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Summary

The phrase "Glass-Steagall" generally refers to the separation of commercial banking from investment banking. Congress effected a separation of commercial and investment banking through four sections of the Banking Act of 1933—Sections 16, 20, 21, and 32. These four statutory provisions are commonly referred to as the Glass-Steagall Act.

Key Takeaways of This Report


	The Glass-Steagall debate is not centered on prohibiting risky financial services; rather, the debate is about whether to permit inherently risky commercial and investment banking activities to be conducted within a single firm—specifically within firms holding federally insured deposits.

	Over the course of the nearly 70-year-long Glass-Steagall era, the clear-cut separation of traditional commercial banking and securities activities gradually eroded. This erosion was the result of a confluence of matters, including market changes, statutory changes, and regulatory and judicial interpretations.

	The Glass-Steagall era formally ended in 1999 when the Gramm-Leach-Bliley Act (GLBA) repealed the Glass-Steagall Act's restrictions on affiliations between commercial and investment banks.

	Less than a decade after GLBA, the United States suffered its worst financial crisis since the Great Depression. Some have argued that the partial repeal either was a cause of the financial crisis that resulted in the so-called Great Recession or that it fueled and worsened the crisis's deleterious effect. On the other hand, some policymakers argue that Glass-Steagall issues were not significant causes of the crisis, and that the Glass-Steagall Act would have made responding to the crisis more difficult if it had remained in place.

	The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act; P.L. 111-203) was Congress's primary legislative prescription to prevent a similar financial crisis in the future.

	The Dodd-Frank Act neither reinstated the sections of the Glass-Steagall Act that were repealed by GLBA nor substantially modified the ability of banking firms to affiliate with securities firms. It did, however, include some arguably Glass-Steagall-like provisions, which were designed to promote financial stability going forward, reduce various speculative activities of commercial banks, and reduce the likelihood that the U.S. government would have to provide taxpayer support to avert or minimize a future financial crisis.

	Some believe that a more effective way of accomplishing these policy objectives would be to fully reinstate the Glass-Steagall Act. In fact, multiple bills have been introduced in the 114th Congress with that stated purpose. These bills include: S. 1709/H.R. 3054, The 21st Century Glass-Steagall Act of 2015, and H.R. 381, the Return to Prudent Banking Act of 2015. On the other side of the policy discussion, some argue that the Glass-Steagall Act is ill-suited for the current financial system and that the recent financial crisis would have occurred even if GLBA had never partially repealed the Glass-Steagall Act.

	Even if the Dodd-Frank Act had completely re-enacted the repealed provisions of the Glass-Steagall Act, the financial history of the Glass-Steagall era shows that regulatory walls could be difficult to maintain or enforce.









The Glass-Steagall Act:

A Legal and Policy Analysis



Introduction

The phrase "Glass-Steagall" generally refers to the separation of commercial banking from investment banking.1 In this context, commercial banking refers to the activities engaged in by depository institutions,2 which this report also will refer to as "banks" or "commercial banks." In contrast, investment banking refers to activities engaged in by securities dealers and brokerage firms, which this report also refers to as "investment banks" or "securities firms." Congress effected a separation of commercial and investment banking through four sections of the Banking Act of 1933—Sections 16, 20, 21, and 32—that were designed "to prevent the undue diversion of funds into speculative operations...."3 These four statutory provisions are commonly referred to as the Glass-Steagall Act. Specifically, Section 21 prohibited nonbanks from accepting deposits, while Sections 16, 20, and 32 prohibited depository institutions from affiliating with securities firms and from engaging in certain securities activities.4

Although there is general consensus as to what the Glass-Steagall Act refers, there is less consensus regarding what "Glass-Steagall" truly means. This lack of consensus is the result of the confluence of factors and events that occurred during the nearly 70 years from when the Glass-Steagall Act was enacted until its partial repeal by the Gramm-Leach-Bliley Act5 (GLBA) in 1999. These factors include statutory changes to both the four Glass-Steagall Act provisions and other laws that indirectly impacted the permissible securities activities of commercial banks; evolving interpretations of the Glass-Steagall Act by both federal administrative agencies and the courts; and changes in financial markets and economic conditions.

The Glass-Steagall policy debate focuses on the permissible activities of financial firms in light of the risks associated with those financial activities. Commercial banking (e.g., deposit-taking and lending) is inherently risky because depositors have the right to withdraw their funds on short notice and external events can cause widespread loan defaults, even if the loans were prudent when approved. Regulatory policies, such as deposit insurance and prudential requirements, can help limit the riskiness of commercial banking. Securities markets are inherently risky because securities prices are volatile. However, the exposure of a securities firm to price volatility primarily depends on the degree to which the securities firm has traded for its own account (proprietary trading) or otherwise contractually committed to the securities, rather than merely serving as the middleman for customers (whether buyers or issuers of securities). The Glass-Steagall debate is not centered on prohibiting risky financial services; rather, the debate is about whether to permit inherently risky commercial and investment banking activities to be conducted within a single firm—specifically within firms holding federally insured deposits.

The United States suffered its worst financial crisis since the Great Depression less than one decade after GLBA formally repealed part of the Glass-Steagall Act. Some have argued that the partial repeal either was a cause of the financial crisis that resulted in the so-called Great Recession6 or that it fueled and worsened the crisis's deleterious effect.7 On the other hand, some policymakers argue that Glass-Steagall issues were not significant causes of the crisis,8 and that the Glass-Steagall Act would have made responding to the crisis more difficult if it had remained in place.9

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act)10 was Congress's primary legislative prescription to prevent a similar financial crisis in the future. The Dodd-Frank Act neither reinstated the sections of the Glass-Steagall Act that were repealed by GLBA nor substantially modified the ability of depository institutions to affiliate with securities firms. It did, however, include some arguably Glass-Steagall-like provisions, which were designed to, among other things, address perceived inadequacies of the financial regulatory system at the time of the Great Recession so as to promote financial stability going forward; reduce various speculative activities of banks; and reduce the likelihood that the U.S. government would have to provide taxpayer support to avert or minimize a future financial crisis.

