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This dissertation investigates the evolution of omrcial bank regulation by focusing on what
lawmakers enact, how regulators implement it, an i evolves. Much of the scholarly literature
conceives of regulation either as a tool that jgwad by the regulated industry or as a meanshighw
government officials castigate business. Accordinthese conceptions, relatively stable and cterdis
patterns of influence develop whereby one set wiradirects the actions of other actors withis thi
policy realm. Not only do these approaches incetay model the policymaking process, but they also
oversimplify the relationships between the actdrscontrast, | argue that these conceptions ailegign
are inaccurate and that banking regulation is a oapluralism. By examining the periods with njplk
federal regulators that were also marked by sigaifi instabilities in the banking system, | arduat the
evolution of regulation is more accurately undeydtas a process of “partisan mutual adjustment.”
According to this conception, multiple actors withihis policy realm exist in a state of interdepeamuk

in which they interact consequentially and exeituence upon the others whenever they choose tmdo
This relationship among the actors explains thesuaupolicymaking pattern over this period in which
numerous crises struck the banking sector, yeat¢hars persisted in their “deregulatory” effortspite
these events. Through this examination of bankagalation, my dissertation suggests policymakers b
much more cognizant of the interdependencies arttangctors and the countermoves that one actor’'s
moves can trigger in this dynamic environment. sldpproach prepares policymakers to institute megor

more likely to succeed at averting another findraiigis.
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1. BANKING LAW, ITS IMPLEMENTATION, AND THE EVOLUTION OF REGULATION

Moments after conference committee negotiationglcoled over the Dodd-Frank Act
on June 25, 2010, the Senate Banking Committeen@haiChristopher J. Dodd (D-CT)
declared, “It's a great moment....No one will knowtilithis is actually in place how it works.
But we believe we’ve done something that has beeded for a long time” (Cho, Yang, &
Dennis 2010). Sen. Dodd might have been refetanggislators having failed to read the 2,000
plus page financial regulatory bill, but his stagetis more likely meaning was that lawmakers
simply did not know how the regulators would impkmthe statute. Thus, the Connecticut
senator was acknowledging that the process of begikation entails much more than mere
legislation. That said, howeves,there anything about bank regulation that pesnis
anticipate how it will unfold How does regulation in the American banking syseaive® Put
another waywhat statutes do lawmakers enact, how do membéhe dfureaucracy implement
this legislation, and how does the regulation egdlv

My dissertation contends that much of Americankioanregulation can be understood
and its evolution anticipated by knowledge of tligymaking process, the participants, and the
relationship between them. Depending on when ametevone observes bank regulatory
policymaking, an individual will see participantsaperating, competing, having heated conflict,
or taking an active role while their counterpadsain withdrawn from the process.
Nevertheless, the interdependencies among thesattioe the results of this policymaking
process. Over the course of the last century,ibgrpolicy has become increasingly complex,
so it has mainly attracted attention from the bagkndustry, other financial firms and industries
competing against banking, and policymakers inteteoffice and the bureaucracy. Bank

regulatory policy emerges from the interactionhefge groups and actors. In my policy study,



the regulators tend to be the most significantracs they not only participate in the crafting of
regulatory legislation, but implement the statutesugh the writing and interpretation of
various rules.

| argue that bank regulation can best be viewezhdastance of pluralism. Because
bank regulatory policy occurs within a decision mgksystem characterized by the absence of
central control, separate branches, and a grotgdefal regulators sharing responsibility and
power over the banking sector, the type of plunalisown as partisan mutual adjustment more
specifically characterizes this case. Partisarual&djustment, according to the political
scientist Charles E. Lindblom, describes a decisi@king system in which multiple,
interdependent actors or units coordinate theioastby adjusting to one another (Lindblom
1965). Furthermore, interdependence requires'évaty decision maker is directly
consequential for at least one other, and all@eded indirectly through at least one chain
whose links are composed of direct relations” (biotn 1965: 22).

In theory, such a system of decision making coolatain elements of central control, the
absence of a commonly agreed upon criterion foistets shared by all actors involved makes
it partisan. Lindblom uses the term “partisantscribe the decision making system because
all actors within it do not share the same agrgeshicriterion for deciding. Though there may
be a common criterion among the different decisiaking units, there are undeniably some
units that have a different criterion and posskesatherewithal to act upon it. Since no central
authority exists to compel the entire group of idependent units to coordinate their actions, the
actors must consider the other decision makersono as to avoid the worst outcome

possible.



The policymaking system for bank regulation in thated States closely resembles such
a decision making system. The American systemagasiimany interdependent units that can
enter or exit the policymaking process at will, taltose objectives ultimately depend on the
actions of others in the system. As a result, dioation of decisions can be rather problematic
given the interdependent decision making unitsalsshare the same criterion. At times
legislators and regulators work together on stayuteform whereas at other times they find
themselves at loggerheads. Likewise, sometimesethidatory agencies coordinate their actions
toward some particular goal, irrespective of wiaatrhakers prefer, whereas at other times they
appear to pursue different policy paths.

Before examining the ways in which others have &xeld the development of bank
regulatory policy, it is worthwhile defining sométbe central concepts involved. The banking
system is simply the collection of commercial baples/ing a predominant role in the nation’s
payments system. The payments system, of cowfegs ito the institutional arrangements by
which payment transactions in the economy areeskttlhese payment transactions typically
involve debiting and crediting the checking accsuwftvarious entities rather than exchanging
actual currency. Commercial banks are but one dgp®sitory institution that intermediates
between savers and investors, but they have haatlyrbeen the entities responsible for
providing checking accounts. Checking accountschvare also known as demand deposits, are
the closest item to money next to actual currerenabse they are accounts that individuals can
withdraw at any time upon demand. Unlike otheet/pf depository institutions, though,
commercial banks have traditionally created mucthefation’s money supply through their

issuing of checking accounts to businesses andithdils and their investment of those funds in



shorter-term commercial loans. Since 1863, comi@doanks have had either a state or federal
charter.

By defining a commercial bank in this manner, é@ritbecomes possible to distinguish
commercial banks from other bank-like entities tiegemble banks. Though the class of
depository institutions known as thrifts, whichlundes savings and loan associations (S&LS),
mutual savings banks, and credit unions, oftermége banks, they technically differ because
they neither offer actual checking accounts nothdy invest much, if any, of their deposit
dollars in commercial loans. Unlike commerciahkawhich have always been shareholder
owned, most thrifts historically have been mutualyned. It was believed that this ownership
structure would be most beneficial to thrift ingtibns seeking to instill the quality of “thrift”
amongst their members. During the recent finararials, however, much of the news focused
on Wall Street banks such as Bear Stearns, Lehmahdds, and Merrill Lynch. These are
investment banks. Unlike commercial banks, investinbanks are not depository institutions.
Rather than accept deposits and make loans, ineestmanks provide long-term capital through
the securities markets either through the investroktheir own funds or putting together
securities packages to market to buyers in thengkzey capital markets. My dissertation will
clearly indicate when the institution under dis@oisss something other than a commercial bank.

By federal regulators, | mean the three agencisoresible for regulating the banking
industry: these are the Office of the Comptrollethe Currency (OCC), the Federal Reserve
System (the Fed), and the Federal Deposit Insur@ngeoration (FDIC). These three agencies
maintain the safety-and-soundness of the bankisgsy Lawmakers created each of them as
responses to different crises plaguing the bang&ystem, and, in so doing, gave them different

powers to accomplish their missions, not to mendidierent jurisdictions. The differing

! Federal lawmakers established the OCC in 1863 ¢dein 1913, and the FDIC in 1933.
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jurisdictions and powers sometimes generated situgtn which the three agencies did not
share the same definitions of the public interéstother words, elected officials created
multiple regulatory agencies over a number of yeatis different powers and jurisdictions, but
with similar though distinct objectives. A consegue of this proliferation was necessarily an
environment in which the agencies became competitithe use of their powers and the
definition of their objectives. Each of the regala has done this at times to demonstrate that
their approach is the superior one.

Various scholars have focused on this competitationship between the agencies to
explain regulatory policymaking. In an October 4%peech to the American Bankers
Association, Federal Reserve Chairman Arthur Bdescribed the regulatory system’s problem
as one of a “competition in laxity” that fosterezlibtle competition among regulatory
authorities, sometimes to relax constraints, somedito delay corrective measures” (Burns
1974: 18). In other words, Chairman Burns was rileieg a governmental failure known as a
race to the bottom. Economists during the lasadehave countered Burns’ “competition in
laxity” argument. In a Federal Reserve Bank offiRiondEconomic Quarterharticle, John
Weinberg models competitive interactions betweem ltank regulators depending on the
distribution of bank charters, regulators’ objeetiyand the funding of regulators’ operating
expenses. Though he does not test his model aglagnavailable historical record, Weinberg
finds that a race to the bottom occurs when regrgadre unable to cover all of their operating
costs, but a race to the top can occur when thests are covered by the funding mechanisms of
the regulators (Weinberg 2002). The economist &@tfRosen, on the other hand, questions the
race to the bottom argument by examining the switcbf bank charters among regulators in

the U.S. from 1983 to 1999. Rosen finds that iferéntiation and specialization of regulatory



agencies is beneficial (Rosen 2003). Though intemas between the federal regulators have at
times generated harmful effects such as competitiigs dissertation does not argue that this
interplay necessarily leads to a race to the battom

If the argument advanced by this dissertation rseot, then policymakers need to
reconsider the Dodd-Frank Wall Street Reform andsOmer Protection Act. This dissertation
argues that the dominant problem lies with therdgpendences of the actors in this policy
realm, especially the bureaucratic ones. Ratlar #ldress the problems resulting from such
interdependencies, Dodd-Frank resembles otherntgforce the Great Depression to “reform”
the banking system by imposing limitations on pieviaehavior and expanding the reach mutual
dependence of governmental bodies. Despite tledser attempts, though, crises returned to
the banking sector, most often with those privatga@ actors operating within the confines of
the revised law and regulations. By failing to glity and harmonize the bank regulatory
system, the United States invites future problamtsibanking system.

Since the policy implications of my argument difégnificantly from those enacted into
the statutory code as lawmakers responded to tih@uggproblems within the banking sector in
the past several decades, it should then comélasslirprise that the policymakers who enacted
these regulatory reform laws drew upon rather cifie narratives to explain the banking
problems and the reforms necessary to preventrbairrence. The two most prominent
explanatory theories have a storied pedigree, 8 heappeared to explain the recent crisis in
yet another incarnation. In the first of theselarptions, regulation provides the means to
pursue some “public interest” and correct markeihigs. In the second of these explanations,

though, regulation is “captured.” Capture suppogedturs through the regulated industry or



some other privileged group gaining control over tgulator and using its influence to extract
benefits from the larger society.

Furthermore, all the authors of the following exgaons express nostalgia for the
Banking Act of 1933, often referred to as Glassa§&ll® In a nutshell, the Banking Act of 1933
contained two institutional thrusts and severaltary ones. On the institutional side, the
legislation created a deposit insurance systenrefodmed the Federal Reserve System. Then,
on the regulatory side, it limited banks’ activtj@ffiliations, and products offered. The
following narratives, however, all conceive of Glg&teagall almost entirely in terms of the
restrictions it placed on banks activities, by @oinly them to the business of taking deposits and
making loans, while largely ignoring the remaindéthe law. By doing so, they are all able to
conclude that the “repeal” of Glass-Steagall byRheancial Services Modernization Act of
1999 led to the recent banking criSisn light of this reasoningyhat role, if any, did the
“repeal” of Glass-Steagall have in causing the ret@nancial crisis or others of the late
twentieth century Since the eighties, a number of scholars halverded the factual premise
that banks’ securities activities underlay Glassagall's creation (Macey 1984; White 1986;
Shughart 11l 1988; Benston 1990). To date, thowghplars have not completed a thorough and
accurate factual account of Glass-Steagall’s “repefss my dissertation intends to show, the
reforms enacted by the GLBA merely brought the bamnktatutes in line with the banking
system’s existing rules and regulations. FurtheenGlass-Steagall’'s ostensible repeal had

nothing whatsoever to do with the recent finanseadtor crisis.

% The statute commonly referred to as Glass-Steagalklly is titled the Banking Act of 1933, whiEDR enacted
June 16, 1933. Because there was a Glass-Stéagaif 1932 altering the percentage of gold backieguired for
U.S. currency, it is technically incorrect to referthe 1933 law as the Glass-Steagall Act. Cansedty, this
dissertation will not perpetuate this mistake, eathwill use the terms Glass-Steagall and thekiBanAct of 1933
to refer to the same statute.

% My dissertation will elaborate further one thenfigwork erected by this statute in its second chapte

* The Financial Services Modernization Act (FSMAYI®09 is also known by its alternative title of Beamm-
Leach-Bliley Act (GLBA) of 1999, taking its nameofn its three main congressional sponsors.
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Shortly after JPMorgan Chase purchased the fatingstment bank Bear Stearns,
presidential candidate Barack Obama spoke on M&af¢cB008 at Cooper Union concerning the
nation’s precarious economylin his campaign address, Obama described detegusa
contribution to the worsening banking crisis in fokkowing manner:

A decade later [than the nineties] we have der¢gdlthe financial sector and we

face another crisis. A regulatory structure setanpanks in the 1930s needed to

change, because the nature of business had chaBgefy the time the Glass-

Steagall Act was repealed in 1999, the $300 milladobying effort that drove

deregulation was more about facilitating mergelisifiang to the merger between

Citicorp and Travelers Group that formed Citigron@d998] than creating an

efficient regulatory framework. And since then webverseen Zicentury

innovation....Not surprisingly, the regulatory enviment failed to keep pace.

(Obama 2008)
Barack Obama’s speech represented one of thestatiempts by a presidential candidate to
politicize the developing crisis and attributedtaises to deregulation. According to Obama, the
latest financial crisis occurred because bankigglegion no longer protected against the market
failings of the banking system.

Other public officials and policy experts, thougbpn followed with similar explanations
of the financial crisis. Unlike Barack Obama, Sen8yron Dorgan (D-ND) held federal office
throughout the 1990s and so voted on several didér@gulatory” bills of the nineties. In
Reckless: How Debt, Deregulation, and Dark MonegriyeBankrupted AmerigeSen. Dorgan

blames a particular statute from the late 1990s:

® Bear Stearns was one of the five largest Wallebirerestment banks whereas JPMorgan Chase waargial
services holding company which possessed subsdiaricommercial banking, investment banking, ahéro
sectors of the financial services industry.



Of all the shortsighted, greedy, and downright rgmb actions that helped create the

economic collapse, none was more pronounced tleaadiion of Congress and

President Clinton to repeal the banking protectitias were put in place after the

bank failures of the 1930s. That action came énftihm of the Financial Services

Modernization Act [of 1999]. (Dorgan 2009: 33)
Thus, the North Dakotan attributes the recent bankrisis to market failings resulting from the
Financial Services Modernization Act’s statutorgeal of Glass-Steagall. Given the ideological
tendencies of Obama and Dorgan, however, an inggi@miliar with American politics and
policymaking would not find them unexpected.

More surprising, though, are Judge Richard Posmecently revised views. Posner
founded the law and economics movement and wasgtihoe champion of neoclassical
economics. I\ Failure of Capitalismhe argues that “excessive deregulation” of teefaw
decades contributed largely to the crisis (Pos602289). According to Judge Posner,

The seeds of failure were sown in the movemenrg¢daoce the regulation of banking
and credit, which began in the 1970s. They gertathduring the Clinton
Administration, when the housing bubble began &edderegulation of banking
culminated in the repeal of the Glass-Steagall Aad.it was decided not to bring
the new financial instruments, in particular cretkfault swaps, under regulation
even to the limited extent of moving trading in p&wdo exchanges, which would
have given the public information about the scojs&s, and value of these
instruments. (Posner 2009: 270-1)
In this way, removal of banking regulations, par#ly Glass-Steagall, created the environment

in which the market failed. As all three of thgmespectives envision the banking system, and



concluded that the crisis occurred because lawmnsakeealed existing regulatory statutes
protecting against market failures.

In contrast to these “public interest” views tkaplain the banking crisis as the result of
inadequate regulation that caused the market ficliai “capture” perspective focuses on the
corruption of government actors and the very regujgprocess itself. Paradigmatic of the
capture views on the recent crisis are those twatsf, in the words of Nobel prize-winning
economist Joseph Stiglitz, “not only [on] captuyesipecial interests but also by particular
ideologies” (Stiglitz 2010: 50). These new apgiions of the capture approach differ from the
traditional one which focuses almost exclusivelyspecial interests gaining leverage or control
over their respective regulators and then using geesition to extract material benefits. The
newer applications stress ideology over materiakbts.

According to former IMF chief economist Simon Jsbn and his coauthor James Kwak,
bankers now compose a “new oligarchy” (Johnson &K®&010: 6f In 13 BankersJohnson
and Kwak argue:

[A]s banking became more complicated, more presigiand more lucrative, the
ideologyof Wall Street—that unfettered innovation and guaitated financial markets
were good for America and the world—became the @asiss policy in Washington
on both sides of the political aisle. Campaigntabations and the revolving door
between the private sector and government senage @/all Street banks influence
in Washington, but their ultimate victory lay inifsimg the conventional wisdom in

their favor, to the point where their lobbyistdkiag points seemed self-evident to

® In an earlieAtlantic article titled “The Quiet Coup,” Johnson arguesikirly that “the finance industry has
effectively captured our government” (Johnson 20M): In this process, according to Johnson, Ahreerican
financial industry gained political power by amasgsa kind of cultural capital—a belief system” (dshn 2009:
50).
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congressmen and administration officials. (Johr&dtwak 2010: 5-6) (Italics in the
original)
Though bankers captured legislators and regul&toosigh material incentives, they more
importantly achieved a stranglehold on governmgrgdining adherents to their free market
creed within policymaking circles. This ideolodicapture, according to Johnson and Kwak,
made repealing Glass-Steagall possible and elietifdahe safest banking system that America
has known in its history” (Johnson & Kwak 2010: .35)

Writing in his recent booKapital OffenseNewsweek national economics
correspondent Michael Hirsh explains that a “fresret fundamentalism” based on the notion
that “what’s good for Big Finance is good for Aneai took hold (Hirsh 2010: 19). According
to him,

The main reason the catastrophe occurred is tbgigbple in charge of our

economy, otherwise intelligent and capable men...gerdthemselves to believe, in

the face of a rising tide of contrary evidencef tharkets are for the most part

efficient and work well on their own. (Hirsh 201Z8)
Like Johnson and Kwak, Hirsh argues that an idecédgapture occurred by stating, “The Wall
Street lobby could not have transformed Washingtangd+the economy—uwithout theea of
free-market fundamentalism behind it” (Hirsh 2020) (Italics in the original). Hirsh, though,
proceeds to defend Glass-Steagall vis-a-vis thudigiduals who, mistakenly in his opinion,
conclude the statute’s repeal played little roléhm crisis. According to him,

The blinding complexity and interconnections crddig derivatives—precisely

because they were going to overwhelm governmergrgignrs—demanded that

there be strong firewalls and capital buffers betw®/all Street institutions and their
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affiliates, and between banks and nonbanks andansa companies. Otherwise

there would be no more islands of safety....The reple@lass-Steagall took things

in precisely the opposite direction. (Hirsh 20183-184)

Although ideological capture was the main causth@frecent financial crisis, according to these
authors, the repeal of Glass-Steagall that resédbed this capture certainly helped create a
financial environment free of necessary safeguards.
THIS DISSERTATION'S APPROACH

To reach its explanations, this dissertation eygpbcase study revealing the interaction
among federal banking regulators and other actwesasted in the policy realm. Though the
American banking system has been characterizedlaalaystem due to the existence of
competing state and federal regulators, the fedgrahcies have gained the dominant position by
far in the relationship over the last few decadésnsequently, the legal scholar Kenneth Scott’s
model of a dual banking system with competitionlssn state and federal regulators is no
longer accurate, for as Henry Butler and Jonathane¥ succinctly explain, “Federal
preemption and uniformity, rather than competiom diversity, are the legal norms in banking
regulation” (Butler & Macey 1988: 678).

As evidenced by the time periods covered in my,dhseevolution of the banking system
has been anything but a continuous process. Tdmeast Benjamin Friedman memorably
described this discontinuous evolution in the failog way:

A time-traveler from 1940, or even 1900, would @bly feel more nearly at home

on first disembarking in the financial markets tiamost other major arenas of 1980

American economic activity. He would immediatedgognize major classes of

12



financial market participants and their chief aitiéég, including banks taking deposits

and making loans.... (Friedman 1980: 10)
Consequently, my case study focuses on periodeeat ghange in the banking system.
Whereas my first chapter covering the period of4t9233 depicts a setting with only the OCC
and Fed, my other three chapters covering the ¢pd969-1999 depict a setting where the
Federal Reserve, the FDIC, and the OCC wrestlel thé return of instabilities and problems in
the banking system on a scale not seen since 8@s19

Although political scientists have attempted tolakpbank regulatory policy, they have

often focused too heavily on the allocation of datpry responsibilities to the exclusion of other
significant elements (Meier 1985; Eisner, Worshand Ringquist 2000). In contrast, my
dissertation focuses not only on the allocationegilatory responsibilities, but also on the
content of regulatory statutes and rules, for thesspecific content of these items that defines
the avenues regulatory agencies have availablectnaplish their tasks. As the banking law
scholar Kenneth Scott argued in his 1$i#&nford Law Reviearticle on the dual banking
system, “one cannot understand the working of la@King] system without at least a general
knowledge of the correspondence between the disimib of regulatory functions and the
structure of agency jurisdiction” (Scott 1977: Sherefore, my dissertation devotes
considerable attention to banking legislation, e&dly as it influences or alters regulators’
jurisdictions and responsibilities. Since muchhaf regulatory process, however, occurs after
the statutes are delegated to the regulators foleimentation, | devote particular attention to the
decisions and rules produced by the agenciespmoention the actions they take to fulfill their
responsibilities. Doing so provides another windote the regulatory agencies and how the

agencies understand and pursue their goals.

13



THE STRUCTURE AND DISTRIBUTION OF REGULATORY AUTHORY

Out of the three federal bank regulatory agenthesQffice of the Comptroller of the
Currency (OCC) is the oldest dating back to thal@iar era; the National Currency Act of
1863 established the bureau within the TreasuryaReent’ The new bureau, which was also
known as the Bureau of the Currency, was led byCimptroller of the Currency. The
president appointed the Comptroller to a five-yteam subject to the Senate’s advice and
consent. In the event that the Comptroller wadblenen fulfill his duties or the position was
vacant, the Deputy Comptroller would dischargedtfiee’s powers. The following year,
however, lawmakers revised the statute and repliaeéth the National Bank Act of 1864. As
the National Bank Act’s purpose statement indicatieel statute was intended “to provide a
National Currency, secured by a Pledge of UnitedeStBonds, and to provide for the
Circulation and redemption thereofJ S. Statutes at LargE3 (1864): 99). Federal legislators
created both statutes not as regulatory measuresepbut rather as means of providing a more
reliable and elastic currency and as a way of geimgr revenue. Moreover, the standardized
design of these national banknotes would also t@tpbat the counterfeiting problem that had
long plagued state banknotes.

To foster a distribution network, the legislatiaredted the Comptroller to charter a
system of national banRsIndividuals seeking to obtain a charter were ieglito put up
specified amounts of capital, but these levelsaechdepending on the population of the area in

which the bank was located. In order to issue batds, however, a national bank had to

" The OCC predates the Interstate Commerce Commig€l€) by nearly twenty years.

8 Except for its purpose statement, the NationalkBart was untitled at the time of its enactmentdecade later
lawmakers enacted the National-Bank Currency Adi834 that officially renamed the 1864 statute“tiational-
Bank Act” (U.S. Statutes at Largk8 (1874): 123).

° To distinguish national banks from their statertdr@d counterparts, these institutions were regluio use the
terms “National,” “National Association,” or “N.A.h their corporate titles. To protect the valdi¢he title,
national banks are the only types of banks that nsaythe term “National” in their corporate names.

14



purchase a requisite amount of federal securitidgtplaced in the hands of the Comptroller.
Doing so allowed a national banking associatiorrigje to issue a specified number of
banknotes bearing its own corporate title on this.bAlthough the mandate that national
banknotes be backed by federal securities on depidkithe Comptroller minimized any losses
to noteholders, national banks received anothehar@sm whose “only purpose [was] the
protection of depositors” (Pike 1932: 516). Acaagito the National Bank Act,

The shareholders of each association formed uhégurovisions of this act...shall

be held individually responsible, equally and ratalnd not one for the another, for

all contracts, debts, and engagements of suchiatisag to the extent of the amount

of their stock therein, at the par value thereofddition to the amount invested in

such shares.U(S. Statutes at LargE3 (1864): 103)
This mechanism was known as the double liabilitharfk shareholders.

To limit conflicts of interest between OCC offigahnd their constituents, the National
Bank Act prohibited the Comptroller and his depiuom “be[ing] interested [directly or
indirectly] in any association issuing nationalreuncy under the provisions of this adtJ.§.
Statutes at Largé&3 (1864): 100). Although the OCC was locatedinithe Treasury
Department, it was off-budget and self-funding.ribg its first half century, the agency funded
its activities through the sale of banknotes amdféles it assessed for its examinations of
national banks that it was required to examineetafy their capital backing for their note issue.
The OCC maintained a flat fee structure on thesen@xations regardless of a bank’s asset size.
Like other nonbanking corporations, national baméssessed standard corporate powers,

such as the right to own property and the rigtdute and be sued. But lawmakers also endowed

the new entities with other attributes unique tomaotercial banks. Drawing upon many of the
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existing state free banking statutes, the Nati@aalk Act defined a national bank as possessing
a combination of enumerated and incidental powers:
[Every association shall] exercise under this #&uchincidental powerss shall be
necessary to carry on thesiness of bankinigy discounting and negotiating
promissory notes, drafts, bills of exchange, amgoévidences of debt; by receiving
deposits; by buying and selling exchange, coin,lariion; by loaning money on
personal security; [and] by obtaining, issuing, aimdulating notes according to the
provisions of this act. U.S. Statutes at LargE3 (1864): 101) (ltalics add€ed)
The OCC became responsible for interpreting theningeof these powers. It was largely
through the use of the incidental powers clausertagonal associations and the Comptroller
wishing to expand national banks’ permissible aiéig relied. Moreover, national banks did
not receive their first major statutory grant taezranother financial services industry until
1913's Federal Reserve Act when they gained tHéyata enter the trust and fiduciary business
on a very limited extent. At the same time, thbjamed the power to make agricultural loans
secured by farm land.

A half century after establishing the nationallkbag system, federal legislators were still
dissatisfied with the safety-and-soundness of #rkimg system, so they created the Federal
Reserve System in late 1913 According to the statute’s preamble, lawmakersyao“[t]o
provide for the establishment of Federal Reserviédeo furnish an elastic currency, to afford
means of rediscounting commercial paper, to esfalalimore effective supervision of banking in

the United States, and for other purposé€s’S( Statutes at Largg8 (1913): 251). Yet, as the

10 National banks’ corporate powers appear undee Ti#, Section 24, Paragraph 7 of the U.S. Code.

™ |n particular, lawmakers were reacting to the afef the Panic of 1907 in which the banker J.Brdén and his
associates were forced to act as a pseudo-lendestotsort for the nation. For a recent accofitihe Panic of
1907, see Robert F. Bruner and Sean D. Carr. 200&.Panic of 1907: Lessons Learned from the Maske¢rfect
Storm Hoboken, NJ: John Wiley & Sons.
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economist and Federal Reserve historian Allan Mekzplains, “Omission of a broad statement
of purpose or policy objective was not an oversighte act represented a compromise between
many different groups that had very different psgmin mind” (Meltzer 2003: 65). The
organization’s lack of focus was evident in thestaunction of the system of reserve banks. The
Federal Reserve System was to be a self-fundidgpendent agency with a public-private
hybrid governance structure.

The Federal Reserve Act directed the Treasury &agrehe Agriculture Secretary, and
the Comptroller to form a committee, select betweight and twelve cities to serve as locations
for reserve banks, and then to divide the contaldniS. into districts with each district having
one reserve bank. The legislation designed thervedanks with nine person boards of
directors. Each board was divided equally inte¢hgroups. The three Class A members were
to be selected from stock holding banks within edistrict, the Class B members were to be
actively engaged in some commercial activity witeach district at the time of appointment,
and the three Class C members were to be selegtihe lrederal Reserve Board. The act
further imposed a sunset provision on the reseav&dj charters of twenty years. Having first
authorized the creation of a system of reserve ©idatvmakers ordered the creation of a Federal
Reserve Board (FRB) to help direct the reserve §nihe Board consisted of seven members,
five of whom the president appointed subject tog&eiconfirmation and two of whom, namely
the Comptroller and the Treasury Secretary, seirvatiex officiocapacity. The presidential

appointees had staggered terms of ten years itiolural he Federal Reserve Act, however,

12 Until 1935, the chairman of the FRB used the tiflgovernor and his vice chairman used the titleice
governor. With the enactment of the Banking Aci®885, however, the titles were changed to chairamehvice
chairman, respectively, and the Federal ReservedBeas renamed the Board of Governors of the Fé&aserve
System. The Banking Act of 1935 also removed weax officiomembers from the Board. Though the Board's
name is officially the Board of Governors since 39fr the sake of brevity, my dissertation will gy both terms
interchangeably when referring to the entity.
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failed to specify the specific principal agent telaship between the reserve banks and the FRB,
thus leading to subsequent coordination problems.

Designed to operate according to the dictatesalfliéls, the Federal Reserve was
supposed to provide a more stable banking systeha amore reliable money supply
“discount[ing] notes, drafts, and bills of excharagesing out of actual commercial transactions”
(U.S. Statutes at Lard#8 (1913): 263). To replace national banknotesaad currency during
times of economic duress, the reserve banks gaingbrity to issue a new paper currency
backed by government securities known as the FeReserve Noté® In so doing, the Federal
Reserve Act rendered the Comptroller irrelevamhonetary matters and made him little more
than a chartering and regulatory authority for lsankEach reserve bank also obtained authority
to conduct open markets operations under rulesegudations prescribed by the FRB. Through
open market operations, reserve banks could bgglbgovernment securities, gold, or other
bills and drafts in the money market, but the denisnaking resided in the individual reserve
banks’ boards. Although the Federal Reserve’sdewndid not envision this policy tool
becoming its dominant option, the ability it allodvilhe Fed to affect the money supply through
the purchase and sale of government securities ihadey alluring. Furthermore, open market
operations provided the Fed with a means of seltlifug by collecting margins on the
government securities in which it dealt.

Although the Federal Reserve lacked the authavighiarter any banks, its founders
created an immediate constituency by stipulatirag &ti national banks become members. They
also permitted state-chartered commercial banksangs banks to join the System provided

these entities met certain examination standardsabscribed to the capital stock of the reserve

13 National banknotes had been in decline for yesithe opportunity cost of investing in federal sii@s drove
national banks to minimize their government holdiagd instead redirect their resources to moreygtoa credit
uses; by the mid thirties, national banknotes gisaped entirely from circulation.
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bank located in their respective districts. Th#szabanks belonging to the Federal Reserve
System were known as “member banks.” To helpékerve banks determine the quality of
potential borrowers’ collateral, the Federal Reseket required member banks to submit to
regular examinations; it assigned the Comptrokeponsibility for conducting the examinations,
including those of state member bankszurthermore, the statute changed the OCC's
examination fee schedule from that of a flat fea t@riable one based on the size of a bank’s
assets. Consequently, the additional examinaéspansibilities given to the OCC resulted in
greater revenue for the agency, but also threatstagel banks with having to cover the costs of
two separate examinations.

