources of bank-ineligible revemues to
some securities firms.

“Bank holding company officials have said that Sectie n 20 subsidianes that are nat primary deilers
find it difficult to generate sizeable levels of eligible revenues to measaire against ineligible nevenues
A number of bank holding company officials have commented to the Federal Reserve that i e diffe-
cult to enter the over-the-counter TS, government securities market becatse margins have declined.

and start upr costs and overhes
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Comments From

Federal Reserve officials said that in principle the firewalls do not pro-
hibit a bank holding company from acquiring an investment banking
firm. However, they said it is not obvious from investment banks’
reports of income what portion of their revenues is derived from bank-
eligible or bank-ineligible activities. Accordingly, they have no way of
knowing whether a bank holding company could, in fact. purchase a
diversified broker-dealer and operate within the firewal! requirements.

The officials said that they are not concerned about whether the 10 per-
cent revenue limit allows Section 20 subsidiaries to rank among the larg-
est investment bar.' ing firms. They said that the market should
determine the size of the firm. In addition, the officials said that the
Glass-Steagall Act does n: . specify what size bank-affiliated underwrit-
ing subsidiaries should be, as long as they are not “engaged principally™
in underwriting and dealing in bank-ineligible securities. At the present
time, they said, the revenue limit, rather than size, is the appropriate
measure of the extent to which a firm can underwrite bank-ineligible
securities without being “engaged principally” in that activity.

Regulators
Capital Adequacy
Conditions

The firewalls related to capital require Section 20 subsidiaries and their
parent bank holding companies to maintain adequate capital at all times.
The firewalls also require that invegtments in a Section 20 subsidiary be
deducted from the parent companyfs regulatory capital for determining
compliance with capital adequacy guidelines. (See app. V.) In addition,
the 1989 Order requires that un red extensions of credit to the Sec-
tion 20 subsidiary by the parent bank holding company or any of its
nonbank subsidiaries also be deducted from the parent company’s regu-
latory capital. Together, these restrictions are intended to ensure that a
bank holding company maintains a strong capital position to support its
subsidiary banks and that the resources needed for that support would
not be put at risk to fund the securities activities of the Section 20
subsidiary.

Comments From Bank
Company Officials

Overail, the officials with whom we spoke did not identify significant
problems with the requirement that the Section 20 subsidiary be ade-
quately capitalized in accordance with industry norms. lHowever, there
was no consensus about what the industry norm really is for a Section
20) subsidiary. Broker-dealers tend to have capital that is scveral times
greater than SeC's net capital requirements. The officials believed that
the market determines the appropriate level of capital for a broker-
dealer.
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Regional bank holding company officials raised concerns about deduct-
ing capital investments in the Section 20 subsidiary from the regulatory
capital of the parent bank holding company. They believed that the mar-
ket for new capital is such that it is prohibitively expensive for regional
companies to raise new capital. In that regard, the officials said the capi-
tal requirement would be met primarily by moving part of the capital
base from the bank subsidiary to the Section 20 subsidiary. They
believed these transfers could potentially weaken the bank by reducing
its capital base and by leaving its balance sheet less diversified.

Officials of some multinational bank holding companies said the require-
ment that unsecured extensions of credit between the parent or any of
its nonbank subsidiaries and the Section 20 company be deducted from
the parent company’s capital is unnecessary and costly." The officials
said that this requirement essentially cuts the Section 20 subsidiary off
from a relatively low cost of funding—the parent company's access to
the capital markets—and increased the subsidiary's cost of raising
funds relative to its competitors’ costs. For example, in order for a par-
ent company loan to a Section 20 subsidiary to be exempt from the
deduction from the parent’s regulatory capital, the subsidiary must col-
lateralize the loan in the same manner and to the same extent that
would be required under Section 23A of the Federal Reserve Act.?
Because competitors of Section 20 subsidiaries do not have to contend
with such a restriction, and can therefore rajse funds through their par-
ent relatively casily, officials believed that the Sectio 20 subsidiary's
funding costs are higher than those of their t‘:ompetitors.

Some officials we spoke with said that the firewalls encourage the Sec-
tion 20 subsidiary to raise funds by borrowing from nonaffiliated com-
panies. Under this alternative, the subsidiary simply borrows funds
from unaffiliated banks at market rates. The officials said that they

“This requiirement priniarily affects the bank hekiing companies that received expanded powers
anidder the Board™s 1989 Order. In the Board's earlier Order. no limit was phiced on the amount of
funds that i holding company and its nonbank affiliates could lend to the Section 20 subsidiary.

PAlhougth Section 23A of the Federal Reserve Act govems extensions of credit between member
banks and affiliates, the Board specifically required that its collateral regquircments apply to exten:
sions of credit between a Section 20 subsidiary and affiliates. Under this requirement, extensions of
eredit mast be collateralized with securities valued between 100 and 130 pereent of the vithee of the
lan. For example. if 100 percent of the anvnnt of an advance from the holding company is secured
by U S, government securitics. no dediction from the holding company's capitad is regired. I ar-
Ketable ecquity secunties are used to secure the advance, the market value of these securitios must be
el 10 130 percent of the sunonnt of the loan in order to avord dedaction from the holding com-
paany’s capital,
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would prefer to pay market r:tes to their affiliates for funds rather
than pay these rates to competitors.

Comments From Securities Sccurities industry officials said that the market already awards bank
Industry Officials holding companies a lower cost of funds than some of its competitors

that have higher credit ratings because of the implicit extension of the
federal safety net from the bank subsidiary to the entire holding com-
pany. They believed that Section 20 subsidiaries should not be allowed
to obtain funding chrough their parent bank holding companies, because
such funding would jeopardize the financial resources that should be
available for the bank subsidiaries and would give Section 20 subsidi-
aries an unfair competitive advantage because of their ability to obtain
low cost-funding.

Comments From In the Board’s 1989 Order, it noted that in view of the amount of the
Regulators investment that may be regyired to support the activities of Section 20

firms, it was important to e1 ure that the holding company does not
impair its financial resources through its funding of a Section 20 subsidi-
ary. Under the Board's source of strength policy, a holding company
shonld maintain the financial flexibility and capital-raising capacity to
obtain additional resources for assisting its subsit}iary banks.

The Board also noted that these requirements were essential because
they tend to ensure that the Section 20 subsidiary, maintains adeguate
levels of capital to support its operations on a stand-alone basis. The
Board believed it essential to limit the Section 20 subsidiary's ability to
draw on the resources of the parent holding company to help ensure
that the market would evaluate the financial standing of the Section 20
subsidiary on the basis of its own resources.

In both the 1987 and 1989 Orders, the Board 1 ‘ted that with respect to
investment bank officials’ claims, no evidence showed that a Section 20
subsidiar  would by reason of its affiliation with federally insured
banks necessarily have access to lower cost funds than its competitors
that were not affiliated with banks. The Board indicated that rates paid
by bank holding companies on their conimercial paper have generally
been the same as those paid by corporations of similar size and credit
ratings. Furthermore, according to the Orders, a corporation’s funding
costs are a function of a variety of economic factors, including size, capi-
tal. and earnings. The Orders also noted that while the regulatory
framework under which a corporation operates is a factor that might
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affect the cost of funds, the same bank regulatory structure that pro-
vides deposit insurance also imposes restraints and cc.sts on the epera-
tion of banks and their affiliates that were not imposed on other

corporations.
.. =
s gl In both the 1987 and 1989 Orders, the Board specified a number of

Restrictions and firewalls designed to limit the transfer of risk in the activities of the
Prohibitions on Section 20 subsidiary to the federal safety net and to federally imsured
Financial Ties panks." In t_he'l98.7 Order, banks could lend te Sec'tion 20 affiliates, sub-
Betw Banks and Jject to the limitations on loans and other traze actions between bamks

ween ba and affiliates contained in Sections 23A and 233 =f the Federal Reserve

Section 20 Affiliates Act. (See fig. II1.1.) However, under the 1989 Order, the Board required
a prohibition (see fig. 1I1.2) rather than a limitation on extensioms of
credit from banks to Section 20 affiliates (with the exception of credit
incidental to clearing services with respect to U.S. government oxr agency
securities). The 1989 Order also prohibited the purchase and sa%e of
financial asscts between banks and Section 20 affiliates, while thae 1987
Order permitted these transactions. Both Orders prohibited banks from
providing credit enhancements for securities issued by a Section 20 affil-
iate. The Orders also prohibited banks from extending credit to enstom-
ers of the Section 20 affiliate for the purpose of payinZ principal.
interest, or dividends on securities underwri *~m or il+-. It in by the Sec-
tion 20 affiliate. l,

“Note that use of the term “bank™ refers to federally insured domesti bank and thnft affSihates and
their dirent and indirect subsidianes. Accordingly, the term bank does not iunclude foreyiy daank sub-
sidianes of the parent holding company.

Page 47 GAU. GGL-90-18 Bank Powers




Appendix 111
Impact of Revenue Limitation and Firewalls

Figure Iil.1: Permissible Extensions of Credit to a Section 20 Affillate Under the 1 . 7 Order
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Figure 111.2: Permissible Extensio”.. of Credit to a Section 20 Affiliate Undar the 1989 Order
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Comments From Bank
Company Officials

Some bank holding company officials with whom we spoke said that
establishing a limit on extensions of credit from banks to Section 20
affiliates is a reasonable measure to protect the bank. However, officials
from muitinational bank holding companies that rececived expanded
authority under the Board's 1989 Order commented that the prohibition
against extensions of credit is unnecessary since such transactions were
already limited by Sections 23A and 23B of the Federal Reserve Act.
Some regional and multinational bank holding company officials said
that firewalls prohibiting affiliated banks from enterin_, into agreements
that enhance the creditworthiness of securities underwritten or distrib-
uted by the Section 20 subsidiary were unnecessary. Some officials
argued that under existing law and regulations, a bank can provide let-
ters of credit to issuers of certain bank-eligible securities (for example,
municipal general obligation bonds) that the bank underwrites. They
said the risk exposure that results from such credit enhancement, if
priced correctly, is no greater than the risk associated with making a
direct loan to the issuer of the security. They also commented that this
restriction precludes affiliated banks from a potentially profitable
source of Lusiness.

Some officials commented that the inability of barks to provide credit
enhancements for securities underwritten by affiliates gives some for-
eign banking organizations a competitive advantage over U.S. bank
holding companies. The officials said that some foreign banks operating
in the United States are permitted to, and do, provide such enhance-
ments for securities underwritten by their affiliates. Thus, they
believed some foreign banks are able to offer a more complete line of
services to customers compared to U.S. bank holding companies.

The ABA, in commenting on our draft report, stated that this prohibi-
tion on credit enhancements is unecononical and creates inefficiencies
and negative public perceptions. It believes customers will have to pay
more for credit-enhancement services because they would have to
obtain these services from another bank not involved in underwriting

“The officials are referning to the 17 foreign banks that were grandfathered undes Section 8 of the
International Banking Act of 1978 (IBA). Under Section 8 of the IBA, any foreign bank that contrels a
bank that operates in the U.S. shall be subject to the Bank Holding Company Act of 1956 and subse
guent amendments in the same manner and to the same extent as if it were a bank holding company..
The purpaose of this provision was to bring the permissible nonbanking activities of foreign banks
mwre in line with those of domestic bank holding companies. However, a foreign bank could continae
to engage in nunbanking activities in the United States in which it was law fully engaged prior to
cnactment of the [BA but the bank is generally not permitted to expand its grandfat hered nonbank
adtivities by developing new product lines or through acquisition of or merger with anather company.
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the securities. Additionally, the ABA believes the public may draw nega-
tive inferences from instances where a bank “oes net issue a credit
enhancement for securities underwritten by its affiliate.

Additionally, the ABA said that the firewall prehibition on the
prirchases by a bank of debt issues privately placed by its Section 20
subsidiary affiliate is unnecessary and could prove detrimental to the
bank’s reputation in the community. As an example, ABA said that an
underwriting subsidiary affiliate cou!” underwrite a reverue bond
offering for constructing a - cal airport. Normally, as a member of the
community a bank would be expected to purchase a part of the offering
for its own portifolio. The ABA stated that the firewall would prohibit
the bank from purchasing the sccurities underwritten by its Sortion 20
affiliate and that this could reflec. poorly on the bank’s reputation in
the community.

Some multinational bank holding company officials with whom we
spoke questioned the practicality of the firewall that prohibits banks
from extending credit to customers of a Section 20 affiliate for the pur-
pose of paying principal and interest on ineligible securities underwrit-
ten by that affiliate. The officials said this firewall imposes undue
burden on banks and impedes the ability of the Section 20 affiliate to
offer a full range of services to its customers. For example, customers of
the Section 20 subsidiary that issued deb* securities or other securities
underwritten by the Section 20 subsidiary may find it to their advan-
tage to swap out of the securities into a bank loan, or vice versa. Under
this scenario, the customer would ‘ither v-e the proceeds of a bank loan
to pay off outstanding debt or use the proceeds of a debt issue to pay off
a bank loan. The officials said that while the Section 20 subsidiaiy may
underwrite debt securities for the customer, the proceeds of which could
be used to pay off loans held by bank affiliates, under the firewall pro-
visions, the Section 20 subsidiary must send the customer to unaffiliated
banks to secure the loan to pay off the debt issue. Thus, they said. the
Section 20 subsidiary is forced to encourage some customers to develop
relationships with competitors. Moreover. the officials pointed out that
some foreign banks operating in the United States are able to provide
this service to their customers.

Some multinational company officials said that such transactions as a
bank purchasing financial assets from a Section 20 affiliate are part of
banks’ normal operations. They noted that these transactions were per-
mitted in the 1987 Order and believed that such transactions were 3 fec-
tively regulated by Sections 23A and 23B of the Federal Reserve Act.
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The officials believed that in that light, a prohibition is unnecessary.
Some officials were concerned chat it is not chear whether and/or how
this prohibition applies to overseas affiliates and believed that this lack
of clarity impedes the efficiency of their U.S. operations.

Officials with whom we spoke expressed concerns about the prchibition
against affiliate 1 banks providing clearing services for the Section 20
subsidiary with respect to securities other than government securities.’
They argued that it is inefficient and costly to clear through nonaf-
filiates because of the additional costs of establishing a relationship
with an unaffiliated company. The officials pointed out that providing
intra-day credit with respect to clearing services is a normal part of
doing business with a securities company, and tl.. ; did not see a nead to
exclude banks from carning money by providing this service to Section
20 affiliates. The offic.als were displeased that the holding company is
forced to put money in the pockets of its competiters in the form of fees
for clearing services.

Comments From Secuvrities
Industry Officials

Securities industry officials said that to allow banks to provide any
funding at all for Section 20 affiliates would nout only create a competi-
tive advantage for the Section 20 suh:-idiary by its access to low cost
bank funds (in the form of insured deposits), but wc :1d also expose the
federal safety net to the risk of the Section 20 affiliate’s activities. They
said that without a prohibition against banks providing funding to Sec-
tion 20 affiliates, a bank could be pressured to lend substantial amounts
of federally insured funds to a Section 20 affiliate to averi that affili-
ate’s demise. The officials said such exposure to the activities of the Sec-
tion 20 affiliate would threaten the integrity of the entire banking
system.

Comuments From
Regulators

In it 1987 Order, the Board permitted banks to lend to and engage in
transactions involving the purchase and sale of financial assets with
Section 20 affiliates, subject to the limitations of Sections 23A ana 238
of the Fedei:d Reserve Act, because of the “limited range of activities
authorized™ in that Order. However, in its 1989 Order, the Board
believed it essential to prohibit those transactions in order to limit the
risk of the expanded activities from being transferred to affiliated

“Under the Board's 1989 O, der. prohilniions on extenssons of credit do not apply to credit extended
by o bank tn a Section 20 subsidiary that s incidental te the provesion of cleaning services fonr 178
£OVCTTIENENIE SeeTities.
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banks. The Board believed such prohibitions would also promote corpo-
rate separateness by ensuring that the operations of Section 20 subsidi-
aries would be carried out on a stand-alone basis and would not be
financed by affiliated banks.

The Board noted that Sections 23A and 23B of the Federal Reserve Act
permit banks to lend substantial amounts of their resources—up to 10
percent of their capital—to or in support of a Section 20 affiliate. How-
ever, the Board noted that its experience has shown that the restrictions
of Sections 23A and 23B are not completely effective to insulate the
risks of Section 20 subsidiaries from affiliated banks, and, given the
complexity of their provisions, Sections 23A and 23B are subject to
avoidance by creative interpretation, particularly in times of stress.

For the same reasons relating to funding of the Section 20 affiliate, the
Board believed that federally insured banks should not for their own
account purchase financial assets from, or sell such assets to, a Section
20 affiliate. In addition, Federal Reserve officials said the firewalls are
directed toward eliminating any competitive advantage that a Section 20
subsidiary may have by reason of its bank affiliation over that of a
securities firm not affiliated v .1h a bank.

l

TR SEY WA IS — .. R 1 N )
C t The prohibitions against common officers, directors, and employees in

orporaltc the Section 20 subsidiary and affiliated banks (interlocks); marketing by
Separateness: bank affiliates on behalf of Section 20 subsidiaries; and transfers of non-
Prohibition Against public information about a customer were designed to ensure that

e O . insured depository institutions are insulated both structurally and oper-

Banks Shari ng ationally from the activities of the Section 20 subsidiary.
Employees and
'nformation and
engaging in Marketing
Activities
E(;il_\ﬁ;éllts by [;;nk ) m_“_wl_;u-nk _l-l;)i;l—i-ng company officials in general said that both bank holding

companies and investment banking firms have successfully managed the
potential conflicts these firewalls were designed to prevent. Moreover.
officials said existing regulation by skc of broker-dealers, rules of Nasp
and the Municipal Securities Rulemaking Board (Mskr) applicable to
broker-dealers. and fiduciary requirements under common law and

Company Ofticials
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banking regulation adequately address potential conflicts. The officials
with whom we spoke said that in that light, these firewalls are u:'neces-
sary and impede their ability to compete.

Both regional and multinational bank holding company officiais sai.’ the
prohibition against officer, director, or employee interlocks (see fig.
I11.3) make it difficult to comply with the provisions of other firewalls
because it impedes the flow of necessary information between affiliates.
For example, officials said that it is difficult to monitor extensions of
credit by barik subsidiaries to clients of the Section 20 subsidiaries when
managers in the subsidiaries must report to diffe->nt individuals. (This
problem is compounded by the prohibition against bank subsidiaries dis-
closing information about their customers to Section 20 affiliates.) A
problem could occur when the Section 20 subsidiary serves a client that
has bad loans with an affiliated bank. According to some bank holding
company officials, because the affiliated bank may not disclose informa-
tion about the creditworthiness of its customers without prior customer
consent, the holding company’s ability to adequately monitor its credit
risk exposure adequately is hampered.