Some believe that a more effective way of accomplishing these policy objectives would be to fully reinstate the Glass-Steagall Act. In fact, multiple bills have been introduced in the 114th Congress with that stated purpose. These bills include: S. 1709/H.R. 3054, The 21st Century Glass-Steagall Act of 2015, and H.R. 381, the Return to Prudent Banking Act of 2015. The bills would attempt to restore Glass-Steagall in different ways, although none of them would simply re-enact the original Glass-Steagall statutory text that was repealed by GLBA. The divergent approaches of these bills to reach the same policy objectives reinforce the lack of consensus on what it actually means to "restore Glass-Steagall." Others argue that the Glass-Steagall Act is ill-suited for the current financial system and that the recent financial crisis would have occurred even if GLBA had never partially repealed the Glass-Steagall Act.11

To inform this policy debate, this report provides background on the economic conditions in which the Glass-Steagall Act was enacted and provides an economic and legal analysis of the Glass-Steagall Act's enactment, erosion, and partial repeal by GLBA. The report concludes with an analysis of the Glass-Steagall Act's relationship with financial stability and the Glass-Steagall-like provisions of the Dodd-Frank Act.

Background: The Great Depression and Congressional Response

The Board of Governors of the Federal Reserve System (Fed) was established in 1913 in order to respond to problems in the banking system as a lender of last resort.12 Yet, many components of the financial system collapsed in the years immediately following the stock market crash of 1929—a period commonly referred to as the Great Depression. Banks failed in waves from 1930 through 1933.13 Many small and mid-sized banks found it difficult to turn to the Fed for assistance. Many of these banks were not members of the Federal Reserve System and, therefore, did not have access to the Fed's lending facilities. Even those that were Fed member banks often lacked assets that were eligible to be collateral for loans from the Fed.14 Finding private alternatives to Fed loans, including attempts to issue debt securities, also was difficult for small and mid-sized banks, in part because securities markets were also disrupted during the Great Depression and because smaller institutions often had not tapped securities markets frequently enough or on a large enough scale prior to the Great Depression to establish sufficient reputations in the market.15 Fearful of financial turmoil, bank depositors withdrew their funds en masse.16 The 1929 crash also precipitated severe mark-downs in the value of securities held by a wide range of other financial institutions, causing many struggling financial firms to sell securities at distressed prices.17 For these and other reasons, banks and securities markets spread and magnified economic losses in ways that current policymakers would describe using the terms "systemic risk" and "systemic event."

In response to the financial crisis that followed the stock market crash of 1929, the Senate passed a resolution that authorized the Senate Committee on Banking and Currency to conduct an investigation into the "abusive" banking and securities practices that might have fueled financial instability.18 The investigation is referred to as "the Pecora Commission" after the committee's chief counsel, Ferdinand Pecora.19 The Pecora Commission identified a number of conflicts of interest and other "[a]buses arising out of the interrelationship of commercial and investment banking" that played a role in that crisis.20 The Pecora Commission Report explained:

A prolific source of evil has been the affiliated investment companies of large commercial banks. These affiliates have been employed as instrumentalities by commercial banks to speculate in their own stock, to participate in market operations designed to manipulate the price of securities, and to conduct other operations in which commercial banks are forbidden by law to engage.

Commercial banks did not hesitate to violate their fiduciary duty to depositors seeking disinterested investment counsel by referring such inquiries to their affiliates. The affiliates unloaded securities owned by them on unsuspecting investors and depositors. The activities of investment affiliates encouraged speculation by officers and directors of commercial banks and resulted in the payment of excessive compensation and profits to these officials.21

Congress attempted to address many of the causes of systemic risk, as well as the abuses identified by the Pecora Commission through a series of legislative enactments from 1932-1935.22 These acts included the Banking Act of 1933,23 as well as the Securities Act of 193324 and the Securities and Exchange Act of 1934.25 The laws addressed a broad swath of banking and securities market issues, including (1) broadening the range of collateral eligible for loans from the Fed; (2) establishing the Federal Home Loan Bank (FHLB) system to enable smaller banks to access securities markets to fund mortgages on more favorable terms; (3) establishing the Federal Deposit Insurance Corporation (FDIC) to reduce fear among bank depositors; (4) imposing a cap on the interest rate that banks could pay depositors; and (5) prohibiting banks from participating in certain securities activities.26 Some of these measures have been repealed (e.g., interest rate caps);27 some have been altered (e.g., maximum FDIC deposit insurance coverage);28 and some have been continued or expanded (e.g., range of eligible collateral for emergency Fed loans).29

Through these acts, Congress created distinct regulatory regimes for commercial banks and securities firms in the United States. Generally, these laws reinforced a regulatory system in which banks were subject to activity restrictions and prudential regulation, including on-site examination, while securities firms were subject to a regime based on preventing market manipulation and publicly disclosing information considered sufficiently detailed as to allow the investing public to make informed investment decisions.

The Glass-Steagall Act

The Banking Act of 1933 was intended "[t]o provide for the safer and more effective use of the assets of banks, to regulate interbank control, and to prevent the undue diversion of funds into speculative operations, and for other purposes."30 It included four sections—Sections 16, 20, 21, and 32—collectively known as the Glass-Steagall Act, which were designed to prevent banking firms from engaging in speculative securities operations. The Glass-Steagall Act attempted to address some of the specific "[a]buses arising out of the interrelationship of commercial and investment banking" that were identified by the Pecora Commission, including the following:


	commercial banks using securities affiliates "to speculate in their own stock, to participate in market operations designed to manipulate the prices of securities, and to conduct other operations in which commercial banks are forbidden by law to engage";

	commercial banks "violating their fiduciary duty to depositors seeking disinterested investment counsel by referring such inquiries to their affiliates"; and

	bank-affiliated officers receiving "excessive compensation" for securities deals.31



Specifically, Glass-Steagall Act Section16, which, although it has been amended over the years, is still in effect,32 preserves national banks as creatures of limited authority. Pursuant to Section 16, national banks generally are only authorized to engage in "the business of banking" and any "incidental power" thereto. Section 16 generally precludes banks from underwriting and dealing in securities;33 however, it does authorize national banks to deal in, underwrite, and purchase certain enumerated securities without quantitative limitation.34 These types of securities are referred to as "bank eligible securities," while all other securities are referred to as "bank ineligible securities."