To manage the banking system’s role in money aedtetter, the Fed received two
policy tools of note. The System obtained the gbib impose reserve requirements, what the
Federal Reserve Act refers to as “bank reservesthember banks. Reserves required member
banks to maintain a portion of their deposits ieseiffree as legal reserves for the protection of
depositors. Thus, bank reserves provided bothuedlity protection, but also a means by which
the Fed could alter the amount of money in cir¢otaby changing the amount of reserves it
required of memberS. In addition, the legislation directed the Fedksato create discount
windows where member banks facing liquidity shaegagr having deficient reserve accounts
could borrow. The Reserve banks lent to membekdagainst specified asset categories by
rediscounting against the item and lending a poribits value; the rate charged in this process
is known as the discount rate. At the Fed'’s inoepthe discount rate was supposed to be the
primary means by which it accomplished its monetdjgctives. It was through the discount

window that the Federal Reserve served as theleidast resort to members. As former Fed

! The reserve banks, however, received the authdfritye chose to exercise it, to except a stateklsxaminer’s
report in lieu of an OCC one.
5 |n practice, however, the Fed has rarely alteesémve requirements.
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Chairman Paul Volcker explains, though, the leradéast result role is rather difficult to carry
out, for “I'm not sure I've ever seen a pure ligtydoroblem. Typically, significant liquidity
problems arise because there is some questionvain®y, or there would be no lack of willing
lenders” (Volcker & Gyohten 1992: 204). Partly hase the Federal Reserve failed its role as
lender of last resort in the early years of theaBBepression, lawmakers responded to the
banking panics by creating the third and most refesteral regulatory agency.
Established by the Banking Act of 1933 to admarishe Temporary Deposit Insurance

Fund, the Federal Deposit Insurance CorporatiodCFi3 the newest of the three federal bank
regulatory agencie. This independent agency had a three member lndaticectors,
composed of the Comptroller and two presidentigloatees subject to Senate confirmation.
Because Glass-Steagall was primarily a reform effdderal Reserve System, lawmakers
required all member banks to join the new systemhepiosit insurance. They also gave
nonmember banks the option of joining, but requttexte that joined the insurance fund to
become Federal Reserve members by 1938. In adddiceceiving an appropriation at its
inception from the Treasury of $150,000,000, theG-BIso generated revenue by requiring the
banks it insured to purchase stock in the ageBecause insured banks were not charged
premiums based on their condition or the riskiredgbeir assets, a condition now referred to as
moral hazard was created. Needless to say, padikgra have been unable to eliminate the
moral hazard through the years, and the subsequerases in deposit coverage have only
increased the agency’s exposure to bank failures.

The agency became the chief federal regulatorsafred nonmember state banks. It did not
participate in the chartering of banks becauseglstnmight constitute a conflict of interest

when placing an institution into receivership. Hi2IC has two roles:

® The FDIC is oftentimes referred to simply as tB@®tporation” in the banking statutes.
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to purchase, hold, and liquidate...the assets obnaltibanks which have been closed

by action of the Comptroller of the Currency, ondmte of their directors, and the

assets of State member banks which have been dgsaction of the appropriate

State authorities, or by vote of their directors.d éminsure...the deposits of all

banks which are entitled to the benefits of insaeamnder this sectiot(S. Statutes

at Large48 (1933): 168).
These dual roles actually represent distinct famstithat could just as easily be separate.
Through the 1950s, the FDIC possessed two toolsegmiving bank failures. These included
closing the bank permanently and providing a degazsioff up to the statutorily mandated
coverage limit or carrying out a purchase and agsiom whereby the FDIC sells all the assets
of the failed bank while providing a subsidy forns® portion of the bank’s bad assets.
Employing the purchase and assumption method allbev&DIC essentially to transfer
customer deposits above and beyond the deposraimsel limits. As the economist William
Keeton explains, “Under the current system, theatiffe level of coverage depends on two
factors—the statutory insurance limit and the weg/EDIC handles bank failures” (Keeton
1990: 25).

PLAN OF THIS DISSERTATION
With the preliminaries now complete, | now turnotatlining briefly the contents of my

remaining chapters. The next four chapters prabennterplay between federal regulators and
the other interested policy actors. My second tdrapvestigates the effect of policymakers’
interplay on bank regulation during 1914-1933. &ee the Federal Reserve Banks did not
commence operations until November 1914, interaatfcany sort between federal regulatory

agencies was moot until then. In the period befloeeDepression, the real bills doctrine
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significantly influenced policymakers’ views of thanking system by dictating that banks
strictly limit themselves to extending credit fmmemercial purposes. With the outbreak of
WWI and America’s entry into the war in 1917, eéztbfficials and regulators found
themselves deviating from the doctrine as theysteadi banks’ assistance in the financing of the
war effort. It was due in large part to this wagi experience that banks obtained their first real
experience with other sectors of the financial ®ewindustry, such as the securities sector.
When the First World War ended, banks continuegetdure further into the other financial
services industries with the help of the two fetezgulators. Lawmakers responded to these
developments with a series of statutory changeatupgithe U.S. Code so that it was more
closely in line with the existing regulatory ruleshis process culminated with 1927’s
McFadden Act that not only granted national bamkgéd intra-city branching rights, but also
explicitly approved banks’ authority to engagehe securities business. Needless to say, real
bills adherents disapproved of these developméatshey believed that such expansions of
banking harmed the banking system and fueled saéanl Because real bills adherents lacked
the necessary policy influence that followed tleektmarket crash, they were able to do little
other than to express their dismay for much of pieisod.

My chapter proceeds to recount the process by whimakers responded to the
worsening banking system through a series of hiltgpately culminating in the Banking Act of
1933 that created the FDIC and separated comméamking from other financial services
industries. Although the chapter’s principal stends with Glass-Steagall’'s enactment, the
narrative reviews the contents of a few subseghNent Deal pieces of banking legislation that
significantly affected the structure and distributiof the banking regulation throughout the rest

of twentieth century.
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Following WWII, the banking system settled intetable, yet profitable period that
lasted for nearly three decades. My third chagbien examines the Nixon/Ford/Carter years of
1969-1980. During this period, volatile interesties arose and wreaked havoc on a banking
industry constrained by Glass-Steagall’s ratemgsliand activity restrictions that limited banks
to deposit taking and loan making. Furthermorekifailures reappeared on a scale not seen
since the Great Depression. In response to tresdapments, bankers sought new activities
and products to meet their profitability needs.

Because federal lawmakers failed to enact legisiaxpanding banks’ permissible
activities, regulators instead dominated this pssceThis interplay heightened as a result of
1970’s statutory reform that gave the Fed compksgelatory authority over bank holding
companies. Meanwhile, regulators also contended e resolution methods used to resolve a
number of prominent bank failures of the era. e gteventies concluded, legislators extended
the domestic banking regulatory framework to encassdoreign banks operating in the U.S.
Then, in President Carter’s last year in officelei@l lawmakers enacted the first in a series of
major pieces of regulatory reform legislation.

My fourth chapter examines the twelve years ofRleagan and Bush presidencies. The
period commenced with interest rates at all tinoeyde-digit highs and banks struggling to
remain solvent given the rate differentials thegefd Just after the Fed relented and rates begin
falling, the LDC debt crisis occurred revealingatpotential flaws in the banking system as
large American money center banks had lent vasssatarnationally to earn returns greater
than domestic lending allowed. Although thriftslh@egun showing serious financial problems
when Reagan took office, their condition worsenachshat by the middle of the 1980s

hundreds were failing. Soon after, banks begdimdain large numbers too. Because the bank
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and thrift failures increased at the end of Reagjaatond term, the brunt of resolving the
failures fell on his successor.

The period 1981-1992 proved to be one of the musteasince the New Deal as
reflected by significant banking legislation. le&yan’s second year in office, lawmakers
enacted another major deregulatory bill; this mwi$ed on the thrift industry, yet it still
contained a number of important provisions forlthaking sector. The other four pieces of
major banking legislation all essentially soughsteengthen and extend banking regulation in
the face of first the LDC debt crisis and thenlthek and thrift crises. Although the two major
pieces of banking legislation promoted by the Badministration originally sought to
modernize the banking system, opposition within @ess ultimately forced the administration
and its Capitol Hill supporters to abandon theseres. Throughout this entire period, there was
significant interplay among regulators seekingesolve the many bank failures. Faced with
more legislative inaction in the face of their effoto expand banks’ activities and grant them
more possible revenue streams, regulators togkoih themselves as they interacted with one
another to expand their constituents’ businesyities.

Chapter 5 investigates the banking system oCliv@on years. The nation only just
exited a recession and the banking and thrift itrcesswere still littered with hundreds of
failures. Consequently, the new president entefieck having to complete the task of resolving
all these failures. The Democratic Party contblbeth Houses of Congress and the White
House prior to Clinton’s first midterm electiongating new lawmaking possibilities after years
of divided government.

The period 1993-1999 proved to be a very active tas regulators interacted with one

another to influence the direction of the bankiggtem. Although the number of bank failures
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declined after Clinton took office. The regulataraintained their interplay as they used their
statutory authority to write new rules and thershgpe the banking industry. By far, most of

the interaction in this realm occurred between@@C and the Federal Reserve, which struggled
to reshape the banking system. Two pieces ofl&mna were particularly significant, measures
repealing banking regulations that existed sineel®?20s and 1930s. The first of these repealed
the 1927 McFadden Act limiting intrastate and istate bank branching. The second, Gramm-
Leach-Bliley, repealed some of the remaining priovis of Glass-Steagall. In so doing,
however, Gramm-Leach-Bliley basically updated tta¢use books so that they accorded with the
existing body of regulations. My fifth chapter ofudes by discussing the changes in the
regulatory structure that resulted from Gramm-LeBtley.

In the concluding chapter, | begin by reviewing firocess by which U.S. banking
regulation evolved as interplay between the regusaind other actors. Then, | consider what
contribution, if any, the enactment of Gramm-Le&tiey and Glass-Steagall’s “repeal” made
to the recent financial crisis. Finally, | drawampmy case to discuss a few likely developments

in bank regulation in light of the recently enacadd-Frank Act.
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2. BANKING REGULATION WITH TWO FEDERAL AGENCIES: 194-1933

This chapter presents banking regulation as ilvedothrough the interplay of two
regulatory agencies and lawmakers from the outboé&4W!I until President Franklin
Roosevelt’s first year in office. Since Glass-§tdhestablished the Federal Deposit Insurance
Corporation (FDIC) in 1933, the two federal regafgtagencies involved in this era were the
Office of the Comptroller of the Currency (OCC) ahéd Federal Reserve.

This chapter begins by introducing the real bitbsttine, the leading banking theory of
the time, through which key policymakers interpde¢eents. It proceeds to examine the ways in
which commercial banking expanded beyond the cesfof the real bills doctrine. This
evolution occurred through statutory reforms, nmagtbly a series of statutes expanding the
types of assets the Federal Reserve could distoumtember banks, and regulatory rulings
offered by the two federal agencies. Throughoettitenties, commercial banks continued to
expand the extent of their activities, not to memtstablish affiliates for the purposes of
entering the securities business. From the staken crash of 1929 until the enactment of the
Banking Act of 1933, the chapter focuses on therptay among lawmakers since the two
regulators had basically proven themselves inagffectt stemming the banking crises.

In the period recounted here, commercial banksyedjtheir widest range of powers
from 1927 until 1933. It was the McFadden-Pepper(McFadden Act) of 1927 that codified
many of the previous regulatory rulings by the Cawifer of the Currency, including the ability
of national branch to engage in intra-city brangtim a limited extent and the power to engage
directly in the securities business. The statlge altered other aspects of the regulatory
structure by granting the Federal Reserve bankag®ent charters. Despite the McFadden

Act’s conferral of securities powers, adherentthefreal bills doctrine still dominated banking
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policy, and disapproved of banks expanding beyardahd deposits and short-term commercial
loans. Because no other theory of banking displ#ttem and they were the only individuals
issuing warnings before the stock market crasi9@dl1their perspective greatly influenced
subsequent legislative responses. It was thigidedhat Sen. Carter Glass (D-VA) championed
through the early thirties that produced Banking éfc1933 with it banking restrictions.
Though the Democrats controlled both elected brasclf the federal government when the
Banking Act was enacted, compromises with a nurobkey personnel such as Rep. Henry
Steagall (D-AL) forced Glass and his supportersaimpromise their banking doctrine and
include other reforms like a deposit guarantee.
BANKING FROM WWI THROUGH THE LATE TWENTIES
To understand the banking system during theftfistl of the twentieth century, it is

necessary to begin with the real bills doctriheThis theory, after all, greatly influenced
policymakers’ views on the proper role of bankshi@ economy. Real bills dates back to Adam
Smith; he memorably illustrated the doctrine ugimgfollowing analogy:

The coffers of the bank, so far as its dealingscardined to such customers |[i.e.

merchants], resemble a water pond, from which,dhaustream is continually

running out, yet another is continually runningfudly equal to that which runs out;

so that, without any further care or attention,gbad keeps always equally, or very

nearly equally full. (Smith 1979: 304)
The doctrine view the money and banking systenselsadjusting. According to the economist

Lloyd Mints, individuals espousing the real billebry believed,

 This theory was also known by other names sutheatcommercial loan theory of banking” and the 4tjtative
theory.”
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If only “real” bills are discounted, the expansimifbank money will be in proportion

to any extension in trade that may take placeg ¢iné “needs of trade,” and that,

when trade contracts, bank loans will be correspahy paid off. Closely associated

with this point of view is the doctrine that, iflprcommercial loans are made, the

currency will have a desirable elasticity and thaeks will at all times be in a liquid

condition. (Mints 1945: 9)
As a result, real bills dictated commercial bandsaentrate on extending credit for short-term
purposes in commerce and trade, thereby providingneercial loans. The theory’s implication,
as Susan Hoffman explains, is that “bankers, mogthvernment, determine the money supply”
(Hoffman 2001: 105). Though the Federal ReservegAge Fed officials the discount function,
their role was supposed to be rather passive astdhge limited the types of assets against
which they discounted.

Lawmakers created the Federal Reserve System ienilesr 1913, but the Reserve

Banks did not commence operations until Novembed @64. Though the Federal Reserve and
Comptroller of the Currency shared jurisdiction othee banking industry and space in the
Treasury Building in Washington, conflicts arosmast immediately between the two
regulatory agencies over the examination of merbbaks. The Federal Reserve Act, after all,
had assigned the Comptroller’s Office the duty>afraining member banks and altered its fee
structure so that banks no longer paid a flatlateather paid based on the amount of assets
they possessed. Making matters worse, the Congatadithe Currency at the time, John
Skelton Williams, notified all member banks “to de¢he Federal Reserve Agents of their

districts a duplicate of the next report of corahtiomitting certain schedules such as interest
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rates charged, number of depositors, bills redisal and liabilities of directors as payers or
endorsers” (Robertson 1995: 107). According to OfiXforian Ross Robertson,
[1]t was the position of the Comptroller’s staff..athFederal Reserve officials were
not empowered to scrutinize highly confidentialtpors of examination reports. The
only information really necessary for Reserve Basé, they held, was that required
in the extension of credit via the discount windofiRobertson 1995: 108)
Though this struggle may appear non-politicalegulted partly from the Federal Reserve’s
corporate structure. Because three directorsdf esserve bank were drawn from the
respective district’s banking industry, there wttkelto constrain them from abusing their
positions and exploiting the examination reporornfation. This conflict over bank
examinations persisted through the late thirties.

This competition between the OCC and the Fed uatd@nreflected a coordination
problem, but it was by no means the most impotigre of competition affecting the banking
industry’s evolution. Instead, the more significget less noticed competition influenced the
activities in which member banks engaged. WhetteaSomptroller exercised more direct
control over national banks’ activities, the Fedl&eserve influenced member banks indirectly
by conducting the rediscounting of banks’ ass@ithough the Fed controlled the rate charged
in the discounting process, lawmakers controlleddétermination of what assets were
permissible for discounting. The resulting intasgpform these two agencies resulted in a
competition that contributed to the banking indyistexpansion beyond the confines of real
bills.

By enacting amendments to the Federal ReserverA8eptember 7, 1916, lawmakers

revised both the national banking and Federal Resgystems, thereby leading the banking
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system further from the principles envisioned gl f8lls. First, the statute granted national
banks the authority to enter the insurance indusgrgieclaring,

[lln addition to the powers now vested by law itioi@al banking associations

organized under the laws of the United States anly association located and doing

business in any place the population of which dag®xceed five thousand

inhabitants, as shown by the last preceding deaénensus, may, under such rules

and regulations as may be prescribed by the Cofltgatad the Currency, act as the

agent for any fire, life, or other insurance compauathorized by the authorities of

the State in which said bank is located to do kassinn said State U(S. Statutes at

Large 39 (1916): 753)
Second, the legislation empowered national banksstee mortgages and “make loans secured
by improved and unencumbered real estate locatédnvwane hundred miles of the place in
which such bank is located, irrespective of [Reskdistrict lines” J.S. Statutes at Largg9
(1916): 755). The statute limited national bartkdévoting no more than twenty-five percent of
their capital to such real estate loans. The amends also expanded the Federal Reserve’s
discounting powers so that member banks couldve@avances secured against good collateral
rather than discounting their existing assets.s Tiew tool proved helpful when the Fed later
tried to sell war bonds, for it allowed member batk purchase more government bonds in
anticipation of reselling them in the near futufiéhus, banks could borrow on the government’s
obligations rather than against their own assets.

When the United States entered WWI in April 19h#, Federal Reserve’s role evolved

as the institution became the Treasury’s fiscahtig@&he Fed sacrificed some of its

independence in the process, but gained promirenhideassumed the role of a more traditional
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central bank. To finance the war, the Treasunyadsenormous amounts of debt through a series
of bond drives® The Reserve Banks and their chief executivesnizge the bond drives and
enlisted member banks help selling the bonds té\therican public. As the Federal Reserve
explained its wartime policies of promoting bontesaterwards,
From the outset, [the FRB] recognized its dutydoperate unreservedly with the
Government to provide funds needed for the warfesaly conceded that the great
national emergency made it necessary to susperapiieation of well-recognized
principles of economics and finance which usuatlyeyn banking operations in
times of peace. (Federal Reserve Board 1921: 11)
Thus, the Fed did everything in its power to disdtdaans and provide advances to facilitate the
purchase of the government bonds. Perhaps th@ewohistorian Harold Moulton was right
when he wrote, “The most that can be said agdnessystem is that it made the financing of the
war too easy, encouraging the use of bonds forpiigtose” (Moulton 1938: 392).

It was through the bond drives of the First WorldaMhat many banks gained significant
exposure and experience to the securities indugtsythe political economist Nelson Peach
explains,

[N]ot only did they become familiar with the techuoe of distributing securities, but
they gained many contacts with investors and weir ttonfidence, partly because of
their patriotic mission, partly because they offebends of unquestioned soundness.
Individuals, formerly prejudiced against all typsssecurities, became security
minded and potential customers for future issueogdorate securities. The banks,

having once overcome the traditional skepticisragje masses of people who had

'8 The federal bonds were known as Liberty Bonds\&intbry Bonds. The federal government issued fownds
of Liberty Bonds: the first one in May-June 191 second one in October 1917, the third one inl-AMay 1918,
and the final one in September-October 1918. Tietoky Bonds were issued in April-May 1919.
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saved money, found it easy to approach them a ddooe with other securities.
(Peach 1941: 32-33)
Although many banks distributed the war bonds thhotlne traditional commercial bank
structure, others developed different organizatiorans for the purpose.

One option was for banks to create an internal lmEmhrtment. Because the bond
department structure was internal to the banlkcitéd corporate separateness and its profits and
losses were directly reflected on the bank’s baasieet. Being merely a division of the
commercial bank, the department had the same offared directors. Since the department was
internal to the bank, it was limited to dealingedplin debt obligations. Though debt obligations
were technically securities, they represented fodadns rather than residual claims. National
banks were allowed to invest and deal in such fdadns from their very inception with the
requirement that they possess U.S. governmentisesefore issuing banknotes.

For those banks desiring to enter more areas «feberities industry than simply the
bond business, though, the affiliate structure praterable. An affiliate was a separately
incorporated and capitalized entity, hence it pssse a corporate separateness from its parent
bank’® Though banks created affiliates for a host diedént activities, this corporate form first
became popular as a means for national banks egtde trust business. The fiduciary
business was popular among state-chartered instigjtfor it allowed them to engage in almost
all financial services activities, but national kamexplicitly lacked such authority. Trust
companies were nothing more than state-charteneksbarherefore, national banks created trust

affiliates as state-chartered banks to competedrirtist business. In 1903, the First National

91n recent decades, the banking industry has Isahitar organization known as the “Section 20” sdtasy. This
entity is a subsidiary of the bank holding compasyit is regulated by the Board of Governors,ityistaffiliated
with the banks within the holding company. TheSection 20" subsidiaries were permitted to engaggctivities
impermissible to banks under Glass-Steagall’'s 8e@0.
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Bank of Chicago gave birth to the first trust adfies when it chartered the First Trust and
Savings Bank of Chicago (White 1984: 93). With &mactment of the Federal Reserve Act,
national banks received the authority to condutiidiary business, thereby leading a number of
them to absorb their trust affiliatés.Some national banks, however, wanted to presbeie
ability to engage in other aspects of the secsrhigsiness still prohibited to them, so these ones
absorbed their trust affiliates and spun off tiseicurities activities by establishing securities
affiliates.

The securities affiliate, though, definitely presthenactment of the Federal Reserve Act
that allowed national banks to absorb portiondeirttrust affiliates and spin off other segments
of them. Even though state-chartered banks conddge in a wider range of activities, such as
the trust business, even their charters prohiluiégthin activities. As a result, national banks
developed the securities affiliate, which they tdr@d under general state incorporation laws
rather than banking laws. In early 1908, the Miational Bank of New York incorporated First
Securities Company, the first significant secusitdfiliate (Osterweis 1932). Some three years
later in July 1911, the National City Bank of NewrK chartered the National City Company to
serve as its securities affiliate. According te Hharold van Cleveland and Thomas Huertas, co-
authors of an institutional history of Citibank, tikeal City Corporation differed from other
securities affiliates in two important ways: Na@biCity Bank, being the nation’s biggest bank,
formed the largest affiliate, and the affiliate ckdly became a holding company for stocks of
bank located across the country (Cleveland & Hgel@85: 64). The other large New York
City based commercial bank, the Chase National BamMew York, did not charter its securities

affiliate the Chase Securities Corporation (CSQGjl vy 1917. The CSC dealt principally as a

2 When national banks absorbed their trust affifiateey often changed their corporate titles frovational bank”
to “national bank and trust company.”
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corporate underwriter and manager of large seearisisues for the first ten years of its existence
(Wilson, 1986: 13). In other words, the CSC condddittle, if any, securities business with the
general public during the period. According to biamking industry expert Steven Osterweis,
“the growth of the [securities affiliate] movememas moderate until the post-war decade of
common stocks when it was given a great impetustd@veis 1932: 125). The growth of
commercial banks’ involvement in the securitiesustly can be seen in the following table. The
data on this type of commercial bank activity imgavhat sparse in part because the activities
fell outside of the purview of federal authorities.

Table 1: Number of Commercial Banks Engaged in the Securities Business, 1922-33

National National State State
Y ear Directly Security Directly Security Total

Engaged Affiliate Engaged Affiliate
1922 62 10 197 8 277
1923 78 17 210 9 314
1924 97 26 236 13 372
1925 112 33 254 14 413
1926 128 45 274 17 464
1927 121 60 290 22 493
1928 150 69 310 32 561
1929 151 84 308 48 591
1930 126 105 260 75 566
1931 123 114 230 58 525
1932 109 104 209 53 475
1933 102 76 169 32 379

Source: Peach, W. Nelson. 194mhe Security Affiliates of National BankBaltimore, MD; Johns Hopkins Press.
P. 83.

The changing needs of the banking system wereosbbh policymakers. From the First
World War onwards, federal lawmakers enacted a murobstatutory revisions for the Federal
Reserve and the national banking systems. Tarmaading U.S. involvement in the war, for
instance, Washington amended the Federal Resetva Agne 1917. This bill expanded the list
of assets that the Reserve Banks could discowerehly making extensions of credit easier. Yet
it also sought to entice state nonmember banksiidlie Federal Reserve, promising “any bank
becoming a member of the Federal Reserve Systelhretadn its full charter and statutory
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rights as a State bank or trust company, and matyree to exercise all corporate powers
granted it by the State in which it was creatdd!S. Statutes at Largé0 (1917): 234). In late
September of the following year, legislators passsather bill amending the Federal Reserve;
this law further expanded national banks’ fiducipopyvers and explicitly declared national banks
to have trust powers equal to their state-charteosapetitors. Then, in 1920 and 1921, to help
finance the remaining government war bonds stitludating, lawmakers enacted measures
specifically extending discounting authority to empass Liberty Bonds. The federal
government thus made the securities business mtioeng and profitable for banks purchasing
or distributing government bonds. On March 4, 1988eral lawmakers enacted yet another
legislative reform of the Federal Reserve Syst@ime Agricultural Credits Act of 1923 was
designed to make more credit available for theggfiing agricultural industry, which had been
suffering since the decline of commaodity pricesdaing the war. In addition to creating new
facilities to provide direct extensions of creditfarmers, this statute granted the Reserve Banks
the ability to discount and make advances to “pcedsi of staple agricultural products in their
raw state” (J.S. Statutes at Larg&2 (1923): 1479). Policymakers were once agaiihitiating

the Federal Reserve and member banks in extencedg €or purposes other than commercial
loans.

This legislative trend essentially culminated obrfaary 27, 1927 when President
Coolidge signed the McFadden A&t The statute provided national banks limited brémg
authority; it granted national banks intra-cityfiching rights provided that their respective
state-chartered counterparts possessed the salihe alhe law also permitted state banks

converting to national banks or the merger of twonore national associations to keep their

2L Although commonly known as the McFadden Act of 1.9Re law’s complete title is the McFadden-Pepr
based on its two congressional sponsors, HouseiBadlommittee Chairman Louis T. McFadden (R-PA) Sed.
George W. Pepper (R-PA).
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existing offices and operate them as branchesugththe law is chiefly remembered as the first
one granting national banks the right to open brasacit did so only to a very limited extent.
Aside from the branching matter, the McFadden-Pepptbrought about a number of
other significant changes to the banking systetmepealed the Federal Reserve Act’s twenty-
year charter for Reserve Banks; it also changedmaltbanking association charters to an
indefinite length. Continuing the trend of broashgndiscount authority, the McFadden Act
granted the Reserve Banks greater leeway to distxamk assets and provide advances to
members, thereby encouraging member banks to extedd for other purposes than mere
commercial ones.
Most importantly, McFadden codified many of thewgéees powers acquired by national

banks and their affiliates over the preceding decathe relevant section of the statute stated,

That the business of buying and selling investrnsentrities shall hereafter be

limited to buying and selling without recourse netdble obligations evidencing

indebtedness of any person, copartnership, asgwgiat corporation, in the form of

bonds, notes and/or debentures, commonly knownvastiment securities, under

such further definition of the term ‘investment geties’ as may by regulation be

prescribed by the Comptroller of the Currency.S. Statutes at Larg@d (1927):

1226)
The McFadden Act proceeded to limit national baikisivesting no more than twenty-five
percent of their capital stock and unimpaired sugph the securities of any single debtor. The
statute, however, exempted securities issued bfetlezal or state governments from this
limitation. Nearly four months after the McFadd&et became law, the Comptroller issued

regulations on June 30 defining “marketable” sem#i According to him, “marketable”
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securities met three criteria: they would be ddrgé enough quantity so that a market for them
would be possible; they would be issued in suclag &s to uphold the marketability of them;
and, the agreement under which they were issuetbveeparate the party paying the obligation
from the party performing the fiduciary responstpi(Office of the Comptroller of the Currency
1928: 11). Not only did more commercial banks etite securities business in McFadden’s
wake, but those banks all ready active in the segesiindustry altered their activities. The
Chase Securities Corporation, for instance, expeei@ a change in policy and expanded its
business from underwriting corporate issues talréistribution of securities to individual
Americans (Wilson 1986: 13).

Although the 1920s was supposedly a decade mékeadobust American economy, the
banking industry as evidenced by the number ofesusipns experienced significant trauma.
Though these difficulties affected all commerciahks, state-chartered ones experienced more
of the effects than nationally chartered ones. édger, nonmember banks suffered considerably
more suspensions than member banks did. As thegtdst Walter Spahr explained in a 1932
American Economic Review article,

(1) The heaviest failures, absolutely and relayivate among the state banks; (2) the
failures are greatest among banks with small dagateon; (3) they are heaviest in
small towns and villages; [and] (4) they are hestvéanong banks outside the Federal
Reserve system. (Spahr 1932: 215)
Not only did hundreds of banks suspend paymentdahdut the state-level deposit insurance
programs either failed or ceased operations byltse of the decade. In the aftermath of the

Panic of 1907 while federal policymakers were comgkating reforms that culminated in the
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Federal Reserve, eight states instituted depasitamce programs for state-chartered bahks.
The eight states were Oklahoma, Kansas, Nebragkas] Mississippi, South Dakota, North
Dakota, and Washingtdfi. The deposit insurance programs all derived mbsteir funding

from assessments levied on the state-charteredslthakwere members. Some of the programs
made membership optional whereas others made datany. Irrespective of membership,
though, the suspensions and failures that afflibttks in rural America proved devastating for
these funds and caused them all to cease operétyahscade’s end. Washington was the first
deposit insurance program to shut down in 1921 edweil exas was the last one to do so in
1930.

The problems afflicting the health of the banksygtem, though, did not go unnoticed by
policymakers. One of the most respected legigdianking experts, Sen. Carter Glass (D-VA),
though he supported the McFadden Act for its brangchrovisions, came out strongly against
the ills of the banking system towards the enchefdecade. Drawing upon his adherence to the
real bills doctrine, he expressed concern for #benomic integrity of the Federal Reserve
banking system” as increasing amounts of money @ierted to finance stock purchases
(Glass 1929). Further on in that same August 18@6r to the editor, Glass argued, incorrectly
it turned out, that “the [Federal Reserve] board e banks are definitely required by law not
to permit the stock market to control them by ildg appropriating trust funds which belong to
commerce and industry” (Glass 1929). Needlesaypwarnings such as this one failed to have
much of an impact as the overall economy still appe to be doing well and the brunt of the

bank suspensions and failures were occurring mainiyral areas among nonmember banks. It

22 A U.S. Attorney General’s ruling from July 190&hibited national banks from joining the funds.
% The dates of each respective state establishirfgrid were as follows: OK in 1908, KS in 1909, NEL909, TX
in 1909, MS in 1914, SD in 1915, ND in 1917, and \WAL917.
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would take a more drastic event, or series of eyeéatmake people reconsider banking reform

and the principles underlying it as informed by téal bills theory.

THE STOCK MARKET CRASH, THE ONSLAUGHT OF THE GREADEPRESSION, AND
POLICYMAKERS’ RESPONSES

Although the stock market had begun its incredéxdpansion in March 1928, it did not
peak until September 3, 1929. From this point adves reflected in the Dow Jones Industrial
Average (DJIA), the stock market declined for tlegtrmonth and a half before it finally crashed
initially “Black Thursday,” October 24, then contied on “Black Monday,” October 28,” and
“Black Tuesday,” October 29, 1929. Economic catgdte did not ensue immediately, but a
recession had definitely begun by the last quarténe year. The market collapse of late
October undeniably made headlines and even staka&d pmong the public, but an economic
collapse the likes of which ultimately developedswat foreseen.

Elected officials apparently failed to recognike severity of the developing economic
storm, for they were rather slow to act. Thoughfdderal government was under the
Republican Party’s unified control, President Herlbtoover, for instance, remained silent on
the subject until December when he delivered ns$ innual message to Congress. In the
address, Hoover suggested creating a joint-legisk&txecutive commission to examine the
entire country’s financial system and to considgrasating commercial and investment banking.
Needless to say, members of the president’s partyapitol Hill did not take up his overture.

As 1930 began, economic circumstances were deténgr A full-fledged economic
depression had not yet materialized, but deflatipeéfects were appearing and economic output
was declining. In addition, the money supply wastracting as evidenced by declining deposit

and loan amounts. While the banking system wagxgériencing a crisis, failures continued
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plaguing the industry, but these struck predomigantal, nonmember banks. As a result, the
banking industry was not attracting significanis#&br reform. Operating in fits and starts,
securities markets in the springtime appearedadtlfor a short time, to recover some of their
lost values.

Though President Hoover made little effort at refmg the nation’s banking system
along the lines outlined in his December 1929 cesgjonal address, the two Houses of
Congresses mounted initial attempts at reform.irBagg February 25, 1930, the House
Banking Committee, which Rep. Louis T. McFaddel shiaired, held hearings on the relatively
narrow matter of the structure of the banking indusThree committee members had all ready
submitted bills: HR 8367 prohibited banking groapsl chains entirely; HR 8363 permitted
branch and chain banking, but subject to certanitdtions; and, HR 8005 granted branching
rights to banks nationwide. The witnesses testif\before the committee reflected a lack of
consensus within the banking industry. The divetgestimony and views of members
prevented the committee from reporting any legstatthereby leaving the issue of branching
unresolved.