Page 54 GAO/GGD-90-48 Bank Powers

-




Appeadix [T
lmpect of Revenue Limitation and Firewalls

SR - SFas ]
Figure ' .3: Permisaibie Officer, Director, or Empioyee interlocks Between Section 20 Subsidiaries and Affiliates Under the 1987
and 15 : Orders
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Both multinational and regional bank holding company officials said

this restriction has forced them to make awkward changes in the organi-
zation of a holding company. For example, some officials said they have
sccurities operations in various subsidiaries of the holding company.
Thus, the bank's treasury department manages the bank’s liguidity; the
trust department executes trades on behalf of customers; the parent
company raises funds in capital m=kets; and the Section 20 subsidiary
an ! overseas securities subsidiaries execute trades for customers and
deal, or make a market, in various securities. The officials said the abil-
ity to have one individual coordinate and manage the securities activi-
ties in various parts of the holding company is essential to the efficiency
and adequate risk management of the holding company.

Officials said this firewall has caused personnel duplication throughout
the holding company. Although both multination:' and regional officials
complained that this duplication has significantly raised the personnel
expen: s for the . .olding company, the problem appears to be greater for
regional firms. Accordir ‘o regional bank holding company officials,
regional firms are too small to bear the expense of such duplications of
personnel.

bank affiliates from engaging in marketing activities on behalf of the
Section 20 subsidiary has impeded the ability of both regional and mul-
tinational bank holding companies to provide a full range of financial
services to their customers.* Officials with whom we spoki' said they
would be ab!c to meet the financing needs of their « 1stomers more eco-
nomically, ¢’ ciently, and effectively if one person could explain tt-
nature of the various products and services that the company has to
offer. Officials said this is of particular concern when a customer needs
financing that involves, for example, a combination of bank loans and
debt securities. The officials pointed out that this firewall makes it diffi-
cult to give proper advice on the financing vehicles that best suit their
client’s needs, and then to structure and close the deal, because it
requires that the client talk to several employces.

Bank holding company officials reported that the firewatl)ligrohibiting

The prohibition against affiliated banks disclosing nonpublic informa-
tion (including an evaluation of the creditworthiness of an issuer or
other customer of that bank afi!iate) to the Section 2() subsidiary
causes problems for both regional and multinational companies. The

“Under the prohibition, bank officers may inform a customer that the services of the Sectaon 20 sub-
sidiary exist but may not distribute pruspectises and sales literature to the publie.
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officials said that having the customer sign a consent form usually takes
care of the problem. However, they said that when a customer does not
give consent, this firewall diminishes the cost savings that a Section 20
subsidiary would otherwise accrue if it were able to draw on the results
of activities, such as credit investigati s, that are done as a normal
part of business in bank affiliates.

Comments From Securities
Industry Officials

Securities industry officials said that firewalls prohibiting Section 20
subsidiaries and bank affiliates from sharing employees and nonpublic
customer information and engaging in cross-marketing activities are
necessary to prevent abuses and conflicts of interest. They also said that
Section 20 subsidiaries would have an unfair competitive advantage
over securities firms that are not affiliated with banks if they had ready
access to confidential information abeut bank affiliates’ customers.

Comments From
Regulators

Federal Reserve officials reiterated that while recognizing that the
firewalls cause some duplications and inefficiencies, the restrictions are
ned ssary because the potential conflicts of interest and unsound bank-
ing practices would be difficult to monitor and control without the
firewalls.
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Appendix IV

Section 20 Subsidiaries’ Activities

To date, the Board has authorized 21 bank holding companies to estab-
lish Section 20 subsidiaries. This appendix provides general informatiom
about these companies.

In 1987, the Board first authorized bank holding companies to under-

write and deal, to a limited extent, in municipal revenue bonds, mort-
gage-related securities, consumer-receivable-related (asset-backed)

securities, and commercial paper.' As of September 30, 1989, a total of )
21 bank holdin, . companies--9 multinational, 10 regiona ., and 2 foreign
banks—have applied for and receive . Board approvai to engage in the

above bank-ineligible activities.: ' (Sce table [V.1.)

Phe Board’s April 30, 1987, Order anthonzed certain bank holding companies to underwnite and deat!

in bank-ineligible municipal revenue bonds, 1 to 4 family mortgage-backed securities, and commerciad
paper. The Board's July 14, 1987, Ovder anthorized certain bank holding companies to underwrite

and deal in consumer-receivable-relisted-securities. The 2d Cireuit upheld the Board's 1987 Orders in
Securities Industry Ass'n. v. Federal Reserve Systemn. 839 F.2d, 62 (2d Cir), cent. denied. 0B S €L

2830 CTO8S). T a January 18,1989, Order. the Board authorized certain bank holding companics to |
add underwriting and dealing in corporate debt securities and. conditionally. corporaste equity secun-
ties to their list of approved bank-tneligible activities.

-

“The Bank of Montreal has reevived authority to underwrite and deal in only commercial paper.

FAS of Februiry 15, 1990, the Board had authorized five addition:d Section 20 subsidianes—two
awned by domestie bank holding companies and three owaed by foreign banks —and had received
applications for twe others from forenn binks.

The Federal Reserve Board anthonzed Norwest Corporation and Sovran Financal Corpewration to
nnderwrite and deal m municipal revenue bonds. mortgiage-refated securities. asset-hacked secunties
and commercisl piper on December 200 1959, and February 120 1990, respectively On Jaguary 4,
1990, the Federil Reserve Board authonzed three foreign bianks: Canadim huperial Bank of Com-
meree. Toronio, Ontario, Canada; The Royal Bank of Canada, Montreal. Quebnee, Canada: and Bar-
s Bank PLC, London, England to underwrite aned deal to a ltinuted extent 1in al types of debt
sectirities i the nited States through Section 20 sebsidiarios. In additon, after appropriate manage-
ment reviews were completed., Canadian Impenial Bank of Cormmerce and The Royal Bank of Canada
were alsosthorized to undenwrite and deal inequiry secunties.

The Section 20 subsidiarnes of Canadian Imperial Bank of Commerce and The Royil Bank of Cinda
were S securities firms pus, hased by the banks m 1988, Under the terios of the acguisitions antho-
rized by the Board, the banks agreed to termimate afl bank-ineligible actoivities that were bemng done ar
that time by the seenntes firms. The Section 20 subsadiary of Barclays Bank PR wis @ sabsidiary
establhished by Barelays that had been engaged in bank-eligible securitios activities prior to the
Baoard's By 19490 sution.
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Although the Board first authorized Section 20 subsidiaries in April
1987, none of the subsidiaries actually commenced bank-ineligible activ-
ities until after June 1988.* Thus, as of September 30, 1989, most of the
subsidiaries had becn doing bank-ineligible activities barely more than a
year, and eight of the Section 20 sub:.idiaries had not begun bank-
ineligible activities at all. (See table IV.2.))

Bank holding companies have proceeded slowly with the authorized
bank-ineligible activities. Many have not pursued the full range of these
activities but have concentrated instead on those bz ‘--ineligible securi-
ties that most complement their current activities. Accordingly, table
IV.3 and figure V.1 show that Section 20 subsidiaries have underwrit-
ten a relatively small volume of bank-ineligible securities. In addition,
figures IV.2 through IV.5 show the volume of bank-ineligible securities
underwritten by Section 20 firms.

%

R s

The actual effective date for starting the activities was delayed by two events. First. the Congres-
sional moratorium contained in the Competitive Equality Banking Act of 1987, Pub. L. No. 106086,
101 Stal. 552, delayed any expansion of bank powers until after March 1, 1988. Second, bank holding
companics were issued a sty on commencing the new powers until the United States Court of
Appeals affirmed the validity of the Board's interpretation of “engaged principally,” which was
based on limiting the revenues that conld be generated from bank-ineligible activities to 5 to 10 per-
cent of gross reveniies, See Securitics Industry Ass'n. v. Federal Rescerve System, 839 F. 2d, 62 «2d
Cir.). cert. demed 108 8. Cu 2830 (1988).
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Tabls IV.1: Bank Holding Companies
Authorized to Establish Section 20
Subsidiaries as of September 30, 1989

Bank holding company  Headquarters Section 20 subsidiery
Bankers Trust New York Corp. NY BT Securities Corp.
BankofBostonCorp.  MA BancBoston Secunties. Inc.
Chase MaﬂhaItan Cop Ty Chase Securities. inc.
Chemical BankingCorp.~~ NY Chemucal Secuntes, inc
Ciicorp NY &wp ) Secunbes Markets.
Fist Chicago Corp. I First Ctucago Cagrtal

Markets. Inc.
JP. Morgan&Co inc. NY J.P. Morgan Secunties. Inc.
tanufacturers m.Corp NY Manutacturers Hanover

es Corp.

Secunty Pacic Cop. ~ CA |Secunty Pacific Secunbes,

nc
Regionsl T
Bank of New England Corp. MA B ~ BNE Capttal Markets. inc.
Barmett Banks. inc. TFL lBamen Brokerage Servce.

nc
CoreStzies Financal Corp.  PA CoreStates Secusiies Corp.

First Union Corp NC

F leet/Nors!ar Financial Group A

First Umon SeE:ufines nc

""Adam.s McEntee. F leeq
Norstar Secuntes. Inc

Huntmgton ‘Bancshares. Inc.  OH The Huntington Company

tAanne Mldlanng-é;ks Inc NY Manne Midiand éa—r;ﬂ;‘—“—
Markets C Corp.

NCNB Corp T N T T " "NCNB Capital Markels Inc

PNC Financial Cor'pi N T T “PNC Securities € COfp o

SouthTrust Corp oA ~So—ulhTrust Secu-tle§ kfc

Forengn T T i

The Bank of Montreal ~~ Canada “'"'_—"*I@smi Thomson Secunties.
nc

Westpac BankingCorp. ~ Australa ~ Westpac Pollock Govemmert

Secuntes. Inc

Source Federal Reserve
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Appendix IV
Section 20 Subsidiaries® Activities

Tabl. IV.2: Section 20 Subsidiaries That
Had Commenced Bank-ineligible
Activities as of September 30, 1989

Section20subsidiary === suthorized = comsaenced
BT Secunties Corp. L ___Apr87 23 qir 88
Citicorp Set:unhes Markel;lr}c o Apr87 2raqrr 88
JP Morgan Secures. w. __‘Apt_g‘{. o 2nd qtr 88
Chemical Securthes. lnc o o May87  2ndgtr 88
Manufacturers Hanover Secunties Corp. May87 Jed qty 88
Chase Secunties, Inc. e My &7 I3 qtr 38
Marme Mudland Cap-tal Markets Corp e Ju.g7 ‘Fdqir 88
BNE Caprtal Markets. nc. L e 3? . stavr 33
PNC Secunties Corp i .. 57 B i1st gty 89
Flrsl Cmcago Caputal Malkets lnc S Aug_§8 . sigr 39
Adams McEntee, Fleet/Ngt_s}grA_S_eEu_nuea lnc o Oct _88______ _ duaaqtr 38
The Hummglon Company e .N_qgl_t_i@_ ____ smaqn 88
Weslpac Pollock Government Secunties. Inc. Mar 89 2nds qte 39

Note Eight Section 20 sut:sidianes had not commenced bank-inebgeble achvities as of Septemter 30
1999

Source Federal Reserve

Table I1V.3: Saction 20 Subsidiaries

Underwriting in Selected Bank-Ineligi* ‘e

Securities by Volume From July 1, 19i.,
to September 30, 1989

Dofiars in mithons

Mortgage-

Municipal related Asset-backeA Comrnercal
Pericd revenue bonds '-f-curities securitie papes
2rd qtr 88 $1500  $1480  sea $7198:6
4th otz 88 ' 387 31 3505 2905 0
15t qir 89 o217 8136 3a29 Z136.8
2nd qtr 89 4536 4000 530 #52am1
3rd qtr 89 ' 856 €000 4590 €7 653
Page 61 GAQ. GGD 9048 Bank Fowers
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Appendix IV
Section 20 Subsidiaries’ Activities

Figure IV.1: Section 20 Firms’ Market R
Share of Underwriting for Selected Bank-
Ineligible Securities, From July 1, 1988, '8 Percent ot Total Market

to September 30, 1389 1
13

12
7"

O = N W s eeyoee

a0 e 1ot 2t 08

o
i
i3 Asset-backad securities
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Appendix 1V
Section 20 Subsidiaries’ Activities

Figure 1V.2: Bank-Ineligible Municipal
Revenue Bonds Underwritten by Section
20 Firms, From July 1, 1988, to
September 30, 1963

IndQlr &hQr 1 o 2ndOtr W Giv
[} [ ] [ 4 ] =»
Volume of Municipal Rcvenus Bonds Underwritien

Figure IV.3: Bank-Ineligible Mortgage-
Related Securities Underwritten by

Se. 'an 20 Firms, From July 1, 1988, to (Doitars In Milloro)
Sepiember 30, 1989

° o
AW B!
3dOtr 4thQtr 1stOtr 20 Otr 3rd Ot
) 7] ” ) )

Voiuma of ortgage-FAle. . Securities Uncerwritten
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Appeadix IV
Section 20 Subeidiaries’ Activities

Figure IV.4: Bank-Ineligibie Asset-
Backed Securities Underwritten by
Section 20 Firms, From July 1, 1988, to
September 30, 1989

& W
400 (Dollars in Milons)

3dQir 4hOk 1Tsiur 2ndOr NdO
[ ] a8 ] L g [ )
Volums of Asset-Backed Securities Unterwrition

Figure IV.5: Bank-Ineligible Commercial
Paper Underwritien by Section 20 Firms,
From July 1. 1288, to September 30, 19"

AT SR

P

WdOir AthQur
8 a8
Volume of Commerical Paper Under:. lisn
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Appendix IV
Section 20 Subsidiaries’ Activities

To generate a base of eligible revenues against which revenues from
bank-ineligible activities can be measured, bank holding companies gen-
crally transfer bank-eligible activities, such as underwriting and dealing
in .bligations of the United States, general obligations of states and their
political subdivisions, investment advisory and securities brokerage ser-
vices, and placement of comn :cial paper and other types of securities
as agent from their bank and nonbank subsidiaries into the Section 20
subsidiary. Relative to other bank-eligible activities, government securi-
ties activities generate substantiai revenues. Seven Section 20 subsidi-
aric¢', that are primary dealers in government securities include

« BT Securities Corp;

« Chase Securities, Inc.;

« Chewical Securities, Inc.;

» Citicorp Securities Markets, Inc.;

» J.P. Morgan Securities, Inc.;

« Manufacturers Hanover Securities Corp; and
« Westpac Pollock Government Securities, Inc.

During the second quarter of 1989, the 13 Section 20 subsidiaries that
were operating during that time generated about $50 million in revenues
from their bank-ineligible activities. (See t:-*:le IV.4.) These revenues
made up a small portion (about 3.3 percent) of the second quarter 19:
gross revenues for those subsidiaries, well within the Board’s 10 percent
revenue limitation. (See fig. IV.6.)

Bank holding companies have continued to capitalize their Section 20
subsidiaries as they organize their operations. In terms of assets and
capital, most of the Section 20 subsidiaries are still small relative to the
size of the parent holding company. (See table IV.5 and table IV.6.)

Table IV.4: Revenues of Section 20 -y g = b |
Subsidiaries, From July 1, 1588, to Dollars in millions
September 30, 1989 (Unawdited) ’ T ToTrrr e T . T - .n&ama;
Number a perceat of
of active Eligible neli e Gross gross
Period firms revenues revei..;a8  revenues revenues
3rd gtr 88 ) 7 $92  s2 | $594 -
4th qtr 63 9 708 25 7133 341
1st gir 89 12 859 2 - 880 239
2nd qtr 89 13 1452 50 1,502 333
3rd qir 89 13 1349 25 1.374 RERY:Y)
Source Federal Heserve
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Appendix IV
Section 20 Subsidiaries’ Activities

Figure 1V.5: Revenues of Section 20
Firms, From July 1, 1988, to September
30, 1989

1.8 Gross Revenues (Dollars in Diiona)
14
12
.0
o8
o8
04

02

SdGr 4.0 1NG IdQr WO
L} L »

&~ 9

| . I Revenues from bank-ineligible aclvites
E | Rrevenves tombank-eigibie acivises
Ttns chart 1s based on unaudited data

Source Federa! Reserve

Ta' ‘@ IV.5: Section 20 Firms’ Assets as a
Pe:cent of Parents’ Assets as of June
30. 1989 tUnaudiited)

Percent range firms
/.lbercénl T T T T e
1 percént < 5 percent ' S T T T 2
5 percent ~. 15 percent ' ' T ' o 2
15 percent < 24 percent ' ST 3
Total T 13

t.ote Bight Seceon 20 subsihianes are escluced frorn itus analysis

Page (6 GAO. G&ID-90-14 Bank Powers




Appendix IV
Section 20 Subnidiaries’ Activities

Table IV.6: Section 20 Firms' Capital as a
Percent of Parents’ Capital as of June
30, 1989 Ura.aited)

E XS TTENEENNG G - R
Number of Section 2¢
Percent range
<X 1 percent S - , ] .
1 percent ~ 3 percent G s e oL ] ‘
3 percent < Spefcen' - . ~ :
6 percent =< 8 percent - A ; :
Total e e 8

Note Eight Section 20 subsichanes are excluded from thus analysis
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Appendix V

Capital Structure a1d Capital Adequacy
Requirements for Bank Holding Companies anc
Section 20 Firms

the regulatory capital requirements that apply to these bank holding
company subsidiaries.

The first section discusses the concept of capital, citing some statistics
of bank holding companies that hiad received Federal Reserve approva
to set up Section 20 subsidiaries as of September 30, 1989. The secomd
section discusses capital adequacy standards relevant to Section 20) sxa
sidiares and their holding companies.

P " - \ sif .; li;” . i lll:—tx —ni n of a bank holding company with bz ing mq?
g Vst a ] Of v . A simiplified ilustration of a bank holding company w o ling d
1 l.le ("dpl tal hll.llCtllll € ronbanking subsidiaries, all wholly owned, is shown in figuie V.1, The
of a Bauk II()}dmg capital structure can be considered from the point of view of the parr
(.'mm‘)zm\' cach subsidiary, and the entire holding company on a consolidated bas
v Other ways of looking at capital are the market value of the capital
stock and regulatory capital.

Figute V.1: Simpiified Structure of 3 Bank  E3#12
Ho'ding Company

=3

Parent
Company

|

I Banking

L\ Subs.diaries ‘
Rk AR S S i o
e L T

Nonbanking
Subsaxdiaries

Parent A bank holding company parent is typically financed by a combinatios
of debt and egnity. Some of the funds from these sources are used to
Nuanice activities of the parent company itsclf. However, most of the
funds ape used to support subsidiaries in the Torm ol equity mvestmerss
or loans

sty I reterresb o s foas nstreas Ll tireds
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Appendix V

Cagital Structure and Capital Adequacy
Requiremeiits for Bank Holding Companies
and Section 20 Firms

The capital structure of the parent companies of the Nation's largest
bank holding companies is summarized in table V.1. The table compiles
financial data from the parent companics of the top 25 bank holding
companies as of June 30, 1989. These companies had a total of $77 bil-
liow in equity capital,” $69 billion in long-term debt and other liabilities,
and $48 billion in commercial paper and other short-term debt. Of the
3194 billion in parent company assets, $102 billion represents funds
invested in subsidiaries involved in banking-related acuvities. $66 bil-
lions represents investments in nonbanking subsidiaries. and $26 billion
represents investments i -ther activities of the parent.