Section 20 of the Glass-Steagall Act prohibited member banks (i.e., all national banks and state-chartered banks that are members of the Federal Reserve System) from affiliating with businesses that are "engaged principally" in securities activities.35 Section 21, which is in force today in an amended form,36 makes it illegal for a firm to engage in both deposit taking and investment banking, except the "bank eligible securities" allowed under Section 16.37 Glass-Steagall Act Section 32 prohibited interlocking directorates between member banks and securities firms.38

In the short term, the Glass-Steagall Act, in combination with complementary securities laws, erected a rigid wall separating commercial banks and securities firms. This wall of separation was exemplified by the evolution of one-specific firm—J.P. Morgan & Co. Prior to Glass-Steagall's enactment, J.P. Morgan was a prestigious financial conglomerate that successfully engaged in both commercial banking and securities activities. In response to the Glass-Steagall Act, J.P. Morgan & Co. was forced to split into two distinct firms with separate boards, directors, officers, and management. John Pierpont Morgan, Jr. headed the commercial banking business, which took his name, while other partners and employees from the old firm established a separate securities firm called Morgan Stanley. In lay language, the investment bank, Morgan Stanley, was separated from the commercial bank, JPMorgan.39

Equally important to this discussion is what the Glass-Steagall Act and complementary securities laws did not do. While the Glass-Steagall Act generally prohibited depository banks from competing in securities markets as broker-dealers and underwriters, the only activities-based restriction on securities firms and their employees contained in the Glass-Steagall Act and the complementary securities laws relevant to this discussion was the prohibition on accepting deposits. These laws did not prohibit securities market professionals from using securities markets to fund private debt in competition with, or even in conjunction with, commercial banks.40

Thus, for example, during the Glass-Steagall era, commercial entities and individual consumers were free to borrow through either securities markets or the commercial banking market. Commercial and consumer borrowers could get a loan:


	1. exclusively through the commercial banking market, where the loan was originated and held for its full term by a depository bank (an originate-to-hold business model);

	2. exclusively through the securities markets, where the loan was originated by a nonbank and then sold to a trust, insurance company, or some other nonbank firm (an originate-to-distribute model41); or

	3. through a combination of both, where the loan was originated by a depository institution and then sold to a nonbank (another originate-to-distribute model).42



In other words, while J.P. Morgan & Co. could not conduct all of the same activities after Glass-Steagall as before its enactment within a single, affiliated financial conglomerate, the Glass-Steagall Act did not prohibit all of the very same activities (in type and volume) from entering the marketplace through the combined efforts of the unaffiliated JPMorgan (commercial bank) and Morgan Stanley (investment bank).43

Although Glass-Steagall limited the scope of the activities of JPMorgan the commercial bank, it had much less to do with the size or scale of the bank going forward. For example, although the firm that Morgan built was broken in two in reaction to the Glass-Steagall Act, the act itself was not designed to cap the size of commercial or investment banks or to break up these banks with the intent of eliminating the risk that they would become "too-big-to-fail." It would not have been a violation of the four sections of the Glass-Steagall Act for either JPMorgan or Morgan Stanley to have grown significantly after the firms were separated. 

Glass-Steagall's Erosion

Over the course of the nearly 70-year-long Glass-Steagall era, the separation of traditional commercial banking and securities activities gradually eroded. As previously mentioned, this erosion was the result of a confluence of matters, including market changes, statutory changes, and regulatory and judicial interpretations, which are addressed in turn.

Market Changes

After a period of relative calm following World War II, economic conditions during the Glass-Steagall era caused disruptions in banking and securities markets.44 Some of these challenges included rising inflation beginning during the Vietnam War and energy price volatility in the 1970s. As a result of these challenging economic conditions, commercial banks, especially smaller institutions, had difficulty sustaining profitability. Although the economic challenges might not be attributed exclusively to the four Glass-Steagall Act provisions, they and other regulatory features of the Glass-Steagall era may have contributed to instability in banking and securities markets by, for instance, making it difficult for institutions to respond the challenges.45

For example, non-Glass-Steagall Act provisions of the Banking Act of 1933 imposed interest rate caps on deposits that could be offered by commercial banks.46 Rising inflation was a policy concern during the 1960s, and market interest rates rose well beyond these statutory rate caps as a result of inflation in the 1970s.47 This prompted a consumer movement to interest-bearing accounts and investment products offered by securities firms, such as money market funds.48 Corporate consumers also began moving to securities firms for short-term lending, through the commercial paper market, for example, which for some was less expensive than borrowing directly from banks. As a result, depository banks found it difficult to compete with savings opportunities available through securities markets. This contributed to a decline of bank deposits as a share of the financial system and reduced the profitability of traditional bank products.49

Smaller commercial banks with high concentrations of long-term mortgages in their portfolios found it especially difficult to cope with persistent increases in interest rates.50 In the late 1980s, oil price volatility also caused lenders with concentrations in commercial real estate in oil producing states to experience historically high loan default rates. By the end of the 1980s, the country faced a wave of depository institution failures, led by smaller regional banks and thrift institutions.51 Securities markets were not entirely spared. The stock market crashed in 1987, for example, but it recovered relatively quickly.52