Rather than confine itself to the changing strietirthe banking industry, the Senate
considered a much broader reform of the FederadiesSystem. This broader legislative
project originated with Sen. William H. King’'s (D) S.Res. 71 in April 1929 requesting the
Banking Committee or one of its subcommittees examailist of twenty-one questions he had
prepared concerning member banks and the Fedguéstions included investigating whether
legislative reform was necessary to prevent spaealases of bank credit and what the effects
of branch and chain banking were. The Senate BgriRommittee, however, postponed the

matter until the latter half of the year. Althougkerest in S.Res. 71 had increased due to the
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stock market crash, the Senate became tied upottithr legislative matters, so the committee
delayed it further until spring 1930. Just asBlamking Committee was about to act on S.Res.
71, though, it approved a substitute resolutiomspeed by Sen. Carter Glass in April which the
Senate then approved in May. Because Glass wagsfahe drafters of the original Federal
Reserve Act and therefore recognized by both maaisea banking expert, Chairman Peter
Norbeck (R-SD), a progressive, appointed the Viggirchair of the special subcommittee
conducting the investigation. It was from thistfdem that Glass would begin drafting and
introducing legislation that ultimately became Banking Act of 1933.

Chairing a subcommittee investigating the FedeesdRve System, Glass hired H. Parker
Willis his old friend and collaborator from the TAct as his committee aidé.With the help
of Willis, Sen. Glass then introduced a bankingmef bill (S. 4723) on June 17 to guide the
subcommittee as it worked. Interestingly enoulgh,till did not require the separation of
commercial and investment banking, nor did it pdevior deposit insurance or a resolution
mechanism for failed banks. Though S. 4723 didmatdate Federal Reserve membership for
all banks, it sought to entice state banks to lpyimnstituting interest on member bank reserves.
The bill provided national banks with branchinghitgyequal to those of their state-chartered
competitors in their respective states. Finalg Glass bill clamped down on speculative uses
of credit by restricting national banks’ loans ndividuals involved in the securities business

with oversight provided by the OCC and by restnigtmember banks similarly with Federal

24 According to the Chicago economist J. Laurenceghéin, Rep. Glass selected Willis for the role of
subcommittee expert based on his acquaintancehivittas noted economics professor at Washingtoné&: Le
University where his two sons had attended (Laumgh$i33: 105). Willis was a Chicago educated ecasipine
taught at W & L from 1989-1905, entered journaligrareafter, served as first Secretary of the FédReserve
Board, and then became a noted banking profes€twlambia. Willis, like Glass, came to be onehd# hation’s
most respected banking authorities.
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Reserve oversight. This bill marked the firstatesn of what eventually became Glass-Steagall.
The subcommittee hearings on S. 4723, howevemnatidegin until December 1930.

Meanwhile, the first of three panics struck thekiag systent> Although this panic
lasted only from October until December, it clainmegarly 650 commercial bank casualties.
The crisis’ nadir appeared when two of the cousttgrgest banking institutions failed; these
two failures represented the notorious side of ankOne of these institutions was Caldwell
and Company, a chain of banks headquartered in€Bser, but tied to banks all over the
southeastern U.S. The November failure of thiklmanchain directly led to the suspension of
forty banks. The family that controlled the Caldivelain had engaged in all sorts of extra-
banking affairs, such as the newspaper businessance, and even bribery of elected officials.
Fraud played a significant role in the bank’s feglu

Worse still was the Bank of the United States’ (El) failure; this state-chartered bank
began in the New York garment district and grewrioompass nearly sixty branches around the
metropolitan are®® The B.U.S.’s collapse represented the natiomigekt bank failure to date;
the institution’s failure also indicted the affigastructure, for the firm had a large securities
affiliate network?” The bank’s name misled countless depositors, mamyiom were
immigrants, for it mistakenly implied the U.S. stbleehind the institution. The Bank of the
U.S.’s failure shocked the American public and gatezl runs on other New York banks.

Needless to say, the midterm election could noetwoecurred at more inauspicious

moment for Republican lawmakers. Not only wasrtagonal economy on a downward spiral,

% The terms “banking panic” and “bank run” are oftesed interchangeably, but it is possible to digtish
between them in a useful manner. A “bank run” esauhen depositors or note holders rush to a badldemand
payment of the bank obligations they hold wheredsaaking panic” refers to the same phenomenorirtuativing
a large number of banks. A “banking panic,” howedees not need to entail a run on every bankliarking
system.

% Franklin D. Roosevelt was governor of New York wtikis state-chartered bank failed.

2" Two of the bank’s senior executives, PresidennBet K. Marcus and Vice President Saul Singer,ivede
prison terms at Sing Sing for fraudulent interfeewith their affiliates.
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but also key segments of the country were expangrtbe worst banking panics in decades. As
a result, voters were bound to hold Republicansw@atable at the ballot box. Though they held
both Houses of Congress, Republicans did so wélslimmest of majorities; they controlled
each chamber by a single seat. The narrow Republiouse majority endured little more than
a year.

Just as the first banking panic was concludingfltivel session of the 71Congress was
beginning; this session ran from December 1, 1980 March 3, 1931. As a result of the
ostensible calming in the banking sector, the paliimpetus for banking reform lessened
somewhat. The improved situation proved shortdj\fer the second banking panic erupted
from March to June of 1931. This panic struck leatdn New York, Pennsylvania, and the
Midwest. Because many of the money-center banksddition the Federal Reserve Bank of
New York, were located in New York City, this papioved especially harmful not only in the
domestic banking system, but also in the internalione. European central banks, for instance,
even felt the panic’s effects as New York had diffiy maintaining the fixed exchange rates
entailed in the gold standard.

Unfortunately for the banking system, the timingleé second panic coincided a nine
month period in which Congress was out of sessima matter of fact, the 72session did not
begin until December 7, 1931. Thus, it shouldb®surprising that the elective branches of the
federal government accomplished almost nothingndut©31 pertaining to banking reform.
President Hoover certainly could have demandectaialpsession of Congress, for Republicans
still controlled both Houses for part of the ye&oor whatever reason, though, Hoover chose not
to do so. He instead addressed the nation’s wing@tonomic situation through executive

branch initiatives entailing voluntarism on thetpafrthe citizenry. For example in the autumn
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months, Hoover persuaded New York bankers to ctbat®lational Credit Corporation (NCC),
which resembled WWI's War Finance Corporation,dsist fragile banks. Collaborative efforts
such as this one, however, proved unsuccessfulasdvankers and other members of private
industry were fearful of lending good money aftad o aid troubled institutions.

Having spent much of the year on his own combatiegDepression, President Hoover
finally sought congressional assistance when tfigs&&sion began in December. By this time,
however, a handful of Republican Representativelsdieed, and Democrats successfully gained
four seats through the special elections that dedid them a majority. When Congress
reconvened in December for Hoover’s annual mesgageHouse special elections to fill the
seats of deceased members eliminated the slim Regulmajority and instead gave the
Democrats control. It was this change in partytearhat ousted Rep. Louis T. McFadden,
Chairman of the House Banking and Currency Commitied replaced him with Rep. Henry B.
Steagall (D-AL).

During his fourth year in office, Hoover collabted significantly more with Capitol
Hill. The two elective branches of the federal gmment began the year, for instance, by
enacting the Reconstruction Finance CorporatiorQR&ct. This law established a temporary
government agency to extend financing to bankspréwent the Federal Reserve System from
taking bad assets onto its balance sheet, Sers Gdasl his senatorial position to restrict the
agency to funding its activities through the borarket. Consequently, the Reconstruction
Finance Corporation was handcuffed despite theemimg economic conditions. Furthermore,
the limitations placed on the RFC thwarted it frbiimg in as a lender of last resort to the

banking system, something the Fed had failed tmlimwing the stock market crash.
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Nearly a month after enacting the RFC Act, Predittmover signed the Glass-Steagall
Act.?® Working across the aisle with two Congress’ lagdianking experts, Hoover prevailed
upon Rep. Steagall and Sen. Glass to shephertralaking the type of collateral member
banks could borrow against through the reserve daifkis widening of acceptable assets
provided for another way for the Fed to serve adée of last resort, yet it also provided a means
for the Fed to expand the money supply. Rep. &tbags more than willing to comply with
Hoover’s wishes since doing so permitted an infanf the money supply whereas Sen. Glass
was somewhat reluctant at first to comply. Thésbihflationary aspects troubled Glass because
they departed from his views on sound money arnidoiba The Virginian eventually agreed to
sponsor the legislation provided that he couldudela sunset provision for the Fed powers of
March 3, 1933. The measure’s overall effect wéationary; it foreshadowed banking
legislation to come over the next few years.

Meanwhile, Sen. Glass was busy pursuing his owpgsed banking legislation. In
January, he introduced the second version of Higi3215) reforming the Federal Reserve
System. This bill mandated Federal Reserve merhipefar all commercial banks, contained a
Liquidation Corporation to resolve bank failuresgulated group banking and bank holding
companies, granted national banks statewide bragchithority, prohibited member banks from
underwriting securities, limited the extension egerve bank credit for securities activities,
raised the discount rate, removed the TreasuryeSegrfrom the FRB, recognized the authority
of the OMPC, and directed the OCC to examine alklzfiliates. The proposed legislation

contained no deposit insurance fund. Becauseillihgeberated significant protest during the

% The Glass-Steagall Act of 1932, of course, istadte confused with the Banking Act of 1933, whicany
individuals mistakenly also refer to as the “Gl&eagall Act.”
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committee hearings, however, Glass revised it attdduced another version in the middle of
March.

Completion of February 1932’s Glass-Steagall Adayled the revision of Sen. Glass’
third banking bill (S. 4115). Although the FedelRaserve membership mandate and branch
banking provisions of the previous bill generateel tnost complaints from witnesses in the
committee hearings, both provisions remained irbitis third incarnation. Moreover, the bill
also permitted trade area branching within fiftyasiof a bank’s head office irrespective state
lines.

This version still contained a Liquidation Corpaoatto resolve the assets of failed
banks. Nonetheless, it also contained some newspoas. For instance, S. 4115 lowered the
amounted of capital required for rurally situatedional banks, not to mention national banks
succeeding failed banks. Perhaps most importaall,at was in this bill that Glass introduced
his required separation of commercial and investrhanking. This proposed legislation
abandoned the pretense of regulating member bagksrities affiliates, and instead required
their separation within three years. Needlesayp Glass appeared to generate even more
animosity from the banking system with this lateiit Bankers disliked its divestiture
requirements. The Federal Reserve Board, jointhgrdbankers in their complaints, found fault
with the required separation and instead prefdmeiting extensions of credit between banks
and their affiliates. The Board also disliked timtion of funding the Liquidation Corporation
through the Federal Reserve System and member mmkproposed funding it through the
Treasury instead. The implication of this proppsékourse, was that the full faith and credit of
the U.S. government would be at stake. Finallg,Glomptroller disliked the bill because of its

greater focus and burdens imposed on national banks
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Strong opposition prevented S. 4115 from gettingodeommittee, so Sen. Glass
mounted yet another legislative attempt in mid Awhen he introduced S. 4412. Two of the
most contentious aspects of the previous bill (354 still remained: namely the forced
separation of member banks and their securitidsatds within three years and statewide
branching rights. Furthermore, most of the prarisiremained from the prior version. In an
effort to accommodate the FRB, however, Glass gthemed the Board’s control over the
foreign transactions of the twelve reserve bars.also included restrictions on loan advances
to bank affiliates. Unlike the previous three Gladls, this one received floor action in May.
Nonetheless, S. 4412 engendered intense animositydpponents that fellow senators
submitted over fifty amendments. Glass even antehdeown proposed legislation during the
debate to prohibit interstate branching and exteedleadline by two years on the divorce
provision. Because of intense opposition and Glhs$sealth, though, the Senate postponed
further consideration of S. 4115 until year’'s end.

While Glass was embroiled in a Senate battle bigeproposed banking legislation, Rep.
Henry Steagall was championing a banking bill vdéposit insurance as its centerpiece. On
March 7, 1932, he introduced his first deposit rasge bill (H.R. 10241). This bill created a
Federal Bank Liquidating Board (FBLB) to insure baeposits and to appoint agents to handle
the liquidation of failed banks’ assets. In dosag it eliminated the existing system of double
liability of national bank stockholders and replddewith a clearer, and supposedly more
efficient payment timetable. The bill required tHBLB to make its first payment to depositors
within sixty days of a bank’s failure and to contplés final payment to them within one year.
The FBLB insured all member banks and obtainefliitding from payments received from

member banks, reserve banks, and the Treasuryughhtbe bill did not provide for increased
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oversight of bank activities or restrictions onigas activities, it sought to improve the health of
small, rural banks by requiring them to have capeteels of at least $50,000 and a ten percent
surplus. During the Banking Committee’s hearimgMarch and early April, however, the

FBLB provisions of the bill generated particulantoversy, thereby causing Chairman Steagall
to revise the proposed legislation.

On April 12, Rep. Henry Steagall introduced hisosecdeposit insurance bill (HR
11362). This second bill clearly sought to attraiter legislative support by lowering the
payments from insured banks and by permitting tR€ 0 loan funds to the FBLB, not to
mention opening the insurance to all banks regasdb Federal Reserve membership. In
exchange for lowering insurance premiums, howeherproposed legislation delayed the
FBLB’s repayment timeframe: the agency was nowirequo make its first payment within
ninety days and its final one within eighteen mantfio protect the health of the deposit
insurance system, this bill authorized the FBLBamove the officers of national banks, under
certain circumstances, if they were engaging inimental behavior. Seven days after its
introduction, the House Banking Committee repoH&i11362. Then, on May 25 the full
House began debate on HR 11362. In the floor éeBap. Louis McFadden led opposition to
the bill. Rep. Louis McFadden led the oppositidmala challenged the proposed legislation on
the grounds that in ran contrary to the dictatesooind banking and that the state level
experiences with deposit guarantee had not endéd Mevertheless on May 27, the House
passed Steagall’s bill; it then proceeded to thea&ewhere it died in the Banking Committee
without being considered.

Since economic conditions continued to worsen tiinahe middle of the year, the

federal government enacted two other emergencyurnesas Before adjourning in mid July for
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the upcoming presidential election, legislatoracdted emergency related provisions to two
broader bills. One was a rider attached to the élaoan Bank Act; it expanded the monetary
supply by allowing national banks to issue moreamatl banknotes. The other one was
connected to the Emergency Relief and Construé&minHouse Speaker John Nance Garner
(D-TX) attached the amendment broadening the REEDding abilities in return for publicly
disclosing the recipients of the agency’s aid. ©mcoperation, this disclosure measure
undoubtedly caused further damage to the economhyrenbanking system as it instilled fear
among the general public upon discovering whichiturtgons received assistance. Though
elected officials only enacted emergency meastheg;louse and Senate also made efforts
during the year to institute deposit insurance r@fiokm the Federal Reserve System.

When the 72! Congress reconvened in December for its secorsibsest truly was a
lame duck. Franklin D. Roosevelt had just defeatedmbent President Hoover in a landslide
election and carried large numbers of Democrats@dngress on his coattails. Even though the
new Democratic administration and the Democratia$¢oand Senate majorities did not take
office until early March 1933, Senator Glass stillght to gain passage of his banking reform
bill that the senate had postponed from June. r&fiatinued prodding from Glass, Senate
leaders finally acceded to the Virginian’s wishdebating S. 4412. Debate began on the Glass
bill in early January, but it quickly came to atred Sen. Huey Long (D-LA) mounted a
filibuster for days to thwart the provisions allagiin-state branching across county lines.
Needless to say, Glass’ two major concessions weable to sway enough senators to invoke
cloture. He agreed to amend to bill by extendimgdivestiture period from three to five years

and by constraining new intrastate branching powerstional banks to states providing
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reciprocal ones to state-chartered institutionsn. $ong’s filibuster thus effectively killed the
fourth Glass bill.

While congressional action on banking reform grotod standstill, the Depression
exhibited no signs of abating. Although the thardl most significant banking panic began in
October 1932, it did not reach its apex until edirch 1933. In the process, numerous states
declared bank holidays for state-chartered ingtistto calm the worried public.

One of the worst hit states, if not the epicentexs Michigan. Two extremely troubled
banking groups dominated the Wolverine State: thar@an Group and the Detroit Banking
Group. Both holding companies were less than &amsyold and had directors in common with
the automobile industry. In fact, the Ford fanubntrolled a large portion of the Guardian
Group’s stock, and Henry Ford was one of the ldrdepositors in both groups. The
Reconstruction Finance Corporation had been progidimergency assistance to both holding
companies since before the start of 1933, but tbeps’ financial situations became more
precarious in February as the banking panic wasldping in Michigan. The onset of the panic
further sapped the Guardian Group’s resources lalicgaars grew about the banks’ declining
asset values, causing the Guardian Group to sdeddditional RFC assistance.

To raise capital levels, the corporation propos&dg@e loan contingent upon the group
raising several million dollars worth of collatefedm its principal investors. The banking
group, though, was unable to find the requisite @yoriWhen President Hoover and RFC
officials then approached Henry Ford about his itoating another four and a half million
dollars in equity, he adamantly refused. In resgofrord threatened to withdraw millions of
dollars from his own personal accounts in both imgja¢ompanies, thereby worsening the

situation even more. As a result on Valentine'y D833, Michigan Governor William
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Comstock ordered an eight-day state banking halidggven days later, though, the governor
extended the state banking holiday indefinitelyecBuse many of the banks from surrounding
Midwestern states such as Ohio and lllinois helgdaeserves in Michigan banks, the panic in
Michigan soon engulfed the entire region. At timse, though, individual states were declaring
their own moratoria to control the spreading pariibis federalist approach was problematic, for
the states lacked jurisdiction over the nationalkdsdocated within their borders.

Just as the banking panic in the upper Midwestr@ashing its height, the Senate
Banking Committee’s investigation into the bankindustry was revealing some of its most
shocking details. Though the Banking Committee ¢radted the investigative panel at
President Hoover’s request in April 1932, the pamal its first two chief counselors maintained
a low profile by focusing their energies on examgnihe securities market and the evils of short
selling. As the banking historian Vincent Carosgplained of the early component. The
“Senate Bear Hunt,” as the banking historian Vinéearosso explains, “failed to uncover any
Democratic conspiracy or other organized raidsgiesi to discredit Hoover and destroy public
confidence in his efforts to bring about recovei@arosso 1970: 324). Not until Committee
Chairman Peter Norbeck appointed Ferdinand Peearthdounselor on January 24, 1933 did the
panel refocus its investigation on the evils of tbenmercial banking industry. Unlike his two
predecessors and the senators serving on the Pawelta was aware of the broad investigative
authority granted by the original Senate resoluind used it to expand the inquiry.

Broadening the investigative panel’s inquiry, Pedeegan in mid February by taking
testimony from individuals associated with. Aftexving spent a few days in mid February
examining the Insull failure, Pecora next turnesldtiention to the National City Bank and its

securities affiliate National City Company. Thisurked Pecora’s first investigative foray as the
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lead counsel of the Senate panel into the commndrarking industry. In hearings spanning
from February 21 until March 2, testimony reveahbenerous abuses by the nation’s largest
commercial bank and securities firm such as circemting a federal law in 1911 prohibiting
national banks from engaging in the securitiesrimss, promoting questionable securities to the
public in an overly aggressive manner, and comgangsaxecutives excessively. Ferdinand
Pecora’s memoirs conclude that “the two chief unsients which facilitated these abuses [by
National City] were the investment affiliate an@ tecrecy with which the management was
allowed to operate” (Pecora 1939: 130). Though78feCongress renewed the mandate for the
Banking Committee’s investigation upon taking a#fi®ecora’s damage to the banking industry
was done. National City Company was the largedatlee and distributor of securities at the
time, but, four days after the investigation codeld looking into the bank, National City
announced it was liquidating its securities affdia The following day, the Chase National Bank
announced the voluntary divestiture of its seaesiaffiliate the Chase Securities Corporation
(CSC). In the wake of the down securities markek startling revelations, the owners of the
two largest securities companies announced on Mageld 9 that they were voluntarily closing
their businesses.

Because of the environment in which he entered¢@ffPresident Franklin Roosevelt
could not avoid using his inaugural address tor@mfAmericans’ many economic worries. In
his March 4 inaugural, he maintained that the Wh&&ates would recover under his leadership,
but he emphasized,

[I]n our progress toward a resumption of work wguiee two safeguards against a
return of the evils of the old order: there musalsrict supervision of all banking

and credits and investments, so that there willrlbend to speculation withther
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people’s moneyand there must be provision for adequate butédaurrency.
(Roosevelt 1938: 13) (ltalics addéd)
Thus, Roosevelt signaled his support for signifidaanking reform, something that Senator
Carter Glass had been advocating for the past éansy and his predecessor had been fighting.
Since Michigan declared its bank holiday, Presiddmdver had been seeking to alleviate
the spreading panic by declaring a nationwide banklay, but President-elect Roosevelt
provided no clear indication as to the action’sstiationality or that he would uphold it.
Consequently, Hoover vacillated over the matterfaiidd to act, allowing the nation’s banks to
sink deeper into trouble. Even though he provideduidance to Hoover on a national bank
moratorium, President Roosevelt drew upon 1917&lifig with the Enemy Act on March 6
when he declared a nationwide bank holitfajthe holiday required all banks, regardless of
their chartering authority, to suspend their operest for the four day period spanning from
March 6 through March 9. Roosevelt later extertiedoank holiday.
Though the president had called legislators ingsie@ the day after his inauguration,
Congress did not convene its special session amtlethe “first hundred days” until March 9.
Congress began that very day by enacting retraatdislation approving FDR’s emergency

bank holiday, not to mention providing for the iespon and orderly reopening of the nation’s

? Roosevelt reused the phrase in a March 29 spekeh he asked Congress for federal securities &igialbased
on the “ancient truth that those who manage bastmorations and other agencies handling or usingrgeople’s
money are trustees acting for others” (Rooseved8193-94). The Progressive legal scholar Lousn@8eis
popularized the phrase “other people’s money” bgaig as the title of a series of articles he sh#d in 1913 for
Harper's Weekly concerning the Money Trust. Altbhdut is unknown whether he intentionally borrovibd
phrase from Adam Smith, it is quite probable thatlas aware of Smith’s usage. Tine Wealth of Nation$Smith
writes, “The directors of such companies [i.e. jgitock companies], however, being the manageheraifother
people’s moneyhan of their own, it cannot well be expectedt thay should watch over it with the same anxious
vigilance with which the partners in a private cdpery frequently watch over their own” (Smith 19841) (Italics
added). Roosevelt, though, would reuse the pladse weeks later in a March 29 congressional $pagewhich
he requested

%0 savings banks did not need the holiday becauseatheeady possessed the legal means to resajghents to
depositors since they held only time deposits ratien demand deposits.
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commercial banks. Toward this end, both chambgpsoxed the speedily drafted Emergency
Banking and Relief Act with little debate; the lhkcame law March 9.

Two days after the Emergency Banking Act became $&an. Glass introduced the fifth
version of his banking bill (S. 248). This version resembled the measure the Senagtatkin
January, except for one crucial addition; it comedi a deposit guarantee mechanism. Evidently
fearing that the recent events of the Midwestemnklyey panic made some type of deposit
guarantee unavoidable, Sen. Glass sought to adtieesssue before it once again defeated his
reform attempt.

The Roosevelt Administration approved of the broatlines of this version, except for
three aspects. First, FDR believed branching shoctur within individual counties rather than
on a statewide basis depending on state law. Setwos president opposed eliminating the
Treasury Secretaryax officioreserve board position. Third, and most impolyahe
vehemently disapproved of deposit insurance. Ito#frthe record” comment during his first
press conference on March 8, President Roosevalierd his reasoning on the grounds that
“The general underlying thought behind the usénefword “guarantee” with respect to bank
deposits is that you guarantee bad banks as wgth@s banks. The minute the Government
starts to do that the Government runs into a priedalks” (Roosevelt 1938: 37). Although
inhabitants of this time period did not possesscthecept “moral hazard” that now exists,
Roosevelt's comments appear to indicate he hadratat deposit insurance would have
difficulty distinguishing between good and bad b&rtkereby the information shortage would

contribute to greater government losses.

%1 Having turned down Franklin Roosevelt’s offer ecbme Treasury Secretary, Sen. Carter Glass (DivsAé¢ad
became Appropriations Committee Chairman. Bec&lass took the Appropriations Chair, Sen. Duncaatchler
(D-FL) became Banking Committee Chairman. Fletctieugh, made special arrangements so that Giesd ¢
chair a Banking subcommittee on which all the BagkCommittee members served and thereby still tihec
Senate’s banking reform efforts.
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Sen. Glass’ banking subcommittee marked up S. 2dbtbe following several weeks.
To ease legislative passage, the Virginian souggattommodate some of the administration’s
concerns. Though he refused to budge on statdwatehing, he and his subcommittee
compromised over deposit insurance. UnderstantigigRoosevelt opposed deposit insurance,
especially anything guaranteeing 100% of all bagpagits, they made a few alterations. First,
the subcommittee introduced a graduated scaldéodéposit guarantee; the scale guaranteed
100% of deposits beneath $10,001, 75% of depositgden $10,000 and $50,000, and only
50% of deposits above $50,000. Second, the subdteertimited the Treasury’s initial
contribution to the insurance and liquidation cagtion’s capital base to $150 million; thereby
limiting taxpayers’ exposure. Third, Glass’ subenittee delayed the operation of any
insurance corporation until July 1, 1934. In additto these three concessions, the panel also
deleted the provision stripping the Treasury Secysdf his Federal Reserve Board seat.

Having assuaged the Roosevelt administrationstbbeommittee added a few other

provisions. First, the subcommittee decided tlkaessive competition to attract deposits
contributed to the speculation of the crash, smposed interest rate ceilings on savings and
time deposits while prohibiting the payment of net# on demand deposits. Second, members
of the subcommittee introduced other provisionsrintking directors and officers from serving
banks and other non-financial firms and banks @&edrties firms. Second, subcommittee
members introduced a provision prohibiting intekiog directors. In other words, individuals
serving on bank boards as directors would be prigtilirom serving as directors of nonbanking
firms. Third, the subcommittee reduced the pefawdanks to divest their securities activities

from five years to two.
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After the subcommittee finished making these changen. Glass on May 10 introduced
a sixth version of his bill (S. 1631). Three d&ter, the full Senate Banking Committee
considered the measure. Before reporting S. 163ay 17, the committee added two more
items. First, the panel added protections for banmknority shareholders. Second, the
committee attached a provision separating commnldraigking and insurance by prohibiting
bank officers from making insurance policies. Banking Committee, however, rejected an
attempt by Sen. William G. McAdoo (D-CA), Presid&iitison’s former Treasury Secretary, to
institute the deposit insurance program immediately

While the Senate was considering Glass’ latestRép. Steagall on May 16 introduced
another banking bill (HR 5661), which the House IBag Committee approved within three
days. Steagall’s bill differed from the Senate'® an a few ways. First, rather than delegating
authority to the Federal Reserve Board to setesteate ceilings on time deposits without any
specific limits, the House version established aimam rate of 3% that the FRB could not
exceed. Second, Steagall’s bill strengthened #usFopen market operations by preventing
individual reserve banks from engaging autonomoimsuch operations. Third, HR 5661
omitted any branch banking provisions. Fourthasmot to disadvantage nonmember banks, the
bill established a new government corporation twjole deposit insurance. When Steagall’s bill
reached the House floor on May 20, the chamber teisgpdebate in only four hours. Finally,
three days later the House of Representativesyeggiroved the legislation by the margin of
262 to 19.

On May 19, the Senate began debating Glass’ biliring the debate, the major point of
contention among senators concerned the deposamea. Employing a brilliant parliamentary

ploy, Sen. Arthur H. Vandenberg (R-MI) introducedaanendment to force a vote on creating a
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deposit insurance fund that would immediately calegosits up to $2,500 at all banks without
any prior examination. With the assistance of \Rcesident John Nance Garner, the Senate
adopted Vandenberg’'s amendment. Vandenberg'ssooviof course, makes perfect sense in
the context of the recent banking panic experiertgelllichigan. On May 25, the upper
chamber finally approved the banking bill by voue.

A few days later on June 1, the conference comendtevened. With the special
legislative session’s end fast approaching, howeaferees relatively quickly worked out the
necessary agreements to produce a report eleveratay. The conference report largely
followed the Senate version except for depositriasce. The deposit guarantee provisions drew
upon HR 5661 instead. In addition, the conferdiesirated the double liability of national bank
shares going forward, formally created the Fedemn Market Committee to conduct open
market operations, and increased the amount oéshlat member bank directors were required
to have. Given the nation’s recent ordeals withkiveg panics and the legislative impetus on
Capitol Hill for significant reform, final congressmal approval was merely a formality.

When the conference committee submitted its fiepbrt, congressional approval was
merely a formality. On June 13, the Senate pasgsedonference report by voice vote whereas
the House approved it with only six lawmakers vgtinay.” Three days later President
Franklin Roosevelt signed the Banking Act of 1933.

The resulting legislation has received praise frmmmerous scholars for its role in
creating a healthy banking system. Milton Friedraad Anna Schwartz, for instance, argue in
their coauthoreonetary History of the United States, 1867-1960

Federal insurance of bank deposits was the mogiriiaat structural change in the

banking system to result from the 1933 panic, araked in our view, the structural
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change most conducive to monetary stability sitagedank note issues were taxed

out of existence immediately after the Civil W@Friedman and Schwartz 1963:

434)
On the opposite side of the political spectrump$mis such as institutional economist John
Kenneth Galbraith contend, “With this one piecéegislation the fear which operated so
efficiently to transmit weakness was dissolved...dRahas so much been accomplished by a
single law” (Galbraith 1997: 191-192). BecauseBlhaking Act contained a number of
important reforms, not the least of which was déposurance, it is worth reviewing briefly the
statute’s contents.

The Banking Act basically contained two instituabthrusts and several regulatory ones.
First, Glass-Steagall established the Federal Dejpgsirance Corporation (FDIC) to administer
a deposit insurance fund. The statute authorizedrDIC to open a Temporary Federal Deposit
Insurance Fund on January 1, 1934; this fund imsdeposits up to $2500. Then, the statute
required a permanent fund replace the temporaryankily 1, 1934. Unlike the temporary
fund, the permanent one contained a sliding scaledverage whereby “100 per centum of such
net amount not exceeding $10,000; and 75 per ceafuhe amount, if any, by which such net
amount exceeds $10,000 but does not exceed $5@00&0 per centum of the amount, if any,
by which such net amount exceeds $50,0Q05( Statutes at Largé8 (1933): 173). Though
such a sliding scale for deposit insurance nevet weo effect, opponents of the insurance
provision were largely responsible for it as a whgvoiding a blanket guarantee of deposits.
Second, Glass-Steagall reformed the Federal ReSgstem. It lengthened the terms of

Federal Reserve Board members from ten to twelaesy@nd specified that the Board’'s main

offices would be located in D.C. The Banking Aldioaformally created a Federal Open Market
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Committee (FOMC) composed of one representativa fach of the twelve reserve banks and
meeting at least four times annually in the nasardpital, but it did not provide for a means of
the Board compelling reserve banks to participat@ien market operations, only that they
would have to abide by rules laid down by the Bo&Bo as to constrain the Fed’s open market
operations, the statute mandated that the papgitiiel for open-market operations shall be
governed with a view to accommodating commercelbarsthess and with regard to their bearing
upon the general credit situation of the countty’S. Statutes at Largé8 (1933): 168).

On the regulatory side, Glass-Steagall instrudtedHed to create interest rate ceilings for
member banks’ deposit accounts; it effectively rded interest on demand deposits with a
statutorily impose rate of zero percent. The laanted mutual savings banks the authority to
join the Federal Reserve System. It required lhaodling companies owning 50 percent of the
stock in two or more member banks to register WithFRB if the holding companies wished to
exercise their shares. Glass-Steagall also egaatiranching restrictions so that national banks
had the same branching rights in their respectoraenstates as state-chartered institutions had.
The statute eliminated the double liability imposednational bank shareholders resulting from
any future offerings of additional shares. By agdbec. 23A to the Federal Reserve Act, the
Banking Act imposed certain “firewalls” on the teactions between member banks and their
affiliates. For instance, Sec. 23A limited bankshe extensions of credit made to their
affiliates; they were prohibited from extending mdhan ten percent of surplus plus capital to
any one affiliate whereas they were prohibited fimxtending more than twenty percent of

capital plus surplus to all affiliates combinedndlly and most memorably, the law separated
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commercial from investment bankifi§.To achieve this separation, Glass-Steagall eneploy
four particular sections: Section 16 limited naéibbanks’ securities activities, Section 20
prohibited affiliations between Fed member banks securities firms, Section 21 prohibited
securities firms from accepting deposits, and $ac3?2 prohibited member banks and securities
firms from sharing directors.