Table V.1. Capital Structure of the Parent
Companies of the 25 Largest Bank
Holding Companies as of June 30, 1889

EN JJAENEENAT R S5 RN | AN
Coit: - in biihions
Assets

i 2stments 10 banking subsidranes $102
L zan advances and other receivables (24)
< suity investments T o 8
Investments in nonbanking subsidianes 66
_can advances and other recewvables ' (52)
Erp oty investments ST ) ('4, V
Other assets o o 26
N o " $194
Liabdities and equity
Co~mercial pager and other short-term debt $48
Lo~z term debt and other habhves 63
k. ty capital T 77
T ' $194

Nros Banking subsidianes include both banks and tank holding corrparies
Tr.s =abie s an aggregation of financial data from the 25 targest bank hoiding oo parcs

Storce Feoera Resenve Foom Y-9

The information contained in table V.1 is summarized on a percentage
basis in table V.2, For the top 25 bank holding companies, investments
in banking subsidiaries represent just over half (53 pereent) of parent
company assets. As a general rule, a much greater portion of the invest-
ment in banking subsidiaries is equity than is the case with the invest-
ment in nonbanking subsidiaries.

Feor 2dis puarpose o]ty pes of eginty capitad bisve beest added togetber

Paye GO GAO GLDY-IN Bank Powers
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Appendix V

Capital Structure and Capital Adeguacy
Requirements for Bank Holding Companies
and Section 20 Firms

The proportion of parent company assets invested in banking subsidi-
aries varies, of course, among bank holding companies. Table V.3 sum-
marizes the variation among the 19 U.S. bank holding companies that
have been authorized, as of September 30, 1989, to set up Section 20
subsidiaries. This table is comprised of data from the year ending
December 31, 1988, the most current end-of-year data available during
our study. The proportion of assets invested in banking subsidiaries is
less than 40 percent for two of the companies and 80 percent or greater
for six of the companies.

Table V.2: Capital Structure of the Parent IEENEF EEENE Mk TR . SESEEEENREE. SR ki
Companies of the 25 Lz _ 23t Bank Figures in percent
Holding Companies as of June 30, 1989 Assets T T T T e “' T

Investments in hankmg subStdlanes a 52
Loan advances andotherrecevables T az)
Equnty mvestrﬁeﬁ?sﬁh ‘ T - T “A-’—‘(&))-” o

Investmenls in nonBéﬁimg subsndnanes T e “_34
Loan advances and other recewables ~_@n
TEquity mves'ments T T T T gy

Other assets o T 1z
o oot oo T o 'h o e ‘w

Liabilities and equity

Commercnal paper and other short. term det =

Long term debl and olher llabmhes o | -35

Equly capnal ST T e ’ B B 4G

A oo

Notes  Banking subsidiaries include both banks and bank holdang companies
This table 1s based on an aggregation of inancial data from the 25 largest bank holding cormpanies

Source GAQO analysis based on table V 1
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Appendix V

Capital Structure and Capital Adequacy
Requirements for Bank Holding Cempanies
and Section 20 Firma

Table V.3: Proportion of Parent Company
Assets Invested in Banking Subsidiaries
for U.S. " 1nk Holding Companies
Authori to Set Up Section 20
Subsidiaries as of December 31, 198

Number of U.S. bank in banking
subsidiaries

holding companies
Parent compa :,; investments in banking authorized 10 set up Section 20
subsidiaries subsickaries
less than 40% 2
40-59 7
60-79 4
80-100 6
Total 19

Notes information is not available 1or two loresgn bank hoiding companies
Banking subsichanes include both banks and bank hoiding companies

Source GAO analysis based on Federal Reserve Form Y-9

Subsidiaries

Loans and equity investments received from the parent company are
two important elements in the financial arrangements of bisnk holding,
company subsidiaries. Each subsidiary also has assets, liabilities, and
retained earnings associated with its line of business. The principal Ha-
bilities of banking subsidiaries are typically deposits.

Funds sent from the subsidiary to the parent company take the form of
payments of interest and principal on loans and dividends on stock. The
subsidiary may purchase services from the parent or another subsidiary
or may lend money to the parent or another subsidiary.

A simplified hypothetical example of the capital structure of holding
company subsidiaries is shown in figure V.2. The numbers used are
based on the percentages found in table V.21

The concept of leveraging is important when the capital structure of a
bank holding company subsidiary is examined. Financial leverage i~ the
use of debt to supplement equity in a company's capital structure. A
situation called doubie leveraging exists when a parent company invests
borrowed funds in a subsidiary as equity.

An example of double leveraging is found in figure V.2, The parent'<
equity investment in the bank and nonbank subsidiaries is $47 millbon.

This 15 v pucally referred to as mgpstreammg funds
Ui thus example, parent company assets, which were equal to 100 peroent in ible 2 equad = 3o

million Using this as o baseline fipture, we deseloped the relative sizes of the bk atied nombarne
substdiires based on talianee sheet datacas of year end T988 for the top 25 bank hededing compaasties
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Appendix V

Capital Structure and Adequicy
Requirements for Banh Helding Companies
and Section 20

However, the equity capital of the parent company is only $40 million.
Dividing the equity invested in the subsidiaries by the equity of the par-
ent gives a ratio that measures the extent to which a company is double
leveraged. Double leveraging exists when the ratio exceeds 100 percent.
In this example, the ratio is 118 percent.

Page 72 GAO GGD-YO-18 Bank Pvwers
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Appendix V

Capital Strecture and Capital Adequacy
Reguirements for Bank Holding Companies
and Section 20 Firms

Figure V.2: Hypothetical Exampie of the Capita! Structure of Bank Holding Company Subsidiaries (Doliars in mdbons)

taw

e

Page 73

[__,_.__._
: Ps:-nt Coempany
Assels e .
Investments in banking subsidiaries §$25 -
— Loan advances & other receivables | $13 - e
— Equity investments 40 : 1 L
E - ' o [ S
: Investments in nonbanking subsidiaries. [ 35
i — Loan advances & other vecewables S| 27 gl 3 5
. — Equity investments - 7 - T
! : - )
' Other assets ~.137 40 .
1 —
$100 !} $100
N ,
1 l M
, Banking Subsidairies ! Nonbanking Subsidairles
Assets Liabllities & Equity : “ " Linbilities & Equity
: Assets  $634 Other liabilities $581 . Other Eabilities $51
|
"
Dabt from bank 1
, holding company 13 | 27
| §
Equity fre: _ Equity from bank
holding co+ 40 o holding comp: - 7
$634 $634 $85 $e-

$85

v fsankeeg subisidiar € includes both bank and bank boiding « #npames
o GAL analysis tasea on Table V 2 and Federal Reserve Form Y 9
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Appendix V

Capital Servciure and Capital Adeqmacy
Requiremse... f(or Bank Holding Companics
and Section 20 Flrms

Table V.4 shows the extent to which the 18 U.S. bank holding companies
authorized to set up Section 20 subsidiaries were double leveraged as of
December 31, 1988. Three of the companies have ratios below 100 per-
cent, and seven of the companies have ratios of 120 percent or greater.

In order to evaluate double leveraging in a bank holding company, the

“ederal Reserve uses a “building block™ approach when examining the
capital of a bank holding company. This means that the Federal Reserve
looks at both the amount and components of capital of the consolidated
holding company and of the bank and nonbank subsidiarics.

Tabie V.4: Frequency of Double
Leveraging in the U.S. Bank Holding
Companies Authorized to Set Up Section
20 Subsidiaries as of December 31, 1988

Consolidated

Number of U.S. : - .ak hoidir.; compe-
Equity invested in subsidiaries civided by  suthorized to set up Section 20
total equity of parent subsidiaries

90%99% ' 3

i e S
110-119 o T g—‘” T e T
120129 o .v.....__.i..____,.__.._______._ Tt T
greatcr than ‘29 ’ S “""“’—‘3‘”"“"““ T o
Total T ”"'“—is_“_"*"*' o

Notes Intormaton s nol avadable for two foreign bank holding companies

Doutile leverazng exists when the equity invested in the subsidianes as a percentage of the 10tai equity
of tne parent -s greater than 100 percent.

Source GAO analyss based on Federal Reserve Form ¥.9.

A consolidated statement of assets, liabilities, and capital for the hypo-
thetical bank holding company used in figure V.2 is shown in tabde V.5.
Equity capit -1 of $40 millior: supports $732 million in assets. Equity cap-
ital represents the shareho. 2rs’ financial ownership and is the principal
component of regulatory capital. The ratio of equity capital to assets in
this hypothetical holding company is 5.5 percent.
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Appendix V

Capital Structure and Capital Adequacy
Requirements for Bank Holding Campanics
and Section 20 Firme

Table V.5: Hypothetical Exampie of the [ e ‘= ]
Capital Structure of 8 Consolidated Bank  Dollars in mibons

Holding Company R o e
posets LT e
Liabilities and Equity Cspital
Liabiities ' i _ i R — E_j:* e o o
Equily captal e ~—-:_m—-...,_ __ R o
— — _ T s

Source GAQ analysis based on tabie V.4 and Federal Reserve Form ¥-9

The ratio of equity capital to holding company assets varies among bank
holding companies. An analysis of the equity capital ratio of the 19 US
bank holding companies authorized to set up Section 20 subsidiaries is
shown in table V.6. As of December 31, 1988, four of the companies had
ratios between 4.5 percent and 5 percent, while six of the comparies had
ratios greater than 6.5 percent.

Table V.6: Equity Capital as a RS S - : SRS

Percentage of Bank Hc' g Company Number of U.S. bank holding compan:.;

Assets for U.S. Bank I! ‘ng Companies suth ‘zed to setup Section 20

Authorized to SetUp S: .ion 20 Equity capital divided by totaiassets =~~~ subsidiares

Subsidiaries as of Deceniber 31, 1988 45%49% o o 4

: 5054 R

5559 _ -
6064 o ) 3
greater than 6 4 o 6
Total 19
Note Informiatinn 1s not available for two foreign bank hoiding comparwes
Source GAQ analysis trom Federal Reserve Form Y-8

Market Value Financial market analysts often look at the capital of bank holding com-

panies (or any company) from the point of view of the market value of
the company. This is calculated by multiplying total shares ontstanding
by the price per share. The market value may be greater or less than the
book value or equity shown on the company’s financial statement=. The
ratio of market value to book value is one indication of the company’s
financial strength.

The range of the market to book value ratio for 16 US. bank holding
companies authorized to set up Section 20 companices is shown in
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Capital Structure and Capital Adequary
Requirements for Bank Holding Companics

table V.7. As of Decemoer 31, 1988, the ratios ranged from between 50
percent and 69 percent to more than 130 percent.

Table V.7: Market Price as a Percentage
of Book Value Per Share for U.S. Bank
Holding Companies Authorized to Set Up
Section 20 Subsidiaries as of December
31, 1988

Number of U.S. bank holding companies

authorized to set up Section 20
Market price divided by book vaiue subsidiaries
50%-69% 2
70-89 2
90-109 3
110-129 3
greater than 129 3
Total ) 16

Ngte Information is nol available for two loreign and three dumestic bank holding Crmparie-,

Source Federal Reserve

Regulatory Capital

The Federal Reserve's basic capital standard for bank hotding compa-
nies is defined in terms of the holding company’s consolidated financial
statements and is stated as a percentage of holding company assets. At
present, bank holding comj- :nies must have what is termed primary
capital equal to at least 5.5 percent of assets and total capital of at least
6 percent of assets.” Total capital is comprised of primary and secondary
capital.- The primary and secondary capital ratios applied to the bolding
company are the same ratios that the Federal Reserve and other federal
regulators apply to commercial banks. Regulatory officials can also raise
the capital requirements of any individual holding company or bank if
circumstances warrant.

Table V.8 shows the primary capital as a percentage of the- bank holding
company assets for the 19 US, bank holding companies authorized to
set up Section 20 subsidi -ies. This table shows that as of Execember 31,
1988. all of the companices were at least 1 percentage point above the
minimum 5.5 percent requirement, and most were well abos e the
minimum,

“Prmary capitad comsists of common and perpetual preferred stock, sarplus cencb e Zime < rplis relat-
iyt to lnuted-hife-preferred stock . undivided profits, alfowanee for loan and keise s gatad
resernyes, nunority terest in copsolidated subsidiarios, and o linited monnt of pe o3t deed
mstonents and manditory copsertsble instruments,

'Secondary capital melides perpetial debt, perpetual preferved stock, and mandare sy coeneribale
mstruments i eXeess of the s allowed as prmary capatad. ftalso ietudes e o3 i proremred
stowk. subordinated notes and debentares, and unsecured ong-term debt of the pars st cempas s and
its nenbiank subsidnrnes
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Capital Structure and Capital Adeguacy
Requirements for Bank Holding Companies
and Section 20 Finws

Table V.8: Primary Capital ss a
Percentage of Consolidated Bank
Holding Company Assets for U.S. Bank
Holding Companies Authorized to Set Up
Section 20 Subsidiaries as of December
31, 1988

o.O‘x 'm to set up Section ;'3
Primary capital divided by total assets subsidiaries
tess than 6 5% 0
6574 3
7584 6
8594 6
95100 4
Total T B 19

\ote Intcemation s not avaiable for two forergn bank noiding companies

Source T~ analysis from Federal Reserve Form Y- 9

By the end of 1990, bank holding companies must also meet a new risk-
hased capital standard. The Federal Reserve is requiring that new rish-
based capital requirements applying to banks, bank holding companies.
and other federaily regulated banking agencies be pha=ed in. This stand-
ard takes account of the off-balance sheet commitments, such as letters
of credit and gnaranteces, in addition to the assets included on the bal-
ance sheet. The various assets and off-balance sheet items are placed

_into risk categories that are then weighted by degree of risk.

A bank holding company’s risk-based capital ratio is calculated by divid-
ing its qualifying capital for regulatory purposes by the sum of its risk-
weighted assets. By year-end 1990, banking organizations are expected
to meet a minimum interim target ratio for qualifying total capital to
risk-weighted assets of 7.25 percent, and by 1992 the target ratio is 8
pereent. At least one-half of these capital targets must be in the form of
Tier I capital” and the rest can be Tier 2 capital.s

The Section 20 subsidiaries of bank holding companies are required to
meet the capital standards for broker-dealers set by sec. These require-
ments are explained in the following section. together with other aspects
of holding company capital regulations applicable to Section 20
subsidiaries.

Tier Teoaptad consests of core capital elements, siuch as common stockholders” eqinty nunorny pier-
ests sty aeconnts of consolidited subsidiaries, amd perpetuad preferred stock chmited smemants,
Josss gewmdin gl

“Ter 2 capatal inclndes perpetial preferved stock camimited amountss and related surplhis,

allosvare s far laa agied lease losses, hybrd capatal snstrinnenss, and 1erm-snbordimated debt andd
mtermeduie tenn:preterved stock, including retated <arplus,
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Appradix V

Capital Structure snd Capital Adequacy
Requirements for Bank Holding Companies
and Section 20 Firms

Capital Adequacy
Rules for Section 20
Subsidiaries and Their
Holding Companies

SEC Rules

40 4 8

To ensure that broker-dealers can meet financial responsibilities to their
customers and to other market participants, Section 20 firms and all
other broker-dealers must comply with SEC’s net capital rule, which is
designed to address the liquidity of securities firms. The net capital rule
requires that broker-dealers maintain a minimum capital level at all
ti:es.

Capital in securities firms consists of equity and various fcrms of
subordinated debt. The net capital rule requires broker-dealers to com-
pute their capital from financial statements p:epared by valuing the
firm’'s security positions at current market prices rather than at histori-
cal values as banks are permitted to do. The rule then requires that
deductions be made from capital for fixed asset | unsecured receivables,
and for risk characteristics of particular assets. The risk-related deduc-
tions, known as “haircuts,” reflect price fluctuations btased on historical
experience. When a broker-dealer’s net capital falls below required
levels, the broker-dealer must im: - diately notify its regulators and
cease operations unless addit: :nal capital is obtained.

One significant difference between SEC and bank holding company capi-
tal regulations should be noted. The SEC net capital rule applies only to
the capital of broker-dealers registered with skc. The rule does rot
extend beyond broker-dealers to parent companies, other affiliates, or
holding companies on a consolidated basis unless their activities are spe-
cifically subject to SEC regulations. Therefore, there is no formal regula-
tory control over double leveraging or over other activitics of the parent
or affiliates of an SEC firm comparable to the regulation that the Federal
Reserve applies to bank holding companies with Section 20 subsidiaries.
A full comiparison between the treatment of capital investments in
broker-dealer subsidiaries made by bank holding companics and securi-
ties holding companies was beyond the scope of this report.
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Capital Structure and Capital \degmacy
Requirements for Bank Hulding Companies
and Section 20 Firms

. Bank Holding Cornpany
" Rules

In addition to ¢nsuring that Section 20 subsidiaries meet SiC capital
requirements. bank holding companies with Section 20) subsidiaries are
also required to meet the Federal Reserve’s capital requirements that
apply to the consolidated holding company. The Federal Reserve Sys-
tem's capital adequacy standards for bank holding companies involve
several components. First, as poimted out above, bank holding compes
nies must have sufficient capital as a percentage of the holding com-
pany's tutal assets on a consolidated basis. The Board also requires
holding companies to capitalize all nonbanking subsidiaries in accord-
ance -ith industry standards and with the risk factors involved in tihwe
particular firm. Furthermore, the Federal Reserve can control the
amount of investment made in any subsidiary. The aimn of the Federal
Reserve's capital regulation is to ensure, to the extent feasible, thut the
subsidiary can support itself on a stand-alone basis while at the same
time maintaining the bank holding company’s ability to serve as a sosarce
of finuncial strength to its subsidiary banks.

In computing bank holding corapany capital ratios, the assets and habili-
ties of any bank holding company subsidiary that is not consolidated for
supervisory or regulatory purposes are deducted from the assets, liakeili-
ties, and ¢ Hital of the holding company. A Section 20 compary, whis h
must com « - with SEC'S net capital rule, is such a subsidiary. Hence, ghie
parent’s ir - estment in the Section 20 subsidiary, together with the
assets and liabilities of the Section 20 subsidiary, are deducted from ihe
assets, liabilities, and capital of the bank holding company. In approving
Section 20 subsidiaries, however. the Federal Reserve has held that she
parent investiment in the subsidiary cannot weaken the capital of thes
holding company.
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Appendix VI

The Regulaory Framework Affecting the
S.curities Activities of Banks

Primary Legislative
Provisions Affecting
the Securitics
Activities of Banking
Orgarnizations

This appendix highlights the legislation affecting banking organzzations’
domestic and foreign activities and summarizes the actions taken by the
Federal Reserve Board in allowing Section 20 companics to underwrite
and deal in bank-ineligible securities. It also describes s3x's role in regu-
lating Section 20 companies’ bank-ineligible securities activities.

The following gives a very basic picture of the legal framework underly-
ing the securities activities of banking organizations. The relevant stat-
utes are addressed in the order in which the basic statutes were enacted.