The combination of financial stress among depositories and the declining importance of deposits as a share of the financial sector contributed to calls for regulatory and statutory changes to banking and securities policies.53

Statutory Changes and Judicial and Administrative Interpretations

As economic conditions evolved throughout the 1960s, 1970s, and 1980s, securities firms began developing lines of business providing financing vehicles for products like mortgages and automobile loans that competed with traditional commercial bank products, including deposit accounts.54 In an attempt to keep pace, banks began seeking permission from their regulators to engage in a greater universe of securities-related activities. In some cases, laws were enacted to meet this end.55

Statutory Changes

For example, several laws added new classes of securities to the list of bank-eligible securities provided in Glass-Steagall Act Section 16.56 Another major statutory change was the enactment of the Bank Holding Company Act of 1956 (BHC Act).57 The BHC Act generally required companies holding a controlling interest in a bank to register with the Fed as bank holding companies. Bank holding companies were generally prohibited from owning companies engaged in nonbanking activities, except that the act expressly permitted bank holding companies to own companies engaged in activities that are "closely related" to banking activities.58 

The Office of the Comptroller of the Currency (OCC) and the Fed were empowered to implement, enforce, and by extension, interpret (by regulation, guidance, or order) the subtleties and ambiguities of the Glass-Steagall Act59 and the BHC Act.60 The OCC and Fed, interpreting Glass-Steagall's prohibitory language and elaborating on activities permissible under the BHC Act's "closely-related" provision, gradually permitted commercial banks to engage in an increasing number of activities resembling traditional securities products and services.61 In many cases, these decisions were approved by courts.

Judicial Interpretations

In 1971, the U.S. Supreme Court issued a seminal decision involving agency interpretation of the Glass-Steagall Act in Investment Company Institute v. Camp.62 While ultimately holding against the OCC's specific interpretation of the Glass-Steagall Act, the case is important because it paved the way for a broad reading of the act, as well as a policy of granting judicial deference to agency interpretation of the act.63

Camp involved a challenge to the OCC's authority to authorize national banks to offer pooled investment funds. A pooled investment fund is the product of two traditional banking services—pooling trust funds and acting as a managing agent for bank customers. This combination of traditional banking services, however, resulted in a product that closely resembled a traditional securities product—an open-end mutual fund. The OCC had issued regulations authorizing banks to offer pooled investment funds, which was challenged by a securities industry group as exceeding the scope of bank authority provided by the Glass-Steagall Act.

The Supreme Court seemed inclined to give deference to any reasonable interpretation of the Glass-Stegall Act advanced by the Comptroller. The Court explained:

It is settled that courts should give great weight to any reasonable construction of a regulatory statute adopted by the agency charged with the enforcement of that statute. The Comptroller of the Currency is charged with the enforcement of the banking laws to an extent that warrants the invocation of this principle with respect to his deliberative conclusions as to the meaning of these laws.64

In the case at hand, however, the Court concluded that the Comptroller had failed to provide "an administrative interpretation of §§16 and 21" because the challenged OCC-issued regulations did not cite or even allude to the Glass-Steagall Act.65 Without an OCC interpretation to look to, the Court was forced to conduct its own interpretation of the Glass-Stegall Act and its legislative history to determine legislative intent. According to the Court,

The Glass-Steagall Act reflected a determination that policies of competition, convenience, or expertise which might otherwise support the entry of commercial banks into the investment banking business were outweighed by the "hazards" and "financial dangers" that arise when commercial banks engage in the activities proscribed by the Act.66

The Court concluded that the operation of a pooled investment fund could involve the "subtle hazards" that Congress sought to prevent through the Glass-Steagall Act. Echoing the abuses identified by the Pecora Commission report, some of the subtle hazards cited by the Court were that the bank's reputation might be attached to the success of the fund; the bank might be pressured to rescue a failing fund; the bank could be tempted to extend credit, betray confidences, or give poor advice to customers for the sake of the fund; and the fund's activities could reflect poorly upon customer confidence in the bank.67

While in the short term, the Court ruled against the OCC, the Court's opinion influenced subsequent decisional law by establishing a standard that deference would be paid to the OCC's (and, by extension, the Fed's) reasoned conclusions that certain activities are authorized under the Glass-Steagall Act and other relevant banking laws.68

In response to Camp, the OCC and Fed began providing extensive legal reasoning in their orders and regulations approving activities of requesting banks and bank holding companies. When these decisions were challenged as counter to the Glass-Steagall Act or BHC Act, courts looked to the reasonableness of the regulators' reasoning, rather than assessing whether that was the best interpretation or whether the court would have made the same decision.69 By and large, courts held that the OCC's and Fed's decisions approving activity requests were valid and reasonable interpretations of the banking laws.70

OCC Administrative Interpretations

After Camp, the OCC responded to numerous requests from banks regarding whether certain activities were permissible as part of (or incidental to) the "business of banking" under Glass-Steagall Act Section 16. The OCC adopted an increasingly broad interpretation of bank powers authorized under Section 16.71 The agency provided extensive legal opinions explaining how and why it came to legal conclusions as to whether particular activities were permissible under Section 16.72 Ultimately, the OCC approved banks' and their operating subsidiaries' ability to engage in a wide-range of activities that shared characteristics with traditional securities and insurance products and services.73

The OCC's approval orders and the legal tests utilized in those orders were largely validated by the Supreme Court in a 1995 decision, NationsBank of North Carolina v. Variable Annuity Life Insurance Co. (VALIC). The VALIC Court stated:

We expressly hold that the "business of banking" is not limited to the enumerated powers in § 24 Seventh and that the Comptroller therefore has discretion to authorize activities beyond those specifically enumerated. The exercise of the Comptroller's discretion, however, must be kept within reasonable bounds. Ventures distant from dealing in financial investments—for example, operating a general travel agency—may exceed those bounds.74