Because Glass-Steagall’'s permanent deposit insei@an was behind schedule in the
summer of 1934, federal lawmakers on June 16 ethfiogeFederal Deposit Insurance
Extensions Act. This statute postponed the permtdonad’s starting date an entire year to July
1, 1935. It also doubled the temporary fund’s amatf coverage effective July 1, 1934 from
$2500 to $5000, not to mention preempted the peemtasian’s sliding scale for taking effett.
Just as the permanent deposit insurance plan \wmasigled to begin operations the following
year, federal lawmakers enacted on June 28, 193&npeher statute extending the temporary
deposit fund until August 31.

Meanwhile, legislators were engrossed in passioghan seminal banking bill. Unlike
the Banking Act of 1933, the Banking Act of 1935sweuly an administration bill as its Federal
Reserve components largely reflected the wishéiseohewly appointed Governor of the Federal
Reserve Marriner Eccles. Enacted on August 235 119@ Banking Act of 1935 contained three
separate titles: Federal Deposit Insurance, Amentsrie the Federal Reserve Act, and

Technical Amendments to the Banking Laws.

%2 Whereas many scholars and policymakers emplotetine “Glass-Steagall” to mean only the four sectiofithe
Banking Act of 1933 separating commercial and itmesit banking, | use the term to refer to the laits entirety.
Interestingly enough, the GLBA only repealed Sexgid0 and 32 of Glass-Steagall; Sections 16 argdil2iemain.
% Section 5(c) extended Glass-Steagall’'s Sectiolinifations on banks’ securities activities to stffed] member
banks. Although Section 16 prohibits national lsafitkm investing in securities, it makes some etioap by
introducing the distinction between eligible andligible securities.

% The law exempted mutual savings banks failingualify under the required assessments and examirsafiom
receiving the benefit of the doubling of coverage.
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The Banking Act of 1935'’s first title terminatedettemporary deposit insurance fund and
replaced it with another permanent plan. It alsio@atically admitted all those banks insured
under the temporary plan unless they notified duefal government in writing within thirty
days of their desire to withdraw from the syste@oing forward, the statute raised the standards
of admission for any other banks wishing to gasunance for their deposits; the FDIC would
now consider a bank’s capital position, the prospar profitability, its management, and the
needs of the community it was seeking to servee Sthtute also required the FDIC to prohibit
the payment of interest on demand deposits andibthe interest rates nonmember insured
banks paid on other accounts. Moreover, the FED @ained the ability to bail out troubled
depository institutions:
Until July 1, 1936, whenever in the judgment of bward of directors such action
will reduce the risk or avert a threatened losth&oCorporation...the Corporation
may, upon such terms and conditions as it may uheter, make loans secured in
whole or in part by assets of an open or closegr@tsbank, which loans may be in
subordination to the rights of depositors and otneditors, or the Corporation may
purchase any such assets or may guarantee anyirghexd bank against loss by
reason of its assuming the liabilities and purai@asghe assets of an open or closed
insured bank”|(.S. Statutes at Largé9 (1935): 699).

Although the statute maintained the preexistingecage limit of $5,000 per account, it

eliminated insured banks’ stock subscriptions apdaced them with an annual assessment rate

of one-twelfth of one percent of total deposits.

As for the Federal Reserve, the Banking Act ofSl8tade some significant changes to

the. The Banking Act’s second title made a nundé@mportant alterations to the Federal
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Reserve System. First, it renamed the FederalrfRe8mard and the members of the Board,
reduced the Board’s membership from eight to sewembers by removing the Treasury
Secretary from his ex officio seat, and increased¢rm of office for the Governors from twelve
to fourteen years. Likewise, the law renamed #ediofficials of each of the reserve banks
“president” rather than “governor” and gave the Blozeto power over each bank’s board of
director’s choice for bank president. The Bankittg also granted the Board of Governors the
ability to alter member banks’ reserve requiremewtkin a narrow range. The measure further
expanded the assets that the reserve banks cagloudi, thereby giving them some discretion
to influence member banks’ choice of assets. Kinthle statute reorganized the structure of the
FOMC so that the FRB now controlled open marketaipens. It achieved Board domination
by altering the FOMC’s membership to include allseBoard members and five of the reserve
bank presidents on a rotating basis.

As for other amendments to the banking laws, tbhetmotable change was Sec. 304’s
order that thereafter provided national banks gaxvenonths notice, double liability of bank
shareholders would cease to exist.

CONCLUSION

This chapter recounted bank regulatory policy’sallepment from the opening of the
Federal Reserve System through the Banking Act®88 and 1935. It showed this evolution
resulted from the interplay of regulators, eleatéfetials, and other actors involved in the bank
policy realm. Although statutory changes playeigaificant role, regulatory actions and
rulings also played a large role. Throughout teeqal covered here, the real bills doctrine
dominated banking thought and provided an idealzsidn of a banking system, yet the reality

diverged noticeably from this theory. Additionalfgderal lawmakers were complicit from
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WWI onwards as they enacted a series of statufgsnebng the types of assets Federal Reserve
members could discount, thereby encouraging mefvdogts to extend credit for purposes other
than commercial loans. This process culminatel®i/’s McFadden Act which not only
provided national banks with very limited branchmghts, but also updated the banking statutes
to incorporate the right to engage in the secugribesiness.

During this period, the Fed had only a very limitedulatory role pertaining to acting as
lender of last resort, a responsibility at whicfaited miserably following the stock market
crash, and setting reserve requirements form mebdes. The OCC, on the other hand,
possessed a significant regulatory role over natibanks which it used to expand the activities
and powers of these depository institutions. Neithf these two federal agencies had any
authority over many of the nation’s banks. Funthere, both agencies failed to work together,
and, in so doing, necessarily contributed to theklmey crises of the early thirties.

With regulators unable or unwilling to handle thisses in the banking system following
the stock market crash, federal lawmakers becawwdvied in the policymaking process.
Throughout much of the Hoover administration, Riest Hoover generally tried to handle
banking policy on his own with as little input froBongress as possible, and when he did work
with Congress on legislation, the results tendddadwe action in private hands rather than
governmental bodies. Needless to say, competiogosals held by members of the House and
Senate further complicated banking reform duriregiloover presidency. Following his
inauguration, President Roosevelt resolved diffeesrbetween the White House and Congress
by delegating regulatory reform to Sen. Glass.hédligh Democrats controlled both the
executive and legislative branches by 1933, disageats between House and Senate Democrats

necessitated compromise over the two main refoopgsals. As a result, the Banking Act of
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1933 joined restrictions on banks activities basedhe real bills doctrine with deposit
insurance. The Banking Act of 1935 excoriated maicBen. Glass’ real bills principles, yet left

the activity restrictions in place. As the remagchapters will show, this regulatory structure

had tremendous longevity.
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3. POLICYMAKERS RESPOND TO WEAKNESSES IN BANKING REJLATION: 1969-
1980

This chapter presents bank regulatory policy dutive Nixon, Ford, and Carter
administrations. Before investigating this tweyar period, however, this chapter recounts the
seminal revisions to banking law from the mid 1980sugh 1966 that fundamentally altered
the regulators’ constituencies, objectives, andti@hships. These statutory reforms primarily
concerned the FDIC and the Federal Reserve. Themhapter turns to the enactment of the
Bank Holding Company Act Amendments of 1970. Tdtaute closed the loophole by which
one bank holding companies (obhcs) were unregylatet] in so doing, established the Federal
Reserve as the sole regulator of all bank holdorganies.

Soon after lawmakers completed this major stayutewision, though, bank failures
reappeared of a size and scope not experiencetebefo cope with some of these failures, the
FDIC began experimenting with a previously unussblution mechanism to provide financial
assistance and thereby avoid closing the banks adtion marked the start of what ultimately
became known as the too big to fail doctrine. izalty enough, the FDIC first use this
resolution mechanism in the 1971 failure of UnignR and Trust Company, of Roxbury,
Massachusetts. Unity was a small, single offiagkbaut the FDIC was unable to find any
buyers for the failed bank and feared repercusdirons closing a minority bank serving a
minority neighborhood. This resolution mechanimough, had enormous ramifications for the
other two regulators, especially as they begamtbeess of issuing rulings permitting banks to
expand into other avenues of business. OveralNghier, the federal regulators were relatively
restrained in the use of their rulings to expanaktsactivities; this was likely due in part to

their having to cope with the increase in significtilures of banks under their supervision.
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Nonetheless, the twelve years described in thiptehavere a busy time for lawmakers
as they mounted persistent efforts to reform bapkagulation and update the outmoded laws.
During this period, the Nixon White House and thiem House Banking Committee mounted
huge studies of the banking system and possibldatayy reforms, but legislators proved
unable to act upon most of the proposals. Elesticlals, though, did enact a handful of
relatively minor statutes altering the regulat@gdscape, including ones increasing from $5,000
to $20,000, granting banks and thrifts in certairtimeastern states the ability to offer NOW
accounts, and extending the domestic bank regylatarcture to apply to foreign banks
operating in the United States. Faced with comithproblems in the banking system and a
federal court decision threatening to overturn st lod financial offerings from bank and thrift
institutions, lawmakers in 1980 finally enacted anagpgulatory reform with the Depository
Institutions Deregulation and Monetary Control iotDMCA). Among other things, this
legislation extended the Fed’s powers to set resexguirements over all depository institutions
excluding credit unions regardless of memberstapust authorized the new transaction accounts
that depository institutions were experimentingwit lieu of checking accounts, increased
deposit insurance coverage limits fivefold, andggthout interest rate ceilings over a five year
period. This statutory reform marked the staithefso-called “deregulatory” period, which is
the point at which this chapter concludes.

PRELUDE TO THIS PERIOD

Although the two decades following WWII are oftaverlooked because of the banking

system’s stable and profitable performance, sigaifi changes occurred to the structure and

distribution of regulation with the enactment diandful of banking statutes.
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The first of these changes occurred in late Sepeerh®50 when President Truman signed
the Federal Deposit Insurance Act (FDIA) of 19%Xksentially, the legislation broke off section
12B of the Banking Act of 1933 that created the E2dnd gave the agency its own statute.
With the exception of a brief time from 1935-198& FDIC only had two resolution methods.
This law gave the agency another means to handlefadures by creating the “essentiality”
provision contained in section 13(c):

[T]he Corporation, in the discretion of its BoarfdDirectors, is authorized to make

loans to, or purchase the assets of, or make depossuch insured bank, upon such

terms and conditions as the Board of Directors pragcribe, when in the opinion of

the Board of Directors the continued operationumhsbank is essential to provide

adequate banking service in the community.S( Statutes at Largét (1950): 888-

889)

In this way, the agency gained the ability to opees a pseudo-lender of last resort. The statute
also reduced the premiums of insured banks thraugibate system that credited depository
institutions’ payments for the upcoming year at¢baclusion of each calendar year. Finally,
FDIA doubled the level of deposit insurance coveriigm $5,000 to $10,000.

Lawmakers, however, apparently were still unsatisivith the depositor protection
provided by the FDIC a decade a half later, foy theacted another bill increasing the coverage
amount by fifty percent. Although the Financiastitutions and Supervisory Act of 1966 dealt
primarily with issuing federal bank and thrift régtors temporary powers to handle unsafe
banking practices and to remove bank and thriftefs engaging in such activities, the law also
raised deposit coverage from $10,000 to $15,00t ificrease came from the House Banking

and Currency Committee, which had tried to doubéeamount, but the conference committee
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subsequently cut the increase in half. Thus, arlgehirty years of existence, the FDIC’s
coverage limits had more than tripled in absolulad amounts, making the agency’s potential
liability much greater in the event of bank failsire
Nearly six months after the FDIC gained its statyiindependence, the Federal Reserve
received its operating independence from the Tgasdided by the conflicting problems of
financing the Korean War and maintaining a stabbd@etary policy, the two agencies ultimately
reached the Treasury-Fed Accord in March 1951fteat the central bank from maintaining a
fixed price on the federal government’s securiiegond the next issue. In conjunction with a
new Fed Chairman concerned with the independentteadhstitution, the Fed was now ready to
devote its full energies to managing the money lufppe from outside interference.
Through the mid fifties, policymakers had beenteading with the spread of the holding
company movement within the banking industry. Albholding company (bhc) is nothing
more than a holding company controlling or ownimg @r more commercial ban&s.This form
of banking organization was previously known asugrbanking. According to the economist
Allan Meltzer,
Heightened political interest in monetary policduced the System to look for
external supporters in Congress and among thequBhnks and financial
institutions under regulatory control became a sewf support, particularly after the
1956 Bank Holding Company Act increased the Bogod\ser to approve or reject
applications for new bank powers. (Meltzer 2008). 4

The FRB solved this spreading problem and acqureew constituency when the Bank

Holding Company Act (BHCA) of 1956 made it the smdgulator of bank holding companies.

% Bank holding companies can be identified by theiporate titles which often contain one of thédiaing terms:
bang bancsharesor corp.
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Enacted May 9, 1956, the BHCA introduced severalartant items. First, it defined a
bank holding company (bhc) as:
any company (1) which directly or indirectly owm®ntrols, or holds with power to
vote, 25 per centum or more of the voting share=ach of two or more banks or of a
company that is or becomes a bank holding compgwrtue of this Act, or (2)
which controls in any manner the election of a majof the directors of each of two
or more banks.... U.S. Statutes at Largé0 (1956): 133)
This definition, however, applied neither to singknk holding companies nor to partnershfps.
Thus a new loophole was created. Furthermoreadhdefined a “bank” as “any national
banking association or any State bank, savings,lmartkust company’y.S. Statutes at Large
70 (1956): 133). In this way, lawmakers definedksaaccording to the type of charter they
possessed, yet doing so delegated the matterearindi@ing the activities that constituted
banking to the chartering authorities.
The BHCA required all entities qualifying as a bdrdtding company to register with the
Board of Governors. The Fed also gained authtwitgsue all the necessary rules and orders
necessary to implement the ttHenceforth, any entity seeking to form a banidhgj
company needed to obtain the FRB’s prior approléewise, the act required holding
companies to receive prior approval before mergiit another bhc or acquiring upwards of
five percent of another bank’s voting shares. 3tia¢ute included the Douglas Amendment,

named after Sen. Paul H. Douglas (D-IL), prohilgtbhcs from acquiring banks located outside

% Single bank holding companies are often referoeastone bank holding companies (obhcs). In csintiize
BHCA only regulated bank holding companies owningtiple banks, also known as multi bank holding pamies
(mbhcs).

%" The Federal Reserve developed Regulation Y to pigate rules for bank holding companies and thetivities.
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of their home state unless the state laws of tlyetdank explicitly authorized such purcha¥es.
The BHCA provided aggrieved parties with the righjudicial review from the U.S. Court of
Appeals in their respective districts.

More importantly, the legislation made it unlawthéreafter for any bank holding
company to acquire any corporation that was nedHhaank nor another bhc. Furthermore, it
required holding companies to divest their intes@stnonbanking companies within two years,
but authorized the Board to issue no more tharetbne year extensions. The BHCA, however,
did not entirely prohibit bank holding companiesnfr engaging in nonbanking activities, for it
provided several exceptions for their subsidiari€se most important of these exceptions
included sec. 4(c)(6) which stated:

[The prohibitions in this section shall not apgig]shares of any company all the

activities of which are of a financial, fiduciay; insurance nature and which the

Board after due notice and hearing, and on theslwdighe record made at such

hearing, by order has determined tasbeclosely related to the business of banking or

of managing or controlling bankss to be @roper incidenthereto and as to make it

unnecessary for the prohibitions of this sectioagply in order to carry out the

purposes of this Act.U.S. Statutes at Largé) (1956): 137)(Italics added)
Afterwards, the Board narrowly interpreted the glré&o closely related to the business of
banking” by considering it in relation to the sgecbanks within the group that it severely
limited affiliations with nonbanking interests. nlly, the BHCA imposed a series of provisions
in section 6 making it illegal for banks, regardles Fed membership, to extend credit or loans

to any of the nonbanking affiliates in the grougection 6 thus made Glass-Steagall’s section

% The Douglas Amendment appeared as section 3(tiedBHCA.
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23A irrelevant as it provided no circumstances unddch credit could be extended among
affiliates.

The Federal Reserve’s bank holding company authoniderwent revisions a decade
later with the Bank Holding Company Act Amendmenitd966. For the purposes of the
Board’s subsequent actions concerning bhcs, tlengsions were of most importance. First,
section 3(c) of this statute amended section 2(H)eBHCA to read as follows, “Bank’ means
any institution that accepts deposits that the siégmohas a legal right to withdraw on demand”
(U.S. Statutes at Larg#0 (1966): 236). In this way, lawmakers begamied) the definition of
a bank from one based on the type of charter tdbased on the activities engaged in. Second,
the act revised the BHCA's section 4(c), moving thed been the sixth paragraph to the eighth
paragraph. The wording of this paragraph remapradtically unchanged. Third, section 9 of
this statute totally repealed the BHCA's sectioth@reby making section 23A operable again.
This revision represented a liberalizing of intéfiliate transactions.

THE NIXON/FORD YEARS

As President Nixon entered the White House in 1868king regulation was once again
attracted Capitol Hill's attention. Though the BAControlled the spread of mbhcs, obhcs had
grown significantly over the last five years. THixon Administration had promised legislators
that it would offer bills in both Houses to refotralding company regulation, but it missed a
number of deadlines, leading House Banking andedagr Committee Chairman Wright Patman
(D-TX) on February 17 to offer his own bill (HR 63)7 Rep. Patman’s bill closed the loophole
that exempted obhcs. Among other things, HR 6&T@&eled bank holding company regulation
to obhcs under the Federal Reserve Boards’ jutisdi@and mandated the holding companies

divest all their nonbanking activities regardletsvhen they began them.
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Citing the worrisome “trend toward the combinirfgoanking and business,” President
Nixon finally announced on March 24 two identicdhanistration bills (HR 9385 and S 1664)
that he was sending up to Capitol Hill. In conttasthe Patman bill which gave sole regulatory
responsibility to the Fed, the administration’dsbdivided the responsibility among the three
federal regulators. Rather than mandate the divesiof nonbanking activities, the Nixon bills
exempted nonbanking activities begun prior to yl¥968. Furthermore, the administration
measures delegated the determination of permissdsibanking activities, such as operating a
mutual fund, to the court system. Upon its intrctchn to in the House, Patman expressed his
disapproval of the proposed legislation by sayfiipe Administration bill has crippling defects
right at the nerve center of this entire legislkatffort” (Congressional Quarterly 1970a).

A few weeks after the introduction of the NixonrAuistration bill, the House Banking
Committee began hearings on the proposed legislatipanning from April 15 until May 9,
Patman’s Committee held some fourteen days wortteafings. During this process, the
committee heard testimony from numerous witnesses the regulatory agencies, the banking
industry, banking trade groups, and consumer groiipg main concerns involved allocating
regulatory authority and handling obhcs’ all reagdguired nonbanking activities.

On June 27 by a 29-5 vote, the Banking Commitpgeaved HR 6778. Though the
approved version maintained much of Patman’s aaigiill, such as concentrating regulatory
oversight of all bank holding companies in the FatlReserve, it contained a few noteworthy
changes. The committee inserted a “functionaligtegl” test for the Board of Governors to use
when determining the permissibility of bhcs’ nonkiaig activities. The committee also added a

prohibition against holding company subsidiaridBregmutual fund shares and serving as an
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insurance agent. Furthermore, the committee imclwgrandfather date that upheld obhcs’
nonbanking activities entered into before Febrdary1969.

The Banking Committee passed HR 6778 in mid summerthe House did not approve
the bill until November 5. The House passed versidl granted the Board of Governors all
regulatory oversight of bank holding companiesaldb maintained the Banking Committee’s
“functionally related” test, not to mention the sifie prohibitions against certain holding
company nonbanking activities. It redefined a bhakling company as a company controlling
one or more banks, rather than as one holdingaat terenty-five percent of the voting shares.
House members amended the grandfathering dategrdlback from February 17, 1969, to
May 9, 1956, the day on which the BHCA was enac®grolling back the date in this way, the
House required any single bank holding companiasabquired nonbanking activities since the
original BHCA to divest themselves of them. Witle tcongressional session drawing to a close,
HR 6778 proceeded to the Senate where it waitatithatfollowing year for consideration.

Before year’s end, though, lawmakers completeckwarone other banking bill of note.
With the current statutory authority to establisterest rate ceiling about to expire, Congress
needed to extend regulators’ Regulation Q authof@therwise, commercial banks and thrifts
might outbid one another for funds, thereby endengehe health of the banking system. The
Senate first passed a bill (S 2577) in mid Novendx¢ending interest rate control authority until
September 22, 1970, and providing another souroeoofgage financing through the federal
government.

Following on the Senate’s action, Rep. Patman ameteéen Banking Committee co-
sponsors introduced a bill (HR 15091) on Decembliatiextended rate ceiling authority March

22,1971, employed the Federal Home Loan Bank Bmaestablish a secondary market for
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mortgages, permitted national banks to make moet¢zans with only ten percent down for
periods of up to thirty years, and, most importafdl regulatory purposes, raised the deposit
insurance coverage limit from $15,000 to $25,008e House approved HR 15091 thirteen days
later by a margin of 260-136, but a number of Répabs voted against the measure.

According to Congressional Quarterly, the Republiceember of the Banking Committee in
particular opposed HR 15091 because they wereedirlderstanding that the bill would only
pertain to Regulation Q authority (Congressionaa@erly 1970b).

With Christmas nearly a week away, a conferencenalked the following day and
reached an accord. Conferees adopted the Housesext for interest rate ceilings, dropped the
provision granting national banks greater mortdagding powers, and lowered the House bill's
deposit insurance increase by $5,000 to $20,0@@h éhambers the next day easily approved
the conference report. President Nixon signedCtteelit Control Act of 1969 on December 23.
This statutory change was primarily important beeaitiraised FDIC coverage, thereby
increasing the federal government’s contingentlitgbn the event of bank failures.

As 1970 began, the issue of banking reform anghéneeived threat of one bank holding
companies and their expansion persisted on thesmhhwmakers. President Nixon signaled
on February 2 his continued interest in bankingmafwhen he included in his first Economic
Report the announcement that he intended to appgirgsidential commission on the structure
and regulation of the banking system.

Nearly two months passed without any further actinrthe proposed bank holding
company legislation when President Nixon annoureeApril 21 that he was appointing Reed
O. Hunt to chair his presidential commission. AeWwéater in a planning meeting of the

commission held at the Treasury Department, thodgint announced that the commission
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would be unable to produce any study of the obbblpm until early 1971 at the soonest.
Consequently, members of Congress hoping for peasial guidance would have to wait quite a
bit longer.

It was in this context that the Senate Banking @aodency Committee considered
proposed legislation on the regulation of one bawiking companies. In addition to HR 6778
which the House had all ready passed, the Bankargriittee had a bill (S 1052) introduced by
Sen. William Proxmire (D-WI) closely resembling thieginal HR 6778 and the Nixon
Administration’s bill (S 1664). In more than teayd of hearings beginning May 12, the
committee heard testimony on the policy issueggeived testimony from administration
officials, the federal banking regulators, bankiragle group representatives, members of the
banking industry, and members of competing indestriAmong the regulators, the principal
concern revolved around the assignment of regylgtmisdiction. Whereas the Comptroller of
the Currency insisted that lawmakers should dittderesponsibility among the three federal
regulators, the FDIC, somewhat surprisingly, canmeimfavor of assigning one agency the
responsibility, reasoning, “It might be extremelffidult to achieve unanimity among the three
agencies” (Congressional Quarterly 1971). The B&dourse, had basically favored
consolidating the responsibility under it from gtart.

The Senate Banking Committee eventually reported éHR 6778) on August 10. The
committee’s bill resembled the House’s by grantimgBoard sole regulatory authority. It
defined a bank holding company as any company méated by the FRB to have control over a
bank or controlling twenty-five percent or moretloé election of a bank’s directors. Unlike its
House counterpart, this one did not prohibit specibnbanking activities, rather it delegated

those decisions to the Board. As for obhcs’ noklmgnactivities, the bill permitted retention of
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activities begun before March 24, 1969, therebgldisthing a much later grandfathering date
than the House. The Senate Banking Committee’6 HR8 mandated the divestiture of
nonbanking activities begun after that date, bahtgd the holding companies at least five years
to comply and the option of receiving an additioina year extension with the FRB’s
permission. It also prohibited banks from tyingeitensions of credit to the purchase of other
services from affiliated companies within the baigkgroup. Finally, it created a “public

benefit” test for the Board to use when determimnimgether to permit nonbanking activities.

The next month on September 16, the Senate appidRe6778 by a 77-1 margin; Sen.
Proxmire was the lone dissenting vote. With theegxion of a few alterations, the upper
chamber passed the bill as reported by its BanRmgmittee. Of greatest significance, the
Senate adopted one of Proxmire’s amendments mdéaok the grandfather date from March
24, 1969 to June 30, 1968. The chamber also exehagptertain class of trust companies
chartered under Missouri law along with Rhode Idlahartered mutual savings banks.
Although the Senate maintained the anti-tying s of the bill, it amended them to exclude
transactions involving solely bank-related prodwsttsh as deposits, loans, and fiduciary
services.

The conference committee, however, did not conwertié mid November. The most
significant disagreement to be resolved concerneat writeria would determine the nonbanking
activities of holding companies. The Senate’siearsf HR 6778 contained both a
“functionally related” and a “public benefits” teshereas the House version contained only the
former. Furthermore, the Senate bill did not po@hany specific nonbanking activities. The
other major point of contention surrounded the dfatihering of nonbanking activities. The

House approved measured required divestiture dbartking activities begun since the
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enactment of the original Bank Holding Company @@ whereas the Senate measure
contained the more recent date of June 30, 1968. SEnate conferees ultimately prevailed not
only in gaining adoption of their grandfatheringejeéut also weakening the determination of
permissible nonbanking activities going forwardrbguiring the FRB to apply both the
“functionally related” and “public benefits” test&lthough the House’s version contained more
stringent anti-tying provisions, the conference@dd the Senate’s version instead with its
exemptions for typical bank products. Likewises tonference kept the Senate’s grant of legal
standing to bhcs’ competitors to bring judicialiesv challenges. The conference submitted a
final report on December 15.

With the end of the first session of thé'@ongress fast approaching, the two chambers
wasted little time approving the conference rep&vten though House conferees acquiesced in
most of the Senate’s demands for the proposedaégis, Rep. Patman defended the bill in the
House claiming, “the version of the bill that ismbeing presented...is substantially similar to
the bill originally introduced by me in FebruaryGBd (Congressional Quarterly 1971). The
House easily approved the report December 16 withfour members opposing. The next day
the Senate followed suit by voice vote. Even $oxmire, who provided the sole nay vote
earlier, evidenced a change of mind and votedier¢port, stating, “the bill recommended by
the joint House-Senate conference committee ig @adapromise and represents an effective
approach to regulating one-bank holding compan(i€shgressional Quarterly 1971). With
congressional approval completed, President Nixgmesl HR 6778 December 31.

In addition to assigning the Federal Reserve Beale regulatory responsibility, the
Bank Holding Company Act Amendments of 1970 introehliother important changes to the

structure and distribution of banking regulatidfirst, the legislation redefined a bank holding
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company as any company having control over onearernanks. Such control included acting
directly or indirectly through another entity toteat least twenty-five percent of the voting
shares, controlling the selection of a majorityadfank’s directors, or having been determined by
the Board to be exercising a controlling influelmceone or more banks. Partnerships were still
exempted from this definition. Second, the statatkefined “bank,” which appeared in sec. 2(c)
of the original BHCA, to mean “any institution...whi¢1) accepts deposits that the depositor
has a legal right to withdraw on demand, and (2pges in the business of making commercial
loans” U.S. Statutes at Larg#t (1970): 1762). By defining banks as depositosyitutions
that made both commercial loans and provided derdapdsits, lawmakers had inadvertently
created the “nonbank bank” loophole, whereby ficosld perform either function and avoid
being classified as a bank. Third, to differemtibanks from other depository institutions, the
law defined a “thrift institution” to mean “(1) ahestic building and loan or savings and loan
association, (2) a cooperative bank without cagtiatk organized and operated for mutual
purposes and without profit, or (3) a mutual sasibgnk not having capital stock represented by
shares” (J.S. Statutes at Larg#4 (1970): 1763). This redefinition of thrift itsitions
resembled the way in which the BHCA originally aeftl banks based on their charter type.

Fourth, and most importantly for the purposes @érining the interests bank holding
companies may have in nonbanking organizationsstéttette replaced Sec. 4(c)(8) of the BHCA
with the following:

[The prohibitions of this section shall not appdy shares of any company the

activities of which the Board after due notice apgortunity for hearing has

determined (by order or regulation) todmeclosely related tbanking or managing

or controlling banksas to be @roper incidenthereto. In determining whether a
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particular activity is groper incidento banking or managing or controlling banks
the Board shall consider whether its performancarbgffiliate of a holding company
can reasonably be expected to produce benefitetpublic...that outweigh possible
adverse effects.U(S. Statutes at Larg®t (1970): 1765)(Italics added)
By inserting this new section into the statuteidiegors granted the Board of Governors greater
leeway to interpret holding companies’ activitiggereby liberalizing the activity restrictions.

With the Bank Holding Company Act Amendments of@9federal lawmakers
successfully updated banking law to close one lotgthrough which banking organizations
were expanding into nonbanking activities. The befpre the House approved the conference
report for HR 6778, however, the Supreme Courtdheaal arguments in the caselovestment
Company Institute v. Camp The case arose out of two separate but relatezshady the
Comptroller of the Currency, one involving a rukngrated permitting banks to establish and
run collective investment funds and the other i@ an order granted to the First National
City Bank of New York permitting the establishmanid operation of such a fuitl.Basically,
the case concerned banks’ attempt to enter theaiutod industry.

In reaching its ruling which it delivered in ApdiB71, the Court considered Glass-
Steagall’s legislative history and the restrictidnsposed on banks’ activities; this was the
institution’s first interpretation of the BankingcBs activity restrictions. The Justices began by
drawing on their holding from the previous yease ofAssociation of Data Processing
Service Organizations v. Camp which they held that aggrieved parties théfesdrom the

competition posed by bank entry into their industaye legal standing to sue (397 U.S. 150

% The Investment Company Institute (ICl) is the &apoup representing investment companies, whiclide
mutual funds, and investment trusts. From 1971awdsg; the ICI was a repeat litigant against thekivgnindustry.
The trade group was established following the 1&d&ctment of the Investment Company Act.

“° These two original controversies arose in théesxrom actions taken by the OCC under WillianCBmp’s
predecessor James J. Saxon.
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(1970)). The Supreme Court then considered theiahfinds and determined they fell within
the meaning of the term “securities” prohibitedtbg Banking Act, so it overturned the
Comptroller’'s two actions. Furthermore, the majoadpinion indicated that the most troubling
aspect was the Comptrollep®st hoaationalizations of his rule-making exercise:

[T]he Comptroller adopted no expressly articulgtedition at the administrative

level as to the meaning and impact of the provswinSections 16 and 21 as they

affect bank investment funds. The Comptroller putgated Regulation 9 without

opinion or accompanying statemeh@l v. Camp401 U.S. 617 (1971)
The Justices temporarily halted banks’ expansiottsather financial services industries, but
their reasoning did not preclude all expansionerait appeared to indicate the need to provide
adequate justification on the part of the regulatayency. The Court may have preserved the
Glass portion of the Banking Act, but the FederapBsit Insurance Corporation (FDIC) was
about to pervert the Steagall component irrevocably

Although an action undertaken by the FDIC in J8y1 involved the first use of another

method for handling bank failures rather than goa@sion of the banking industry’s activities, it
had far-reaching effects as the subsequent fowrd#schave shown. Prior to this date, the FDIC
used two methods for handling failures: eithetased the bank and paid off depositors or it sold
off the bank’s assets, thereby transferring th@awts to another bank. Because the Unity Bank
and Trust Company of Roxbury, Massachusetts wasyaunappealing acquisition due to its
clientele and neighborhood, a payoff would havetrtiksly been the only available option. As
a result, Unity’s closure threatened to deprivedbimunity of banking services, and, according
to regulators, might even lead to racial unrestcakding to FDIC board member Irvine

Sprague, “In 1971 no one could be sure that theréaof a black bank in a rundown urban
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center would touch off a new round of 1960s-stidéing. The Watts...and Detroit race
riots....came very readily to mind when we thoughuwhdnity” (Sprague 1986: 38). Working
with area bankers and the Massachusetts Bankingr@sioner, since Unity was a state-
chartered institution, the FDIC crafted a plantiodpin new bank management and provide
loans from both the private sector and the fedgsaernment; it announced its plan on July*27.
Thus began the FDIC's foray into bank bailouts,thé&t action received scant notite.