National Banking Act and
State Laws

%

The securities activities of banks are determined by a variety of federal
and state laws. A number of state laws permit state-chartered banks to
endage in some seeurities activities that are not permitted for national
banks.

The National Currency Act of 1863 and the National Bank Act of 1864,
adiministered by the Office of the Comptroller of the Currency (ovx), cre-
ated a system of national banks that today includes about 4,300 banks
with about $1.8 trillion in assets. The National Bank Act precluds.d
national bariks from underwriting corporate securities directly. Bow-
ever, the statute did not prohitit national banks from being affiliatcd
with organizations that did sccurities activities. This allowed nat sona)
banks the opportunity to establish state-chartered affiliates that could
do securities activities.

Under regulatory guidancee from occ, national banks are allowed to
engapfe ina full range of government securitics activities, make peiva e
placement of corporate securities, and buy and sell all types of sexu: itivs
as agent for customers. National banks can also own for their invesst-
ment acconnt i limited amount of corporate bonds, provided they are
marketable and investment quality. In a 1987 ruling upheld in Segstem-
ber 1959 by the United States Court of Appeals for the Second Cisseuit,
oce permitted national banks to offer mortgage pass-through certafi-
cates, representing interests in moitgage loans originated by the Iaank.
The court found the sale of such certificates within the bisiness of
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Appendix V1
The Regulatory Framework Affecting the
Securities Activities of Banks

banking and not in violation of Glass-Steagall’s prohibition on under-
writing securities.!

Federal Reserve Act

McFadden Act

Glass-Steagall Act

In 1913, Congress enacted the Federal Reserve Act, which established
the Federal Reserve System and its Board of Governors. This act
requires national banks to be members of the Federal Reserve System.
also contasned provisions allowing state-chartered banks to join the Fed-
eral Resery» System. making them member banks and subject to Board
regulation, State member banks are subject to the same limitations on
their securities activities that apply to national banks.

The act also contains provisions that affect the transactions between a
bank and its affiliates. Section 23A of this act prohibits a member bank
from extending credit to, or purchasing assets from, an affiliate in
excess of 10 percent of the bank’s capital and places an aggregate cap of
20 percent of capital for transactions to all affiliates. This section also
requires generally chat any bank loans to an affiliate be fully collaterad-
ized as a minimuin, or up to 130 percent 0. the loan amount, depending
on the composition of the collateral. Section 23B of this act requires that
covered transactions, such as the sale of assets or services purchased
under contract. between a bank and an affiliate must be on terms sub-
stantially the same as those prevailing at the time for comparable trans-
actions involving nonaffiliates. The limitations of Section 23B were
made applicable to all Foic-insured banks in 1987.

Under the MeFadden Act of 1927, banking activities were limited by
provisions prohibiting the interstate branching by banks. However, the
Law reatfirmed the authority of national banks to buy and scll invest-
ment sceoeurities.

The Banking Act of 1933 significantly limited the securities activities oof
banks pularly referred to as the Glass-Steagall Act, it contains the
followi < four sections which deal with the separation of commercial
banking frrom mvestment banking.

S Necntitees Indisiry Assn v Cla ke, SSTF 2d 103324 Cir 1989 O whgchias carveitly oncappses:
tor the Supren ¢ Conrt TUSbonid e noted that e e related svounties i Uy ites carsied ong in .
~vurittes stbepediary of g banh ol cormgany hate been consilered o bankaneligiole’ getiviny
whoen perttissatde levels of such actinniy are cadoubtied For Sectum 20 purperes (7 the OCC iterprscae
tiots ap-held by the Suprepw Conrtothe Federal Beserve swonled hase to dete srnttie wWhoether res e
Sroncthe sty constitntes hank clatble vevenae whinch wondd inorcase the revenne buasse s
oppersed o hankemelpible resemie swhe b wortkd not
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The Regulatery Framework Affecting the
Securitles Activities of Banke

Section 16 prohibits a national bank from underwriting securitics other
than U.S. government and general obligation bonds of states and mundci
palities and certain securities issued or insured by certain specified gov-
ernment agencies or instrumentalities. It does, however, allow a nationa
bank to purchase or sell securities without recourse, solely on the order.
and for the account of, customers. Section 5(c¢) of the act extends these
prohibitions to state-chartered member banks.

Section 21 prohibits any firm engaged in the deposit-taking business.
including a bank. from engaging in the business of issuing, underwiting
sclling, or distributing securities, except as permitted under Section 16.
Section 20 prohibits a member bank from being affiliated with any firm
engaged principally in the issue, flotation, underwriting, public sale, or
distribution of securities.-

Section 32 prohibits management and employee interlocks between
member banks and firms primarily engaged in the issue, flotation,
underwriting, public sale, or distribution of securitics, except as permit-
ted by regulation of the Federal Reserve Board.

Bank Holding Company
Act

The Bank tlolding Company Act of 1956, as amended. administered by
the Board. allows bank holding company nonbank subsidiaries to engage
in activities that are permissible for banks as well as those that banks
are not permitted to engage in. A holding company must, however. com-
ply with the provisions contained in the Glass-Steagall Act. Board regu-
lations promulgated under the Bank Holding Company Act are
contained in its Regulation Y.

Under Section K¢ )X8) of the act. the Board can authorize bank holding
companies—and their subsidiaries—to « ngage in activities that it deter-
mines are closely related to and a proper incident to banking. This sec-
tion of the act also requires the Board to determine that an approved
new activity may be expected to produce public benefits, such as greater
convenience or increased competition, that outweigh possible adverse
effects. such as unsound banking practices and conflicts of interest.

In authorizing Section 20 companies. the Board used its authority under

the Bank Holding Company Act to impose requirements regarding reves
nue limitations. capitalization. and firewalls.

“This profubitien does ot extend o the e arities onders AURE activities permissible nnder Sectiors
1607 the cot See Seauntties Industry Ase'n v Foderal Reserve System, 839 F 2d 47 024 Cir ), ot
demred, 1HR N UY 2Rer 1958),
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The Regulatory Framework Affecting the
Securities Activities of Banks

International Securities To allow U.S. banking organizations to be more competitive in foreign
Activities of U.S markets, the federal regulatory structure permits domestic commercial
N e banks and bank holding companies to do a range of securitics activities

~ . .
Lomm_erm.al Bankmg overseas that is broader than those permitted in the US. market. One
Organizations primary reason this occurs is that provisions contained in the Glass-

Steagall Act do not apply to U.S, banks’ foreign activities. U.S. banking
organizations do international securities and other activities primarily
through some combination of foreign branches of the domestic parent
bank. or through foreign bank and nonbank subsidiaries. Edge A«t cor-
poration subsidiaries,' and joint venture companies (noncontrollimg
interests in foreign banks and financial companies) of the paremt bank
or bank holding company. An example of the organizational structures
that are possible within the holding company is shown in figure V1.1,

Section 2500 of the Federal Reserve Act tthe Edge Avtyanthorizes the Board of Goverywses 1o cbar-
ter corpotations for the purpose of enggingd in mtermationa) or foragn banking or other wmacerniernal
Aand torein oreranions
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Figure V1.1: Possible Organization Structure for the Conduct of U.S. Bank Holding Company's intemational Operations
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Appendix Vi
The Regulatory Frasmework Affecting the
Securities Activities of Banks

Pl

All of these organizational structures must comply with applicable U.S.
laws regarding powers, capitalization, and transactions within the hold-
ing company. In addition, all of the organizational arrangements must
comply with the banking laws and regulations of the host country.*

The following statutory provisions of the Federal Reserve Act and the
Bank Holding Company Act are the key guidelines for the overseas
activities of member banks and bank holding companies.

Section 25 of the Federal Reserve Act permits national banks to estab-
lish foreign branches, invest directly in foreign banks, and exercise
other powers, including limited securities activities that are usual in
connection with banking in the place where foreign branches tran<
business.” Branches are limited by statute to underwriting and distribut-
ing only government securities of the country in which the branch is
located.

Section 25(a) of the Federal Reserve Act authorizes national banks to
own Edge Act corporations and gives Edge Act corporations a broad
range of foreign investment powers.

Section 4(¢X 13) of the Bank Holding Company Act allows U.S. bank
holding companies to make direct foreign investments.

Sections 23A and 23B of t!: - Federal Reserve Act limit transactions
between the domestic bank and the bank holding company parent or its
affiliates. The relationships to which these limitations apply are summa-
rized in figure V9.2, The restrictions do not apply to transactions taking
place within the shaded box shown in figure VI.2. Everything in the
shaded box is owned by the bank and, for bank regulatory purposes. can
be viewed on a consolidated basis.

Hitanking and securites regilatory structures and niles vary among countries For example. the
Gles-Steagall Act o the United States and its eguivalent, Article 65, in Japian sep-arate the sesaries
andd bankig mdustrees and thus result in different regulatory simetures than 1 vhe United hotigdom,
where banks are aibowed (o engagie in secantios activities,

Under the provisioes of Section 9 of the Federal Reserve Act. the Federal Resemve interpinet~ Section
25 to also apply to state-charterald member banks.
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U.S. Bank Holding
Company

Figure VI.2: Limitations on Transactions Between Affiliates in U.S. Bar. :.g Ovganization’s Internationai Operations
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The Regulatory Framework Affecting the
Securities Activities of Banks

-

5 T

Regulation K implements key sections of the Federal Reserve and Bank
Holding Company Acts." It describes the activities that banks and bank
holding companies may engage in uverseas through foreign branches,
foreign subsidiaries, and Edge Act corporations. The activities permitted
by Regulation K generally encompass all domestic banking powers plus
some additional banking powers (in the case of branches) and invest-
ment banking powers, such as underwriting and dealing in equity securi-
ties (in the case of subsidiaries). Generally, U.S. banking organizations
may engage in activities permitted by Regulation K to the extent that
these activities are permitted by host country regulators. Subject to
prior Board approval. banks or bank holding comj:..aies may also engage
in activities that are not prescribed in Regulation K but are permissible
by the regulations of the host country.

To illustrate the opportunities that exist overseas for bank holding com-
panies to engage in securities activities. the constituent elements of bank
holding companies eligible to underwrite corporate debt are shown in
tigure VL.3. Except for the Section 20 firms, all of this underwriting
e take place in entities of the bank or its holding company that can-
not operate in U.S. domestic securities markets. Section 20 companies
can underwrite corporate debt and equity only after recciving prior
approval from the Federal Reserve.

“Hegnbion K oalso implements the Internationat Bankigg At of 19478 0w hnch addresses the U S adi-
ties of forengn banks), Uae Bank Export Serviees At tetnch refates to export tradmng comgaamesand
the Internatntas! Lending Supe-rvision Act (which strepgrhened federal supervision of the foregn
lending of TS banks). As noted above, general regulatsns implemeniing the Bank Holdingg Compuny
At are contanresd in Kegtdation Y
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Figure V1.3: Constituent Elements of U.S. Bank Holding Companies Eligibie to Underwrite Corporate Debt
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The Regulatory Framework Affecting the
Securities Activities of Banks

Regulation K contains specific limitations on some of the activities that
are allowed. For example, the aggreate commitment of a banking
organization and its subsidiaries to underwrite shares of an issuer can-
not exceed $15 million. In addition, the total loans and extensions of
credit, including underwriting commitments, to any one person by an
Edge Corporation or foreign bank subsidiary of a member bank when
aggregated with loans and extensions of credit by the member bank to
that person cannot exceed the member bank's limitations on loans and
extensions of credit to any one person.

Regulation K does not impose on the foreign operations of US. banking
organizations many of the so-called firewall provisions that apply 1o
nontraditional domestic activities. For example, there are nosuch
restrictions on interlocking boards of directors or joint marketing activi-
ties between a bank and nonbank affiliate. A reason for this is that
many of the firewalls are designed to protect the investing public and
depositors in the United States and to encourage competition in the U.S.
market. Regulation K does, however. require that all U.S. banking orga-
nizations’ operations be in accordance with high standards of banking or
financial prudence.

The Federal Reserve is reviewing Regulation K now and intends te pub-
lish a revised regulation for comment by ecarly 1990. Federal Reserve
officials said that they expect a significant area of industry concern to
be the gquantitative limitations that Regulation K imposes on securities
underwriting and dealing activities.

The international activities of U.S. banking organizations are subject to
supervisory examinations and inspections by the Federal Reserve. occ,
and the Federal Deposit Insurance Corporation (Fbic).” In addition. these
U5, bank regulators reached an agreement with the central banks and
banking supervisors of 11 other industrialized countries on international
guidelines for uniform, risk-based capital standards.” These guidelines
are explained in appendix V. Regulators from these countries. including
the United States, have also agreed to broad supervisory guidelines.

“The Federal Reserve is respomsible for eegudating and sUpervisings the forepin operatsas of paember
banks aid bank halduy, compani=. Thee Federal Reseerve also chirvers, regobites, and apenoreas
Falge Act corporations. OCC charters i supervises national banks Stie nonnw-min 5 tanks. which
are regtulated by FTHC, Bave nefanvely small internatsenal operations

TThe T nerandustrid countnes include Belgium. Canada, Frianoe, Germany . 1y, Jaggan, Lavem:
botrgt, the Netherlands, Sweden, Switzerland. sand the United Kingdom.
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' . . The Board may use two methods to allow bank holding companaes to
Recent Board Actions initiate new activities that it determines are closely related to banking.

Aff ecting the The Board can amend its regulations to determine that an activity is
Securities Activities of closely related to banking. Once added to this list of permissible activi-
U.S. Banki ties, the approval process for a bank holding company to engage in this
g f.ll'l lng activity is simplified. The Board can also approve applications ssabmit-
Organizations ted to it by individual holding companies seeking its approval to imitiate

new activities specified in their applications. As of October 1989. the
Board's Regulation Y listed 2.4 activities that it determined are chosely
related to banking and appropriate activities for holding compamdes to
do; 6 of them are related to securities activities. (See table VI.1.)
Through its application process, the Board has also approved reqguests
by holding companies to do 25 additional new activities that werne not
specifically listed in the Board's regulations.

Beginning in 1987, the Board began approving, on a case-by-case basis,
applications submitted by bank holding companies seeking to uneder-
write and deal in bank-ineligible securities through wholly owned non-
bank subsidiaries. When the Board approved these additional secwriiics
powers for bank holding companies and determined that the activitics o-
the companies were consistent with Section 20 of the Glass-Steagall Act,
it used its authority under the Bank Holding Company Act to establish
firewall requirements.
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Table VL.1: Activities Closely Related to W ¢ - WIS W

Banking and Approved for Bank Holding Activities Secwritbes-related

Companies Contained in Regulation Y Making and servicing loans No
Industnal banking  No
Tiust company tunctions Yes
investment or hnancial advice o T Yes
Leasing personal or real property T T Ne
Community development h T T T Ne
Data processing - " No
Insurance agency and brokerage in connection with credt ~ No

extensions

Underwnting nsurance related 10 an extension of credit "No
Proviaing courner services - ‘No

deposit institutions

Isswing and seliing money orders. savuhgs bonds. and " No
travelers checks
Reatl estate and personal property appfétSu\g o No
Arranging commercial real estate equxtyA flhaﬁélng_ - " No
Secuntes brokerage T " Yes
Underwnting and deahng in government gbhga—l'nbrisv and Yes
moncy market instruments
Foreign exchange adwisory and transactional services No
Futire commission merchant I fes
In.estiment advice on financial futures and options 6n futires  Yes
Consumer inancial counsehng No
Tar planning and preparaton No
Check-guaranty services No
Operating a coliechion agency ) No
\ Coerating a credit bureau No
SEC Regfulati(m of sEC regulates Section 20 companies no differently from any other bro-

. ; 0 \ . ker-dealer. A securities subsidiary registers with seC and a sclt-

Section 20 C()mpames regulatory organization (SrRo). such as NASD or Nysi, depending on the
type of activity it plans to pursue. sRos monitor the activities of regis-
tered sectrities firms., SEC inturn, oversees the rules and activities of
the sikos and, on a selective basis, of individual firms as well. The regula-
tory system is thus a mixturs of self-regulation and direet regulaiion by
sECLSEC provides direct oversight by doing investigations, by takinz dis-

( ciplinary actions against firms or against an sio itself for not dotng an

' adequate self-regulatory job. and by implementing or changing its

existing regufations. SRo rules are subject to SEC approval

- "‘3“’ <_"
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Skos evailuate members for financial health and compliance with both
SEC regulations and their own. Enforcement is carried out through peri-
odic, unannounced examinations; investigations of alleged violations;
disciplinary action against members; and assessment of penalties where
appropriate. The sRo tests individuals before they can be registered as
principals or representatives (except for individuals associated with
firms solely engaged in government securities transactions). Principals
are responsible for the management and/or supervision of the securities
firm.

All but three of the Section 20 companies that were authorized as of
September 30, 1989, have designated NAsD as their primary SRO. NASD-
registered members can engage in investment banking and deal in over-
the-counter securities. Three Section 20 companies have designated NYSE
as their primary SRo.

Generally, sEc has no authority over the underwriting, dealing. or secur-
ities brokerage activities of banks. The Federal Reserve enforces its
firewalls applicable to Section 20 firms since these firms are affiliated
with bank holding companies. skC specifies its own regulations regarding
capital and personnel but makes no mention of separating the banking
and securities subsidiaries of bank holding companies. The Federal

Ry erveinstructs its examiners not to duplicate the function of the sko
or sgc. sEC and the Federal Reserve have no formal contact with each
other regarding firewalls.

An SEC attempt to regulate a securities activity with, ank (1.e., not
within a subsidiary corporation) was irvalidated by a court ruling. Spe-
cifically. in 1985, sk adopted Rule 3b-9, which would have required
banks engaging in securities business for profit to register as broker-
dealers with st under the Securities Exchange Act of 1934. The Circuit
Court of Appeals for the District of Columbia declared Rule 3b-9 unlaw-
ful under the 1934 act. The court noted, however, that despite recent
rbic and Federal Reserve Board interpretations of the Giass-Steagall Act
permitting banks to engage in brokerage services for nonbanking cus-
tomers, the 1934 act still specifically excluded banks from rules gov-
erning broker-dealers and suggested any change in this interpretation
would require action by Congress. (See American Bankers Ass'n. v.
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S.E.C.. 804 F.2d 739. 750 (D.C. Cir. 1986).) In 1987, sec supporied legis-
lation that Congress did not enact. which would have given skt power to
regulate certain securities activities of banks.”

Foth the House and the Senate mtroduced kegistation in 1988 (H.R. 50%8 andd S 1886, p~gectively
hat wonld have amend | the Glass-Steagall Act and expand SEC'S power to regulite cestain bank
securthies activities. Copgiess ddid not enact this b-gislation.

-
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Appendix VI

Firewalls Applicable to Section 20 Firms Thet
Underwrite and Deal Only in Municipal
Revenue Bonds, Mortgage-Related and Asset-
Backed Securities, and/or Commercial Paper

This app 'ndix quetes ihe firewall requirements the Board established i
Mpril 1887, The Bourd still applies these firewalis to Section 20 compa-
nies Fuving authority to underwrite and deal only in municipal revenue
sonds, mortgage-elated and asset-backed securities, and/or commerciak
paper.