The OCC interpreted the VALIC decision and the case law upon which VALIC was grounded as an affirmation of the OCC's broad reading of Section 16 of the Glass-Steagall Act and the scope of permissible authorities of national banks. Shortly after the Supreme Court's ruling, the OCC synthesized its understanding of the law by stating:

Judicial cases affirming OCC interpretations establish that an activity is within the scope of this authority [i.e., Glass-Steagall Act §16 (as amended)] if the activity: (1) is functionally equivalent to or a logical outgrowth of a traditional banking activity; (2) would respond to customer needs or otherwise benefit the bank or its customers; and (3) involves [sic.] risks similar to those already assumed by banks.75

Specifically, the OCC approved of the ability of banks and their operating subsidiaries to become members of security exchanges76 and commodity exchanges,77 as well as to engage in discount brokerage;78 investment company advising;79 securities lending;80 individual retirement account (IRA) management;81 private placement of securities;82 brokering and dealing in options and futures on foreign currency and other financial products;83 and general obligation municipal bond underwriting, dealing, and holding84 among other activities. The OCC also approved brokering and dealing in derivative contracts even where banks were explicitly prohibited from directly investing in the asset underlying the contract, such as equity derivative swap contracts that are derived from equity securities.85

Additionally, the OCC approved banks' ability to buy and take physical possession of certain equity securities for the purpose of hedging customer-driven equity derivative transactions, subject to certain additional safeguards.86

Federal Reserve Board Administrative Interpretations

Similarly, the Fed, often at the request of bank holding companies, provided guidance regarding (1) when a company would be considered "engaged principally" in the securities business for the purpose of Glass-Steagall Act Section 20, as well as (2) what activities are "closely related" to the business of banking for the purposes of the BHC Act. Much like the OCC's reading of Section 16, the Fed adopted increasingly broad interpretations of these provisions. The Fed's interpretations also were largely approved by the courts.87

Under Fed rulings, bank holding companies generally were only permitted to engage in investment banking activities through separately capitalized subsidiaries, which became known as "§20 subsidiaries." These subsidiaries would not be considered "engaged principally" in the securities business as long as their bank-ineligible securities activities did not exceed a certain percentage of their gross revenue. Initially, the Fed set a 5%-10% limit on the amount of revenue from bank-ineligible securities in relation to the gross revenue of the company.88 However, in regulations prescribed in 1996,89 the Fed increased the gross revenue threshold limit to 25%.90

By the time GLBA was enacted, the Fed had approved applications involving at least 41 "§20 subsidiaries."91 The Fed authorized these companies to underwrite and deal in bank-ineligible securities,92 including municipal bonds; commercial paper; mortgage-backed securities and other consumer-related securities; corporate debt securities; and corporate equity securities.93 In addition to underwriting and dealing activities, the Fed also approved the provision of investment advice94 and the brokering of securities.95

The Fed also approved an increasing number of activities as "closely related" to the business of banking for the purposes of the BHC Act. The Fed ultimately promulgated the full list of these permissible nonbanking activities at 12 C.F.R. §225.28(b).96 With respect to securities-related activities, the regulation established conditions and limitations on permissible activities and distinguished between two distinct categories of activities: (1) agency functions for customers and (2) transactions as principal (i.e., for the company's own account, often referred to as "proprietary trading").97 This distinction is relevant because, as previously discussed in the "Introduction" section of this report, customer-driven securities activities, such as acting as a market-maker or broker, do not expose firms to as much of the price-volatility risk as proprietary trading.

Glass-Steagall's Partial Repeal by the Gramm-Leach-Bliley Act

After statutory changes and administrative and judicial decisions of the 1970s, 1980s, and 1990s discussed above had increasingly eroded the strict separation between banking and securities dealing envisioned by the Glass-Steagall Act, it was left to GLBA to eliminate the remaining state and federal barriers to affiliation among banks and securities firms.

GLBA repealed Sections 20 and 32 of the Glass-Steagall Act, which essentially had prohibited affiliations and management interlocks between banking firms and securities firms.98 GLBA eliminated the language in the BHC Act that had prevented bank holding companies from taking controlling interests in securities firms.99 It also authorized bank holding companies to expand into "financial holding companies," after which the holding company (through its affiliated subsidiaries) could conduct a broad spectrum of financial activities and own a greater variety of nonbanking companies, including securities and insurance firms.100 In short, universal banking services could be offered through a single ownership structure.

Although GLBA authorized financial holding companies with securities and banking subsidiaries, it left unaltered various laws that imposed activity restrictions on certain types of financial institutions that could be affiliated within a single financial holding company ownership structure. For example, GLBA left standing Sections 16 and 21 of the Glass-Steagall Act. It, thus, continued Section 16's general prohibition on the ability of depository institutions (including depositories that are affiliated with securities broker-dealers through a financial holding company structure) to underwrite and deal securities and to engage in proprietary trading activities with respect to most debt and equity securities.101 It also continued Section 21's prohibition on the acceptance of deposits by broker-dealers and other nonbanks.102 Thus, while a wide range of financial services could be offered through a single affiliated financial holding company, individual subsidiaries within the conglomerate are not permitted to offer universal banking services. Finally, GLBA also preserved laws, such as Sections 23A103 and 23B104 of the Federal Reserve Act, that restrict and limit the relationships of and transactions entered between affiliates within a single financial holding company conglomerate.105

Policy Implications of Reinstituting a Glass-Steagall Regime

Less than a decade after GLBA's repeal of the Glass-Steagall Act's affiliation restrictions, the United States suffered its worst financial crisis since the Great Depression. As previously mentioned, this has led some to argue that the repeal of the Glass-Steagall Act either caused or exacerbated the negative impact of the recent crisis. What follows is an analysis of the role that the Glass-Steagall affiliation restrictions played in financial stability, generally, as well as the likely impact that the repeal of those affiliation restrictions had on the recent financial crisis, with a specific focus on the bursting of the housing bubble, which many economists believe was a primary contributor to the crisis.