Meanwhile, pursuant to its recently altered BHGAharity, the Board of Governors
announced Regulation Y changes. Having considéreetheaning of the phrase “so closely
related to banking,” the Fed determined that “ar#s insurance agent or broker in offices at
which the holding company or its subsidiaries d@hewise engaged in business (or in an office
adjacent thereto)” fell within the statute’s meanand was therefore permissible (57 Fed. Res.
Bull. 674-675, August 1971). This new regulatiepnesented a very generous grant of powers,
for it did not make the expansion of activities togent upon operating out of a small
community where one of the subsidiary banks coretlibtisiness.

Less than six months after Unity, the FDIC reusedewly discovered resolution tool to
prevent the insolvency of Detroit's Bank of the Goonwealth. The Detroit bank had been
experiencing significant problems for some yeans.ntnlike Unity, Commonwealth had over
a billion dollars worth assets, so its failure wibbke considerably more harmful. Federal
regulators had earlier forced out top executivesdirectors, and in January 1971, Chase

Manhattan Bank, Commonwealth’s largest creditamkpossession of the bank. Within a few

L For nearly a decade afterwards, Unity Bank limakethg without paying off its private sector creditor the
federal government. As a result, the state bankémgmissioner later closed the institution andRB&C took it

into receivership on June 30, 1982; this time tB¢Csold off the assets to another bank to fa¢dimmerger. The
bank evidently was no longer “essential” to its coummity.

“2The FDIC does not refer to these transactions aidilts,” rather it labels them instances of “ofmk
assistance.”

81



months Chase tired of its creditor position andragphed the FDIC about a means of getting
back its investment plus expenses. According ra@pe, agency officials at the agency initially
balked at the proposal. After months of negmirat between Chase and the regulators, though,
the issue that led Sprague to become the secordaoan “essentiality” finding was Chase’s
agreement to suffer some loss (Sprague 19867 The FDIC and Fed announced their rescue
plan January 18, 1972, which included a loan froben@orporation and limits on shareholders’
dividends. The FDIC’s legal counsel justifiedatgion on two grounds, namely
“Commonwealth’s service to the black community @tiDit and concentration” in the city
(Sprague 1986: 72). This second federal bailbwotigh, even with its much larger size, still did
not trigger much reaction from the public or elelctdficials.

Responding to the volatility of interest rates andsumer demands for alternative
interest bearing deposit outlets, the ConsumemgavBank of Worcester, Massachusetts in July
1970 proposed negotiable order of withdrawal (NGMQounts (Gibson 1975: 19). The NOW
account innovation was simply a savings accounhfigng withdrawals using drafts written to
third parties, thereby providing a means of paynmeath like a checking account, but unlike a
demand deposit, paying interé&t.On September 28, 1970 the state banking connissi
denied Consumer Savings’ application. The mutaeilngs bank quickly filed suit in state court.
In early May 1972, the Massachusetts Supreme Aldicurt ultimately decided the case for
Consumer Savings, arguing “We do not agree wittctdmmissioner that use of the negotiable

withdrawal order create a new accour@osumer Savings Bank v. Commissioner of Ba6ks

*3 The FDIC employed the “essentiality” doctrine tmore times before decade’s end. The next instaccerred
on September 9, 1974, when the FDIC declared Ameif8ank & Trust of Orangeburg, SC, “essential.”isTh
finding lasted only four days, at which time theeagy closed the bank. Then, on March 15, 1976 D€
declared Farmers Bank of the State of Delawarestegd” and provided assistance. Farmers Bankgvew was
unusual in that DE owned nearly half the stock wad one of the bank’s largest depositors.

“4 Depository institutions offering NOW accounts msel the right to require 30-90 days notice beforamitting
withdrawals, so technically speaking, these acadiftered from actual demand deposits in the ey¢ke law.
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Mass. 717 (1972)). About a month later Consumegimga Bank began offering customers
NOW accounts; ten other Massachusetts mutual ssaaagks followed suit the next month,
and, in September New Hampshire mutual savingsbegan offering them (Gibson 1975:
19). According to one Federal Reserve bankingyahdilassachusetts mutual savings banks
were in a unusual position because so many of thiera both state-chartered and state-insured
that the federal government had little control avem (Gibson 1975: 19). Thus began the
banking community’s innovations in transaction gggg, innovations that would ultimately blur
the distinctions between different types of deogitnstitutions established by Glass-Steagall.

The banking industry, though, was also busy trgmgxpand through other means.
Bankers Trust New York Corporation (BTNYC), for iasce, tried expanding across state lines
in Florida by establishing a new holding companglvenking subsidiary providing investment
advisory services. Before the Federal ReservedBaded on the application, Florida had
enacted a law clearly targeting Bankers Trust lmhitting out-of-state corporations from
owning investment advisory firms unless they weyerating before December 21, 1972. As a
result, the entire Board rejected the proposal pnlA9, 1973, concluding, “[T]he recently
enacted legislation was intended to, and does,lptdhe performance of investment advisory
services in Florida by non-Florida bank holding pamies” (59 Fed. Res. Bull. 365, May 1973).
Though Bankers Trust’s interstate expansion plagrethwarted, the bank holding company
still had other options available as the Board msithe constitutionality of all Florida’s
actions.

With federal regulators’ Regulation Q authority sdhled to expire June 1, Rep. Fernand
St. Germain (D-RI) had introduced a bill (HR 63@0}Yhe end of March extending the authority

through the end of 1974. Nearly a month laterHbese easily approved the measure, but in so
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doing, it attached a Banking Committee amendmaesttipiting NOW accounts nationwide. On
a vote of 76-0 nearly two weeks afterwards, theaBepassed similar legislation extending
federal authority over rates, but unlike the Houisattached an amendment prohibiting mutual
savings banks, except for those in Massachusaitdlaw Hampshire, from offering NOW
accounts. The two differing amendments producetthéyHouse and Senate surrounding the
provision of NOW accounts tied up the conferenaamittee for months even as rate ceiling
authority was about to expire.

Because rate ceiling authority expired June islawrs warned depository institutions
not to raise rates to meet market levels since stiylanned to extend the authority. Toward
this end, in late June both chambers hurriedly edameasures to extend the authority
temporarily until August 1, 1973, by which time yheoped to have resolved their conference
differences on HR 6370. Then, on July 31, HouskSanate conferees finally reached an
agreement on HR 6370; President Nixon signed tjisl&ion three days later. The compromise
extended federal authority over interest rated thitiend of 1974 and granted all federally
chartered bank and thrift institutions located emNHampshire and Massachusetts the authority
to offer NOW accounts. Under this agreement, Masassetts and New Hampshire depository
institutions would provide an experimental laborgtior this new type of transaction accounts.

As the following year began, the President’s Cossion on Financial Structure and
Regulation report attracted much of the attentibtihe policymaking community. The
President’'s Commission, more commonly known adHinet Commission after its chairman
Reed O. Hunt, had submitted its report followingnptetion of its eighteen month study late last
December, but Congress had all ready adjournee. pfésidential commission was composed

of twenty individuals a number of whom were corperaxecutives in the banking and finance
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industries, though it also contained economistseareth a representative from the AFL-CYO.
The Commission was especially concerned with “mtatg financial institutions from
disintermediation” (U.S. Senate 1973: 15).

To alleviate the strains on the banking system Hbnt Commission put forth a number
of policy recommendations for lawmakers’ considerat On the regulation of interest rates, the
commission suggested eliminating the controls me tand savings deposits, but not the one
setting the rate at zero percent for demand depos$ite panel also suggested expanding the
powers of depository institutions to engage in dewiarray of activities, ranging from making
other types of loans to investing in various typesecurities. The Commission proposed
making charter conversions easier for all typedegfository institutions and lifting the
branching limitation to allow intrastate branchingnother proposal sought to make Federal
Reserve membership mandatory for all state-chart@wenmercial banks, S&Ls, and mutual
savings banks that offer transaction accounts. Qdramission also recognized the need to
develop more uniform standards for how the FDICdteah bank failures and to consider criteria
other than the least cost when determining hovatalle bank failures. The panel advocated
creating a new agency to oversee all the stataeredrdepository institutions and renaming the
OCC the Office of the National Bank Administratoidegranting it the responsibility for
overseeing all federally chartered banks.

Toward the end of the year, the failure of thetebhiStates National Bank (USNB) of
San Diego, California startled the American pubha the policymakers. There had been little

warning from the OCC prior to its closure on Octob®, 1972. USNB had assets of

“5 Alan Greenspan, the future Chairman of the Bo&@avernors of the Federal Reserve, was one ofibaty
commissioners.

“% The term “disintermediation” was a fairly new dnecing its origins back to ldew York Timearticle that stated,
“the refinancing got high marks from Wall Streetaese of the Government’s effort to lessen “dismeliation” —
heavy withdrawals from savings institutions foredirinvestment in the securities market” (Allan 8967).
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approximately $1.2 billion when it became insolvetd its downfall marked the largest bank
failure since the Great Depression. Since thell@&)s, USNB was engaged in questionable
lending to insiders and firms affiliated with itsettors; this behavior triggered repeated
regulatory criticism, but the bank had always maakip satisfy the regulators’ complaints.
Rather than being a casualty of the recessiont@ddonomic times, however, U.S. National's
failure ultimately resulted largely from “self-dea” (White 1992: 26). Until November 1972,
however, OCC examiners had not classified the Inratike problem category in danger of
failure. The OCC then took another eleven mongifere finally placing the institution into
receivership. As a result, the Comptroller’'s adfreceived heavy criticism from the media and
lawmakers in Washington for its apparent lack oftlughness in the examining process and
lack of promptness in taking action.

With U.S. National’s failure fresh in the publicrsxkiousness, the House Banking
Committee wasted little time in January 1974 rapgra banking bill (HR 11221). Most
importantly, the measure raised deposit coveranislifrom $20,000 to $50,000; in addition, it
fully guaranteed the time and demand deposit adeamfrgovernmental units without regard to
the amount. The purpose of such increases in depsgrance was not only to reassure the
American public, but, more importantly, to enticemmfunds into the banking system during a
time of high interest rates. Nearly two weeksrafegds on February 5, the full chamber
approved HR 11221 by nearly a two hundred vote marg

The Senate, however, was in little hurry to actlmmeasure, for not until June 4 did the
Senate Banking Committee report is version of HR211 The Banking Committee made
several changes from the House version. Chief grttoem concerned the deposit coverage

limits on which it removed the unlimited federalgantee on the time and demand deposits of
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local governmental units and the $50,000 limitifalividuals that it lowered to $25,000.
Against the wishes of Sen. William Proxmire (D-Whe soon-to-be chairman, the committee
attached an amendment allowing a limited numbéeadrally chartered S&Ls, to demutualize
and convert to stock corporations. In additioe, #enate Banking Committee included an
amendment extending through 1975 federal bankiega@gs’ authority to establish interest rate
ceilings. Then, nine days later the Senate passedrsion of HR 11221 by a margin of 89-0.
Because of the two HR 11221s, House and Senate ersrodnvened a conference. At
the beginning of October, conferees reached arr@edoen House members accepted most of
the Senate amendments added to HR 11221. Modilyatiae two chambers diverged widely
on the increased coverage limits of federal depositrance. Whereas the House wanted a limit
of $50,000, the Senate desired a limit of $25,000;conferees agreed to increase the coverage
limit to $40,000. The conference committee alsweased coverage for governmental unit
deposits to $100,000. In addition, the confereegppted the Senate’s extension of federal
authority to set rate ceilings. The committee alsquiesced in the Senate’s attachment of the
Equal Credit Opportunity Act amendment that ességtprohibited depository institutions from
discriminating based on sex or marital status.G@tober 9 and 10, respectively, the House and
Senate approved the conference report with oniggiesHouse member voting against the bill.
President Gerald Ford, who had taken office Au@ustlowing Richard Nixon’s resignation
over Watergate, signed the bill October 28.
Meanwhile, on the day the House approved the cenée report for HR 11221, Franklin
National Bank (FNB) of New York failed. This bahkd been among the nation’s twenty
largest banks and had had nearly $5 billion intassteits height. At its height, FNB held

approximately $5 billion in assets and was amoregtion’s twenty largest banks. Unlike
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USNB which collapsed largely due to insider degliayB failed because of its overexposure to
the international lending markets. Although FramMational began on Long Island, it
expanded into New York City in the sixties to cortgpeith the money center banks. When
American banks were squeezed by rate ceilingsaate sixties and seventies, FNB followed
the other money center banks to Europe where ltqmay market rates of interest. To meet the
extremely high interest rates, the bank took t@slaging in foreign exchange (FX) markets.
When U.S. inflation surged in the mid seventiesutih, Franklin National’s bet on the
American dollar cost the institution dearly. Faeliag its holding company’s May 1974
announcement that it would cease dividend paymams) ensued. As a result, the bank lost
over a billion dollars in a little over a monthhd& Federal Reserve reluctantly provided FNB
advances to stem the panic, while the Comptroberded how to handle the failing bank. The
OCC did not close the institution for another fowsnths. The failure of Franklin National
raised the new specter for regulators of what tavbden such a large bank verged on insolvency.
Since they had never really faced such an issuwdaehey had no plans in place. For that
matter, neither did elected officials as they werebusy with Watergate and the political fallout
from the midterm elections to pay much attentiothattime to the bank failure.

When the 9% Congress convened in January 1975, the poligcaidcape had changed
dramatically with the arrival to Capitol Hill of mg freshman Democrats and the turnover of the
House and Senate Banking Committee Chairmansiipde upper chamber, Sen. William
Proxmire (D-WI) became chairman of the Banking Cattea when Sen. John J. Sparkman (D-
AL) vacated the position to take the helm of theeign Relations Committee. In the lower
chamber by contrast, freshmen Democrats revoltathsgthe seniority system and deposed a

handful of committee chairman, including Rep. Wtiglatman; in his place, Rep. Henry S.
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Reuss (D-WI) became Chairman of the Banking ConemittEven with this changed political
landscape, though, both chambers pursued bankilugtiry reform, having not tackled the
problem late the prior year.

Because the House Banking Committee had begumwitscomprehensive study of the nation’s
banking system, it did not participate in any coef@nsive banking reform; instead, it focused
on legislation narrowly tailored to reduce inflatéoy pressures. Out of this legislative effort in
the spring, Chairman Reuss introduced a bill (HR8&equiring the credit allocation activities
of the twenty largest American commercial banksréeked by regulator. The measure required
the group of banks to report the amount of loaey thade to individuals in nine delineated
categories. Fearing that such a bill would entatige federal government in the credit
allocation process, House members on June 23 ddféan a floor vote.

Even though the House had deferred any compreleehanking reform legislation until
the completion of its study, the Senate pusheddahith a bill (S 1267). By the time the Senate
Banking Committee reported its measure on Novergabgeten banks had all ready failed in the
year to date, the first time bank failures had heacdouble-digits since WWAT. The Senate
bill resembled the Hunt Commission’s policy recomrmghegions. The measure phased out
Regulation Q ceilings within five and a half yedrat in the interim, it did not eliminate the
existing differential between banks and S&Ls. WKalihe Hunt Commission, however, S 1267
ended the prohibition against checking accountéste The bill also allowed thrifts to offer
checking accounts and commercial banks and tmét®nwide to offer NOW accounts, thereby
eliminating many of the distinctions between thpaigtory institutions. Furthermore, the
measure expanded the investment and lending pafbenks and thrifts, not to mention

permitting federal S&Ls to convert to stock corgamas. On December 11, the Senate easily

*" Two more banks failed in the latter half of Decemtbringing the annual failure total to twelve.
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approved S 1267. In passing the bill, howeverctiember made some minor revisions, most
notably postponing elimination of the prohibitiogagnst paying interest on checking accounts
for a year. Because the House failed to act obithpreferring to wait until the completion of
its study in 1976, the proposed legislation wentimere.

A few days before the Senate Banking Committeerted S 1267, Sen. Proxmire
introduced some incremental banking reforms withtlaer bill (S 2672) extending the existing
prohibitions against instituting certain local taxan out-of-state depository institutions. The
Senate Banking Committee reported this more mdadkdovember 20. The full Senate then
considered and approved the measure December Rillithiouse followed suit eight days later,
but, in the process amended it. Because of thesa@ments and the action occurred at the end
of the congressional session, the bill lingeredl eatrly February when the Senate agreed to the
House version and added amendments and the Honseroed in the resulting legislation. On
February 27, 1976, President Ford then signed 3.1&6addition to extending the prohibitions
against taxing foreign banking institutions, PLZ2R granted all federally chartered banks and
thrifts in CT, ME, RI, and VT the ability to offdOW accounts, thereby extending NOW
account authority to all the New England states@edting an experimental laboratory in which
to test the financial innovations.

With the two largest American bank failures havirogurred within the last two years,
the Senate was trying to deal with the nation’dfmm banks so that policymakers were not
caught unaware again. Though the issue of trouieks is typically too esoteric for the
general public, a number of newspaper stories @atlye year exposing the names of
endangered depository institutions generated manbezrn and demand for legislative action.

One of the first such instances appeared Januaoy tieWashington Post'front page when
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the paper ran a story titled “Citibank, Chase Matameon U.S. Problem List” in which it
disclosed the “privileged” information (Kessler B)7

In March the House Banking Committee proposedrabar of bills, the most important
of which imposed the system of federal banking l&gun of foreign banks operating in the
United States (HR 13876). Unlike American bankscWhwere separated not only from other
areas of commerce, but also from the other findiselavice industries, foreign banks were
structured differently with no separation from th@sher industries. As a result, they had not
been subjected to the bank regulatory system agstinrbanks had. Foreign banks thus avoided
deposit insurance, branching restrictions, andiggtimitations. Instead, the individual states
had taken sole responsibility for chartering argutating foreign banking entities. By extending
federal regulatory authority, legislators hopee@liminate foreign banks’ competitive
advantages. Although the House ultimately padsedneasure in late July, the bill died in the
Senate.

The month before the House approved HR 1387@#mking Committee released the
entirety of its long-awaited Financial Institutioimsthe Nation’s Economy (FINE) Study. The
project originated in April 1975 when the House Biag Committee selected the economist
James Pierce to lead a group of academic expataiaig the banking system and suggesting
possible reforms. The study, which was composeddi¥idually authored papers, was intended
to inform the committee and provide a starting péon reforms. The study provided Congress
with a means of recapturing from the executive binathe issue of banking regulation.

The FINE Study presented its policy proposals enfitst chapter titled “Discussion
Principles.” Central to this study’s proposal was notion that “the present system must give

way to a single, strong Federal Depository Insbing Commission that will better serve the
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public interest and the interest of the financ@henunity here and abroad” (U.S. House 1976:
16). In this way, FINE sought to consolidate regoy authority for all depository institutions,
regardless of state or federal charter, in thisfederal agency. This agency even received
regulatory oversight of foreign banks operatinghe United States, thereby extending the bank
regulatory structure to foreign competitors. Witk creation of this agency, the Federal Reserve
relinquished its regulatory oversight of banks bBadk holding companies, but it gain greater
authority over the monetary system by the requirgrtieat all depository institutions join the
Federal Reserve System.

FINE focused not only on the architecture of thekiag system, but also on providing
depository institutions the requisite powers sa thay could compete safely and effectively in
the contemporary environment. One such power dedunterstate branching by all federally
insured depository institutions provided that indial states did not prohibit it. The Federal
Depository Institutions Commission, though, wowddulate all interstate branching. The study
recognized that fluctuating interest rates hadlateeous effect on depository institutions, for
“artificial ceilings on interest rates paid to dspors reduce the incentive to save, discriminate
against small savers, and have not succeededverineg disintermediation” (U.S. House 1976:
7). To position depository institutions to meet tthallenges posed by fluctuating interest rates,
it advocated eliminating all Regulation Q ceiliraged the statutory prohibition against the
payment of interest on checking accounts. Theygdposed that the Federal Depository
Institutions Commission handle the phasing ouhefke rate controls. FINE proposed expanding
the list of powers available to depository instduas, such as authorizing thrifts to offer
transaction accounts and make more commercial |tlaeeby making them behave more like

banks. It also suggested making the process dasirifts to convert to banks. This
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conversion process entailed thrifts demutualizarg], in so doing, gaining access to more
capital. With the 1976 presidential election lgsmn six months away, however, the legislative
impetus for banking reform receded, and no acticemg note occurred concerning FINE before
year’s end.

THE CARTER YEARS

With the federal government back under the Demetuatified control, lawmakers
returned to banking policy in 1977. The year’'sondggislative initiative, though, which took
nearly six months to complete, did not begin agldaving anything to do with banking.
Instead, the measure originated as a housing doah @id bill. In one of the Carter
administration’s earliest actions, the Housing Binbdan Development Secretary Patricia Roberts
Norris asked Congress in testimony February 2éd¢oease federal housing programs
substantially and extend the community developrb&rak grant program for another three
years.

In response to the HUD Secretary’s request, HoaskiBg Chair Reuss and several
colleagues introduced a bill (HR 6655) in late Apsiredevelop urban areas by streamlining the
urban grant process. The Banking Committee quipklsed the measure on May 2, and the
House followed suit on May 11. Because the bila@ned large grants for urban renewal, the
main area of dispute surrounded the funding formiillaroughout its legislative development in
the House, the bill lacked any anti-discriminatprgvisions applying to depository institutions
and had nothing to do with banking regulation.

A mere five days after the House passed HR 6685S#dnate Banking Committee
approved its own version of the bill (S 1523).tHe process, Banking Chairman Proxmire

attached a provision from an earlier anti-redlinioilgy(S 406) he had sponsored requiring federal
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regulators to consider a depository institutio®sard of meeting its surrounding communities’
credit needs when deciding on branching applicaflfdrFollowing two days of debate in which
disagreement surrounded the funding formula, theteeon June 7 passed the bill (S 1523).
Proxmire’s redlining provision, however, elicitedpmsition from senators, such Robert Morgan
(D-NC), who feared it would lead to the allocatmircredit and inefficiencies due to its
additional paperwork.

Even though a conference convened on June 2&l natireach a final agreement until
late September. Continued disagreements overdick grant formula caused this delay.
Nevertheless, the House conferees acquiesced Beth&te’'s anti-redlining measure. President
Carter signed the bill (HR 6655) into law Octob&r TThough the CRA gave regulators up to
390 days to implement it, it “require[d] each apgprate Federal financial supervisory agency to
use its authority when examining financial instauos, to encourage such institutions to help
meet the credit needs of the local communitieshicivthey are chartered consistent with the
safe and sound operation of such institutions’S( Statutes at Larg®l (1977): 1147). Thus,
the Community Reinvestment Act (CRA) was born @k NIl of the Housing and Community
Development Act of 1977. Although this piece ofisbregulation ran only a page and a half in
length and played a rather innocuous role durisdjnst decade, it grew significantly during the
nineties until it became another means of imposagglatory burdens on the banking industry.

Soon after the start of 1978, the House followeam its recent FINE Study when
Banking Committee member St. Germain introducedl HR 10899) extending the regulatory
structure to cover foreign banks operating in th8.lby assigning the Federal Reserve the

oversight duties. The most controversial aspeth®bill in the House revolved around whether

“8 Redlining refers to the discriminatory practiceléyders of denying borrowing requests by homeosvaad
businesses based on race or ethnicity. The teigimated from the practice whereby lenders woultio@i in red
whole neighborhoods on a map in which they wouldio@an money, especially mortgages.

94



foreign banks branched across state lines. Beahrsestic banks were prohibited from
branching across state lines, members of Congtesstely decided upon limiting foreign
banks’ branching to their foreign operations onRepresentatives also required foreign banks to
subscribe to federal deposit insurance for alhiitllial bank retail depositors. The House
approved the proposed legislation in early Apuit the Senate delayed consideration until
August. When the Senate finally took up the la®l principal action involved amending it to
authorize the Federal Reserve to impose reserureaeents on foreign banks equal to what it
imposed on domestic institutions. Given that HR9®focused on regulating foreign banks by
subjecting them to regulation similar to domestaks, it was rather non-controversial such that
both Houses agreed to the alterations by mid Ayglesiring the way for the bill to become law
in mid September as the International Banking Adt3¥8. In addition, the legislation extended
the BHCA'’s nonbanking restrictions to foreign banks

With the 98" congressional session about to end in mid Octéteps. St. Germain,
Reuss, and Annunzio (D-IL) co-sponsored a bill (HR79) a mere week beforehand containing
a single title extending Regulation Q authority &mother year. This measure was so non-
controversial that the House approved it the nayt drhe bill arrived in the upper chamber
October 12, at which point the Senate Banking CatemiChairman substituted a much longer
bill with fifteen titles. Most of the provisionsald all ready been passed by the Senate. The full
Senate then approved the newly expanded bill tme gtay and returned it to the House. After
attaching a few additional provisions it had apgaearlier in the year, the House on October
15 agreed to the amended bill; the Senate concurrtbe bill the same day. On November 10,
President Carter signed the Financial InstitutiBegulatory and Interest Rate Control Act

(FIRIRCA) of 1978.
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In addition to extending Regulation Q authority &mrother year, the legislation
authorized federally chartered New York banks dmift$ to provide NOW accounts. The
statute also authorized the Federal Home Loan Baakd (FHLBB) to begin offering mutual
savings banks the option of obtaining a federattelha Moreover, those savings banks selecting
the federal charter gained the option of converfingh a mutual organization to a stock one. To
aid regulatory agencies in handling problem baRKRJRCA permitted the federal regulators to
issue bank executives and directors, rather thstrilpe depository institutions themselves, cease-
additional powers to extend loans or purchase $keta of troubled federally insured banks and
thrifts. Furthermore, Title X of the bill orderélde creation of an interagency body, the Federal
Financial Institutions Examination Council (FFIE®),establish uniform regulatory standards.
The FFIEC included the Federal Reserve, the FINEFHLBB, the FSLIC, the NCUA, and the
OCC. The interagency council, though, did not canoe operations until March 10, 1979.

By that time, several regulatory agencies hadeallly issued rulings permitting their
subjects to provide some new transaction servicesstomers. Needless to say, the agencies
themselves instigated these legal challenges ggp#rsuaded members to sue their regulatory
counterparts. On April 20, 1979, in the consokdatase oABA v. ConnejllIBAA v. FHLBB
USLSA v. Board of Governors of the Federal ReséineeD.C. Court of Appeals decided the
fate of three financial product innovations: auttimaansfer services from savings to checking
accounts in commercial banks, share drafts in trgdons, and remote service units in savings

and loan associatioff$. In aper curiamopinion, the court ruled that the respective fatler

9 An automatic transfer service (ATS) is a preareshgervice that transfers funds from a savingsdoegking
account to maximize interest earnings or cover egedthdrawals as checks come in for clearing. r&tdaafts
accounts are interest bearing transaction accquoatsded through credit unions; they are akin tiftsi negotiable
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regulatory agencies lacked the statutory authtwoigpprove these innovative financial
products’ The court reasoned that
[tlhe net result [of approving these innovationa$ been that three separate and
distinct types of financial institutions created®gngressional enactment to serve
different public needs have now become, or aralhapiecoming, three separate but
homogeneous types of financial institutions offgriirtually identical services to the
public, all without the benefit of Congressionahsmleration and statutory
enactment. 686 F.2d 953 (D.C. App. Ct. 1979)
The Court of Appeals reversed the district coumihgs upholding the financial product
innovations and remanded the cases for furtheoractiBecause the court realized that American
consumers had grown accustomed to these finan@dupts, it delayed its order until January 1,
1980.

To avoid the ensuing disruptions caused by thetealings taking effect, lawmakers had
to act by year’s end. In a congressional addredday 22, President Jimmy Carter advocated
enactment of “comprehensive financial reform leagish” to repair “a system which has become
increasingly unfair to the small saver” (Carter @9828). The president sought to reform
America’s depository institution system which hadffered large outflows of money as
depositors sought to avoid rate ceilings that pneack the intermediaries from meeting the
market rates of interest. President Carter, howeubrocated not only removing interest rate
ceilings, but also expanding “new investment poisosthat depository institutions gained the

ability to pay the high market rates of interesai@r 1980: 929). Toward that end, he asked

order of withdrawal (NOW) accounts. A remote seevilnit is merely another name for an automatéertel
machine (ATM).

*° The litigants included the American Bankers Asatieh (ABA), Lawrence B. Connell, Jr. of the NatibiCredit
Union Administration, the Independent Bankers Asasttmn of America (IBAA), the Federal Home Loan Ban
Board (FHLBB), and the United States League of 8gwiAssociations (USLSA).
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Congress to act on four particular items: the elation of all interest rate ceilings, the authority
of all federally insured depository institutionsgimovide interest-bearing transaction accounts,
the ability of all federal thrift institutions tdfer adjustable rate mortgages and to invest up to
ten percent of their deposits in consumer loanst€€a980). The first two items applied to
banks whereas the last two applied only to thri@siriously absent was any mention of changes
to federal deposit insurance.

Nearly four months elapsed before legislatorsosesty followed up on Carter’s reform
proposals. On September 11, the House easily ghassarrowly tailored bill (HR 4986) titled
the “Consumer Equity Act.” Besides overturning €. Appeals Court ruling by authorizing
the three new financial products, the proposedlagion extended NOW accounts to banks and
thrifts across the U.S.

Not until mid October did the Senate Banking Cotteeireport legislation. The
Banking Committee version differed significantlpiin the House passed bill because it not only
imposed reserve requirements on all banks offdd@yV accounts, but also phased out interest
rate ceilings. On November 1, the upper chambédr feitver than ten senators opposing easily
approved its reform bill. During floor debate, NCAcounts proved to be the most
controversial issue because they entailed mandegsgrve requirements and elimination of the
thrift industry’s quarter percent interest rate aubage’’ To resolve this controversy, the Senate
stripped the reserve requirement extension fronbihe Then, to assuage his large constituency
of thrifts, Sen. Alan Cranston (D-CA) amended theexempting California S&Ls from
providing NOW accounts. Unrelated to this contrgsyebut undoubtedly beneficial to thrifts,

Cranston also contributed a provision raising #efal deposit insurance limit from $40,000 to

*1 The thrift industry benefited from a quarter pdirterest rate differential over banks ever sifeelnterest Rate
Control Act of 1966 extended Regulation Q ceilitgshrifts.
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$50,000 to allow the ailing industry to attract dsibs more easily in the distressed economic
times.

On November 7, the House Banking Committee ametide&enate bill by attaching a
previously passed measure concerning Fed memberlhtped defections ceased, the bill would
permit reserve requirement reductions. Conversieed membership continued to decline, the
measure would impose on all banks mandatory resequgrements. The full chamber
approved the revised bill later that day and retpaea conference. The conference committee
convened on December 5, but was unable to reaekard. The principal disagreements
surrounded the Senate’s elimination of rate cesliagd the House’s Fed membership provisions.
Describing the impasse created by these two istiuesjouse Banking Committee Chairman
Henry S. Reuss (D-WI) said “The irresistible fosm®ems to have met the immovable object”
(Congressional Quarterly 1980a). These disagreesmemained through year’'s end and
thwarted legislative passage.

Just as federal lawmakers were responding toemt@ourt order, the FRB also found
itself responding to a court decision from earirethe year. On March 19, 1979, the Fifth
Circuit Court of Appeals deciddelorida Association of Insurance Agents v. Board of
Governors The case was a class action lawsuit broughthligsurance agents’ trade group
against the FRB for a series of decisions perngiftiank holding companies to enter the
insurance agency business. The court overturreeBe¢d decisions on the grounds that the
Board did not adequately consider the public bémefieach application. In the court’s view,
“The basic principle is clear that the Board carigonbre the applicability and effect of state law
inasmuch as it bears upon the public interest detation by the Act” Florida Association of

Insurance Agents v. Board of Governb&l F.2d 334 (1979)). As a result of this fedemlrt

99



decision, the Federal Reserve Board in Novembeseduts Regulation Y. Effective December
5, the Board'’s revised Reg Y permitted “bank hajdmompanies or their nonbank subsidiaries
with a principal place of banking business in a oamity with a population of 5,000 or less to
sell any type of insurance in such a community” f@8l. Res. Bull. 903, November 1979).
Thus, the Fed constrained future insurance agectoyitees severely to small municipalities in
which the bhcs all ready conducted their main bagkiusiness.