“A. Types of Securities vo be Underwritten

1. The underwriting subsidiaries shall limit their underwriting and deal-
ing in inciigible sccurities to the following:*
a. Municipal revenue bonds that are rated as investment quality (ie,in
one of the tep four categories) by a nationally recognized rating agency.
except that industrial development bonds in these categories shall be
hiited to “public ownership” industrial development bonds (i.c., those
tax cxempt bonds where the issuer, or the governmental unit or: behalf
of which the bonds are issued, is the so'e owner, for federal income tax
purposcs, of the financed {acility (such as airporis and mass commuting:
facilities)).
b. Mortgage-related securities (obligations secured by or repres-niing ar
interest in 1-4 family residential real estate), rated as invest. qualitx
(1.¢., inone of the top 4 categories) by a nationally recognized rating
agency.
¢. Co.  nercial paper that is exempt from registration and prospectus
requicements of the 8.E.C. pursuant to the Securities Act of 1533 and
that is short term, of priquaality, ¢ iissucd in denominations no
siralier than $100,000.7

“B. Capital Investment

2. Each Apphicant’s investinent in an uncerwriting subsidiary and the
assets of the underwriting subsidiary shadl be excluded in determining
the holding company’s consolidated primary capital under the Board's
Capitad Adeguacy Goidelines.”

“C. Capital Adequacy

3. The underwriting subsidiary shall maintain at all times capital ade-
quate Lo support its activity and cover reasonably expected expenses
and losses in accordance with industry norms.

3. Applicants shall submit ¢rarterly to the Federal Reserve Bank of New:

! \mhnnl\ to underw e and deal in consumer-receivable-related securtties was not imelided inthe
Aprid 1OST Ovder This anthority was added in a separate Order in May 1987
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Firewalls Applicable to Section 20 Firms That
Underwrite and Deal Only in Municipal
Revenue Bonds, Mortgage Related and Asaet-
Backed Securities, and, or Conuisercial Paper

Yoik FOCUS reports filed with the NASD or other self-regulatory organi-
zations, and detailed information breaking down the underwriting sub-
sidiaries’ business with respect to eligible and ineligible securities, in
order to permit monitoring of the underwriting subsidiaries’ compliunce
with the provisions of this Order.”

“D. Credit Extensions by Lending Affiliates to Customers of the Under-
writing Subsidiary

5. No Applicant or subsidiary shall extend credit, issue or enter into a
stand-by letter of credit, asset purchase agreement, indemnity, insur-
ance or other facility that might be viewed as enhancing the
creditworthiness or marketability of an ineligible securitics issue under-
written by an affiliated underwriting subsidiary.

. No lending affiliate of an underwriting subsidiary shall knowingly
extend credit to a custumer secured by, or for the purpose of purchas-
ing, any ineligible security that an affi’ ited underwriting subsidiary
underwrites during the period of the uncerwriting, or to purchase from
the underwriting subsidiary any ineligible security in which the under-
writing subsidiary makes a market. This limitation extends to all cus-
tomers of lending affiliates, inrluding brokers-dealers, and unaffiliated
banks, but docs not include lending to a broker-dealer f. - the purchase
of securities where an affiliated bank is the clearing bank for such bro-
ker-dealer.

7. No Applicant or any of its subsidiaries may make loans to issuers of
incligible securities underwritten by an affiliated underwriting subsidi-
ary for the purpc -~ of the payment of principal and interest on such
securities. To assure compliance with the foregoing, any credit lines
extended to an issuer by any lending subsidiary of the bank holding
company shall provide for substantialiy different timing, terms, condi-
tions and maturities from the ineligible securities being underwritten. It
would be clear, for example, that a credit has substantially different
terms and timing if it is for a documented special purpose (other than
the payment of principal and interest) or there is substantial participa-
tion by other lenders.

8. Each Applicant shall adopt appropriate procedures, including mainte-
nance of necessary documentary records, to assure that any extensions
of credit to issuers of ineligible securities underwritten or dealt in by an
underwriting subsidiary are on an arm’s length basis for purposes other
than payment of principat and interest on the issuer’s ineligible securi-
ties being underwritten or dealt in by the subsidiary. An extension of
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credit is considered to be on an arm’s length basis if the terms and condi-
tions are substantially the same as those prevailing at the time for com-
parable transactions with issuers whose securities are not underwrittem
or dealt in by the underwriting subsidiaries.

9. The requirements relating to credit extensions to issuers noted in
paragraphs 5-8 above shall also apply to extensions of credit to parties
that are major users of projects that are financed by industrial revenue
bonds.”

*E. Limitations to Maintain Separateness of an Underwriting Affiliate’s
Activity

10. There will be no officer, director, or employee interlocks between am
underwriting subsidiary and any of the holding company’s bank or
thrift subsidiaries. The underwriting subsidiary will have separate
offices from any affiliated bank.”

*F. Disclosure by the Underwriting Subsidiary

11. An un.’ >rwriting subsidiary will provide each of its customers with a
special disclosure statcment describing the difference between the
underwriting subsidiary and its banking affiliates and pointing out an
affiliated bank could be a lender to an issu >r and referring the customer
to the disclesure documents for details. The statement shall also indicare
that the obligations of the underwriting subsidiary are n ¢ those of any
affiliated bank and that the bank is not responsible for securities sold b
the nnderwriting subsidiary. The underwriting subsidiary should dis-
close any material lending relationsbip between the issuer and a bank oxr
lending affiliate of the underwriting subsiciary as required under the
securities laws and in every case whether the proceeds of the issue will
be used to repay outstanding indeotedness to affiliates.

12. No underwriting subsidiary nor any affiliated bank or thrift institu-
tion will engage in advertising or enter into an agrecment stating or sug-
gesting that an affiliated bank is responsible in any way for the
underwriting subsidiary’s obligations.

13. No bunk or thrift affiliate of the underwriting subsidiary wi'* act as
agent for, or engage in marketing activities on behalf of, the underwrit-
ing subsidiaries. In this regard, prospectuses and sales literature of an
underwriting subsidiary may not be distributed by a bank or thrift affil-
iate; nor should any such literature be made available to the public at
any offices of any such affiliate, unless specifically requested by a
customer.”
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*G. Investment Advice by Bank/Thrift Affiliates

14. An affiliated bank or thrift institution may not express an opinion
with respect to the advisability of the purchase of ineligible securities
underwritten or dealt in by an underwriting subsidiary uniess the bank
or thrift affiliate notifies the customer that its affiliated underwriting
subsidiary is underwriting or making a market in the security.”

*H. Conflicts of Interest

15. No Applicant nor any of its subsidiaries, other than the underwriting
sutsidiary, shall purchase, as principal, ineligible securities that are
underwritten by the underwriting subsidiary during the period of the
underwriting and for 60 days after the close of the underwriting period,
or shall purchase from the underwriting subsidiar, any ineligible secur-
ity in which the underwriting subsidiary makes a market except that, in
the case of ineligible securities that are being issued in a simultancous
cross-border underwriting in which the underwriting subsidiary and a
foreign affiliate or affiliates are participating, such securities may be
purchascd or sold pursuant to an intersyndicate agreement for the
period of the underwriting where the purchase or sale results from bona
fide indications of interest from customers. Such purchases or s: * 's shall
not be made for purposes of providing liquidity or capital suppo: i to the
underwriting subsidiary or otherwise to evade the requirements of this
Order. An underwriting subsidiary shall maintain documentation on
such transactions.*

16. No Applicant nor any of its bank, thrift, or trust or investment advi-
sory company subsidiaries shall purchase, as a trustee or in any other
fiduciary capacity, for accounts over which they have investment dis-
cretion ineligible securitics

(i) underwritten by the underwriting subsidiary as lead underwriter of
syndicate member during the period of any underwriting or selling syn-
dicate, and for a period of 60 days after the termination tk  of, and -
(ii) from the underwriting subsidiary if it makes 2 market in that secur-
ity, unless, ir: either case, such purchase is specifically authorized under
the instrument creating the fiduciary relationship, by court order, or by
the law of the jurisdiction under which the trust is administered.

17. An underwriting subsidiary may not underwrite or dea! in any ineli-
gible securities issued by its affiliates or representing interests in, or
secured by, bligations originated or sponsored by is affiliate (except
for grantor trusts or special purpose corporations created to facilitate

“This firewall was modified, as above, in a January 1990 Board Order.
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underwriting of securities backed by resider *ial mortgages originated by’
a non-affiliated lender) unless such sccurities are rated by an unafTili-
ated, nationally recognized rating orplanization or are issued or guaran-
teed by the Federal National Mortgage Association, the Federal Home
Loan Mortgage Corporation, or the Government National Mortzage
Association or represent interests in securities issued or guar anteed by
such agencies.*

18. No bank or thrift shall, directly or indirectly, for its own account,
purchase financial assets of an affiliated underwriting subsidiary or a
subsidiary thereof cr sell such assets to the underwriting subsidiary or
subsidiary thereof. This limitation shall not apply to the purchase and
sale of U.S. Treasury securities or direct obligations of the Canadian fed-
eral government that are not subject to repurchase or reverse repur-
chase agreements between the underwriting subsidiary and its bank or
thrift affiliates.' ™

*I. Limitations to Address Possible Unfair Competition

19. No lending affiliate of an underwriting subsidiary may diselose to
the underwriting subsidiary any nonpublic customer information con-
sisting of an evaluation of the creditworthiness of an issuer or other cus-
tomer of the underwriting subsidiary (other than as required by
securities laws and with the issuer’s consent) and no officers or employ-
ees of the underwriting subsidiary may disclose such information toits
affiliates.”

*J. Formation of Subsidiaries of an Underwriting Subsidiary to Engzge
in Underwriting and Dealing

20. Pursuant to Regulation Y, no corporate reorganization of an vnder-
writing subsidiary, such as the establishment of subsidiaries of the
underwriting subsidiary to conduct the activities, may be consummated
without prior Board approval.”

“This firewall was modified. as above, in a September 1989 Board Order.

This tirewall was modified, as above, in Junuary 1989 and January 1990 Board Orders.
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‘This appendix quotes the firewail requirements applicable to Scetion 20
comparics authorized by the Board to underwrite and deal in corporate
debt and equity securities. These requirements, first promualgated in
January 1989, apply to all ineligible securities activities carried vut in
those Section 20 firms. not just corporate debt and equity. At the pre-
sent time, no Section 20 company has been permitted to commence
underwriting and dealing in corporate equities.

*A. Capital Adequa:y Conditions

1(a). In determining compliance with the Board's Capital Adequacy
Guidelines, cach Applicant shall deduct from its consolidated primary
capital any investment it makes in the underwriting subsidiary that is
treated as capital in the underwriting subsidiary. In accordance with the
risk-based component of the Board's Capital Guidelines, Applicant skall
teduct 50 percent of the amount of any investment in the underwriting
subsidiary from Tier 1 capital and 50 pereent from Tier 2 capital. In
caleuiating primary capital and risk-bascd capital ratios, Applicant
should also exclude the underwriting subsidiary’s assets from the hokd-
ing company’s consolidated assets.

(b). Applicant shall also deduct from its regulatory capital any credit it
or a nonbank subsidiary extends directly or indirectly to the undorwrit-
ing subsidiary unless the extension of credit is fully secured by U.S.
Treasury sccurities or other marketable sccurities and is collateralized
in the sanie manner and to the same extent as would be required und-+:
section 23A(¢) of the Federal Reserve Act if the extension of credit were
nade by a member bank.! In the case of the risk-based component of the ju:
Roard's Capital Guidelines, the deduciions for unsecured or not fully- .
secured or inadegquately collateralized loans shall be taken 50 percent
from Ticer 1 and 50 percent from Tier 2 as deseribed above. i
Notwithstanding these adiustments, Applicant should continue to meia-
tain adequate capital on a fully consolidated basis.

2. No Applicant nor any of its nonbank subsidiaries shall, direcily or
indirectly, provide any funds to, or for the benefit of, an underwritinzg
subsidiary, whetier in the form of capital, secured or unsecured extesn-
sions of credit, or transfer of assets, without prior notive to and
approval by the Board.

3. Before commencing the new activities, each Applicant must submit to
the Board acceptable plans te raise additional capital as required by this
Order or dermonstrate that it i« s*rongly capitalized and will remain ser
sfter making the capital adj: ‘nts authorized or required by this

PAn extension of credit means any loan, guariantee, or other form of eredit expuosun _incindigg thes:
fesenibed i eondinion 5
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Order. An Applicant may not commence the proposed activities umgil it
has received a Board determination that the capital plan satisfies che
requirements of this Order and has raised the additional capital required
under the plan.

4. The undcrwriting subsidiary shall maintain at all tiles capital ade-
quate to support its activity 2ad cover reasonably expected expenses
and losses in accordance with ..dustry norms.™

“B. Credit Extensions to Customers of the Underwriting Subsidiary*

5. No applicant or subsidiary shall directly or indirectly extend credit,
issue or enter into a stand-by letter of credit, asset purchase agreement,
indemnity, guarantee, insurance or other facility that might be viewed
as enhancing the creditworthiness or marketability of an ineligible
securities issue underwritten or distributed by the underwriting subsidi-
ary.

6. No Applicant or subsidiary (other than the underwriting subsidzary)
shall knowingly extend credit to a customer directly or indirectly
secured by, or for the purpose of purchasing, any ineligible security tiat
an affiliated underwriting subsidiary underwrites during the peried of
the underwriting or for 30 days thereafter, or to purchase from thee
underwriting subsidiary any inecligible security in which the underwrit-
ing subsidiary makes a2 market. This li :itation extends to all customers
of Applicant and its subsidiaries, including broker-dealers and unaffili-
ated banks, but does not include lending to a broker-dealer for the pur-
chase of securities where an affiliated bank is the clearing bank for such
broker-dealer.

7. No Applicant or any of its subsidiaries may, directly or indirectiw,
extend credit to issuers of ineligible securitics underwritten by an affili-
ated underwriting sub. ‘iary for the purpose of the payment of primci-
pal, interest or dividendis on such secu: _ies. To assure cosnpliance with
the foregoing, any credit lines extended to an issuer by any bank bolding
company or any subsidiary shall provide for substantially differerat tim-
ing, terms, conditions and maturities from the ineligible securities being
underwvrritten. It would be clear, for example, that a credit has substan-
tially different terms and timing if it is for a documented special pezr-
pose (other than the payment of principal, interest or dividends) ot
therc is substantial participation by other lenders.

8. Each Appiicant shall adopt appropriate procedures, including mainte-
nance of necessary documentary records, to assure that any extension

“Unless otherwise stated, these conditions shall apply to a subsidiary of a bank or thrift inst&aion to
the same extent as they apply to the bunk or thrift institution.
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of credit by it or any of its subsidiaries to issue:: of ineli sible securities
underwritten or dealt in by an underwriting subsidiary are on an arm’s
length basis for purposes other than payment of principal, interest, or
dividends on the issuer’s ineligible sccurities being underwritten or dealt
in by the underwriting subsidiary. An extension of credit is considcred
to be on an arm’s length basis if the terms and conditions are substan-
tially the same as those prevailing at the time for comparable transac-
tions with issucrs whose securities are not underwritten or dealt in by
the underwriting subsidiary.

9. In any transaction involving an underwriting subsidiary, Applicants’
thrift subsidiaries shall observe the limitations of sections 23A and 23B
of the Federal Reserve Act as if the thrifts were banks.

10. The requirements relating to credit extensions to issuers noted in
paragraphs 5 - 9 above shall also apply to extensions of credit to parties
that are major users of projects that are financed by industrial revenue
bonds.

11. Applicants shall cause their subsidiary banks and thrifts to adopt
policies and procedures, including appropriate limits on exposure, to
govern their participation in financing transactions underwritten or
arranged by an underwriting subsidiary as set forth in this Order. The
Reserve Banks shall ensure that these policies and procedures are in
place at Applicants’ subsidiary banks »=d thrifts and Applicants shall
assure that loan documentation is available for review by Reserve
Banks to ensure that an independent and thorough credit evaluation has
been undert:it:en in connection with bank or thrift participation in such
financing packages and that such lending complies witn the require-
ments of this Order and section 23B of the Federal Reserve Act.

12. Applicants should also establish appropriate policies, procedures,
and limitations regarding exposure of the holding company on a consoli-
dated basis to any single customer whose securities are underwritten or
dealt in by the underwriting subsidiary.”

“C. Limitations to Maintain Separateness of an Underwriting Affiliate’s
Activity

13. There will be no officer, director, or employee interlocks between an
undecswriting subsidiary and any of the holding company’s bank or
thrift subsidiaries. The underwriting subsidiary will have separate
offices from any affiliated bank or thrift.'

LAn underw ntiog <ubsidiary may hive offices in the same bnlding as o bank or thrift affiliate if the
underwnung subsidiary’s offices are clearly distinguished from these of the bank or thaft aftibate.
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“D. Disclosure by the Underwriting Subsidiary

14. An underwriting subsidiary will provide each of its customers with a
special disclusure statement describing the difference between the
underwriting subsidiary and its bank and thrift affiliates and pointing
out thzt an affiliated bank or thrift could be a lender to an issuer and
referring the customer to the disclosure documents for details. In addi-
tion. the statement shall state that securities sold, offered. ur recom-
mended by the underwriting subsidizry are not deposits, are not insured
by the Federal Deposit Insurance Corporation or the Federal Savings
and Loan Insurance Corporation, are no. guarante« ' by an affiliated
bank or thrift, and are not otherwisc an obligation or responsibility of
such a bank or thrift (unless such is the case). The underwriting subsidi-
ary should also disclose any material lending relationship between the
issuer and a bank or lending affiliate of the underwriting subsidiary as
required under the securities laws and in every case whether the pro-
ceeds of the issue will be used to repay outstanding indebtedness to
affiliates.™

“E. Marketing Activities on Behalf of an Underwriting Subsidiary

15. No underwriting subsidiary nor any affiliated bank or thrift institu-
tion will engage in advertising or enter into an agreement stating or sug-
gesting that an affiliated bank or thrift is responsible in - -1y way for the
underwriting subsidiary’s obligations as required under section 238 of
the Federal Reserve Act.

16. No bank or thrift affiliate of the underwriting subsidiary will act as
agent for. or engage in marketing activities on behalf of, the underwrit-
ing subsidiary.' In this regard, prospectuses and sales literature relating
to securities being underwritten or dealt in by an underwriting subsidi-
ary m: . not be distributed by a bank or thrift affiliate; nor should any
such literature be made available to the public at any offices of any such
affiliate, unless specifically requested by a customer.”

“F. Investment Advice by Bank/Thrift Affiliates

17. An affiliated bank or thrift institution may not express an opiiion
on the value or the advisability of the purchase or the sale of ineligible
securities underwritten or dealt in by an affiliated underwriting subsidi-
ary unless the bank or thrift notifies the c.stomer that the underwriting

*This condhtion does not prevent a bank or thrft from informung its customers of the available ser-
vices of the uderwnting subsidiary.
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subsidiar; is underwriting, making a market, distributing or dealing in
the security.