Potential Trade-Offs When Addressing Sources of Financial Instability

Financial policy decisions often involve trade-offs. The Glass-Steagall approach could reduce potential conflicts of interest when a financial firm has a client interested in more than one type of financial product (in this case, deposits and securities) by removing the incentive for banks to refer depository customers to their own securities dealers. It also could help protect the payment system by preventing losses in securities markets from causing depository banks to fail. However, these potential advantages may come at the cost of reduced financial institution diversification and reduced prudential oversight of securities-funded debt because, in general, securities regulation is disclosure based, not prudential.106

Reinstituting a rigid separation between commercial and investment banking would not eliminate every potential risk to the financial system. For example, commercial banks generally are subject to regulatory caps on any single asset class exceeding a certain percentage of the bank's portfolio.107 These caps on asset class are intended to diversify bank portfolios so that losses in any one industry or one geographic area do not destabilize the banking system as a whole. However, under Glass-Steagall Act Section 16, commercial banks are allowed to invest, deal in, and to hold certain bank-eligible securities, such as U.S. Treasury securities, without limitation. To the extent that banks hold significant amounts of Treasury securities or other exempt assets, a substantial devaluation of those assets for any reason would impose significant losses on the banking system and potentially trigger a financial crisis.

Other potential sources of financial crises include "irrational exuberance" for a traditional bank product, capital flight in anticipation of a sharp currency devaluation, and settlement failures for products used as collateral for securities trades.108 The Glass-Steagall Act was not designed to prevent these other sources of financial instability.

Evidence of the Effectiveness of the Glass-Steagall Act in Enhancing Financial Stability

There is a cost to restricting the range of activities for banks, such as the Glass-Steagall Act's restriction on securities activities. Activity restrictions reduce the risk that losses from the prohibited activity will destabilize the banking market, but at the cost of reducing diversification. Under a Glass-Steagall-like regime, commercial banks would be less likely to suffer losses from securities offerings, but they also would be less likely to be able to offset losses from core lending activities during periods in which securities markets continue to operate profitably. Evaluating this tradeoff can be difficult because it requires either cross-country comparisons or reference to distant U.S. history.

Proponents of a return to Glass-Steagall may argue that financial stability in the United States appears to have improved in the period after Glass-Steagall was passed. The United States suffered repeated banking crises prior to the enactment of the Glass-Steagall Act. During a typical 19th century banking panic in the United States, depositors would discover that their bank was in trouble or might hear similar rumors of other banks, then rush to withdraw their deposits.109 Fractional reserve banking systems are not designed to withstand these bank runs. Even the establishment of the Fed as a lender of last resort in 1913 did not end bank runs in the United States. It might be argued that the reduction in depositor bank runs following the enactment of the Banking Act of 1933 is evidence that the four Glass-Steagall provisions shored up confidence among depositors that their banks would not lose money in securities activities, making them less likely to withdraw deposits during an economic downturn.

There is an alternative interpretation of the effect of the enactment of the Banking Act of 1933 on the reduction in the number of bank runs. In addition to erecting the Glass-Steagall affiliation restrictions, the Banking Act of 1933 also established the FDIC as a government-backed guarantor of certain commercial bank deposits. There arguably is a more direct connection between deposit insurance and the likelihood of bank runs by depositors than restrictions on the securities activities of commercial banks because FDIC insurance insulates depositors from bank losses.110 However, because both policy changes were enacted in the same legislation, it is difficult to appeal to U.S. history to evaluate the tradeoff between activity limitation and diversification.

Evidence of financial stability or instability may also be seen by comparing the historical record of different countries. Such comparisons are mixed. Many developed economies do not separate commercial banking from investment banking. For example, many countries allow their banks to provide the full range of financial services. On the one hand, these countries generally experienced fewer bank runs than did the United States in the 19th century and experienced similar stability following World War II.111 For example, Canada did not suffer the intensity of bank runs that the United States did during the Great Depression, nor did Canada's financial system suffer the degree of instability that the United States did during the recent mortgage crisis, even though Canada and the United States are both developed economies with many similar activities.112 Yet, Canada's banks are not restricted the way that U.S. banks were by the Glass-Steagall Act. The relative stability of Canada's financial system, however, did not prevent severe economic hardship during the Great Depression or other bouts of economic instability.113 Similarly, many European countries with universal banking enjoyed relative financial stability during the same time that Glass-Steagall was in effect in the United States.114 However, financial crises and banking panics struck several European and emerging market economies with very different regulatory and institutional approaches during the 1990s.115 Historical and international comparisons, thus, are inconclusive.

How Might the Absence of Glass-Steagall Have Affected Financial Instability During the 2000s?

The financial crisis of 2007-2008 consisted of several elements, including the following:


	the expansion of mortgage-related debt and rapidly rising house prices prior to financial turmoil;

	the bursting of this housing bubble in 2007, and the accompanying illiquidity in financial markets tied to housing and mortgages; and

	financial panics116 in September and October of 2008, during which

	several major financial institutions, including broker-dealers and an insurance firm, filed for bankruptcy, were provided emergency financial assistance by policymakers, or were sold under distress, largely as a result of losses on mortgage-related assets; and

	various securities markets suffered severe disruptions, such as when the money market mutual fund industry suffered rapid withdrawals resembling a bank run.



Analyzing these events requires not only taking into account the permissible activities and regulation of banks, but also the permissible activities of securities firms and other nonbanks.