Since permanent legislation preempting the cading remained stuck in conference,
Congress moved to authorize the services tempgrafFibward this end, both chambers passed
an authorization right before Christmas, and, ondd&ber 28, President Carter signed the
legislation. Public Law 96-161 temporarily autlzexd the three types of transaction services
from December 31, 1979 until April 1, 1980. AltlghuCongress bought another three months
with P.L. 96-161 to delay a court order temporatilyyeeded to complete long-term action when
its next session resumed.

The temporary authorization of P.L. 96-161, howefaaled to address the Federal
Reserve or the circumstances that caused it tortakageits fundamental change in monetary
policy targeting bank reserves. In early Febrd®#§0, Federal Reserve Chairman Paul Volcker
testified before the Senate Banking Committee. ofding to him, the defection of banks from
the system had become an “avalanche” (Congressigueaiterly 1981a). Given that the Federal
Reserve paid no interest on required reserves @@lamaintaining the interest-free balances at
the Fed, especially in times of high interest rabesame very costly. Unless lawmakers
addressed Fed membership, banks defecting threbtieaeffectiveness of the Fed’s new

monetary policy, not to mention unfairly burdenihg remaining members.
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With legislation fundamentally reforming the bamdisystem held over in conference
through the start of the next year, the confereesnvened on March 5 and successfully
resolved their differences. Sometime during tmgiley negotiating session that went deep into
the night, the House Banking Committee Chairmamé&ed St. Germain (D-RI) attached a
provision raising the deposit insurance limit t@®8000 (Liscio 1989; Wall Street Journal
1991)>% This $60,000 increase far exceeded the one @rahad attached to the Senate bill.
With the differences between the two chambers wbdi, the bill’s final passage was rather a
formality with the House approving the conferenegart easily March 27, the Senate following
suit by voice vote the next day, and PresidenteCaigning the legislation three days later. The
bill's official title was the Depository Institutits Deregulation and Monetary Control Act
(DIDMCA) of 1980 (P.L. 96-221).

In addition to the deposit insurance increaseldgislation had several other important
provisions divided among seven subheadings. Antleagnore important of them were the first
four. The first title concerned monetary contrbExtended reserve requirements to all
depository institutions, phased in the requiremémtson-members over an eight year period,
lower reserve requirements for existing membergreded reserve requirements to foreign
branches and subsidiaries of U.S. banks, and eadelReld services, including the discount
window, to all depository institutions, but requirhe central bank to charge for the use of its
services. The second title possessed the labgid&i®ry Institutions Deregulatio® This

section provided for the phasing out of interet# ilings over six years by creating a

*2 Curiously enough, news of St. Germain’s culpapilitraising the deposit insurance limit came ¢ghiinearly ten
years afterwards when journalists disclosed ih&irtdiscussions of causes of the S&L crisis. G&rmain was
notorious for his support of the thrift industriggetfirst job he took upon leaving public life invell lobbying for the
USLSA.

%3 This section of the statute dealing with the witlwdal of the government from an area of activityswtae only
one to fall under the “Deregulation” heading.
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Depository Institutions Deregulation Committee (P which was composed of the chairmen
of the Federal Reserve, the FDIC, the FHLBB, théACthe Treasury Secretary, and the
Comptroller of the Currency, to handle the governtisewithdrawal from the sphere of dictating
interest rated! The third heading authorized not only NOW acdswm a nationwide basis, but
also all three of the transaction service innovetioverturned by the 1979 appeals court ruling.
This section of the bill effectively eliminated oakthe main distinctions separating commercial
banks from other depository institutions. The fbwgection expanded the powers of thrifts to
make consumer loans, to make mortgage loans witlegard to geographic constraints, to offer
trust services, to offer credit card services, @nidivest in a variety of securities such as
corporate debt obligations and commercial paper.

As federal lawmakers were enacting the most fachieng legislation affecting banking
in nearly fifty years, the nation’s twenty-thirddgst bank verged on insolvency; it had over $9
billion in assets. Even though federal regulateese closely monitoring First Pennsylvania
Bank, N.A. (First Pennsy) since at least 1979%atsdition began spiraling downward in late
March 1980°° To halt further deterioration and losses to tepasit insurance fund, the FDIC
on April 28 declared the bank “essential” and ateit an assistance package rather than close it
or sell off its assets. According to the FDIC'§@&l history, “In this case, the FDIC’s
determination of “essentiality” was based mainlysore” (FDIC 1984: 95). Because of existing
laws against interstate banking and branching arstl Fennsy’s large size, regulators could not
find any buyers to assume the bank’s depositheptiad no alternative, in their view, to bail

out the firm.

** The voting members of the DIDC included the TrepSecretary, and chairmen of the Federal Reséree,
FDIC, the FHLBB, and the NCUA. The Comptrollertbé Currency also was a member, but he lackede vot
% Notice the N.A. in the bank’s name indicating @sia National Association and thereby regulatedchadered
by the OCC.
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According to FDIC Chairman Irvine Sprague, “Therasvstrong pressure from the
beginning not to let the bank fail. Besides haafrom the bank itself, the other large banks,
and the [C]lomptroller, we [the FDIC] heard frequefftom the Fed” (Sprague 1986: 88). In
spite of the intense lobbying efforts, in Spragueéw, the FDIC Board did not decide on a
bailout until it had exhausted all its other resioln options (Sprague 1986: 92). The bailout
package provided $500 million in loans with $17%liom from other banks and $325 million
from the FDIC. As a condition of its loan of $32filion, the FDIC required the bank to issue it
warrants that were convertible to bank stock;dereed warrants equivalent to twenty million
shares?

On June 9, 1980, the Supreme Court ruled that haltkng companies could expand
across state lines through nonbanking subsidiafies.controversy had originated with an April
1973 Board of Governors order rejecting BTNYC's laggtion to provide investment advisory
services in Florida. Rather than sue the Boamlgh, the bank holding company sued the state
for violating the Commerce Clause. In the casereet, the Court found that Florida violated
the Commerce Clause. According to the majoritympi, “Under the Florida statute,
discrimination against affected business orgaronatis not evenhanded because only banks,
bank holding companies, and trust companies witicgrals operations outside Florida are
prohibited from operate investment subsidiariegiving investment advice within the State”
(Lewis, Comptroller of Florida v. BT Investment Mgges, Inc. 447 U.S. 27 (1980)). Thus, the
Supreme Court signaled to bank holding companishing to expand across state boundaries

that any state laws discriminating against outtatescompetition would be highly suspect. In

5 The warrants led to a shareholder’s suit of thédFr lacking the authority to impose such coruafig in its
financial assistance package. The cadehilfp Zinman v. FDIC567 F. Supp. 243 (U.S. District Ct. 1983) is the
only legal challenge to the agency’s “essentialggiver, but the District Court ruled solely thag fiberal
construction of the statute permitted the regultdompose whatever conditions it desired.
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the process, the Court strengthened the Federah®eas it approved expanded activities of
holding companies.
CONCLUSION

This chapter recounted the 1969-1980 period ok lbagulatory policy, a period that was
marked by the appearance of significant turmogetihg the industry. This turmoil, of course,
was nothing compared to what struck the bankingstrg during the subsequent twelve years.
Nonetheless, during this period regulators scradhtdeesolve the mounting bank failures,
particularly a handful of the nation’s largest banK hese events led lawmakers to place
mounting pressure on the regulators, but it wadatgely unnoticed resolution mechanism
developed by the FDIC during this era that haddhgest impact on subsequent regulation. The
FDIC employed its “essentiality” power to extendancial assistance to a number of banks and
thus prevent them from closing. This process begtntiny Unity Bank and Trust and ran
through First Pennsy, but would develop furthethie next twelve years. This focus on
resolutions, though, is not to say that the othver tegulators were absent or uninvolved, rather
they were simply restrained in their efforts to &g the activities available to banks. The
Federal Reserve, though, did make some early atseimexpand the business activities open to
banks by granting affiliations through the holdo@mpany structure, but these efforts were
nothing like what followed over the next two decade

Even though federal lawmakers played a prominaetin the events of these years, they
responded retroactively to developments in the ibgngystem. Both the White House and
Congress conducted extensive studies of the basstgm and its regulatory troubles, yet they
failed to enact many of the proposals, thus leauiiogt regulatory policy change in the hands of

regulators. Aside from 1970's BHCA Amendments 4880’s DIDMCA, most of the banking
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legislation was rather limited in scope and metgdglated the statutory code to accord with
contemporary regulations. Elected officials, thoudjd enact regulatory statutes, such as the
CRA, imposing new social responsibilities and otiy&s on banks and bank regulators. Though
relatively innocuous at the time, later generatiohlewmakers would seize upon them to

influence the goals and operation of the bankiragesy.
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4. BANKING REGULATION’S TWELVE TUMULTUOUS YEARS: 181-1992

This chapter investigates banking regulation dutire administrations of Ronald Reagan
and George H.W. Bush. The twelve years examineslihelude the most legislatively
productive period as measured in terms of majokingnstatutes since FDR’s administration.
Seminal pieces of legislation included the Garngg&trmain Act of 1982, which granted thrifts
and banks additional powers and sped up the phasd mterest rate ceilings, the Competitive
Equality Banking Act (CEBA) of 1987, which closdtetnonbank bank loophole by redefining
what constituted a bank and pledged the governséult’'faith and credit behind all insured
deposits, the Financial Institutions Reform, Reecgyand Enforcement Act (FIRREA) of 1989,
which granted the FDIC the right to increase prenswand to seize the assets of a healthy bank
when any affiliated bank fails, and the Federal @pinsurance Corporation Improvement Act
(FDICIA) of 1991, which, among other things, allahie FDIC to establish premiums
accounting for a bank’s risk level and to interv@nemptly when a bank’s capital fell below
accepted levels.

Though the deregulatory period is considered tehmagun in banking in 1980 with
enactment of DIDMCA, it supposedly continued thriodige period here and the subsequent one
under Clinton. Nevertheless, this characterizatibtihis nearly twenty year period is quite
misleading, for policymakers almost never repeadgailations without replacing them with
some other type of regulations. Moreover, lawmslkestituted entirely new regulations relating
to capital requirements and extended social reigulatelating to consumer protection and
extending credit to inner-cities and poorer comrtiegi

Throughout this entire twelve year period, alethfederal banking regulators were

actively involved in the policymaking process. THRIC was busy coping with increasing
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numbers of bank failures. Though most of theselugisns elicited little attention from
lawmakers or the public, the agency’s extensiofinaincial assistance to Continental lllinois in
1984 and to a handful of other large banks in #meaining years of this period triggered a loud
outcry and charges that these banks had beconiegdo fail. Because the FDIC lacked both
the means to alter premiums for much of this peaiod the inability to accurately monitor
banks’ assets, a moral hazard problem existeds @roblem was only worsened, though, by
actions of the OCC and Federal Reserve.

These two agencies employed their statutorily guauthority to expand the activities
available to banks. The OCC, for instance, usedatver to find securities brokerage and
insurance agency as “incidental” to banking. Lilsythe Fed used its power to permit banks to
affiliate through the holding company with firmsatiwere engaged in prohibited securities
activities provided that the revenue from these¢su@mained less than 5 percent. The approval
of such arrangements really began in 1984 whekédeapproved an application by a bhc to
engage in commercial paper; it then quickly sprteasther bhcs, then expanded to include other
types of securities. Over the course of the petioel revenue limit doubled and the list of
“ineligible” securities grew. Furthermore, the FadL984 crafted a “source of strength” policy
that it used to justify all these decisions. lagingly enough, both the Fed and OCC
rationalized their expansions of banks’ powers aams of creating stronger depository
institutions.

THE REAGAN YEARS

Because 1980’s Depository Institutions Deregutatind Monetary Control Act

(DIDMCA) failed to improve the banking and thrifidustries enough, lawmakers needed

additional banking legislation following Presidétg@agan’s inauguration. Not until October

107



1981, however, did members of Congress make stgmifiprogress on banking policy to address
the industry’s crisis. On the third day of the rtigrihe House Banking Committee reported the
Depository Insurance Flexibility Act (HR 4603). dbill, championed by House Banking
Committee Chairman St. Germain, was an emergenagune granting the FDIC and FSLIC
additional powers to aid to troubled banks andt#hénd to arrange acquisition partners for
failing depository institutions. On October 28 tHouse approved the bill. In passing HR 4603,
though, the House attached two amendments: onedsmaen limited the simplified acquisition
procedure to troubled thrifts and the other amendmexjuired federal regulators to follow an
order of merger preference. This merger preferender sought acquisitions between similarly
chartered institutions in the same state, thendifferent state, then a depository institutioraof
different charter in the same state, and finallyrestitution with a different charter outside the
state.

Meanwhile also in October, the Senate Banking CdteenChairman Jake Garn (R-UT)
introduced the Financial Institutions Restructuramgl Services Act of 1981 (S 1720). In
addition to providing federal regulators with emesrgy powers to deal with failing depository
institutions, Garn’s bill extended the powers ofmeoercial banks to thrifts so that they gained
alternative means of revenue to make commerciaklaavest in real estate, invest in corporate
debt, and offer checking accounts. FurthermorE/Z granted banks and thrifts entry into the
mutual fund and insurance industries and grantédmad banks authority to underwrite and
trade municipal revenue bonds. With the end ofytraa approaching, though, Sen. Garn
decided to wait until the following year to accomplmajor banking reform, so he put aside
both his own legislative proposal and the Housepdsitory Insurance Flexibility Act. Thus,

legislators achieved little progress in 1981 onliaeking front.
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Although Sen. Garn had prioritized banking refavith his far-reaching S 1720, his
inability to garner enough committee support resaa him from passing anything. Instead,
Chairman Fernand St. Germain and the House Barkomgmittee initiated legislative reform by
approving a bill (HR 6267) May 11; the Net Worthdsantee Act provided financial aid to the
nation’s troubled S&Ls. The measure authorizedTiteasury to guarantee the net worth of
thrifts whose equity to assets ratio fell below fercent. In committee debate, St. Germain
defended his bill arguing, “This is a no-cost ditr It's not a bailout” (CQ Almanac 1983).
He was not completely honest in his advocacy ofeageslation, for the bill would entail large
Treasury outlays if the federal government exectitenet worth guarantees in the event of
thrift failures. Nevertheless, St. Germain cartieel measure in a party line vote, and, in so
doing, defeated a Republican alternative that gueedl the troubled thrifts’ net worth, but only
up to two percent of their assets. The House agpr6iR 6267 on May 20. Rep. Frank Wylie
(R-OH) put forth the Republican alternative guagaimg only a portion of S&Ls’ net worth
using a sliding scale. Democrats, though, ralliemind St. Germain’s bill and defeated the
Republican substitute. Thus there was a Demodratiative to buttress the ailing thrift
industry through a federal guarantee.

Since he still lacked the votes, Sen. Garn inJatg abandoned the Financial Institutions
Restructuring and Services Act of 1981 (S 1720)e Fenate Banking Committee reported a
revised bill (S 2879) on August 19 that was a ctednversion of Garn’s S 1720. To attract
support for S 2879, Garn removed the provisionatgrg banks access to mutual funds and
insurance. Needless to say, the removal of thesects disappointed members of the banking
industry who now viewed the bill as little more nha handout for the thrift industry. The

resulting bill mainly provided assistance to trabthrifts. Rather than create a net worth

109



guarantee, the bill permitted thrifts to exchartgartcapital notes with the Federal Savings and
Loan Insurance Corporation (FSLIC) and Federal Bepsurance Corporation (FDIC) for
interest bearing promissory notes. The legislatiso granted the FDIC and FSLIC greater
powers for arranging mergers for failing depositmistitutions. It expanded the portfolio

choices available to thrifts by expanding availaddset categories and hastened the removal of
Regulation Q interest rate ceilings. When thereiiched the floor in mid September, the Senate
approved it without any dissent. To ease passhgesenate amended the proposed legislation
to eliminate the rate differential between banks #mifts, limit thrifts’ checking account

authority, and broaden bank service corporationg/ys.

While Sen. Garn was engrossed in redrafting ahmll would pass the Senate, the
Comptroller of the Currency handed down an intdipeeuling that reverberated throughout the
banking and securities industries. Back in Ai@gcurity Pacific National Bank of California
(Security Pacific) had applied to establish a deorngubsidiary that would engage in discount
brokerage. Though countless banks provided some &b brokerage activities for years,
Security Pacific’s proposal went much farther bieohg the service to the general public rather
than just its own customers, executing the tratdedfj and submitting trades without first
receiving payment from the customer. The Comprabproved Security Pacific’'s application
finding that it violated neither Glass-Steagall tttge McFadden Act. According to the
Comptroller, the brokerage subsidiary did not wel&lass-Steagall’s section 16 as long as it
“maintain[ed] its agency” status in the transactig@CC 1982: 42). In other words, the
subsidiary could not buy securities for its ownaat. Likewise, the subsidiary accorded with
section 32’s affiliation prohibition against firmigrincipally engaged in” impermissible activities

because securities brokerage was not on the SC(MA82: 42). In a speech before the ABA
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nearly two months later, Comptroller Conover pr@dane of the few window’s on his Office’s
views perspective on approving new banking pow&fsry simply, if a bank can make a strong
case that a proposed activity is legal, our intlorais to approve it. We followed that policy
this past year in approving...discount brokerage isiidries for two others” (Conover 198%).

With the midterm elections fast approaching, the thambers convened a conference,
and within five days, the conferees brokered aee@gent. The House was the last of the two
bodies to accept the conference report on Octobend President Reagan signed the bill into
law on October 15 as the Garn-St. Germain Depagsitmtitutions Act of 1982. St. Germain’s
Net Worth Certificate Program found its way badoithe bill. In addition, the legislation
expanded S&Ls’ lending powers in agricultural, coenamal, and consumer loans; it permitted
thrifts to offer checking accounts to private defmys and businesses which all ready conducted
business with the institutions. Garn-St. Gerntiwacted the DIDC to create a new type of
insured account, a money market demand account (Kyid compete directly with money
market mutual funds (MMMFS). The statute increa$edavailable areas in which thrifts could
invest. To benefit national banks, the legislatimreased the amount they could lend to any
individual or entity from ten to fifteen percenttbieir capital and surplus. Finally, the law gave
state-chartered industrial banks the option of pglfor federal deposit insurance.

While Congress was preoccupied with Garn-St. GerpMdexico announced in August
1982 that it could no longer meet its debt seraizangements with international
moneylenders® Lending to less-developed countries (LDCs) inseeiasignificantly over the

seventies as American banks escaped domesticgllysied rate ceilings through the use of

" The two banks to which Conover was referring idelt Security Pacific and Union Planters NationailBaf
Memphis.
%8 Debt service refers to the payment of interestginttipal on a loan or other borrowed funds.
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Eurodollar account¥ During the 1970s, of course, money center bardee wspecially flush
with cash as the OPEC nations recycled petrodateicgaigh them. Because of the rampant
inflation afflicting the U.S. dollar, the LDCs aetily borrowed at negative real interest rates.
Repayment was easy so long as commodities, likeghacipal export of oil, were high and the
dollar was weak. Because of the Fed’s successfubgainst inflation, the borrowers lost the
ability to repay their loans with inflated dollardMaking matters worse, as the dollar
strengthened the loans’ variable rates skyrockatedthe value of oil collapsed.

The federal regulators, however, had all readyibggeparing for the coming foreign
debt crisis. Expressing their concern “about gn@ufar declines in the capital ratios of the
nation’s largest banking organizations, particylamlview of increased risks both domestically
and internationally,” the three banking agencieB@tember 1981 announced capital adequacy
guidelines (68 Fed. Res. Bull. 34, Jan. 1982). dethe FDIC established a minimum capital
adequacy standard of 5 percent, the Fed and OC@eatitwo standards: 6 percent for
community banks (those with less than $1 billiom#sets) and 5 percent for regional banks
(those with assets of $1 billion or mof&)The promulgation of these capital adequacy
guidelines represented a new direction for bankaggilation since capital was meaningless
before this time other than as an initial requiretrfer obtaining a banking charter. After
commencing operations, a bank would have no corfoeiits capital levels or ratios.

Although BankAmerica Corporation had announcetedision to acquire the discount

brokerage Charles Schwab a few days before its ebtapSecurity Pacific announced plans of

*9 Eurodollars were simply offshore dollar-denomiaéecounts and therefore not subject to rate gsilin

% These guidelines did not apply to the seventeeeran multinational banking organizations, whickrevalso
the most heavily exposed to the LDC debt crisisvare of this omission, the Federal Reserve an®tb€ later
amended the guidelines in June 1983 to apply teelrenteen multinationals (69 Fed. Res. Bull. 388,1983).
The regulators established a minimum standardpafrBent capital to assets for these largest 17ibgink
organizations.
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opening a brokerage subsidiary, the Board of Gawsrdid not approve its application until
January 7, 1983. Charles Schwab was a large disbookerage having offices in 26 states and
D.C. In approving the acquisition, the Fed religbn the Comptroller’s recent interpretation of
Glass-Steagall's section 16 in accepting the SgcBacific proposal. The Board based its order
on the grounds that “Schwab’s brokerage functiamaat constitute the “public sale” of
securities (or any other proscribed activity) wittihe meaning of section 20 of the Glass-
Steagall Act” (69 Fed. Res. Bull. 115, Feb. 1983).

Not long after the Fed issued its brokerage otther Fifth Circuit Appeals Court struck
down the enforcement of capital adequacy guidehvidsits February 1983 decision Hirst
National Bank of Bellaire v. Comptroller of the Cemcy697 F.2d 674 (1983). Although the
court upheld the OCC'’s cease and desist orderastgae bank for disregarding regulations on
safe and sound banking, it reversed the ordenfma@quate capital levels finding that the
“record as a whole does not provide support forGbheptroller’s finding that the Bank’s capital
level was unsafe and unsound” (697 F.2d 674 (198B)g Fifth Circuit took issue with the
analysis used to determine the bank’s inadequaitatevel. As a result, the court’s ruling cast
doubt on future uses of capital guidelines by #wutators unless legislators provided explicit
statutory authorization.

Because the LDCs received financial assistance the IMF as their debt service
worsened, the IMF's 146 member nations in early31i®8eded to make additional contributions.
For its part, the U.S. owed $8.4 billion, and itswthrough the IMF appropriation bill that

lawmakers ultimately addressed the debt crisistemdking regulation. Largely following the

%1 0On August 10, 1983, the Fed approved Chase Marh@irp.’s acquisition of Rose & Company Investment
Brokers (69 Fed. Res. Bull. 725, Sept. 1983). Tisked the second bhc acquisition of a discouritdrage.
Moreover, the Fed amended its Regulation Y to itheldiscount brokerage activities, and the changle eédfect
September 9, 1983 (69 Fed. Res. Bull. 696, Sep)19The Board made the rule change followingSbeond
Circuit Appeals Court upheld its approval of Bankénca's application.
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Reagan administration’s wishes, the IMF funding soea originated in the Senate where the
Foreign Relations Committee on March 15 passedl é€80695). On April 28, the Banking
Committee approved the proposed legislation, budgrated it at Sen. John Heinz’s (R-PA)
insistence directing regulators to set minimum @pevels for banks. On June 8, the full
Senate passed the IMF funding bill. After defepamumber of ideologically charged
amendments from Foreign Relations Committee MemBerslon Humphrey (R-NH) and Jesse
Helms (R-NC) restricting the use of the IMF funtds Senate on June 8 approved the
legislation.

In the meantime, the House Banking Committee og Mapassed its own IMF bill (HR
2957). The House version provided IMF fundingutbarized the Ex-Im Bank, and provided
development banks funding. At the request of Ghair St. Germain, the Banking Committee
amended the proposed legislation imposing strietgunirements on banks by mandating the
creation of special reserves to offset LDC loaAsRep. Jim Leach’s (R-1A) insistence, the
committee amended the IMF provision by directingei@l regulators to set adequate capital
levels for all U.S. banks and to coordinate th&forés with their foreign counterparts.

Even though the House began considering itsHHR 2957) July 25, it did not approve
the legislation until August 3. The debate inlth&er chamber was considerably more intense
than in the Senate, where populist Democrats angetvative Republicans united in opposition.
After accepting several amendments posited byogsition coalition, including Rep. Ed R.
Bethune’s (R-AR) excess profits tax on large baarks Rep. Byron L. Dorgan’s (D-ND)
limitation large banks’ fees for restructuring theDC loans, the House passed its bill by the
narrow margin of six votes. Following the Housat$ion, however, the proposed legislation sat

idle for nearly three months awaiting a conferenééhile the proposed legislation way lying
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dormant, Rep. St. Germain wrote an August 8 léttétresident Reagan threatening to block
further action unless lawmakers joined the IMF @R 2957) to a housing authorization bill
(HR 1) that he had worked on earlier in the year.

After several weeks of negotiations between thaegde administration, congressional
leaders, and Rep. St. Germain, the conference ctteentiombined the housing (HR 1) and IMF
(HR 2957) bills and attached them to a non-contmiaksupplemental appropriations bill (HR
3959). The committee then approved its report Ndyer 15. Then, over the next three days,
the two chambers approved and amended the bilirsgidack and forth before the House
completed final action on the last day of the sesdlovember 18. On the last day of November,
President Reagan enacted the Supplemental ApptiopgaAct of 1984. The banking related
portion of the legislation became Title IX, knowsitae International Lending Supervision Act
(ILSA) of 1983. This act authorized the federgulatory agencies to establish capital adequacy
guidelines and to issue cease and desist ordeentc failing to comply. ILSA represented a
significant shift in bank regulation as policymakanstituted a new form of “prudential”
regulation that did not proscribe certain actigtigather it imposed costs depending on the types
of activities engaged in.

At one time, Continental lllinois National Bankdamrust Company was the nation’s
eighth largest bank, yet it was still a money-cebtnk at the heart of a vast correspondent
network. Following wire reports on May 9 of Commtal’s imminent failure, foreign depositors
began hurriedly withdrawing their deposits; a glabba had begun. This run forced Continental
on May 11 to borrow $3.6 billion from the Fed'sabsint window. Needless to say, the bank’s
position deteriorated further as the run continu&€d.stem the run, the FDIC on May 17

declared the bank “essential” and publicly infornadldContinental’s creditors and depositors
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that the agency would guarantee their claims ag#iesbank in their entirety. The FDIC then
announced a temporary assistance package of &hbiNith $500 million in loans from other
commercial banks and the remainder as a loan froiBacause the run on Continental persisted
despite regulators’ best efforts, they put forfreamanent solution on July 26 that entailed the
FDIC purchasing $4.5 billion worth of bad loanse ttank writing off another $1 billion in bad
loans, and the FDIC providing a $1 billion capitdlsion through the bank’s holding company
for which it received preferred stock. Additionyalthe FDIC replaced the bank’s board of
directors and senior executives.

In the aftermath Continental lllinois’ bailout, pwtmakers continued to pursue
regulatory reform. The Federal Reserve Boardinstance, on July 30 approved an application
from Manufacturers Hanover (Manny Hanny) Corporagapplication for its subsidiary to
engage in “underwriting, dealing in, brokering, gnachasing and selling obligations of the
U.S. government and its agencies, general obligatd the various states...and such other
obligations that state member banks...may be augwbtz underwrite” (70 Fed. Res. Bull. 661,
Aug. 1984). In approving the request, the Boaesoaed that the subsidiary’s clients would be
sophisticated investors and that the firm wouldviate a public benefit by introducing more
competition.

Such actions led one Senate Banking Committeetaitidl Congressional Quarterly,
“People are saying, ‘What are we doing offering neawers to these lunatics when they can't
handle the powers they've got?™ (Congressional i@uby 1985). Although some individuals
on Capitol Hill may have been unable to articutherationale, regulators were more than
willing to do so. Speaking to the American Bank&ssociation convention later in the year,

Comptroller C.T. Conover would explain, “I've degtsa simple equation to describe the
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process [of how modernizing the laws will yieldteoager banking system]—"Strength = New
Powers + Firm Supervision” (Conover 1984). In thisy, regulators believed that the process
was not one of simply removing pre-existing regola and allowing banks to have a free-for-
all, rather it entailed replacing the old ruleshwiiew ones better designed to foster a competitive
and dynamic marketplace.

Since 1984 was an election year and the Contihiiimais bailout was dominating the
banking policy agenda, Chairman St. Germain empldlye House Banking Committee to
investigate the matter more fully. Toward this gih@ Financial Institutions Supervision,
Regulation and Insurance Subcommittee, which Stm@m also chaired, held hearings on
Continental lllinois over a three day span: Septenil8, 19, and October 4, 1984. Comptroller
of the Currency C.T. Conover’s testimony Septeni@awas the most noteworthy since he
admitted regulators were aware of Continental’8dlifties for a few years, but resorted to
bailing out the institution because they failedlévelop an alternative resolution plan.

Chairman St. Germain employed some rather intercdmg, when he exclaimed to the
Comptroller, “The fact of the matter is, as a pidtmatter, neither you nor your successors are
ever going to let a big bank the size of Continklfitaois fail” (House Committee on Banking,
Finance and Urban Affairs 1984: 300). Conover aix@d in response, “[I]t isn’t whether the
bank fails or not. It is how it is handled subsegfuo its failure that matters. And we have to
find a way [to resolve large banking institution$jadmit that we don’'t have a way right now.
And so, since we don’t have a way, your premiseeappto be correct” (House Committee on

Banking, Finance and Urban Affairs 1984: 360)The Comptroller ostensibly disclosed that

%2 Interestingly enough, Comptroller Conover neverdithe phrase “too big to fail.” Instead, Rep v&te B.
McKinney (R-CT) applied the term right after Condsealisclosure. Rep. McKinney declared, “Mr. Cimadm, let
us not bandy words. We have a new kind of bahks dalled too big to fail. TBTF, and it is a waerful bank”
(House Committee on Banking, Finance and Urbaniésffe984: 300).
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federal regulators would not allow the nation’svele largest multinational banks to fail, but he
was actually referring to nationally chartered kmnk

Although the balance of power in D.C. remainedyidy the same in 1985 following the
recent election where Reagan won a second termamatic fashion and Democrats and
Republicans retained control over their respeath@mbers, the health of the banking system
continued to deteriorate as failures of depositastitutions mounted. Capitol Hill, however,
remained stalemated on the matter of banking retbroughout the year. As a result, the
agencies and the courts took a prominent roleiimgbirg about regulatory change.

Drawing upon Garn-St. Germain’s “thirty-mile rulétie Comptroller on February 21
approved an application from the Mark Twain BankANa subsidiary of Mark Twain
Bancshares, seeking to relocate its headquartarsifrtdependence, Missouri to Overland Park,
Kansas. The Comptroller began by reviewing thekisarationale. According to the
Comptroller, “The Bank, recognizing that its comntynfor Community Reinvestment Act
purposes, includes locations on the Kansas sitleedorder, believes that the relocation will
enable it to better serve those locations whilessrving Missouri customers” (OCC 1985 38).
Then, the Comptroller proceeded to consider thgi@eisubmitted by the Kansas Bankers
Association (KBA), which questioned the OCC'’s auityato approve the application under
Kansas state law pertaining to holding companhes[ouglas amendment, and the Commerce
Clause. The Comptroller held that approving thecation would not violate the Commerce
Clause and that the Kansas law all ready discritathagainst out-of-state bank holding
companies. Furthermore, it ruled the Douglas Amsartt inapplicable because the application

did not entail an out-of-state acquisition by admd company, thus avoiding the input of the
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FRB. Consequently, in the first use of its kinchtlow interstate banking, the Comptroller
approved the relocation of Mark Twain’s main office

Nearly four months later on June 10, interstatekivanreceived further legal backing
when the Supreme Court ruled in favor of the Fddeegerve in the case Nbrtheast Bancorp
v. Board of Governor¢d72 U.S. 159 (1985)). The case involved three/ [Bagland based bhcs
receiving FRB approval under the Douglas Amendrn@ebnsummate interstate acquisitions of
banks located in other New England states havicignecal acquisition statutés. Because the
Board approved the application, a handful of Newkvimased bhcs that were excluded from the
New England banking market sued in federal cBurfter the D.C. Court of Appeals upheld
the Board’s approval of the application, the Sugéourt took the case and rendered an 8-0
decision affirming the previous court’s ruling. &8ustices found that the New England state
statutes were within the Douglas Amendment, antthéumore, that “they do not violate the
Commerce Clause, the Compact Clause, or the Egotdd@ion Clause”’Northeast Bancorp v.
Board of Governorgd72 U.S. 159 (1985)). Thus, interstate bankingdeunthe existing statutory
framework received additional backing as the couptseld the actions of one of the federal
banking regulators.