18. No Applicant nor any of its bank, thrift, or trust or investment advi-
sory subsidiaries shall purchase, as a trustee or i any other fiduciary
capacity. for accounts over which they have investment discretion ineli-
gible securities (1) underwritten by the underwriting subsidiary as lezad
underwriter or syndicate member during the period ¢f any underwriting
or selling syndicate, and for a period of 60 days after the termination
therecf, and (b) from the underwriting subsidiary if it makes a market
in that security. unless, in either case, such purchase is specifically
authoriz.d under the instrument creating the fiduciary relationship, by
court order, or by the law of the jurisdiction under which the trust is
administered.”

“G. Extensions of Credit and Purchases and Sales of Assets

19. No Applicant nor any of its subsidiaries, other than the underwriting
subsidiary, shall purchase, as principal, ineligible securities that are
underwritten by the underwriting subsidiary during the period of the
underwriting and for 60 days after the close of the underwriting period,
or shall purchase from the nnderwriting subsidiary any ineligible secur-
ity in which the underwriting subsidiary makes a market except that, in
thn case of incligiole securities that are being issued in a simultaneous
cross-border underwriting in which the underwriting subsidiary and a
foreign affiliate or affiliates are participating, such securities may be
purchased a sold pursuant to an intersyndicate agieement for the
period of the underwriting where the purchase or sale results from bona
fide indications of interest from customers. Such purchases or sales shall
not be made for purposes of provic ng liquidity or capital support to the
underwriting subsidiary or otherwise to evade the requirements of this
Order. An underwriting subsidiary shall maintain documen® ation on
such transactions.”

20. An underwriting subsidiary may not underwrite or deal in any incli-
gible securities issucd by its affiliates or representing interests in, or
secured by, obligations originated or sponsored by its affiliates (except
for grantor irusts or special purpose corporations created to facilitate
underwriting of sccurities backed by residential mortgages originated by
a non-affiliated lende) unless the securities are rated by an unaffiliated,
nationally recognized rating organization or are issued or guaranteed by
the Federal National Mor*gage Corporation, or the Government National

“This firewall was modited. s above, 1na January 1990 Board Order.
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Mortgage Assoviation or represent interests in securities issued or gaar-
anteed by such agencies.”

21(a). Applicants shall assure that no bank or thrift subsidiary shafl,
directly or indirectly, extend credit in any manner to an affiliated
underwriting subsidiary or a subsidiarv thervof: or issue a guarantec,
acceptance, or letter of credit, including an endorsement or standby let-
ter of credit. for the benefit of the underwriting subsidiary or a subsidi-
ary thereof.

(b). Vhis prohibition shali not apply to an extension of credit by a bank
or thrift to an underwriting subsidiary that is incidental to the prosision
of clearing services by the bank or thriit to the underwriting subsidgary
with respect to securities of the United States or Canada or their agen-
cies, or securities on whicl: the principal and interest are fully guaran-
teed by the Upited States or Canada or their agencies, if the extensson of
credit is tully secured by such securities. is on market terms, and is
repaid on the same calendar day. If the intra-day clearing of such securi-
ties cannot be completed because of a bena fide fail or opcrational prob-
fem incidental to the clearing process that is beyona the control of the
bank or thritt and the underwriting subsidiary, the bank or thrift may
continu~ the intra-day extension of credit overnight provided the exten-
sion‘of credit is fully secured as to principal and interest as described
above, is on market terms, and is repaid as early as possible on the mext.
business day.?

22. No bank or thritt shall, directly or indirectly, for its own account,
purchase financial assets of an atfiliated underwriting subsidiary or a
subsidiary thereof or seli such assets to the underwriting subsidiary or
subsidiary thereof. This limitation shall not apply to the purchase amd
siale of US. Treasury securities or direct obligations of the Canadian fed-
eral government that are not subject (o repurchase or reverse repur-
«hose agreements between the underwriting subsidiary and its bank or
thrift affiliates.™

“H. Limitations on Transfers of Information
23. No bank or thrift shall disclose to an underw riting subsidiary. newr

shall - undeprwriting subsidiary disclose to an o tiliated bank or thrft,
any nonpublic customer information (ncludmg an evaluation of the

“Thas rewall wiss todified, as above, i a September 190€2 Boaca Order.
TThis Frewall wis mesdified. as above, maclamuary 19800 i2oand Order.

TS frewatl wits saeodifiedas above, ma Jannary 196 Board C-der.
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crcdit;ort hiness of an issuer or other customer of that bank or thrift, or
underwriting subsidiary) without the consent of that cus omer.™

L Reports

24. Applicants shall submit quarterly to the appropriate Federal
Reserve Bank FOCUS reports filed with the NASD or other self-regulatory
organizations, and detailed information breaking down the underwriting
subsidiaries’ business with respect to eligible and ineligible securities, in
order to permit monitoring of the underwriting subsidiaries’ coanpliance
with the provisions of this Order." "

*J. Transfer of Activitics and Formation of Subsidiaries of an Under-
writing Subsidiary to Engage in Underwriting and Dealing

25. The Board’s approval of the proposed underwriting and dealing
activities extends only to the subsidiaries described above for which
approval has been sought in the instant applications. The activitics may
rwot be conducted by Applicants in any other subsidiary withnet prior
Board review. Pursuant to Regulation Y, no corporate reorgar . :siion of
an underwriting subsidiary, such as the establishiment of subs. iiaries of
the underwriting subsidiary to conduct the activities, m:. ¥ be consum-
mated without prior Board approval.”

~K. Limitations on Reciprocal Arrangements and Discriminatury
Treatment

26. No Apr Ucar nor any of its subsidiaries may, directly or irdircetly
enter into any reciprocal arrangement. A reciprocal arrangerent means
any agreement, understanding, or other arrangement under wkich one
bank holding company (or subsidiary thereof) agrees to engag= ina
transaction with, or on behalf of, another bank holding company (or
subsidiary thereef), in exchange for the agreement of the scceos:d bank
holding company (or any subsidiary thereof) to engage in a trausaction
with, or on behalf of, the first bank holding corapany (or any subsidiary
thercof) for the purpose of evading any requirement of this Oxder or
any nrohibition on transactions between, or for the benefit of. affiliates
of banks established pursuant to federal banking law or regulation

27. No bank or thrift affiliate of an underwriting subsidiary skall,
directly or indirectly:

“The Board will make available in the future a form on which this information should b subratted
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(a) acting alone or with others, extend or deny credit or services (includ-
ing clearing scrvices). or vary the terms or conditions thereof, if the
effect of such action would be to treat ar unaffiliated securities firm less
favorably than its affiliated underwriting svbsidiary, unless the bank or
thrift demonstrates that the extension or denial is based on objective
criteria and is consistent with sound business practices; or

(b) extend or deny credit or services or vary the terms or conditions
thereof with the intent of creating a competitive advantage for an
underwriting subsid: ry of an affiliated bank holding company.”

L. Requirement for Supervisery Review Before Commencement of
Activities

28. An Applicant may not commence the proposed debt and equity
securities underwriting and dealing activiti- . until the Board has ¢ _or-
mined that the Applicant has established policics and procedures
ensure compliance with the requirements of th Order, including com-
puter, audit and accounting systems, internal risk management controls
and the necessary operational and managerial infrastructure. In this
regard. the Board will review in one year whether Applicants may com-
mence undeswriting and dealing in equity securities based on a determi-
nation by the Board that they have established the managerial and
operational infrastructure and other policies and procedures necessary
to comply with the requirements of this Order.”
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B80ARD OF GOVEANORS

or e
FEDERAL RESERVE SYSTEM
WASHINGTON, 0. C. 2055

LIVIBeOy OF Bares s,
SUPEBV RIUN AND UL ATION

January 23, 1990

Mr. Richard L. Fogel

Assistant Comptroller General

United States General Accounting Uffice
washington, D.C. 20548

Dear Mr. Fcgel:

This is in response to your letter of December
22r.d to Chairman Greenspan enclosing for our review and
comment a draft report "Bank Powers: Activities of
Securities Subsidiaries of Bank Holding Companies®. cCur
staff subsequently conveyed some suggestions for editorial
and technical changes to your staff in oral discussions and
we understand that these changes will be incorporated in the
final report. Except for these suggestions for language
changes, the staff found the report to be satisfactory.

I1f you have any further questions with respect to
this matter, please call Robert S. Plotkin, Assistant
Director, 452-2782.

Very truly yours,

Y |

Frederick M. Struble
Associate Director
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Note GAO comments (A A & A
supplementing those in the s
report text appear at the
end of this appendix

Comptrolier of the Currency
Agministrator of National Banks

Washington, D C. 20219

February 7, 1990

Mr. Richard L. Fogel :
Assistant Comptroller General : '
General Government Division

United States General Accounting Office
Washington, D.C. 20548

Dear Mr. Fogel:

| We have reviewed your draft of a proposed report entitled Bank !

! Powers; Activities Q! i i

Companjes. The study reviews the principal legislation affecting ;

the securities powers of bank affiliates. It discusses the . -
reasoning behind the Federal Reserve Board’s (Board) decis‘on to
allow banks to underwrite "ineligible securities™ on a limited
basis under Scction 20 of the Glass-Steagall Act. It ex: ines the
! conflicts of interest that arise when investment and con. rcial

i banking are combined. It discusses the firewalls that h:ive been
established by the Board to ensure the safety and soundness of the
banking system, to control conflict of interest abuse, and to
insulate the deposit insurance fund from risks associated with

ser irities transactions. The study also includes statistics on the
volume of securitics activities, as well as on the market

H penctration of Section 20 subsidiaries, and identifies seven areas
' requiring further study.

We intcerpret the statement on page 19 that the usc of a “"separate
SEC-regulated subsidiary and regulation of the entire holding
company by the Focderal Reserve [are] essential in permitting the
affiliation of the banking and securities businesses” to be an -
endorsement of the Federal Reserve’s view that ineligible . -
securities activities should take place only within a securities :
affiliate of a bank holding company. We recommend that the drait .
acknowledge that there are reasonable alternatives to the affiliate i
structure, e.qg. securities underwriting in direct subsidiaries of -
federally insured banks. A proper choice among alternative
orqganizational structures could be made once the costs and benefits
of cach are weighed. Looking at alternative organizational

i structures might be included in your list of topics for furthe {
: study.
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See comment 2
Now onpp 1517

See comment 3

See comment 4

Similarly, the study seems to endorse the Federal Reserve’s system
of firewalls as an effective means of preventing underwriting risks
from being transmitted from the securities affiliate to the
federally insured bank. There is no discussion of safeguards, such
as customer protection rules administered by the SEC, that aight
show firewalls to be unnecessary and/or ineffective. We recommend
that the discussion on pages 22 and 23 of the draft be adjusted to
recognize that the need for particular firewalls be examined in
light of their cost and of other requlatory and market safeguards.

In addition, the report generally approves the Federal Reserve’s 10
percent limit on income from bank-ineligible securities
activities. We have previously stated that we believe that some
greater level of bank-ineligible activity would be legally
permissible under Section 20 and that it is inappropriate to set a
definitive level of gross income as the "engaged principally”
standard for all cases. We have also stated that tests other than
gross income are legally permissible and should be explored for
determining the meaning of "engaged principally® under Section 20.
We recommend that the draft recognize the possibility of
alternative approaches for defining "engaged principally®™ under
Section 20.

One of the stated objectives of the report is to "identify how the
activities of Sectiou 20 firms have affected risk levels in their
respective bank holding companies.” Appendix II would better meet
that objective by describing the risks ansociated with securities
underwriting and how they compare with traditional risks and by
evaluating the impact and effects of diversification.

We also had some comments of a technical nature that wure provided
separately for your consideration in putting the draft into final
report form.

Thank you for the opportunity to comment.

Sincerely,

KA s\
Judith Walter
Senior Deputy Comptroller for Administration
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The following are Ga0's comments on the Office of the Comptroller of
the Currency’s letter dated February 7, 1990.

GAO Comments

1. We have recognized some benefits associated with the holding com-
pany structure, including the ability to generally accommodate the
expanded powers of banking organizations while organizationally insu-
lating federally insured activities from the risks associated with the
expanded powers. However, we have not endorsed the holding company
structure as the only structure appropriate in the long run to be used
with the expansion of securities powers that may be approved for bank-
ing organizations. We have modified our discussion of these points in the
report on pages 12 to 14.

2. Our report recognizes that the general intent of the firewalls—insu-
lating federally insured institutions from the risks associated with the
activities of securities affi..a. s—is appropriate and that they provide a
basis for maintaining regalatory controls as new powers are being
phased in. Our work did not include assessing the effectiveness of the
firewalls. Therefore, we have no basis for endorsing the present sct of
firewalls as a permanent feature of how banking organizations are
organized. Our draft report discussed the need to further study the pur-
pose of the firewalls and the potenti2l regulatory burden they could
impose. We expanded our discussion of this point on pages 15 to 17 of
the report.

3. We agree with the Board's policy of the revenue limit as an approach
to phasing in bank-ineligible securities activities. However, we have not
endorsed any definitive level of gross revenuces as the most proper inter-
pretation of the “engaged principally” clause. The report has been modi-
fied to recognize that alternative approaches for defining “engaged
principally” under Section 20 of the Glass-Steagall Act could be explored
once experience can be : lied upon to determine the impact of such
approaches, and once the purpose of the firewalls and other limitations
are further clarified. See pages 14 and 15.

4. A more detailed discussion of the risk characteristics of securities
activities, particularly when done within bank holding companuies,
would no doubt be useful for readers. However, we do not beiieve the
report needs to be modified to incorporate additional mater” ! in this
area. Appendix H discusses the nature of the risks associated with Sec-
tion 20 subsidiary securities activities and recognizes that these activi-
ties could allow bank holding companies the opportunity to reduce risk

Page 110 GAO/GGD-9048 Bank Powers




-4

Appendix X
Comments From the Office of the
Comptroller of the Currency

through diversification of activities. Our report also notes that the lim-
ited time that Section 20 firms have been active does not allow a deter-
mination on whether the new activities have actually increased or
decreased risk to the holding company. See pages 37 to 39.
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Note' GAO comments R SRR TSN
supplementing those in the
repori text appear at the
end of this appendix

UNITED STATES b
SECURITIES AND EXCHANGE COMMISSION !
WASHINGTON. DC. 20349

January 26, 1990 '
}

Richard L. Fogel

Agsistant Comptrcller General
Gen: 31 Government Division
U.S. General Accounting Office
Washington, D.C. 20548

Dear Mr. Fogel:

Thank you for the cpportunity to comment on the General
Accounting Offica's December 22, 1989 draft report entitled. Bank
Powers: Activities of Securjties Svhsidiaries of Bapnk Holdi
Companjes. My Office and the staff of the Divisicns of Marret
Regulation, Enforcemant, and Investment Management have reviewed
the draft report. Based upon that review, a number of technical
suggestions have been orally provided. This letter comments on
several issues addressed in the draft report which are of
particular concern to the Commission.

I agree with your conclusion that requiring banks to conduct
. bank~ineligible securities activities in subsidiaries, subject to
the requlalory scheme for broker-decalers which Congress designed
for the protection of investors, is an essentjal condition to
permitting the affiliation of banking and securities firms. The
Commission has supported this requirement and has recommended
that any legislation to expand the securities powers of banks
require banks to conduct most of their new and existing
securities activities in separate entities subject to full
Comnission regulation.

1 also agree with your cbservation that another concern
raised by the Section 20 arrangement is that no completely
comparable opportunity exists for securities firms to expand into
banking activities. Although sccurities firms could engace in
certain banking activities if the firms and their parent holding
companies complied with the same bankingy regulations appliceble
to banks and bank holding companies engaging in those activities,
this would be impracticable. It would be much more difficult for
securities firms, which are not organized within a bank holdinjg
company structure, to comply with these requlatiors, than it is
for banks, which are already organized within that structure.

Sea comment 1 Accordingly, consideration should ke given to amending the Bank
Holding Company Act to permit securities f.rms to own banks

| RS

b e — I
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Richard L. Fogel
Page 2

without subjecting these firms and their holding companies to the
full regulatory system applicable to banks and bank holding
companies.

In order to accommodate your time schedule, the staff has
not submitted this comment le ‘er to the Commission for its
review. Again, I appreciate tiis opportunity to comment on the
draft report.

Sincerely,
2L Cetlhoqg
niel L. Goelzer{
General Counsel
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Appendix XI
Comments From the Securities and
Exchange Commission

GAO Comments

The following are GAO's comments on the Securities and Exchange Com-
mission’s letter dated January 26, 1990.

1. We believe an arrangement for combining banking and securities af .-
iates within the same financial holding company needs to provide for
regulatory controls over the entire holding company comparable to the
Federal Reserve’s controls over bank holding companies. A discussion of
this point has been included in the letter. See pages 18 to 20.
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>ee comment 1

ee comment 2

ow pp 18-20

b o o o e e

AMERICAN 1120 Conmecrcn Avernue. M W
BANKERS Waswngson. O C
ASSOCIATION 20030

?T T AGENCY BILATIONS, ]

I v TREST AND SACURITRS tamas D

LNt oD 201-063-5324

January 8, 1990

Richard L. Fogel

Assistant Comptroller General

Ge. :ral Government Division

United States General
Accounting Office

wWashington, DC 20548

RE: Draft Report -- Bank Powers: Activities of Securities
Subsidiaries of Bank Holding Companies

Dear Mr. Fogel:

The American Bankers Association ("ABA") appreciates the
opportunity to review and comment on the General Accounting
Offices ("GAO") draft report on bank~ineligible securities
activities carried out by wholly-owned subsidiaries of bank
holding companies. At the outset, the GAO is to be commended on
the thorough effort given to compiling the report. As the GAO
has recognized, the nature and extent to which banks conduct
securities activities through Section 20 subsidiaries is only
just evolving. In consideration of the infancy of those
activities and in recognition that the viewpoints of various
persons will change as cor ort levels increase, the ABA believes
that the rej 'rt sets out fairly the current thoughts of
interested persons regarding those activities.

The ABA does, however, wish to offer the following comments and
suggestions regarding the report. First and foremost, the ABA
believes it is important that the report note that the securities
industry has recently announced that it no longer opposes repeal
of the Glass-Steagall Act. Accordingly, the report should state
that positions articulated by the securities industry and
contained in the report may have changed.

Another issue involves the competitive concerns between the
banking and securities industries. The GAO, in its report, has
expressed the opinion that the case for continued maintenance of
the firewalls may be much stronger when viewed in terms ot
competitive concerns (pp. 21 and 24). ABA agrees that th=
extensive list of burdensome firewalls does keep many ba s from
competing in securities services. On the other hand, the report
cites, as evidence of competitive disadvantages to securities
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See comment 3.
Now pp. 50-52.

Now pp. 56 and 57.
See com.aent 3.

See comment 3

CONTIURNG OUR LLTTIR OF

ASSOCIATION
January 8, 1990

swrno 2

firms, the fact that securities flrms competing with Section 20
subsidiaries are no: affiliated with banks ard have no comparable
opportunity to exy 3 into banking. The ABA disagrees and would
direct the GAO’s a-:ention to ti : fact that several securities
fires own banks. A discussion ol these firms’ banking activities
would be helpful to clear understanding of the issues involved.