Housing Boom and Bust

Some have argued that the housing bubble and mortgage crisis would not have occurred had the Glass-Steagall Act not been eroded (as described above) and partially repealed by GLBA.117 An evaluation of this argument requires identifying the banking and securities activities that caused significant losses in the mortgage market and an analysis of whether or not those activities would have been prohibited or curtailed under a Glass-Steagall regime. Put another way, this section analyzes whether the mortgage crisis of the mid- to late-2000s could have happened even in the absence of the erosion, or outright repeal by GLBA, of Glass-Steagall's separation of commercial and investment banking within a single financial conglomerate.118

During 2007-2009, the historically large increase in the default rates of residential mortgages caused losses that depleted bank capital and contributed to financial instability.119 Many analysts also have identified losses on securitized mortgages as a significant contributor to financial instability during the recent crisis.120 These losses caused the government-sponsored enterprises, Fannie Mae and Freddie Mac, to require significant taxpayer support in order to maintain solvency.121 Thus, the capital of the banking system was at risk whether the mortgages were held outright or in the form of securities, even if the mortgage-backed securities were guaranteed.

Offering mortgages and holding mortgages in portfolio are part of the core business of commercial banks, although banks generally are encouraged to diversify their activities. The Glass-Steagall Act did not prohibit banks from holding whole mortgages on their balance sheets, regardless of whether or not they originated them. The Glass-Steagall Act also did not prohibit banks from holding mortgages in the form of securities backed by the Federal Home Owners Loan Corporation (under the original language of the Glass-Steagall Act) or by Fannie Mae or Freddie Mac (under Glass-Steagall Act Section 16 as amended after the establishment of these two government-sponsored enterprises).122

Prudential regulators of banks have generally sought to limit banks's exposure to mortgage-related assets because of maturity mismatch.123 Even prior to GLBA, bank regulators encouraged securitization in part to remove mortgages and mortgage-related assets from the banking system under this same policy rationale.124 But Glass-Steagall Act Section 16 goes farther than encouragement or discouragement, by limiting bank acquisition of private-label mortgage-backed securities (i.e., mortgage-backed securities that are not guaranteed by Fannie Mae or Freddie Mac). This Section 16 limitation was in force both before and after GLBA because GLBA did not repeal Section 16. Yet, the mortgage crisis of the 2000s happened in spite of Section 16's limitations and the other policies to encourage removal of mortgage-related assets from depositories. Therefore, the erosion and repeal of the Glass-Steagall Act's affiliation restrictions was probably not the primary cause of the growth of private label securitization or the rise and fall in real estate prices.

Underwriting Standards and Losses on Mortgage-Related Securities

The potential effects of the Glass-Steagall Act on mortgage underwriting standards and eventual firm losses involve trade-offs that could mitigate or exacerbate problems that emerged during the crisis. As is explained below, the four provisions of the Glass-Stegall Act do not directly address loan qualification standards; however, they could affect the incentives of mortgage originators. On the one hand, the separation of commercial banking from securities issuance can foster an originate-to-distribute model if securities markets help fund debt. On the other hand, bank lenders that also issue securities backed by loans might self-deal or otherwise favor their own interests over the interests of their customers. Both adopting an originate-to-distribute model and engaging in self-dealing could entice mortgage originators to imprudently loosen underwriting standards.

The Glass-Steagall Act did not directly address prudent lending standards. It was not designed to prevent the erosion of mortgage underwriting standards of primary lenders or to anticipate all future contingencies that might increase mortgage defaults for commercial banks. Because the capital of the banking system was directly exposed to a rise in defaults for a core business of commercial banking—residential mortgages—a stronger separation of commercial and investment banking probably would not have prevented losses among commercial banks or prevented a contraction in credit made available to the wider economy when the banking system became undercapitalized.

Some might argue that the Glass-Steagall Act could have prevented the decline in underwriting standards that is often attributed to securitization, notably in mortgages originated by nonbank lenders.125 However, the Glass-Steagall Act limited the investment activities of commercial banks; it did not prevent nondepositories from extending mortgages that compete with commercial banks. It did not prevent these nondepositories from then selling the mortgages to investment banks. It did not prevent investment banks from transforming the mortgages into securities to sell to pension funds, insurance companies, or other investment pools. The Glass-Steagall Act also did not directly address the financial incentives of the institutions that originated mortgages, sold mortgage-related securities, or held mortgage assets. Therefore, the Glass-Steagall Act would have been unlikely to prevent the decline in underwriting standards that is attributed to nondepositories through securitization.

On the other hand, the Glass-Steagall provisions were directed at the conflicts of interest and other potential abuses of commercial banks that also issued securities.126 The repeal of the Glass-Steagall Act's affiliation restrictions could have placed downward pressure on mortgage underwriting standards as a result of the incentives associated with universal banks' (i.e., financial holding companies with both depository bank and broker-dealer subsidiaries) attempts to establish initial market share in securities markets after GLBA's enactment.

One European Central Bank (ECB) study tried to assess the relative default rates contained in securities issued through the broker-dealer channel (e.g., Morgan Stanley) to securities issued through large universal banks (e.g., JPMorgan).127 This study found that the securities issued through the universal bank channel had "a significantly higher default rate" than those issued through broker-dealers that were unaffiliated with commercial banks.128 The authors found no evidence that these universal banks had engaged in the types of self-dealing the Pecora Commission had identified and that the Glass-Steagall Act was specifically designed to address.129 However, they did find evidence consistent with these universal banks lowering prices (i.e., "underestimating default risk") as a way to try to increase their market share.130 "In other words, banks had to be initially more aggressive than investment banks [sic] houses in order to gain market share, and in pursuing this objective they might have loosened their credit standards excessively."131 The resulting heightened default rates might have exacerbated the effects of the recent mortgage and housing crises. If the Glass-Steagall Act's affiliation restrictions had been strictly enforced, these bank-affiliated participants (which ultimately had higher default rates after GLBA) would not have entered the market, although it would not have prevented new, nonbank-affiliated entrants that also might have desired to expand their market share.