The Supreme Court continued to hear banking dase®llowing term when it heard the
case oBoard of Governors of the Federal Reserve Systddmwension Financial Corporation
November 4. When the Court delivered its rulingyetne following year on January 22, it gave
lawmakers no alternative but to enact legislatioohibiting nonbank banks. The case revolved
around the Federal Reserve’s 1984 rule-making attemder Regulation Y to amend the

definition of a “bank” to expand the meaning of demd deposits to include NOW and other

% The New England bhcs included the Bank of New &mgjlCorporation, the Hartford National Corporatiandg
the Bank of Boston Corporation.
% In addition to Northeast Bancorp, the two other Bh¢s were the Union Trust Company and Citicorp.
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transaction type accounts. Striking down the Fadeeserve’s action and affirming the Tenth
Circuit Appeals Court’s ruling, an 8-0 majority t&d, “If the Bank Holding Company Act falls
short of providing safeguards desirable or necgdsgorotect the public interest, that is a
problem for Congress, and not the Board or thetsptor address” (474 U.S. 361 (1986)). Thus,
only Congress could redefine the meaning of tha téwank” to close the nonbank bank
loophole.

While several banking bills were stalled on Capiidl in 1986, the Comptroller of the
Currency issued the United States National BarRregon (USNB OR) an interpretive letter
that had far-reaching consequences on the finaseraices industries. In a letter dated August
18, the Comptroller broke from precedent by allayiis bank to “sell a full range of insurance
products to customers of the bank and others fromiffece at the Bank’s branch locations in
Banks, Oregon, a town with a population of undé06; (OCC 1986: 20). This opinion
departed from precedent because the Comptrolled thiat the bank may sell insurance to
anyone regardless of whether he was a custombedfank, thereby indicating insurance
agency was no longer incidental to banking. Funtoee, the ruling permitted USNB OR to sell
insurance to inhabitants of regions with populatigreater than 5,000 provided that the
underwriter for which it was agent had authorizatio operate in that particular state. This
ruling was exactly what banks seeking to enteirtarance industry needed.

Though Congress failed to complete statutory reford986, regulators were more than
willing to accomplish policy change. In an ordaitten Christmas Eve, the Board of Governors
approved Bankers Trust New York Corporation’s (BTR®rp.) application to place

commercial paper. Commercial paper, which exigtednany years, is basically a short-term
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promissory note issued by a corporation with a mitgtdate of between 2 and 270 d&ys.
Commercial paper provided a cheaper alternatimémcing commercial activity through bank
loans. The placement process was one of the tws imavhich issuers of commercial paper
marketed their indebtedness. More specificalgyéss of commercial paper typically had an
entity use its connections to place its debt wimall group of sophisticated investors; this
process is often referred to as a direct placemientendering its decision, the Fed developed
two arguments. First, despite interpretationsh@ydourts and other regulators to the contrary,
the Board argued commercial paper was not a sgciBecond, the FRB developed another
argument that took precedence irrespective of véretbmmercial paper was a security. Even if
the Board was mistaken and commercial paper waslict security, approving this activity
did not violate Glass-Steagall because the FRBawireted the “principally engaged” phrase.
Using a revenue test to determine whether a firm pvancipally engaged in an impermissible
securities activity, the Board concluded, “The aasctdbf the commercial paper placement
activity at these less than 5 percent levels [eéneie] is consistent with the Board’s past
practice” (73 Fed. Res. Bull. 146, Feb. 1987). Bhpercent revenue limit, though, was
suggested by BTNY in its application. With this@gon, the Federal Reserve inaugurated the
section 20 revolution through which banks underbieling company structure could affiliate
with firms engaging in impermissible nonbankinghates.

Resuming the chairmanship of the Banking Commit#ewing the Democrats’
regaining control of the Senate in the 1986 mid&gdilliam Proxmire on February 17, 1987
unveiled to fellow committee Democrats a bill addiag the worsening thrift crisis. Proxmire’s
draft not only provided additional S&L funding, baiso closed the nonbank bank loophole.

According to Congressional Quarterly, Sen. WilliBnoxmire believed that “the government

8 A promissory note is nothing more than a legatiente of debt.
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would find it difficult to sell off ailing thriftaf prospective buyers could save money by entering
the same financial market through the non-bank bamphole” (Congressional Quarterly

1988a). The rise of mortgage securitization indighties, after all, had made the thrift model of
generating mortgages and holding them to matutitpnoded®® As a result, if such nonbank
banks were permitted to exist, the pool of potémtiaft buyers would be much smaller.
Nevertheless, such a policy stance expanding bauaukgérs represented a dramatic change for
the Wisconsin Democrat who had long opposed baxpareling into the other financial services
industries.

While the Senate Banking Committee rewrote Pro&isibill, the Board of Governors
issued an order on March 18 authorizing the Chamehdttan Corporation through a
commercial finance subsidiary to conduct limitedlde and underwriting in commercial paper.
Dealing entails a firm acting as a principal by imgyand selling securities for its own account
and then turning a profit by reselling the secesitio customers afterwards at higher prfées.
Closely related to dealing, underwriting also irwed a firm buying and selling of securities for
its own account, yet it often includes the undetingi firm guaranteeing the issuing party a
certain minimum value for the securities. As ailg®oth dealing and underwriting involve
significant risk.

In this application, Chase sought to underwritedtimercial paper, and in so doing, take upon
itself greater risk. The Board, though, upheldrémguest as closely related to banking reasoning
that the “activity is functionally and operationaflimilar to the role of a bank that arranges a
loan participation, and banks are particularly vgeited to assume this role” (73 Fed. Res. Bull.

369, May 1987). This order followed upon the poers December’s authorizing BTNY Corp.’s

% This method of mortgage financing is also knowthesoriginate to hold model.
%" Dealing and placements represent the two methpeizh commercial paper is distributed.
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commercial paper placement. To avoid Chase Maath&&ank from becoming affiliated with a
firm principally engaged in impermissible activéjehe FRB limited the Chase Manhattan Corp.
to deriving less than five percent of its totaleeue from the activities of its commercial finance
subsidiary.

The day after the Board of Governors issued ite@r8en. Proxmire introduced S 790,
which was broader than his February draft. ThHiscbntained three main components:
regulatory authorizations, regulatory restraintg] aonsumer protections. On the authorization
front, S 790 provided the FSLIC with another $7ilbdn and granted the FDIC emergency
powers and new resolution tools to handle problankb. Perhaps equally important, though, it
imposed one-year moratoria on regulator approv@admsions into the real estate, securities, and
insurance industries, and on regulator approveddtions of nonbank banks. The moratorium
on expanded insurance powers resulted from comemtimbers John Heinz and Christopher
Dodd (D-CT). Although Dodd had previously soughtrhpose a permanent moratorium on
banks entering the insurance sector, the panaitegi@nd opted instead for the one year version.
Finally, the bill contained disclosure requiremertacerning the length of time for check holds
on deposited items.

The Senate debated S 790 March 25-27. The prinogpdéroversy surrounded the
moratoria on federal regulators’ expansions of hamkers. The moratoria on expanded powers
also applied to foreign banks. The moratoria, haxedid not impinge on state regulators’
authority to grant state-chartered banks additipoalers. During this process, the chamber
rejected Sen. Garn’s attempts to remove the maaadornonbank banks and expansions of bank
powers. Freshman Sen. John Breaux (D-LA), thoogtched a major victory for moratoria

opponents by making them retroactive to the begmof March 1987 regardless of the bill's
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enactment date. Finally, the bill directed Presideeagan to appoint a commission to study
overhauling the banking regulatory system. Thea&eapproved S 790 March 27 by a margin
of 79-11 with all eleven nay votes coming from Rigpans.

Although Chairman St. Germain had introduced a(biRR 27) on the first day of the new
session, the House was slow to act. Compared teeihate counterpart, HR 27 focused solely
on funding the FSLIC. The House Banking Commitipproved St. Germain’s bill on April 1.

HR 27 ignored regulatory matters of expanded powersnbank banks. The bill’'s main
contents included $5 billion worth of FSLIC fundinleedless to say, this amount was one third
that requested by the Reagan administration anagg March 31 by the House Financial
Institutions Subcommittee.

Meanwhile during the spring, the Board of Govesnssued other significant decisions
affecting the regulatory structure. On April 2de tBoard announced a “source of strength”
policy concerning bank holding companies’ dutiethiir subsidiary banks, stating it is “the
responsibility of bank holding companies to acsagrces of financial and managerial strength
to their subsidiary banks” (73 Fed. Res. Bull., A3in. 1987). Though Fed officials previously
articulated the policy in testimony and speeches ARB had never officially issued a written
statement on it. Hereafter, the Federal Resery@agmed this legal rationale to justify its
decisions expanding bank holding companies’ agwithrough subsidiaries. According to this
line of reasoning, nonbanking affiliates of banksud not endanger federal deposit insurance or
the Fed’s discount window, rather they would aiel blanking system by providing additional

revenue streams to their parent banking organizstfo

% To date, the federal court system still has nketcton the “source of strength” doctrine. Therewae line of
cases, known as MCorp, during the early 1990sdhaitenged the policy that went through the App€&atsuit
before reaching the Supreme Court, but the Cotirhately decided that the district and appeals tsoenred by
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The Fed did not stop there when six days latgpjitroved joint applications by Citicorp,
J.P. Morgan & Co., and BTNY Corp. to engage intfediunderwriting and dealing in certain
securities. The securities included municipal nresebonds, mortgage backed securities,
consumer-receivable-related securities, and comaigraper, all of which the Board referred to
as “ineligible securities.” Because this caseiwddank holding companies proposing to
underwrite securities in subsidiaries all readyagggl in underwriting certain types of securities,
the Board “concluded that the U.S. government dhdrcesecurities specifically made eligible for
underwriting and dealing by member banks in sect®should not be viewed as the kind of
activity proscribed by section 20” (73 Fed. Resll.B¥6, Jun 1987). Once again, the Fed
limited the section 20 subsidiaries to less thaeigent of their revenue from the impermissible
activities. Interestingly enough, Board ChairmaulPA. Volcker and Governor Wayne D.
Angell dissented from the ruling. Though they sauped the policy result, they disagreed with
the method taken to reach it. Because of thisguAngell and Volcker argued, member banks
would no longer be affiliated with corporations itpripally engaged” in underwriting or dealing
in securities, rather they would be affiliated watbrporations “wholly engaged in such
activities” (73 Fed. Res. Bull. 505, Jun 1987).

When HR 27 reached the House floor May 5, the roaitroversy surrounded the
FSLIC funding package’s size. The Reagan admatistr was advocating a $15 billion funding
plan spread out over five years whereas many lawnsaincluding St. Germain, believed a $5
billion package was sufficiently adequate. Toitscdcause, the administration even successfully

lobbied Speaker Jim Wright (D-TX) into supportintg funding plan. As a result, Wright

concluding they had jurisdiction to rule on theutegion 900 F.2d 852 (5Cir. 1990), reversed, 502 U.S. 32 (1991).
As a result, there still is no official federal ebruling on the FRB’s “source of strength” doctin

% The Board approved a similar application in midyMi@m the Chase Manhattan Corp. to underwrite el in

the same types of securities. Once again, Chaivosrker and Governor Angell dissented and refetcetheir
statement in the Citicorp, Morgan, BTNY Corp. or¢ie3 Fed. Res. Bull. 609, Jul 1987).
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prevailed upon St. Germain to amend his committ$®’billion funding provision with the
administration’s one. This amendment caused mamimers of both parties to revolt; it failed
258-153. After defeating the $15 billion FSLIC ardenent, the House returned to the original
HR 27 with its $5 billion provision spread over twears; this version overwhelmingly passed
with only six members voting against it.

Even though both chambers easily passed bills,glirapbetween them over whose bill
they would negotiate delayed the convening of dasence. When the conference began on
June 22, Rep. St. Germain agreed to negotiateeabenate bills’ provisions. According to St.
Germain’s aides, “it was clear that senators wdesraant about taking up their entire bill,
and...a compromise on FSLIC would be impossible witHiost working on the other Senate
provisions” (Congressional Quarterly 1988a). Owernext week and a half, the conferees
agreed to $8.5 billion for the FSLIC, a redefinitiof the term “bank,” and a moratorium on
regulators’ expansion of bank powers expiring oearyrom S 790’s introduction. The
redefinition of a bank, which closed the nonbanklbl@ophole that had existed since the BHCA
Amendments of 1970, amounted to a permanent maratan further nonbank banks.

After some last minute veto threats from the adstiration which successfully extracted
more FSLIC funding from the conference, Presidezdd@n signed the Competitive Equality
Banking Act (CEBA) of 1987 on August 10. Thougk statute focused primarily on the thrift
industry, it also contained several important elets@ertaining to the banking industry. Since
the FSLIC was then insolvent, the law sought tapéealize the fund. CEBA reaffirmed that the
United States government, and the U.S. taxpayasddtehind not only the FSLIC, but also the
FDIC. It also granted the FSLIC the authority torow up to $10.825 billion by issuing bonds

and to impose additional assessments on memb#s tliiien the exceptional circumstances.
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Second, CEBA enacted key changes to the bankirigmysThe statute ended the
nonbank bank by redefining the meaning of “bankitamed in the Bank Holding Company
Act. CEBA added to this definition any institutiorsured by the FDIC, regardless of its loan
making or deposit taking. Because numerous nonbanks had arisen since 1970, it
grandfathered the operations of those ones opgrlaéfore March 1987. It attached a condition
relating to the grandfathering that limited the aangrowth rate of such limited service banks’
assets. Perhaps even more important than clasamigophole, CEBA imposed a one-year
moratorium on federal regulators approving any bemidications seeking expansions into the
insurance, securities, or real estate industridge moratorium expired March 1, 1988.

The law also required the FHLBB and the FSLI@, tiwo federal thrift regulators, to
adopt generally accepted accounting principles (BAAThese other accounting guidelines
replaced the previous standard employed by thecaggknown as regulatory accounting
principles. This change required the use of markiairket accounting methods and brought
thrifts in line with the accounting rules employeglbanking regulators. Connected with the
change in accounting principles, legislators pagditegulators to grant thrifts located in
economically depressed regions forbearance. THE gBined another resolution mechanism
with the “bridge bank” that allowed it to createew, sound bank and operate it in place of a
failed bank for up to three years while looking &éobuyer. To curtail moral hazard and
minimize insurance fund losses, the FDIC receiwedauthority to overrule state banking
commissioners, who chartered state banks, whenréfieged to close their insolvent institutions.

CEBA unfortunately failed to stem the mounting bamkl thrift failures. Soon after the
start of 1988, officials from the FSLIC and the GA&eased reports indicating that the costs of

resolving the thrift failures were much higher thmolicymakers previously anticipated.
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CEBA's FSLIC funding provisions suddenly becamauifisient. The new estimates revealed
the costs increased significantly over the last foonths of 1987. With President Reagan in his
final year in the White House, Sen. Proxmire plagrb retire at the end of the congressional
session, and elected officials focusing on the apug presidential election, lawmakers were
rather preoccupied with matters other than bankefgrm. Sen. Proxmire spent his last year in
elective office attempting major legislative refoaithe banking industry, but his efforts failed
to produce any tangible results.

Nevertheless, two days before President Reagaaffafe, the Board of Governors of the
Federal Reserve approved the proposal from J.Pgdto& Co. Inc., Chase Manhattan Corp.,
BTNY Corp., Citicorp, and Security Pacific Corp.underwrite and deal in a whole host of
different debt and equity securities. The Boargraped the activities which would be
conducted within bank holding companies’ sectiors@Bsidiaries; it still subjected the
subsidiaries to less than the 5 percent revenue liflne importance of this order, however, was
not so much that the Fed approved the applicationthat in doing so, it provided a list of
firewalls that would prevent the spread of contagmany of the affiliated banks. The
protections included items such as requiring seéparames and logos for the banks and
affiliates, limiting the concentration of resourcaad increasing capital adequacy requirements
(75 Fed. Res. Bull. 202-210, Mar. 1989).

THE BUSH YEARS

As President George H.W. Bush took office in theshbf worsening bank and thrift
crises, he attempted to tackle the problems oftkases in one of his earliest actions. During
its first week in office, the Bush administraticgaked the idea of funding resolution of the thrift

crisis a “depositors’ fee” on all depository ingtibns, thereby contradicting President Bush'’s
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“no new taxes” pledge (Boyd 1989). Rep. Henry Gabez (D-TX), who became House
Banking Committee Chairman following Rep. St. Ganisaloss in a 1988 Democratic primary,
best summarized the political reaction of mosttelofficials to the Bush administration’s
proposal, “I don’t see any difference between ngithe premium and exacting a tax, a fee”
(Boyd 1989). Even though the adverse politicattiea caused the administration to relinquish
the tax proposal and increase deposit insuranceipnes instead, the damage was still done as
the Bush White House committed its earliest mistake

Nearly a week after policymakers reacted harghatd the bank tax idea, President
Bush formally announced his legislative plan adsiresthe banking and thrift crises. The Bush
proposal contained the following components: plgansolvent thrifts under the FDIC-FSLIC’s
joint management, overhauling the nation’s regulatamework for depository institutions,
establishing a corporation to finance the cosesblving the numerous insolvent thrifts, and
increasing the Department of Justice’s budget tsymithose bank executives guilty of fraud and
other wrongdoings. Bush defended his plan, argthiag“the taxpayers will not be called on to
rescue it [i.e. the FDIC] a few years from now” @ul990: 61).

Although both the House and Senate Banking Coreastivorked on the proposed
legislation during February and March, the SenatekiBhg Committee completed work on the
bill first. Sen. Don W. Riegle Jr. (D-Ml), who beame Banking Committee Chairman upon Sen.
Proxmire’s retirement, took the leading role inredting the Bush administration’s plan with
fellow committee members behind closed doors, thekiig Committee on April 12 approved a
bill (S 774) strongly resembling the White Houserse. As requested by President Bush, S 774
contained a $50 billion appropriation to fund resion of the insolvent thrifts. The Senate

Banking Committee’s bill, however, differed fromethdministration’s bill in three significant
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areas: it strengthened capital adequacy requirenfenthrifts; it further restricted state-
chartered thrifts’ activities; and, it removed dlkang authority from the FHLBB.

Exactly a week later, the Senate easily passettS Though the upper chamber debated
the proposed legislation for three days, it charfgadelements in the bill. The Senate left the
appropriation amount unchanged, although Sensldraég Bob Graham (D-FL) tried but failed
to circumvent Gramm-Rudman by placing the fundingbadget. The alterations of greatest
significance, however, revolved around increashndts’ capital standards, which only
strengthened the bill. Sen. Howard M. MetzenbaDr®{) was instrumental in getting the
chamber to toughen capital requirements requitiniff$ to have a specified minimum amount
of tangible capital; the Metzenbaum amendmentheelavel at three percent capital to assets.
Additionally, his amendment required thrifts to atime any goodwill they were carrying as
capital over a twenty-five year period. Sens. Gard Riegle also amended S 774 allowing the
FDIC to continue charging banks the maximum premuuntil its fund was replenished to at
least 1.65 percent of total deposits, an amourdtgrehan that sought by the Bush
administration.

Unlike the Senate, the House had a more diffimoié completing work on the
administration’s proposed banking legislation. lHgweceived Chairman Gonzalez’s draft of
the administration’s proposal HR 1278 on refetttad, Subcommittee on Financial Institutions
approved a version of HR 1278 on March 13 followsogne heated mark ups. The most
contentious aspect of HR 1278 within the panelugfip concerned capital standards and the
subcommittee’s decision to set them lower tharattrainistration requested. The panel,
however, amended the bill requiring thrifts meet tapital requirement based on their assets’

riskiness. The House Banking Committee began warkiR 1278 nearly two weeks afterwards,
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and, just like its subcommittee, experienced thetrdsagreement over capital standards.
Although the committee kept the Financial InstdatSubcommittee’s risk-based measure of
capital, it increased the amount of capital regukatequired thrifts to have. It required thrifts
have tangible new worth of at least 1.5 percemtssets by the following June and to have core
capital, which included goodwill, of 3 percent lnwetsame date. Both requirements were stricter
than those of the Senate or Bush administratidme committee also limited thrifts’ activities.

On May 2 the Banking Committee approved HR 1278 witly two votes in the negative.

In light of the controversy encountered in comeaitthe House had a surprisingly easy
time June 15 passing HR 1278. The Banking Comestteapital standards remained, though a
number of Congressmen, most notably Rep. Henry Higeld), attempted to amend the bill
lowering the standards. Nonetheless, the Bushradtration and its congressional allies
successfully defeated all such amendments redtleengapital requirements. During the debate,
the House adopted Rep. Byron L. Dorgan’s (D-ND) radmeent banning thrifts from investing in
junk bonds. The House also defeated amendmenigtdile funding for thrift resolutions off
budget.

Following its selection in late June, the confeeenommittee did not convene until after
the Fourth of July recess. While the capital ssaddssue fomented much controversy within
the House, it became a non-issue in conferencsedd, conferees argued the most about the
financing method of the $50 billion appropriatiohhe committee became deadlocked on
whether the appropriation should be on-budget Bbodflget. The Bush administration and
Republicans espoused putting the funding off-budgedtn the size of the deficit, whereas
Democrats were split between the two options. niitely Sen. Alan Cranston (D-CA) switched

his vote from the off-budget to the on-budget glamove the legislation. In return, he
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extracted some concessions from Chairman Gonzatepther House members retaining the
bill's anti-discrimination provisions. As a resulie conferees reached final agreement on a bill
and submitted their report July 27.

President Bush signed HR 1278 on August 9, theeelagting the Financial Institutions
Reform, Recovery and Enforcement Act (FIRREA) 0839 The law abolished the bankrupt
FSLIC and stripped the FHLBB of its regulatory ratehen created the Office of Thrift
Supervision (OTS) as a new bureau within the Tngasuregulate federally chartered thrifts and
transferred the FHLBB’s chartering and regulatartharity to the OTS. Second, FIRREA
established two new deposit insurance funds uideFDIC’s management: the Savings
Insurance Fund (SAIF) and the Bank Insurance FBife)( To aid the thrift cleanup, the statute
created the Resolution Trust Corporation (RTC)ew agency to resolve the assets of failed
S&Ls.”® Fourth, to make it more difficult for the FDIC itvoke its authority under Section
13(c)(4), the law expanded the size of the agenoy&sd of directors by adding the OTS director
and two other presidentially selected appointées.

FIRREA also changed the bank and thrift regulagtrycture. First, it rewrote the
minimum capital standards for S&Ls, and furthenmied what constituted capital. In particular,
it prohibited regulators after 1994 from using thdiscretionary authority to include “goodwill”
as capital. FIRREA also increased bank capitaldsteds on thrifts. Second, to fund the SAIF
and the BIF, the measure increased the depostiainsa premium, which was a fixed, flat rate
that banks and S&Ls paid. Third, to aid in theoheBon process, financially sound banks and

thrifts were allowed to purchase failed thrifts@ss state lines. Fourth, the statute officially

0 Basically, lawmakers created the RTC to perform balf of the FDIC’s function; it served as thealetion
authority but not the insurance authority.

"L Section 13c(4) refers, of course, to the “esskiytidoctrine” the FDIC employed to bail out faile@pository
institutions, especially under the infamous tootboidail moniker.
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sanctioned the FDIC’s cross-guarantee policy byctviine agency seized the assets of healthy
banks affiliated with failing banks. Fifth, becausirift premium rates exceeded bank ones,
FIRREA prohibited healthy S&Ls from converting tariks to join the BIF and reap its lower
premium rates. Sixth, it applied banks’ investnguntlelines to S&Ls, and, more specifically,
required S&Ls to divest any junk bond holdings bijyJ994.

Although FIRREA marked the completion of lawmakdyanking legislation for the
year, bank regulatory policy continued to evolvetigh other venues. The most important
development occurred on September 21, when the&lddeserve Board announced that it was
modifying its section 20 rule. This rule allowedbsidiaries of bhcs to deal in and underwrite
“bank-ineligible securities™ In addition, the newly generated rule “raisefdj 5 to 10
percent the revenue limit on the amount of toteéneies a section 20 subsidiary may derive
from ineligible securities underwriting and dealegivities” (75 Fed. Res. Bull. 751, Nov.
1989). The rule further expanded the categoryahk-eligible securities” to include securities
“rated by a nonaffiliated, nationally recognizeting organization or...issued or guaranteed by
the Federal National Mortgage Association [FanneeMthe Federal Home Loan Mortgage
Corporation [Freddie Mac], or the Government Natidviortgage Association [Ginnie Mae]”
(75 Fed. Res. Bull. 751, Nov. 1989). Thus, certamset-backed securities became eligible for
purchase by bank holding companies and their siapsd.

By the start of 1990, it was becoming increasirgylident that FIRREA and its
provisions to fund the thrift cleanup were insufit for solving the S&L problem. The number
of failing thrifts was climbing far beyond the anmiuhat FIRREA was designed to resolve, and,

as a result, regulatory officials began warning @ess early about the need for additional

"2«Bank-eligible securities” included federal goverant bonds or Treasuries, but, in recent decadesnebed to
include municipal bonds and general revenue bonds.
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action. Needless to say, members of Congressangyered over this discovery and did not
want to be seen passing another government bailout.

Meanwhile, President Bush and his advisers remasitedt on the increasing failures
and the failures’ effect on the costs of federga$it insurance. The executive branch’s silence,
however, only worsened relations with Capitol td#l legislators refused to act on such a
politically unpopular issue without having the pdesit as an equal participant. Treasury
Secretary Brady eventually testified before theadeBanking Committee in late May and told
senators that conditions had worsened tremendeagiybetween 700 and 1000 thrifts having
failed or verging on failure. He predicted loste¢he federal government could exceed $100
billion, but that this amount could easily changedtsee number of troubled banks and thrifts
increased.

Both chambers in October finally crafted bills yichng additional money for the RTC.
Because of the Bush administration’s silence ardrttense hostility such bailouts generated,
congressional leaders did not bring any of the nressto the floor. The final attempt to pass a
funding bill died early in the morning of Octobe8,2vhen Rep. Gonzalez’s unanimous consent
attempt to consider H.R. 5891 failed.

The following year, Capitol Hill lawmakers accongspled little except for passage of a
bill in October authorizing the FDIC to raise itsurance premiums. At the time, FDIC
premiums were at their highest level permitted urnle law; the statutorily capped rate was 12
cents per $100 of deposits. On October 16, theselapproved a budget reconciliation bill HR
5835 containing a provision eliminating altogettiex cap on premiums. The provision resulted
from a bill (HR 5610) the House had approved a maatrlier. On October 18, he Senate passed

HR 5835. Although the both chambers’ votes on l8BB%were rather close, the deposit
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insurance premium increase attracted little atbendgiuring debate (Congressional Quarterly
1991b). President Bush eventually signed the spgrudll the day before the midterm elections;
the deposit insurance provision did not cause éhayd Congressional Quarterly 1991b).

As the following year began, the failure of thenB@f New England Corporation
(BNEC) and its three subsidiary banks remindedcyoiakers yet again of reforming the
banking statutes to prevent future uses of TBTRIthough BNEC and BNE were publicly
reporting losses in the hundreds of millions thiowug the previous year, it was not until the
holding company’s announcement on Friday, Januat@9l that a run began on the BNE in
which depositors withdrew nearly $1 billion. Asesult, the OCC declared BNE insolvent on
Sunday, January 4 and appointed the FDIC receiliee. FDIC then immediately charged the
other two banks in the group with the anticipatezsrance fund loss, but because they were
unable to pay the capital deficiency, the agen&zesthem as well? To stem the run, the
FDIC announced that it would protect all depositthe three banks, even those above the
$100,000 statutorily guaranteed limit. The FDIBIanket guarantee of all deposits turned
attention back to the too big to fail doctrifte.

Lawmakers received additional impetus on FebrGamhen the Treasury Department
released its 700 page FIRREA-ordered policy stddgernizing the Financial System:
Recommendations for Safer, More Competitive Baiike Treasury described the predicament

facing American banks in the following way:

3 The three banks composing the BNEC included Bdmkeav England, N.A. (BNE), Connecticut Bank and dtru
Company, N.A. (BCT), and Maine National Bank (MNBAIl three banks combined had assets totalinglp&ar1
billion, making the BNEC one of the nation’s largbanking organizations.

" This action marked the FDIC’s first official uskits cross-guarantee policy as it forced two sotuganks into
receivership.

"5 Incidentally, the BNE failure was the last timetfie twentieth century the FDIC employed its “esisdity”
authority. There were, of course, three otherinsts in which the agency invoked this power betw&entinental
lllinois and BND. These three instances includedtMational Bank and Trust Company of Oklahomty Ci
(Oklahoma City, OK 1986), First Republicbank of @al(Dallas, TX 1988), and MBank Houston, N.A. (idtmn,
TX 1989).
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In short, unable to adapt and follow their bestauners into related lines of

businesses, banks have become steadily less congegtitheir traditional activity of

lending....Losses have increased and capital hagassid. Taxpayers have become

more exposed. (Department of the Treasury 1991: 7)
To alleviate the situation, the Treasury propodkving banks to affiliate with a host of other
financial services firms, including nonfinancialnepanies, authorizing banks to expand into the
other financial services industries, and removesgrictions on interstate branching. Although
the study recommended altering deposit insurantietbcoverage and thereby lower the
federal government’s contingent liability, anythiadgdressing federal deposit insurance’s
funding shortfall was conspicuously absent.

The House Financial Institutions Subcommittee hefa lawmaking process May 7
when it easily approved a narrow bill (HR 2094 )tthovided the FDIC a $30 billion Treasury
line of credit, capped deposit insurance covera@i @0,000 total per depositor throughout the
country, and improved banking regulation by amotigothings, requiring regulators to act
more promptly with insolvent institutions. Thirtedays later without dissent, it passed a
broader banking bill resembling the Treasury’ psgzbplan. This second bill, which remained
unnumbered, basically provided everything the adstration advocated such as removing the
prohibitions against interstate branching, remoatagutory restrictions on expanded bank
activities, permitting nonfinancial corporationsawn banks, and allowing banks to affiliate
with insurance and real estate firms. The unnuetbbill, however, did not limit deposit
insurance as the Bush White House wished to $10(Q@0person nationally.

A month after the House Financial Institutions Submittee passed the broader banking

bill (HR 2094), the House Banking Committee begarking up bills. Following several days
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of markup, the committee June 28 approved a napavking bill (HR 6), which Chairman
Gonzalez had introduced on the first day of theises As introduced, HR 6 replenished the
deposit insurance fund by raising an existing Tuealne of credit to $30 billion. Then, in
something of a turnabout, the committee attaclesibcommittee’s entire unnumbered broader
bill and sent both to the floor together.

Since the House Banking Committee finished worlangHR 6, the bill proceeded to
Commerce where it sat idle until Congress retufn@a the August recess. Upon resuming,
Commerce’s Finance Subcommittee soon approved HiRtdefore doing so it attached two
amendments. One amendment thwarted the mixingrifibg and commerce by prohibiting
banks from affiliating with nonfinancial companiebereas the other one restricted the
affiliations between banks and securities firmdifmyting their cross-selling. As this
subcommittee worked on HR 6, Commerce’s Competitgs Subcommittee considered the
proposed legislation. It too passed and amendedithrestricting banks’ entry into insurance,
thereby curtailing some regulator approved acasiti Then, on September 25 the Energy and
Commerce Committee easily approved HR 6 in a foearly identical to that passed by its two
subcommittees.

Meanwhile, the Senate Banking Committee held notiwndnearings on September 26
and October 3 for Robert L. Clarke’s second terr@asptroller of the Currency. President
Bush had nominated Mr. Clarke for a second fiveryean back in January, but the Senate
delayed action on the appointment for over nine timnAt the two day affair, Democratic
Senators blamed Clarke for the hundreds of bathkrés occurring under his tenure. Banking
Committee Chairman Riegle went so far as to clédibaying his tenure, national banks failed in

numbers not seen since the Great Depression” (€ssiginal Quarterly 1992a). It was not only
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the large number of bank failures that troubled Derats, but also Comptroller Clarke’s role in
the resolution of BNE at the start of the year gtated opposition from Democratic Senators.
In particular, he had been uncooperative with cesgjonal requests for documentation
concerning OCC examinations and actions takereto sihe unsafe and unsound practices at
BNE. As aresult, the committee defeated Clarkeggppointment in two party-line votes: one
recommending confirmation and another merely fodiveg his nomination to the floor without
any recommendatioff. Though Clarke failed to win a second term as Qoolipr, he remained
in office as a recess appointment through thevotig February.