With regard to the report’s discussion on the firewall
prohibiting banks froa supplying any form of credit enhancement
for ineliqible securities to be unde .ritten by the underwriting
subsidiary (p. 70), mention should a.so be made that this
prohibition is uneconomical and creates market inefficiencies and
negative public perceptions. Specifically, customers seeking
credit enhancements for their securities to I underwritten by a
bank holding company subsidiary will have to ;3 to another bank
and inevitably will pay more for the credit enhancement feature.
In addition, the public may draw negativc inferences regarding
the worth of the underwritten securities if the bank does not
issue the credit enhancement for securities being underwritten by
its affiliate.

The discussion regarding the prohibition on cross-markeving

(p- 79) should include the thought that this prohibition is both
unsconomical and inefficient. For example, customers that have a
long history of dealing with specific corporate lending personnel
will rot be able to u=e the same bank holding company personnel
foir irs underw:iting ner ' and will have to negotiate separately
fo. those needs with oti - bank holding company personnel.
Inefficiencies are creat < when such a situation occurs.
result, customecrs may chuose to go elsewhere whei their
financial nceds can be addressed in one package. Competitors can
offer all these services and more.

As a

The firewall discussion should also include a discussion
regarding the affiliate purchase restriction firewall.
specificully, that firewall prevents, under certain conditions,
bank holdinj companies and their affiliates from purchasing, as
principal, ineligible securities that are underwritten by the
Section 20 subsidiary. While that prohibition has been somewhat
modified, as the report recognizes, in that bank holding
conpanies and thaijir nonbank affiliates may purchase less than 50%
of any dab* issue privately placed by the Section 20 subsidiary,
the prohibi-ion is nevertheless unnecessary and m- , in fact,
prove detrimental to the bank’s reputation in the comuunity.
example, an underwriting subsidiary may be engaged in a large
revenue bond offering in connection with construction at the

For
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AMERICAN CONTINUING QUA LETTRR OF

ASSOCIATION
January 8, 1990

local airport. Normally, a bank, as a member of that community,
would be expected to purchase part of that offering for its own
portfolio. Howvever, the prohibition against purchasing
securities underwritten by the underwriting subsidizry would
dr.prive the bank from participating ir ‘he proiect and,
conseguently, may reflect poorly on the bank’s reputatio: in the
community.

In conclusion, the ABA appreciates the opportunity to review and
comment on the GAO’s draft report. If you have any questions,
please do not hesitate to contact our office.

Sincerely,

Eumr')-w e \tu;’,‘\\- - IQ)\’\\‘\

James D. McLaughlin

o
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GAO Commnents

The following are GAO's comments on the American Bankers Associa-
tion's letter dated January 8, 1990.

1. The report reflects our discussions with securities industry officrals.
Views of the Securities Induscry Association on the draft report are con-
tained in appendix XVIL

2. We clarified our report to show that U.S. securities firres generally
cannot own LS. banks without themselves becoming bank holding com-
panies. However, we pointed out that securities firms ow s some non-
bank banks and do have oppertunities to be aff, -ated with banks
located outside the U.S. See pages 18 and 19.

3. Our discussion of the regulatory burden of rirewalls has been

expanded. (See pp. 15 to 17.) Also, the points made by the ABA have
been incorporated into relevant nortions of appendix 01
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Note GAO comments
supplementing those in the
1eport text appear at the
end of this appendix

NATIONAL FRESS BURLDCYG, SUTTE 200, WASHENGTON, DC 2043 OB M25.4

December 27, 1989

Mr. Richard L. Fogel
Assistant Comptroller General
Gaeaneral Accounting office
washington, D.C. 20548

Dear Mr. Fogel:

We appreciate the opportunity to comment on the GAO draft
report entitle” Rapk Powers: Activities of Secuxi*ies
Subsidisxies ¢ Rark Holding Cqapan’ %. ¥ believ the
report provid. useful background in.orm ‘on on tne so-
called Szc” ion 20 securities aftiliates a ihorized >y the
Feldercl Rec »rve Board in 1987 and 1989. With regard to the
continuing debates over the need to repzal or reform the
Glass-Steagall Act, we also believe it is noteworthy that
the GAO did not uncover any evidence of abuse or threats to
the Fecderal Deposit Insurance Fund on the part of Saction 20
affiliates although to us, these results are not surprising.

See comment 1 Most of the information developad by the GAO is
summarized in the eight appendices > “he report. We have no
particular quarrel with the informztioa presented ‘Ythough
the discussion doez focus exclusively on the comm: -ial
banking industry. We think the report would be mor. useful
for public policy purposes if it included comparable
information on the securities industry where appropriate.

Towards that end, we suggest an additional appendix that
would review levels of concentration in securities
underwvriting ard -alyze the extent to which these
concentration rat 18 could be diminished if banking
organizations were permitted to «ompete. Certainly the high
levels of concentration in securities underwriting was a
major public policy concern on the p>rt of the House and
Senate Banking Committees in 1988 w .n both Committees
approved legislation to modernize the Glass-Steagall Act.

See comment 2

See comment 3 Another appendix should be included to describe the
current financial structure of securities holding com; nies
and in particular, the degree of double-leveraging bei.zen
the parent and its broker-dealer subsidiaries. The awount of
double-leveraging allowed securities firms is clearly
relevant to the debate over many of the restraints the
securities industry seeks to impose on bank holding
companies in the name of competitive equity. For example,
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See comment 4

See comitiont 4

the requirement that bank holding companies must deduct
their capital investment in their securities subsidiaries
from their own capital base is often justified on the theory
that it keeps bank-affiliated securities firms frosm gaining (
a compatitive advantage over unaffiliated securities firms.
We believe a careful review of the financial structura of
non-bank affiliated securities firms will lead to pr :isely
the opposite conclusion -- the PED's current capital rules
place bank affiliated securities firms at a competitive
disadvaniage.

Although the report re. “hes no specific con:lusiocns, it
doas spell out seven are: that the regulators and the
Congress should consider in determining financial
restructuring policy. We would suggest an eighth point whose
thene is implicit in much of the material in the appendices !
but is novhere made explicit. The point is this: At some |

Y

level, £
refucing v :k. they actually incxease xisk, !
}
As examples, we would cite many of the operational ‘

firewalls t' at rejquire szparate staffs and rrevent b: king
organizatic - from utilizinc their most exr -fanced

‘personnel tc oversse the co ' ined banking/s..urities |

activities. Another example is the absolute prohibition on a i
bank mzking loans to its securities affiliate. This
prohibition could veaken the overall struct re ¢ t
banking organization during a liguidity cri is s -h as ve
experienced in October of 1987. Also, the r. juir ‘ent that
securities activities be conducted in separate atffiliates
(as opposed to a subsidiary of the bank) can actually veaken ;
the bank by moving profitabla activities from its balance '
sheet. The azscts cf the securitics affiliate are also

placed beyond the reach of the FDIC in the event the bank

itself fails.

On a more gencral level, we would argue that excessive
firewalls will discourage many banking srganizations from
diversifying their activities, thereby incurring more risk.
If banks are not allowed to follow the natural evolution of
the banking business into the securities markets, they will
be compa2lled into making riskier loans to marginal borrowers
in order to recapture their lost profits. This is a formula
for more risk, not less risk.
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Sec comment 5
Now pg 10-20
Point 2 1n the draft 1s now

point 3. and begins on p
14

i
See comment 6

-7 Now pp 15-17

After the debacle of the thrift industry, it is clear
that the Congress and the regulators need to look at
financial legislat.on in the 1i-ht of its risk to the tax-
payers. It 2oes not follow, ho. er, that the most cautious
policy is n -essarily the sates.. Indeed, there are cases
where doing nothing can be the ris>lest of all policies. Ve
think Glass~Steagall reform is clc vly one of those cases.
Relaxing most of the PFederal Reser.e Board's fire-wvalls
imposed on Section 20 securities affiliates will strengthen
and not weaken our tinancial systam and provide less risk to
the nation's tax-payers.

Wa also have some obse:vations on two of your seven
points listed on pages 19 through 24. Point 2 starts with
th+ unassailable proposition that ®It is ixportant to be as
clear as possible about the purpose of firewalls.™ It then
goes on to discuss the prohibition against a bank issuing
guarantess on issuez underwritten by its securities
affiliate. The repo:: corractly states that "On risk
grounds, the need f *he firewall can be qucstioned. If the
g arantee is priced ..rrectly, the bank wov"d be no more
ex: nned to risk 'y the guarantee than if t! bank simply
] a lcan to the company.” The report the:. suggests that
¢.. conpetitive grounds the case for the firewall may be
stronger and that its removal may place securities firms at
a competitive disadvantage. It is hard to follow this logic.
if the quar:zntee is compet’ ively priced (as would be
required u: .r Sectica 23B of the Federal Reserve Act), it
does not a’,ord the bank's se:-irities affiliate any
coapetitive advantage over a sacurities firm not affiliated
with a bank.

Wa suggest this point be dropped. The conclusion is not
supported by the example cited. More importantly, the notion
that competitive equity arguments should be given major
weight in imposing firewall restrictions on an entire
industry is suspect, especially when raised by a rival
industry seeking to insulate itself from outside
conpetition. If safety conditions are satisfied, public
policy ought to act on the presunption that more competition
is in the public interest. Restricting ~omp¢ ition in the
name of competitive equity is a dangerous gai.> that is bound
end in a weaker and less productive financial systen.

Point number 4 on page 22 refers to a prior GAO report
concluding that institutional abuses or conflicts of
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See comment 7

interest were not a widespread problem in the banking

industry. We certainly agree. The report goes on, howaver, -7
to state that "given the harm that could result to consumers
and, ultimately, to banking safety and soundness from
abuses, the potential for future abuses warrants close
attention if banking insZitutions were granted expanded
securities povers.®

Wz believe this sentence is unduly alarmist and not
jus! tied by GAG's own evidence. Certainly the Congress and
the :egqulators should think about potential abuses, but t -y
shonld also think about potential benefits from expanded
competition, especially when the probadbility of gain far -
exceeds the possibility of any loss. Considering only the
possibility of potential atuse is a forsula for enacting
excessive and counter-produciive firewalls. Ve v-je that
point four be dropped or at the very least be r .ritten to
incli.'e a more balanced treatment of the likely geins
resulting from expanded bank securities povars.

We appreciate the opportuy iy to comment on your draft
report.

Tincetcly, %@Q

Thomas P. Rideout
Executive Director
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GAO Comments

The follc ving are GAO’s comments on the Bank Carital Markets Associa-
tion's letter dated December 27, 1989.

—

1. Given the nature of the request, most of the information in the rcport
is concerned with the operations of Section 20 firms and bank holding
companies. We agree that additional informatiorn about the securities
industry would be useful; however, in order to meet our requester’s
information needs in a timely manner, we were unable to develop this
information. Nevertheless, at various points, the report does discuss the
nature of risks in the securities industry, market share, and capital ade-
quacy regulation in the securities industry.

2. On the basis of data availability, we have included information on the
levels of concentration in the securities markets in which Section 20
firms have initiated underwriting activities. (See app. 1.) Since Section
20 firms have been operating for a reiatively short time, it is still too
carly to determine the impact they cotild have on the securities market.
The discussion in appendix [ als points out that it is not necessarily the
case that expanding the securities powers of banks over the long run
will reduce market concentration in underwriting markets. See pages

31 and 32.

3. Our work did not include an analysis of the financial structure of
securities holding companies. However, at several places in the report
we do point out that the holding companies of securities firins are not
subject to the same capital regulation as bank holding companies.

Sce page 78.

4. Our draft report recognized banking officials’ concerns about the reg-
ulatory burden imposed by the firewalls and that it would be useful to
examine individual firewalls from the perspective of what can and can-
not be accomplished under the current regulatory structure.

The report has, however, been modified to include an expanded discus-
sion of regulatory burden and the possibility that firewalls could
increase risk. (See pp. 15-17.) As noted, we agree that the prohibition on
a bank making leans to its securities affiliates could weaken the overall
structure of a bankiir organization during a liquidity crisis. See page 17.

5. Our discussion is intenced to help focus attention on the purpose of
the firewalls. and we think that competitive aspects are of concern to
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many people. We have modified the discussion to take account of Sec-
tion 23B of the Federal Reserve Act, but the exi- ~nce of this provision
does not necessarily take care of all competitive considerations, in part
becausc the provision may be ignored if the firm experiences financial
stress. In addition there may be econoruies of combining banking and
securities activities that would benefit the banking organization. See
pages 18 and 19.

6. The report was modified to include a discussion of whether it was
appropriate to consider competitive equality. See pages 18 and 19.

7. We agrec that potential benefits should be considered in determining
the appropriateness of firewalls. However, we also believe that it is rea-
sonable to be cautious in phasing in powers in new areas where the
potential exists for conflicts of interest or abuses such as insider trad-
ing. The discussion of this point has been modified to clarify our view.
See pages 1510 17,

Page 124 GAOQ GGD-90-48 Bank Powers




Appendix XIV

Comments From the Association of Bark
Holding Companies

Note GAQ comments
supplementing those in the
report text appear at the
end of this appendix

S comme=t 1

Now P 8
Seqcomn ot
Nowpp 23 8
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GEsERM COUNSEL § SECRETARY C 3 Ll J

ASSOCIATION of BANK HOLDING COMPANIES

AMCHAAD M wraTIng TR FPILENT STRELY N W WwatewnGTON OC AX0%

January S, 1990

Mr. Richard L. Fozel
Assistant Comptroller General
General Government Division
General Accounting Office
Washington, D.C. 20548

Dear Mr. Fozel:

Thank you for the oppori.:nity to review and comment upon your draft
report on ban! ineligible securities activities carried out by wholly-owned
subsidiaries of bank holding companies.

As you kr ~w, althoug!: the authority for bank holding companies 10 engage
in such activiues was granted only recently, this development provides a
significant opportunity for bank holding companies to serve their customers,
diversify their product base and business risks, and compete more ¢ fectively in
the financial services sector. Accordingly, we commend you for addressing this
important topic and for noting that such activities have not "damaged the
financial conditica of a bank or b~nk holding company.” We hop= that your
conclusions will quell the criticis. from opponents to the conduct of ineligible
secu-. i2s activities by subsidiaries of bank holding compaaies.

In general, we agree with your report and the conclusions therein. We do
have, however, a few comments. First, on page 12, we wou'd suggest that you
insert the phrase "without limitation or regulation” after the word "dealin3" in
the second line after the subheading "Risks Associated With Section 20 ar.d Bank
Holding Company Activities.” Without this addition, the sentence seems to '
imply that such risks cannot be managed and can be counter-balanced only by i
the opportunities or benefits from the conduct of such activities by subsidiarics |

H

of bank holding coripanies.

Second, the background discussion on pages 2-5 of the report should make
clear that the lir ‘.ations on gross revenues from ineligibie activities were !
imposed as ares  of the Federal Reserve Board's interpretation of the
"engaged princip- ;" language of section 20 of the Glass-Steagall Act. Further,
it should be note.? that that language is subject to different interprezztions, !
including author' ation to aliow Section 20 subsidiaries of bank holding .
companies to ¢~ ribute to over twenty-five percent of the or- ~ization's '
revenues. It is g :sible that the Federal Reserve Board's curr- - inierpretation
could change ovar time.
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See comment 3
Now oo 10-20

ASSOCIATION of BANK HOLDING COMPANIES

Mr. Richard L. Fozel -2- January S, 1990

Finally, recognizing that the section 20 language could sccommodate a
greater volume of ineligible activities, we believe your list of additional sre»
that should be considered by the Congress (see pp. 19-24) should include wh-
greater meligible securities activities, when subject o apprepriate regulatic. ,
in fact would result in any increased risks to the banking system.

in conclusion, we appreciate the chance to comment on your study. You
andy :r staff are to be commended on & job well dc .

Sincerely,

Rionend M.
Richard M. Whiting

r
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Holding Companies

GAO Comments

The following are GAO’s comments on the Association of Bank Holding
Companies’ letter dated January 5, 1990.

1. We dc not believe the wording of the report implies that such risks
cannot be iranag:d. We have modified the discussion in the report to
make it clear that aithough there have been benefits associated with
using the holding company structure, having independent bank holding
corupany subsidiaries is not necessarily the only way to structure the
expanded securities activities for banking organizations in the iong run.
See pages 12to 14.

2. We think the report is clear on this point. Although the question of
whether to raise the revenue limit further is not an issue currently
before che Board, we recognize the Board's continuing authority to reex-
amine limitations established on Section 20 subsidiaries.

3. Our discussion of regulatory burden on pages 15 to 17 has been modi-
ficd to recognize that expanded securities activities is one of the restric-
tions that, like revenue limits and some of the firewalls, might be
maodified in the future.
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Note GAO comments
supplementing those in the
report text appear at the
end of this appendix

J 'R "IN e

The Sacure Group Ot Counasl
Thwee Liatuy.tie Canter AANOLD & PORTER
Suite 630 1200 Nenw Hompuhire, N.W.
1158 2108 Stroct, NW.

Washington, 0.C. 20008
Washington, 0.C. 2002¢-3208 Phone: 202/728-3054
Phone: 202/728- 3408

Coalition for Regional Banks

January 18, 1990

Mr. Richard L. Fogel

Assistant Comptroller General

United States General Accounting office
Washington, D.C. 20348

Dear Mr. Fogel:

The Coalition for Regional Banks appreciates the
opportunity to comment on ti draft GAO Report entitled
"Bznk Powers: Activities of . scurities Subsidiaries of
Bank Holding Corpanies.®

The Report provides a ussaful and objective
discuasion of the regulatory framework applicable to
section 20 subsidiaries of bank holding companies and
the ef :t the so-called "firewall®™ restrictions
impos: “y the Federal Reserve Board on such activities.
We ba’ 7a that the Report would provide a more coxplete
view i. greater emphasis were given to the
ai - proportionate impact of the firewalls on regional
b-rking organizations and we have encl-sed specific
conuaents in this regard.

w. ;ppreclated the opportunity to meet with the
G20 stafi in the formulation of the Report. On rehalf
of the Coulition for Regional Banks, I am submit ing the
enclosel comnents on specific points made in the Report.

slnc.roly?
14

Melanie L. Fein

Avrnold & Porter

Counsel to The Coalition
For Regional Banks

Enclosure

cc: Stephen C. Swaim
Edward Wroblewski
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See comment 1

Comments on the GAO Report Entitled
#Bank Powvers: Activities of Securities
Subsidiaries of Bank Holding Cospanies®

1. The Coalition for Regional Banks believes
that the Report should emphasize more clearly the
disproportionate effect on regional bank holding
companies of the gross revenue lisit applicable to
section 20 subsidiaries.