Securities Market Disruption

In addition to broker-dealers and other nonbank financial firms suffering losses on mortgage-related assets, the financial crisis also saw several securities markets crash in ways that the Glass-Steagall Act's affiliation restrictions likely would not have prevented.132

Financial markets can become unstable, for instance, if the value of assets used as collateral becomes uncertain or falls quickly. In addition, financial markets are inherently vulnerable because the business of finance frequently involves maturity mismatch (i.e., "a situation in which longer-term, illiquid assets are financed by short-term, liquid liabilities, and in which suppliers of short-term funding either lose confidence in the borrower or become worried that other short-term lenders may lose confidence").133 The U.S. securities markets suffered from both types of vulnerabilities in 2007-2008.134 The four Glass-Steagall provisions (or even the contemporaneously enacted securities acts) did not address maturity mismatch or the vulnerability of the system to a sharp decline in collateral values (in this case, home prices).

For example, a money market fund, The Reserve Primary Fund, suffered losses on debt issued by a broker-dealer, which ultimately led the value of its shares to "break-the-buck" (i.e., fall below par of $1.00 per share) in 2008.135 Although not legally obligated to do so, money market fund sponsors in such situations historically have stepped in to absorb losses necessary to avoid breaking-the-buck. The Reserve Primary Fund, however, did not provide this informal relief in 2008.136

After news spread that The Reserve Primary Fund's shares broke-the-buck, investors began withdrawing money from other money market funds, creating a panic in the money market fund industry that was analogous to a classic bank run. Policymakers confronted the possibility that industries that depended upon money market funds for short-term financing would also experience stress.137 In response, the Department of the Treasury created a temporary program to insure money market funds.138 This episode is instructive because anything that could cause a firm whose debt is held by money market funds139 to default could have sparked such a run. Yet, the Glass-Steagall Act's affiliation restrictions would not prevent these types of runs.140

How the Dodd-Frank Act Addressed the Relationship Between Commercial and Investment Banking

Although the Dodd-Frank Act neither reinstated the sections of the Glass-Steagall Act repealed by GLBA nor eliminated the ability of banking firms to affiliate with securities firms, it included various provisions designed to meet some of the same policy objectives of the Glass-Steagall Act. These policy objectives include reducing speculative securities-related activities of commercial banks and eliminating sources of financial instability, including some sources that the Glass-Steagall Act was never intended to address, such as the potential for securities markets to cause a crisis.

One illustration is Section 619 of the Dodd-Frank Act, commonly referred to as the Volcker Rule.141 As mentioned in the introduction, trading securities for one's own account (proprietary trading) is riskier than mere brokering on behalf of customers. When trading on behalf of customers, the firm derives a fee no matter which direction the security's price moves. The Volcker Rule generally prohibits "banking entities" (i.e., commercial banks and their affiliates) from engaging in the proprietary trading of securities, but permits customer-driven securities transactions. The Dodd-Frank Act arguably restricts proprietary trading even more than the Glass-Steagall Act did because the Volcker Rule applies not just to depository institutions, but also to all a depository's affiliates and subsidiaries, including broker-dealers. The Volcker Rule also restricts banking entities' ability to make investments in or have relationships with hedge funds and similar "covered funds" that are exempt from registering with the SEC or Commodity Futures Trading Commission (CFTC).142

The Dodd-Frank Act also includes multiple titles focused on promoting financial stability, many of which are not limited to depository institutions. Some of the examples include heightened prudential regulations under Title I, which are applied not only to large banks, but also to systemic nonbank financial institutions.143 Some examples of heightened prudential regulations include emergency divestiture authority144 and floors for permissible regulatory standards set by regulators.145 In addition, Title I of the Dodd-Frank Act established the Financial Stability Oversight Council (FSOC) to monitor systemic risks to the U.S. financial system and provided the Fed enhanced prudential regulatory powers over systemically important bank and nonbank financial firms.

In addition, the Dodd-Frank Act strengthens mortgage underwriting, origination, and securitization standards for both depository and nondepository institutions in an attempt to address the mortgage-related issues that seemed to play such a significant role in the recent financial crisis.146

Moreover, the Dodd-Frank Act has left untouched Sections 16 and 21 of the Glass-Steagall Act, limiting the types of investments that banks may undertake and precluding securities firms from engaging in deposit taking.

The policy tools incorporated in the Dodd-Frank Act can potentially address several sources of financial instability that the Glass-Steagall regime alone could not. For example, not only were commercial banks kept separate from investment banks under the Glass-Steagall Act, but some policy tools for addressing causes of financial instability were limited to the commercial banking sector. In contrast, the Dodd-Frank Act includes policy tools to provide prudential regulation for large systemic financial firms even if they are not commercial banks, and an administrative alternative to bankruptcy for nondepository financial institutions.

Conclusion

The separation of commercial and investment banking can help insulate insured depositories from volatility in securities markets. It can also insulate investment decisions by depositors from conflicts of interest if depository bankers refer clients to their own affiliates. This insulation comes at the cost of reducing the diversification of revenue sources for the banking system. The separation, by itself, does not address how investment banks are regulated within securities markets or the ways in which nonbanks can use securities activities to fund consumer and commercial debt in competition with depository banks. That is, the securities laws governing the treatment of debts funded through securities markets can be heightened or eased whether or not commercial banks may affiliate with securities broker-dealers. Separation of commercial and investment banking may help reduce the complexity of examining depositories, although it does not necessarily reduce the complexity of how securities markets fund debt.

Over the 70 or so years of the Glass-Steagall era, economic conditions, regulatory interpretations, and legislative changes eroded the rigid wall it established between commercial and investment banking. GLBA was the final step in this process. The Dodd-Frank Act attempts to promote financial stability and to limit some of the potential speculative activities of commercial banks in various ways, such as through the Volcker Rule, but it does not completely restore the Glass-Steagall Act. Even if the Dodd-Frank Act had completely re-enacted the repealed provisions of the Glass-Steagall Act, the financial history of the 1970s, 1980s, and 1990s shows that regulatory walls could be difficult to maintain or enforce.
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