As a Tesult of the ten percen” gJgross revenue
limit, a section 20 subsidiary must have a substantial
volums of revenue from bank-eligible activities in order
to sngage in any significant volume of ineligible
underwriting and dealing activity. T only major
source of eligible revenues is from underwriting and
dealing in U.S. government securities. The structure of
the U.S. governuent securities market, hovev: ,
generally precludes bank holding companies froa major
involvement in thip market unless they qualify as
primary dealers, which most r ‘onal bank holding

f
companies do not.1

1 The Federal Ressrve Bank of New York desigrnates
certzin large banks and securities firas as primary
dealers. There are currently approxizately 43 primary
dezlers, o whick seven are domastic banks and several
more ars nonbank subsidiaries o bank holding companies.
Each primary dealer is required to maintais at least a
minimur ona percent share of the total priwary dealer
transactions with customars, to subzit compatitive bids
a%t every Treasury auction, and to mairtain capital of at
least $50 million. The Federal Resarve Bank of New York
[Footnote continued on next page)
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P

Regional bank holding cospanies that are not
asffiliated with primary dealers in U.S. government
securities cperate un’ : a severs competitive
disadvantage relative to section 20 subsidiaries that
are primary dealers because they lack the large base of
eligible revenues from underwriting gavernaent
securities. For example, as shown in the attached
chart, a section 20 subsidiary of a regional bank
holding compz : with groes eligible revenues of $13
million per ysar could genarate ineligible revenues of
no more than approximately $1.67 million, resulting in a
minuscul - parket share. Interest income on positions
would account for a significant portion of this amount,
thereby limiting even ther the ability of a
section 20 subhsidiary to‘oango in undexwriting
activities. Depending oﬁ the size of each ilssue, the

gross revenue licit vou;d persit a regicnal section 20

(Footnote continued from previoue page]

has limited the mimber of primary deale to a maximu
of approximstely 50 firms. See Federal Ksserve Bank c.
New York, "Criteria and Procedures Applisd to Pirms
Interested in Becoming and Resaining Primary Dealers,”
Press Releace of Noverber 17, 1938. Primary dealers
control 75 percent of the market in governvent
securities with 200-300 sacondary deslers ~~counting for
the rez>ining 25 percent. Tha cosbined a. cage daily
trading voluwe of all primary dsalers in August, 1988,
was 5100.1 billion for imwediate delivery. 75 Fed. Ras.
Bull. A31 (1989). This fiqure does not include a large
voluma of activity consisting of securities sold under
repurchase agreemsnts.

&

_m.“uﬁ .
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subsidiary to engage in only a very few underwvriting
transactions.

In order to hold itself ocut as a creditable
underwriter and dealer in ineligible securities, a
section 20 subsidiary must be able to respon’ to
requests for bids on underwriting deals and to
participate regularly in the underwriting and dealing
markeats. Under a ten per=ent limit, 2 regional section
20 subsidiary may quickly exhaust its quota for
ineligible underwriting revenue and be unable to
participate in undervritings of local municipal projects
of major regi 3l importance.

Tha ten percent gross revenue limit thus makes it
difficult or impossible for many ;regional bank holding
conpanies to participate meaningfully or competitively

in the ineligible securities underwriting marl ts. A 25
to 49 percent gross revenue limit would be more
realistic. The U.5. Department of Justice and the
Comptroller of the Currency have s  ited their leqal
opinione that the Glass-Steagall Act permits such a
latitude of underwriting and dealing activitiess.

More meaningful participation by regional bank
holding coapanies aieoc would be possible if the Board
applied the gross revenue limit based on bank holding
company's total consolidated»t-vcnuo- rat..ar than

revenues of the section 20 subsidiary only. Such an
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approach w-tvld be consistent with the Glass-Steagall Act

as wall as previous interpretations by the Board. I

See commont 2. The Coalition for Regional Banks also
beliaves that the Report should place greater emphasis
on the disproportionate effect of the firewalls
generally on regional banking orgeai-atioms. This
disproportionate effect is ¢ denced by the percentage
of regiona® banking firms that havs actually activaced
their section 20 subsidiaries. Of the nine
multinational banking firms with section 20 approval,
seven, o. 77 percent of the total, have begqun tneir
bank-ineligible activities. In contrast, of tha ten
regional banking firms with section 20 approval, only
Zive, or 50% of the total, have bsgun their bank-
ireligible activitiea (Tables IV.1l and IV.2 of the

Report). |

Because of thelr smaller size, r‘oqlonal companies

are less ahle to absorb the additioncl organizational
and operational costs required to comply with the
firewalls. The prohibition on officer and dire~cor
interlocks, for example, typically meanas that regional
bank holding compani: engaged in undervriting
activities must either hire duplicative management
personnel or dilute existing management. Noreover,

1 because of their "relationship banking™ zpproach to

: customers, the cross-marketing restrictions may have a
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more significant adverse impact on regional banking

organizations and their customers. In "relationship
banking®”, the customer has the convc _snce of looking to
his individual relationship manager for all of his
financing needs, a benefit that is not possible under
the firewall restrictions.

3 See comment 1 3. On page 14, the Report states that regional
= r;'§ Nowp 8 bank holding company officials stated that

: it is necessary to transfer into a
v Section 20 subsidiary some activities
that may not fit well together from a

e business perspective in order to

ey provide a large enough subsidiary
ﬁ‘; rev ue base to make doing ineligible
4y business wvort while. )

We would point out that, in addition to incompatibility,

it iw unfeasible to locate most non-securities related

. activities in a section 20 sw ‘'diary due to the net

' capital rule of the Securities and Exchange Coamission.
Moreover, the rederal Reserve Board requires a bank
holding cc pany to deduct from its regulatory capital
any capital supporting the section 20 subsidiary ana

imposes other restrictions, such as cross-marketing and

interlocks prohibitions, that make the conduct of

activities through the section 20 subsidiary expc: sive

|
| and im} actical from a business point of view. This

Now p. 44. point is made in Appendix III (p. 59) but should be

emphasized in the body of the Report. We would note

that the SEC's net capital rule provides an adequate
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safeguard to ensure tha solvency of a section 20
subsidiary and thus the Board‘'s capital deduction is
unnecessary and costly.

4. The Coalition for Megional Banks believes
that banks should be permitted to establish and fund

See comment 2

section 20 subsidiaries in the same manner that the
Board has permitted foreign banks to do so. Saa Board
Order dated January 4, 1590, approving se' ion 20
applicetions by Canadian Ixperial Bank of Commerce, The
Raoyal Bank of Canada, and Barclays Bank PIC. The FD 'as
rejulations perzit insured state nonm: -er banks to
astablish subsidiaries to engage in underwriting and
dealing activities. 12 C.F.R. 337.4. Such activitias
should not become inpermissible simply because a bark is
owned by a bank holdai ' company. Th3z Board's authority
i to regulate tne activities of subsidiaries of holding
company banke is doubtful in any e .at. Allowing banks
to opsrate saparate section 20 subsidiaries wouid afford
dozsstic barn: cormpetitive parity with foreigin banks and
wculd enable dox tic banks to divererify their incone

and riska on a consolidated basis.

3 Sec comment 3 . 5. On pages 59-60, the Report citas a security

Nowp 46
- ‘; 5 industry official's ¢ ents that "the e. .re investment
o - induetry's revenues froa unr  writing weve only about

eight perce::.. of gross reve ~s in the first half of

! 1985" and therefore a bank holding company could acquire
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See comment 1.
Nove p. 8

a large existing securities firm and still be within the
ten percent grose revenue limit. This statement may be
aisleading because the Board's gross revenue liasit is
not only to underwriting activities but

It would be useful for the GAO to

applicabl
dealing as well.
ascertain and report the percentage of the investaent
industry's revenues that are derived from dealing
activities in addition to underwriting activities.

In any event, regional bank holding companies
gensrally are not interested in acy iring existing
securiti- 5 firms given t! poor condition of such firmas
generslly.

6. On page 13, the draft Rsport states that

bank holding company officiale and sone

requle’nry officisls k- e seid that the
regulatory structure r hamper the

ability of the holding company as a
i whole to manags its exposure tn a

single customer or market se; nt and,

tihus, the risks that may resu.: froa
( such exposure.

We would note that, while the separate subsidiary
requir< nt, interlocks restrictic , and other
firewalls may interfere with manzgssent's ability to
most efficiently monitor and control risk exposure, bank
holding corpznies are not undertaking undue risks as a
result of the firevalls but rather are managing such

risks through burdensome policies and procedures that
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othervise would be unnecessary in the ab:encs of certain
of the firewalls.

7. In & nuaber of places, the Report refers to
concerna by securities industry officials that bank
holding company section 20 activities will enable bank
holding companies to compete unfairly with securities
firms (a.9., p- 15). The Report states that, while tb
need for the firewalls may ba legitimately questioned,
elimination of the firewalls may place sscurities firme
at a compatitive dissdvantags:

{o]ln compatitive qrounéu, however, the

crze for the firewall mzy be much

ctronger. Securities f':-is competing -

with Section 20 firma a. not

cffiliated with a bank «,nd therefore

could be placed at a competitive

disadvantage if the firevalls were

_clinlnatod. (p. 21).
The Cozlition for Regional Banks helieves that .
i
competition betwvean securities firms and banking
organizations is not a valid Glacs-S5teagall concern.
The Glass-Steagall Act was not intended as a device to
insulate the sscurities industry from competition. Even

if bank hclding company secticn 20 subsidiaries did have

a coxpatitive advantsge over securities firms (which
they do not), public policy would not dictate that
inefficient and burdensome resatrainte be irposed on

saction 20 subsidiaries.

\
R 5
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See comment 6. 8. Ju several instances (pp. 15-16, 24, and 73),
Now pp. 9, 18, 46, and 52.
the Report quotes securities industry officials as .
1 - objecting to the section 20 subsidiaries’ access to low
] cost funds in the form of insured depoesits from their
i affiliated banks. The securities in< istry position is
nisle 1ing for tv reasons. First, under the Board's
most recent firewalls, banks may not provide any funds
A to their section 20 affiliates. Even if they could, a
ﬁ b. : loan to an affiliate must comply with the
ST quantitative limitations and collateral require ants of
_ ; ssction 23A of the Feder . Reserve Act. A section 20
subgidiary sust seek bank borrovwings from unaffiliated
- banks. Second, securitises firms have access to these
so-called "loLI cost funds." They are permitted to
borrow from banks and are not subject to section 23A e L
limits. Frod a parity perspsctive, & non-bank-
affiliated 7ocuriticl firm enjoys the same accsss to o .
"low comt funda" as does a banx-affiliated section 20
affiliate. The Board itself has rejected the argument
that saction 20 sul: idiaries have access to lower coat
funds than their securities industry competitors, as
Now pp. 46 and 47. noted in Appendix III (p. 66). .
Moreover, banking organizations operate subject
to numerocus regulatory restrictions that impose a

"regqulatory tax”™ on their opera’ ns. In additicn to

the section 20 firewalls that impose costly
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See comment 7.
Now p 18.

See cormmient 8.
Now p 50.
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inefficiencies, bar 3 are subject to disadvantages
resulting fros the cost of deposit insurance premiums,
foregone interest on required reserves, and capital
requiresents higher than would be maintained in the
absence of regulation and deposit insurance. Sae
“Requlatory Burden Handicaps Lov-Risk Banking,® Federal
Reserve Bank of Chicago. Chicago Fed lLetter, January,
1988, No. S.

We also would note that a number of securities
firme do in fact have bank affiliates and are not
subject to the full range of firewalls applicsble to
saction 20 subsidiaries.

9. The Report on page 23 refers to potential
customer confusion|about whether investsent products are
insured or not. We w. ld point out that customer
confusion may be ayoided by appropriate disclosures.
Banks are not exempt from the anti-fraud provisions of
the securities la’v- and the Securities and Exchange
Commismion recently has initiated a prograa to
aggres: ively monitor bank cor;liance with such laws.

10. On page 70, the Report states that bank
holding cowpany officials stated that sor foreign banks
operating in the United States are permitted to provide
credit enhancerents for securities underwritten by their
affiliat. We are unawvare of any such activities or

authority for such activities by foreign banks. It
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would be useful for the Report to identify under what
authority such foreign banks are pu:. ortedly providing

credit enhancements.
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(Appandiras A}

BAXINUE PEAMISSIBLE UNOERWRITTEN ANMOUNTS N BANK INELIGISLE &
108 AND 288 GROSS AEVENLE LIMIT

BONMDS. OR CORPOATE DZOT OA COMMON STOCK, SASED UPOM 9%,

{Iln M3 'ions af Doliars’

({41 L]Y

t
i Gross Pormissinieh Typicar® e st Totsi€
{ fRevenue Ine.tgible » Undereriting a ar Lad is .s = Sgrnae
! Limie Gross . Sp: wau Und - aritten (1988) Share
i . Revenues Ar. int
|
Baih 5% $0.79 1.4 s o5. 8 $ 15,000 G.0wm
Inelvy'Dile
MU Ipel 108 $1.67 $139.2 C. om
Bonas
’ 25% $5.00 $416.7 0.%%
! on
Corparate “ $0.79 0.7% $112.9 $236,460 0.05%%
Outst
0% $1.67 $238.1 0.'0m
5% $5.00 $714.3 0.30%
o8 _
Cumnman ’
Stocw S $9.79 £) % 158 $ 29,600 0.0%
% $1.67 $ 33.a 0.1 m -
5% $5.00 $100.0 0.34n

prosper tuses .

8 Mo tpal LG Spresd Ba.ed LpPON Gross SPredds provided Dy Public Securittes
competitice issues i3 30Me-hat lower. Corporate underwariting figures estimated

Vol Rv, Mo 1 {Jan. &, 1989).

ssociation.

A Bused on projections by regional bank holding companies of ressonsbly anticipated aligible gross revenues of 515 millten.
Bunicipal bong spreed tar
rom a revien of numercus pudlic offering

C tssvarce Amounts dervest from “Tne 1989 Corpurate Sweepstakes” Insgtitutionat Investor, Feb. 1989, at 128; Letter from
Andy Mybo Public Securities Assocration, to UDavid F. Frvaman, May 4, 1989; ang Securities Industry Asscuciation, Irends.

'}
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AQO Comments

The following are GA0O's comments on the Coalition tor Regional Bamks'
letter dated January 18, 1990.

1. In appendix 1l of the report, we discuss the practical impact the fire-
wall requirements have on banking organizations, including regiona!
bank holding companies. We believe the report reflects the concerns and
perspectives that regional banking organizations have concerning the
firewalls.

2. The Board's approval of foreign banking organizations’ applications
to establish Section 20 subsidiaries occurred after v completed our
audit; therefore, we did not have the opportunity to study the Board’s
approval in any detail. However, as noted in the report letter (sce pages
12 through 14), we believe that the appropriate iong-run structure 1o
accommodate expanded activities authorized for banking organizatsons
is a topic that should be studied further.

3. We did not :btain information on securitics industry revenues gener-
ated from dealing activities, since the Section 20 firms that have initi-
ated the new activities have primarily conducted underwriting
activities. However, a banking organization’s decision t 2cquire an
existing securities firm would be affected not o ™. “v ti.c ymount of rev-
enue generated from bank-ineligible actiyitic: . .1 v .1 ner business
considerations, such as the firm's profitability .« ' w well the firen
would fit into the banking organization‘s‘ strategic business plans.

4. The text has been modified to better jllustrate the need for determin-
ing the purpose served by each firewall.

5. We agree that while provisions contained in the Glass-Steagall Act
generally tend to establish a degree of separation between the banking
and securities industries, it does not appear that the act was intendsd to
blunt competition among providers of financial services.

6. We agree that under either the firewall requirements or provisios:s
contained in the Federal Reserve Act, loans made by a bank to an af fili-
ate are required to be on esrentially the same terms as those that exist
in the markets for similar transactions. Therefore, it appears that the
Federal Reserve's objective is to assure that a Section 20 subsidiary does
not unduly benefit from being affiliated with an insured institutiorne
Additionally, securities firms affiliated with a bank holding comparsy, as
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defined in the Board’s regulations, would also be required to con ply
with the Boar's firewalls.

7. We agree that adequate and appropriate disciosure, properly regu-
lated, would be an effective mechanism to assure that a customer can
clearly distinguish between federally insured and uninsured products
and scrvices that may be available from a federally insured institution.

8. The Bank Holding Company Act, as amended, defined a bank ho!<*
company as a company, inclading a foreign banking organization, t: ai
has direct or indirect control of a bank. Under Section 4(aX2) of the act,
ceriain foreign banking organizations qualify for grandfathered privi-
leges under Section 8 of the International Banking Act of 1978 (IBA).
Under Section 8 of the IBA, any foreign bank that controls a bank that
opevates in the United States shall be subject to the Bank Holding Com-
pary Act of 1956 and subsequent amendments in the s» ~ manner a1
to the same extent as if it were a bank holding company. Ts.: purpose ¢f
this provision was to bring the permissible nonbanking activities of for-
eign banks niore in line with those of domestic bank holding companies.
However, a foreign bank could continue to engage in nonbanking activi-

ties in the United States in which i was lawfully engaged befo: cnact- 4 }
ment of the IBA, ?’
‘ ;-
{
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Comments From the Securities
Industry Association

5 SECURITIES iNDUSTRY ~SSOCIATION

1850 M Street. N.W. Washiaglon O C 20038 . 200 296941 . Facaimile 2202 296-37.%5

January 8, 1990

Mr. Pichard L. Fogel
Assistant Comptroller General
United States

General Accounting Office
Washington, D.C. 20548

Dear Mr. Fogel:

Let me beyin by thanking vou for providing vs with a
copy of your Adraft report “Banking Powers: Activities of
Securities Subsidiaries of Bank Holding Companies™. This is a
very difficult subject to analyze because there are no readily
available data sources on specific securities products, and
there has been little experience with the Section 20
Subsidiari< ., You have done a superb job in consolidating the
available information in the appendices.

The basic information concerning the industry comes from
the SEC Focus Report. This basic regulatory document has rnot
been changed since the mid-1970's, and contains a simple ome
page income statement. Obviously, the industry has charged
substantially since that time, and continues to change.| The
industry and the regulators woulé¢ be able to get a betteér
picture if revenues and profitability were reported by product
line. The Commission does little aualysis of the industry, and
frankly, that analysis is left to this association. Chéinges in
the Focus Report could provide significantly better
informaticn, and make industry and product line analysis more
meaningful. i

Given the limited data and experience we certainly agree
that it is too early to draw conclusions as to the competitive
impact of the Section 20 Subsidiaries, or how real or necessary
the firewalls are. S A has long supported a legislative
solution to intersect on between investment and commerical
banking. Your report raises the issues that need to be
analyzed oefore the Congress can undertake a redefinition of
national policy in the banking and securities industries. We
look forward to working with you and the Congress towards that
redefinition.

Sincerely,

onald J.%foz '

Senior Vi Preyident and
Director of Government Relations

AT Cenerate 0 oAt

|
t
|
|
|
i
|
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Major Contributors to This Report

-
Stephen C. Swaim. Assistant Director, 452-2834
General Government Edward S. Wroblewski, Evaluator-in-Charge

Division, Washington, Karen R. Wiseman, Evaluator

D.C. Gayle L. DeLong. Evaluator
Lou V. B. Smith, Evaluator
Kristi A. Peterson. Evaluator
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