These two rather different bills reported by theuse Banking and Commerce
Committees created an impasse that thwarted fuaitten. By the third week of October,
however, Rep. Gonzalez relented and agreed withn@mee Chairman Dingell on a
compromise version. The agreement involved prahipnonfinancial companies from owning
banks, limiting banks’ insurance activities, andating more stringent firewalls separating
banks from their affiliates. In return, Dingellaaimloned his demands for the SEC to regulate
securities activities conducted in banks, thusigelishing the Commerce Committee’s clear
move to gain jurisdiction over one area of banksivities. The two chairmen left the interstate
branching provisions alone. In response to thez@lez-Dingell compromise, President Bush
issued a veto threat on October 29. House legdesssted in bringing the revised bill to the
floor, so legislators utterly rejected it on Novesnld by over a three to one margin.

Two days after the House defeated HR 6, the Bgnkommittee returned to HR 2094, a
narrower banking bill it passed earlier in the yead approved it once again for floor action.

The committee maintained the bill’s earlier forndaontents. Unfortunately, once HR 2094

® Sen. Al D'’Amato (R-NY) was the only senator tosseparty lines in these two committee votes am Bainking
Committee Democrats.
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reached the floor November 13 members added two@ments: one reattached non-
controversial banking law reforms discarded from ¢larlier HR 6 whereas the other one
permitted interstate branch banking while curtgilihe banking industry’s ability to enter real
estate and insurance. As a result, a rather oliticpbcoalition of banks, securities firms, and
consumer rights groups coalesced against the imsgii@nd real estate interests supporting it;
this second banking bill was defeated Novemberyl& B27-191 margin.

While the House spent much of the year craftingkbay legislation in the open, the
Senate did so but behind closed doors. In fagtkiBg Chairman Don Riegle spent much of the
year privately drafting a bill (S 543) that perradtbanks to affiliate with securities firms,
prohibited banks from affiliating with nonfinanciedmpanies, provided the FDIC with a $30
billion line of credit, required regulators act prptly to close insolvent banks, provided lender
liability protection for banks foreclosing on contimated property, and provided consumer
protections for bank customers. The Banking Cotemipassed the bill August 2, but delayed
Senate action by failing to file a report on thegwsed legislation until October 1. In narrowly
approving S 543, the committee altered Rieglelssbinewhat through the amendment process.
The changes included: altering the special premitaneever the line of credit so that they
applied only on domestic deposits, creating newluti®n procedures for the FDIC and ending
too big to fail by permitting the FDIC to cover asured depositors but to also impose a ten
percent loss on them, dropping Riegle’s provisimnaf new bank regulatory agency outside the
Treasury, and permitting both interstate branclaing consolidation within three years. The
Senate considered S 543 for several days durindhove@mber. Before passing the bill
November 21, however, senators made three othandiments of significance. First, the

chamber removed the provisions allowing banks fibadé with securities firms. Then, the
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Senate added a provision permitting national bémlsgrve as insurance agents in states granting
the same ability to state-chartered banks. Fintily chamber changed the interstate branching
provision so that banks could only cross stateslimgpurchasing another bank.

The House Banking Committee marked up its thirdkbanbill on November 19. The
third incarnation was HR 3768; it closely resemlil 2094 except for is lacked the interstate
banking provisions. The House debated HR 3768days later without permitting any
amendments whatsoever. Insurance industry ally Belomon strenuously opposed the bill,
but was prevented from offering any amendmentse dffamber then approved the measure
overwhelmingly, if unenthusiastically, 344-84.

With November nearly over, the two chambers hasslsembled a conference. To
complete the legislation before session’s end,er@efs settled on approving a narrow bill. They
achieved this goal by authorizing a line of credi$30 billion to the FDIC, instituting higher
deposit insurance premiums on banks to replensimurance fund, and granting the FDIC
short-term borrowing authority. The conferees fiooth Houses adopted the report November
27.

On December 19, President Bush signed S 543 imtotheereby enacting the Federal
Deposit Insurance Corporation Improvement Act (FIA)®f 1991. First, FDICIA raised the
FDIC’s Treasury line of credit to $30 billion. e, it authorized the FDIC to set risk-based
deposit insurance premiums. Until this time, tE#E charged all banks the same rate,
regardless of risk, thereby creating a moral hapastllem. Third, the law required bank
regulators to intervene immediately before a barlled, practicing what the statute labeled
“prompt corrective action,” to limit losses to timsurance fund. Fourth, it instituted consumer

protections such as the Truth-in-Savings Act reggidepository institutions to make certain
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disclosures to depositors about interest ratel$h, Fine statute limited executive compensation at
troubled banks and instituted safeguards insidetihg. Sixth, though by no means all, the law
necessitated regulators develop a new formuladimuéating whether a bank had adequate
capital. This law, along with 1983’s ILSA, compddée two sources from which regulators
derived their ability to set capital requirements.

The banking system, however, continued to havelenobthe following year as
hundreds of depository institutions failed. Needl® say, FDICIA did not immediately turn
around the industry. Furthermore, the cost oflu@sg the thrift crisis continued to increase,
thereby necessitating additional action from legis. Though Congress attempted to extend
last December’'s RTC appropriation early in thergprihe efforts failed and the RTC had to
return much of the funding to the Treasury. Wio@e Bush'’s first term about to expire,
lawmakers were so focused on the upcoming elettianthey wanted to avoid the unpleasant
choices entailed in tackling the banking systentesv As a result, 1992 witnessed no further
progress on banking reform legislation.

CONCLUSION

This chapter examined bank regulation during thagan-Bush years. As evidenced by
the amount of major banking statutes, this twelwaryeriod proved to be one of the most
productive for lawmakers in the realm of bankindjgyoin decades. Some of this legislation
eliminated New Deal era interest rate controlsgislators eliminated the New Deal interest rate
ceilings, authorized the federal regulators toldisti capital requirements for banks due to
international lending, redefined what constitutdzshak and thereby brought more firms within
the purview of regulators, granted the FDIC thétig increase premiums and then the right to

establish risk-weighted premiums, and, unlike ievpyus times, ordered federal regulators to
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take prompt corrective action whenever a bank’stabfell below specified levels.
Additionally, they extended previously enacted abgulations such as community
reinvestment requirements and instituted entirely nnes aimed at disclosure and consumer
protection. In this way, lawmakers significantgvised not only the various tools available to
the agencies, but also the relationships betwesmn.th

Federal lawmakers, however, were not the only ey during this period. As
revealed by this chapter, the regulatory agencese &lso very involved in the policymaking
process. The FDIC continued experimenting witl{essentiality” provision as a way to provide
financial assistance to failing depository instaos. It extended financial assistance to
organizations such as First Pennsy, Continentabl$, and the Bank of New England. By this
time, though, this resolution mechanism was altlydalling into disfavor; Continental Illinois
won it the too big to fail epithet whereas Bank\&iw England proved to be the last use of it
until the 2007-2009 financial crisis.

While the OCC and Fed were coordinating with thd@Dver resolving bank failures,
they were also approving expansions of activitiese OCC approved expansions by national
banks into securities brokerage and insurance ggantto mention permitting a bank to move
its headquarters across state lines. Not to l#paet the Fed used its authority to permit
affiliations between banks and firms engaged inbamking activities through the holding
company structure. Nearly a year after the OC@&édrage decision, the Federal Reserve
approved Bank of America Corporation’s applicatioracquire the securities brokerage Charles
Schwab. Then, nearly a year later, the Fed begaroging affiliations between banks and firms
engaging in “ineligible” securities activities. Boagencies justified their rulings as means of

strengthening the banking system, yet neitheryealhsidered at the time the implications such
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expansions might pose on deposit insurance sysiksuertheless, the implications of how such
expansions into other financial services sectoutdcone day channel governmental aid to those

industries rather than the banking one was langglgred for a later date.
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5. BANK REGULATION DURING THE CLINTON ADMINISTRATION

This chapter presents bank regulation during BeesiClinton’s first seven years in
office. The narrative begins the March 1993 itit& that revealed Clinton’s interest in
streamlining regulatory reviews of banks and exigpddditional credit to poor communities.
Because the nation was still recovering from thaklend thrift crises of the preceding period,
though, policymakers soon turned their attentiofut@ing the remaining cost of the resolutions.
In the process of completing legislative actiortlois matter, administration officials clearly
communicated to Capitol Hill their interest in s&r$ reforms of the nation’s antiquated
branching laws. Lawmakers remembered this intémeStinton’s second year when they
successfully pushed through the Riegle-Neal IragedBanking and Branching Efficiency Act of
1994 that phased out existing restrictions on gtét@ and interstate branching within a few
years.

Shortly after the Democrats completed this magéomm of the country banking laws
concerning branching, however, the Democrats lostrol of both congressional chambers in
the midterm for the first time in forty years. @ surface, at least, such a return to divided
government threatened to block any further refoofrthe banking statutes. Nonetheless, the
change in party control brought about significammges both in terms of committee
jurisdictions and personnel running those commsttéat new opportunities of statutory reform
quickly appeared.

In February 1995, not long after the 105ongress convened, House Banking
Committee Chairman Jim Leach (R-1A) began his gteesbmplete modernization of the
nation’s outmoded bank regulatory laws that woutsnately produce the Financial Services

Modernization Act of 1999. Over the next few ye&imwever, Leach’s efforts are stymied by
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opposition mainly from the insurance industry atistpposition to further expansion by banks
into insurance. Not until Citicorp and Travelemaunced their merger in April 1998 did hope
for real legislative reform return. Late this peutar year, though, Sen. Phil Gramm (R-TX)
killed the proposed legislation in the Banking Comtee. With Gramm slotted to takeover the
chairmanship of the Banking Committee in 1999, Niegsito say, the possibility for legislative
reform appeared to lessen with Sen. Gramm takieg the Banking Committee chair, but he
proved himself to be quite the legislator overdbarse of the year as he and his counterpart in
the House, Rep. Leach, successfully guided thenEiabServices Modernization Act of 1999 to
enactment. In so doing, lawmakers repealed a &stiges of “Glass-Steagall.”

Though much of the activity during this period oced at the legislative level, the
federal regulatory agencies were still activelyuahcing the course of regulation with their
various activities. Since the problems associati#ldl resolving the bank and thrift crises soon
disappeared, the FDIC took on a lesser role vissds/two counterparts. The Comptroller of
the Currency, for instance, continued to permitamatl banks to expand into activities deemed
“incidental” to banking. In June 1993, the Suprebmirt upheld the Comptroller’s decision to
allow national banks sell insurance in the caselinmg the United States National Bank of
Oregon. A few years later in early 1996, the Soq@€ourt upheld the right of a bank holding
company subsidiary to sell insurance in Floridaug, banks managed to consolidate their
regulator approved entry into the insurance ingustikewise, the Federal Reserve continued to
approve applications from bhcs engaging in “inéligi securities activities through their section
20 subsidiaries. In December 1996, the Fed rdrsztdmit from 10 to 25 percent on revenue for
section 20 subsidiaries; then two months latemrtounced a major streamlining of its review

procedures for bhc expansion, which was made pedsyba recent statutory reform. Thus, two
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of the three federal banking regulators were cilyciavolved in the development of bank
regulatory policy. This involvement continued thgh the passage of Gramm-Leach-Bliley as
they fought over the structure of the newly samabactivities.
THE CLINTON YEARS
Nearly two months after taking office, Presiderit 8linton delivered a March 10

speech on the nation’s credit crunch and outlineteans to “speed the economic recovery”
through “increasing access to credit” for smallibasses and other community members
(Clinton 1994). To accomplish this goal, the pdesit announced that the federal bank
regulatory agencies would issue directives withtaot statutory changes streamlining the
examination process and reduce burdensome paperagukements. Implementing these
changes, though, he stressed would “not reducetatteto important regulation” (Clinton
1994). Community reinvestment was one such reigalaéhat regulators would not slight in the
process. As Clinton explained,

Through a proper allocation of our regulatory reses, we will be able to focus

more on examination procedures to further meanlraginpliance with the

Community Reinvestment Act and to promote fair apyoaties for all our people

while reducing the hassles for all creditworthyrisa (Clinton 1994)
This marked perhaps one of the earliest instancad\thite House emphasizing the duty of
banks lending to members of their own communities.

Although ideas such as these concerning the impaetaf micro-lending and fairness

might seem out of the blue to someone not fami#n President Clinton, they were not at all
out of line with his worldview. After all, Bill Ghton had expressed a rather different conception

of the American banking system’s operation whegdnee one of his earliest national interviews
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the previous September right after having recethedDemocratic nomination. He stated, “I
think every major urban area and every poor rued aught to have access to a bank that
operates on the radical idea that they ought tcenh@dns to people who deposit in their bank”
(Greider et al. 1992). Clinton elaborated upos ttea saying, “It's not happening today. A
certain percentage of the bank assets of this pphave to be devoted to community banking”
(Greider et al. 1992). The CRA became one of threjpal ways in which the administration
did so. Writing in his autobiography, Bill Clintargued,

One of the most effective things we did [for themamy] was to reform the

regulations governing financial institutions untteg 1977 Community Reinvestment

Act....before 1993 it had never had much impact.eAfihe changes we

made...banks would offer more than $800 million imeomortgage, small-business,

and community development loans” (Clinton 1994:-518).
Though it is debatable to what extent such initegtiaided the economic recovery, it certainly is
undeniably that the administration, unlike its @eessors, emphasized lenders’ social
responsibilities in the realm of banking regulation

In congressional testimony before both Houseswdumid March, Treasury Secretary

Lloyd Bentsen requested $45 billion to fund the Rar@ the Savings Association Insurance
Fund (SAIF). He stressed that this politically applar appropriation, which Congress failed to
complete the previous year, would hopefully beléts¢ one needed to resolve the thrift crisis.
The Senate Banking Committee approved a funding®ir14) in late March appropriating $42
billion, but when it reached the floor in mid Magenators reduced the appropriation to $29
billion and amended it requiring the RTC to reviseoperating procedures to limit waste and

improve recovery rates. A few days before the 3d@hate vote, the House Banking Committee
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passed its own bill (HR 1340) providing $18.3 biflisolely for the RTC. Under this bill, the
FDIC funded the SAIF through the $30 billion Tredscredit line it received in 1991. The cost
of the RTC and the SAIF’s funding method, thougbubled Republican members who
succeeded in delaying any further action on thesoreauntil the fall.

While legislation addressing the RTC was stalte@ongress, the Supreme Court ruled
in the case 0USNB OR v. Independent Insurance Agents of Am&@&a U.S. 439 (1993)).
The cases surrounded the Comptroller’'s 1986 ineéik@ ruling allowing the United States
National Bank of Oregon to act as an insurance tamgrof one of its branches. This
interpretive ruling had drawn upon a section witthiea Federal Reserve Act Amendments of
1916 authorizing national banks to sell insurangeod their offices in towns with populations
under 5,000. The novel aspect of the 1986 rutimgigh, was that the Comptroller interpreted
the statute’s text to allow national banks to sedurance not only to residents of the small towns
in which they were located, but also to customeitside of those locales irrespective of
population. Consequently, a trade group repreasgmisurance agents sued the Comptroller in
federal court. Although the district court uph#ieé Comptroller’s ruling, it raised the issue of
whether or not the insurance agency provision WH®8 the statutory books. When the case
arrived in the D.C. Appeals Court, the court sei@gpdn the provision from the 1916 statute and
overturned the Comptroller’s ruling on the groutitst subsequent editions of the U.S. Code had
omitted the section. When the Supreme Court unaushy ruled on the case in early June 1993,
the Court upheld the OCC's ruling on the groundd the provision’s disappearance from the
statutory code was “a simple scrivener’s erretdSNB OR v. Ind. Insurance Agents of America
508 U.S. 439 (1993)). Thus, the Comptroller hadh waignificant victory for banks wishing to

enter the insurance industry as agents.
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It was ultimately a compromise crafted by four BagkCommittee members setting
aside $8 billion for the SAIF helped free the prega legislation for passage. On September 14,
the House narrowly passed HR 1340. The bill thaited another two months before a
conference convened and passed a version reseritirig40. Both chambers quickly
approved the conference report along partisan,lsras President Clinton enacted the
Resolution Trust Company Act of 1993 less thandys before Christmas. Although the RTC
Completion Act concentrated on funding resolutidthaft insolvencies, it contained provisions
on federal deposit insurance and the use of thosdsft In particular, it limited the use of federal
deposit insurance such that “the Bank Insurancel fama the Savings Association Insurance
Fund shall not be used in any manner to benefitshayeholder’y.S. Statutes at Larged7
(1993): 2390). The effect of this provision, olicee, was to prevent a repeat of the Continental
lllinois case in which regulators used FDIC funddackstop a bank holding company’s
shareholders.

Further bank regulatory changes began anew &iestart of 1994. Congress had not
forgotten the Clinton administration’s interstanking reform proposals from the previous
year. Toward this end on February 3, the Housarféial Institutions Subcommittee
unanimously passed a branch banking bill (HR 3841en a week later, the Financial
Institutions Subcommittee Chairman Stephen NealN@-introduced the bill on the floor. Rep.
Neal’s bill permitted interstate banking everywhene year after its enactment. It allowed bhcs
owning bank networks across state lines priord@itactment to consolidate them after eighteen
months. After three years, it permitted bhcs tacpase out-of-state banks and consolidate them.
Provided that states “opted in,” the bill alloweshks to open new branches across state lines

without acquiring any in-state banks, so-catbednovdoranching. To assuage consumer rights
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advocates, the proposed legislation subjected digehartered out-of-state banks to state
consumer protection and fair lending laws. Thedido expanded community reinvestment
requirements so that banks wishing to branch astags lines needed to meet them. Because
foreign banks operating in the U.S. were free faeposit insurance and community
reinvestment requirements, HR 3841 advantaged ftinem seeking to branch nationwide.

While Chairman Neal's subcommittee was approviagnterstate branching bill, the
longtime insurance industry proponent Sen. Chridd@-CT) announced on the Senate floor
in a sudden about-face that he no longer insigbeth @amending a branching bill to limit banks’
insurance activities. As a result on Februaryt@8,Senate Banking Committee unanimously
approved a bill (S 1963). The Banking Committdediosely resembled its House counterpart.
It had a similar “opt in” provision fode novdbranching and updated the community
reinvestment requirements to keep pace with chamgeght by this law. There were, however,
a few significant differences between the two charghbills. Unlike its House counterpart, S
1963 permitted consolidation of preexisting intatstbanking networks and any networks
acquired after the bill’'s enactment no sooner tianyears after passage. The Senate version
also preempted state consumer protection lawsdéygehartered depository institutions and
permitted nationwide branching to foreign banksyahthey established banks in the U.S.
subject to deposit insurance.

On March 9 the House Banking Committee passed 8R 8vith only a single nay vote.
The committee rejected all but a bipartisan amemimegjuiring federal regulators to consider
the opinions of community groups when approvinqibheclosures. Then, the House approved
HR 3841 thirteen days later with little controverssing a voice vote. On April 26, the Senate

followed suit by approving S 1963 using a voiceeyahe only audible nay came from Sen.
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Byron Dorgan (D-ND). To bring S 1963 closer to Hheuse version, the Senate increased the
consolidation provision from two to three yearddwling enactment; it then requested a
conference.

When the conference convened in mid July, conteheel to resolve differences over
foreign banks and the applicability of state bagkaws. Although the conference dropped the
Senate bill's more stringent provision imposing a&pinsurance on foreign banks wishing to
branch across state lines, it imposed communitywestment requirements on them. The
conferees decided that state laws regarding conspio&ection and branching would apply
equally irrespective of a bank’s charter. The O@Gugh, gained preemption authority over
state laws disadvantaging national banks vis-ahas state-chartered competitors. Once the
committee reached agreement on July 25, the Hauiskly approved the conference report in
early August, but the Senate delayed doing so Sefitember 13. President Clinton signed the
Riegle-Neal Interstate Banking and Branching Eéindy Act September 29.

The statute contained several notable provisi@sthe matter of interstate banking, it
essentially repealed the Douglas Amendment requmeciprocal laws between states and
instead permitted bhcs to acquire banks in ang stawof September 1, 1995. Toward that end,
however, Riegle-Neal imposed concentration liméging acquisitions leading to a bhc
controlling more than thirty percent of the dep®sgit a particular state or more than ten percent
of all domestic bank and thrift deposits. Thewgmextended the CRA to bank holding
companies by requiring the Board of Governors teate bhcs and their bank subsidiaries
before approving any interstate acquisitions. Totlhe Fed had considered CRA evaluations
when reviewing holding company applications for @&xgion, preexisting statutory law did not

require it to do so. In extending the CRA, Rielleal created new categories for CRA

151



evaluation beyond the single, annual bank evalnatie@stablished new categories including
state level ones, state by state comparisons, atpolitan area ones. The law allowed banks
to merge with out of state banks and to consolittegen as branches under the resulting bank’s
title as of June 1, 1997. It contained concertralimits similar to those for acquisitions. Isal
authorized banks to open branches across stagevitieout first acquiring another bank, so-
called de novo branching, provided that statesteddaws permitting the practice. To confine
banks to expanding across state lines in the manaetlined, Riegle-Neal prohibited national
banks from employing the thirty mile rule to branoto states that chose not to participate in
interstate branching.

With Republicans having won control of both HousE€ongress for the first time since
1954 in the 1994 midterms, the GOP instituted alhdrmof reforms impinging on bank
regulatory legislation. For instance, House Rejpabk altered the committee system. On
December 2, they announced a redesigned commyséens. In addition to eliminating three
committees altogether, Republicans significantistailed the jurisdiction of the House Energy
and Commerce Committee. They not only reallocatadh of its jurisdiction to other
committees, but also shortened its name to sinlq@dyCommerce Committee to reflect these
changes. Of particular note for banking and fimaregislation, Republicans stripped
Commerce of its jurisdiction over securities mattand reassigned the jurisdiction to the House
Banking Committee, thereby combining jurisdictiorenthe banking and securities industries in
one panel. The newly formed Commerce Committe®jgh, managed to keep its primary
jurisdiction over the insurance industry.

On February 27, 1995, the new House Banking Coram{@thairman Jim Leach (R-1A),

introduced a bill (HR 1062) designed “[tjo enhacoenpetition in the financial services industry
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by providing a prudential framework for the affti@n of banks, securities firms, and other
financial service providers.” He drafted a bilrreavly focused on the banking and securities
industries to minimize the controversy it would femt. Leach’s bill eliminated the bank holding
company model under whose umbrella banks had logenized their activities and instead
replaced it with a financial services holding companodel in which holding companies offered
a wide range of banking and securities servicediding brokerage and underwriting. A
financial services holding company (fshc) is meteyk holding company that is permitted to
engage in a wider variety of financial activitie€Because the structure proposed was a variant on
the bhc one, the Federal Reserve Board gainedategylresponsibility over the new entities.
The bill erected firewalls separating the banking aecurities subsidiaries of the fshcs and
imposed strict capital standards on the subsidiaridhe House Banking Committee officially
approved HR 1062 May 11. Even though large NewkYsercurities firms and money center
banks supported the measure, small banks werghi@s®nthusiastic as they stood to gain the
least from this new structure and added powershotigh committee passage of HR 1062
represented an apparent victory for Chairman Lelaep, Charles E. Schumer (D-NY) pointed
out, “No one is that strongly for this bill, and ooe is that strongly against the bill” (CQ
Almanac 1995a).

Strong opposition to the bill, however, materiatiammediately following committee
approval when the insurance agents’ lobby abandasegutrality and announced its opposition
to the measure unless Congress imposed a moratorithe OCC granting national banks the
ability to sell insurance. Aware that the measarsed issues relating to the insurance industry
and seeking to protect his committee’s remainimggliction, Chairman Thomas J. Bliley (R-

VA), announced his committee wanted to examinebtth@nd was considering broadening it to
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permit affiliations between banks and insurancemames. Aware of the controversy brewing
among the three financial services industries, lddeaders intervened to negotiate a
compromise between the principal legislators. Nes=dto say, Speaker Newt Gingrich’s (R-
GA) comments that Republicans planned to address#urance industry’s concerns when
legislators debated HR 1062 did not help matteoh{ftessional Quarterly 1995a).

Republican leaders nonetheless brokered a deakbgtthie two committees. Under the
accord, the Commerce Committee would approve theeseersion of HR 1062 that Banking had
in May, and the Banking Committee would amend illsoly placing a permanent moratorium on
the OCC'’s authority to approve national banks’ msge agency activities. Then, working in
conjunction with Rules Committee, Republicans waukfge HR 1062 with HR 1362, a
regulatory relief bill moving through the Banking@mittee in May and June. Upholding its
portion of the agreement, Chairman Bliley’s Commnedtommittee approved HR 1062 on June
16.

Even though Rep. Doug K. Bereuter (R-NE) had intoedl HR 1362 on March 30 “[t]o
reduce paperwork and additional regulatory burdendepository institutions,” it lay idle until
mid May when the House Banking Committee finalliereed it to the relevant subcommittee.
After hearings in late May and June, the Houseriaiad Institutions and Consumer Credit
Subcommittee crafted a bill (HR 1362) exemptingetyrpercent of American banks from the
CRA, curtailing the Truth in Lending Act (TILA) byreventing borrowers from initiating
lawsuits even when lenders incorrectly discloseah lf@es, and rolling back the Truth-in-Savings
Act requirements. Voting along party lines, thb@mmittee curtailed the Department of
Justice’s authority to litigate discriminatory lend cases. On June 15, the subcommittee

approved HR 1362 with the support of only one Deraibc
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Regulatory relief proceeded to the House Bankinom@ittee as Chairman Leach
introduced a new bill (HR 1858) to replace the igart-tinged HR 1362. The committee devoted
four days to hearings and markup in the last Halume. Attempting to follow the stipulations
of their earlier policy compromise, GOP leadersgsnuo attach a provision instituting a
moratorium on the OCC granting banks additionaliiasce powers, but Republican committee
members disobeyed the compromise and discardgufdliesion. They did so by approving
Rep. Richard H. Baker’s (R-LA) amendment permitt@ffijiations between banks and insurance
companies; the amendment passed 36-12 with ninEteerocrats joining seventeen
Republicans. The discarding of the moratorium, éasv, was not the only objectionable item to
arise in this venue. The Banking Committee alsak&aed the regulatory mechanism for
enforcing community reinvestment requirements, gpteohbanks with less than $100 million in
assets from those requirements, and provided baiths “safe harbor” period between CRA
examinations. Neither committee Democrats noWithite House were pleased with these CRA
changes. As aresult, Treasury Secretary RobdinRurote the Banking Committee two
letters; the first one was dated June 20 and es@dethe administration’s concerns over the
weakened consumer protection whereas the secondiavee June 29 conveyed his
recommendation for the president to veto the Bitirigressional Quarterly 1995b). Despite the
differences between the committee members and thiee\Wouse, the Banking Committee
narrowly passed the bill June 29.

While the lower chamber was embroiled in dispatess expanding insurance powers
and weakening CRA requirements, the Senate wasingpok its own regulatory relief bill,
though its version was much milder than the Houseso On March 30 Sen. Richard Shelby (R-

AL), who had switched parties the day after the4l8fdterm elections, introduced a regulatory
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relief bill (S 650); the measure attracted twengheco-sponsors from both parties. The full
Senate Banking Committee, however, did not proeaddthe legislation until late September.
The committee delayed acting on the bill becausar@tan Alfonse D’Amato (R-NY) wanted
the House to complete its bill first. Even thodghchaired the Whitewater investigative panel,
he went out of his way on S 650 working with Denaticr Senators and the Clinton White
House by removing amendments limiting the CRA tlegained the president’s support for the
bill. In fact, D’Amato explained jettisoning theR®@ limitations because President Clinton had
threatened a veto (Congressional Quarterly 199btpreover, S 650 actually imposed
additional consumer regulations due to committekeddgrovisions authorizing consumers to
alter and repair their damaged credit reports. Séeate Banking Committee approved the bill
September 27.

House leaders intended to bring HR 1858 and HR 1@@he floor as a package before
summer’s end, but the Banking Committee’s remo¥#he moratorium on national banks’
continued expansion into insurance agency violdtechgreement they had brokered, thereby
delaying floor action. Not content to abandongheposed legislation, Chairman Leach applied
repeated pressure to House leaders, which ultigneséelsed them to relent and devise a new plan
for passage. As part of this plan, the Rules Cdtemcombined HR 1062 and HR 1858 into a
single bill to receive floor consideration befone nd of 1995; the merger of these two bills
yielded HR 2520, which Rules introduced in latedbetr. The new bill removed Baker’'s
amendment permitting affiliations between banks iasdrance companies and instead replaced
it with the original moratorium prohibiting any ther affiliations for another five years. To
appease Democrats, community reinvestment exengptisappeared from the new bill.

Finally, HR 2520 assigned the House Banking and i@erne Committees the task of structuring
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the location of banks’ new securities activitidhis task was necessarily explosive since any
decision affected who would regulate the new attisiand who would benefit from formulating
those regulations. This issue created an impasseebn bank-friendly committee members and
insurance-friendly party leaders. Because ofdbmdlock, Majority Leader Dick Armey (R-TX)
postponed the new bill indefinitely (CongressioQalarterly 1995b). Likewise, the Supreme
Court’s announcement the previous month that itldrbearBarnett Bank v. Nelsomvolving
Florida’s prohibition bank affiliates of holding epanies selling insurance undeniably made the
banking industry reluctant to compromise with theurance industry. Consequently, the
proposed banking legislation failed to receive flaction in the House.

Although the year began inauspiciously enouglh wie federal government shutdown
and banking legislation postponed for the firstesalymonths, bank regulatory change was still
occurring. Having heard arguments in JanuarBgmett Bank of Marion County, N.A. v. Bill
Nelson, FL Insurance Commissiondre Supreme Court rendered a unanimous verdiairch
(517 U.S. 25 (1996)). The case entailed a Flastdtute prohibiting banks from selling
insurance unless they were located in a town aftlesn 5,000 people and did not belong to a
bank holding company. Barnett Bank was a subsgidiational bank operating a branch in a
town with less than 5000 people that bought anrarsze agency and sued the state of Florida
claiming federal law preempted the state’s actidrhe Court decided the case on the grounds
that federal law granting national banks or thelvssdiaries the authority to sell insurance in
towns with populations less than 5000 people preéedihe Florida statute. Interestingly
enough, the Supreme Court did not consider hovstite’s prohibition unfairly discriminated
against banks that were bhc subsidiaries, yet bahgidiaries tend to be larger and have access

to more capital by the very nature of their corp@structures. The Comptroller may not have
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been directly involved in the case, but the rulipdpolding federal preemption of state
regulations effectively empowered the OCC vis-athies states.

Needless to say, thigarnettdecision only complicated Rep. Leach’s attemjiitaatking
legislation during the 1d4Congress’ second session since banks were muhviliisg to
compromise given their recent legal victory. Herggghe three months followirBarnett
redrafting his bill. Chief among his priorities kgecodifying the Court’8arnettstandard,
removing the OCC moratorium, and permitting affibas between national banks and insurance
companies under the financial services holding amgpnodel. In early June, Leach tried
bringing the bill to his committee for a revotet some of the members refused to reconsider the
proposal. Consequently, he publicly abandoneddhised version of HR 2520.

Within a month of Leach'’s latest setback, HouseeR@ommittee Chairman Gerald
Solomon attempted an end run to bar the OCC pemtgirfeom approving further expansions
of insurance activities. Solomon tried to amendi®87 Treasury-Postal Service appropriations
bill (HR 3756) requiring the Treasury Departmentwithhold funding if the OCC authorized
any more insurance powers. On July 17, bankeesCtimton administration, and allies in the
House came together and overwhelmingly killed tine@dment 312-107. This action
represented the last ditch effort by a leading suep of the insurance industry to curtail banks’
expansion.

By September Chairman Leach was cobbling togetineodest banking bill by
combining the least controversial elements of HR®&ith the regulatory relief bill (HR 1858)
and provisions funding the deposit insurance fuordHrift institutions (SAIF). With the House
leadership’s consent, Leach planned to bring theesebill to the floor September 18. The

rewritten bill no longer restricted banks’ expamsioto the insurance industry, but it prevented
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federal preemption on matters of insurance reguiatBankers, of course, disliked the
provision, for it curtailed their recently achievesjulatory and judicial victories. The
combination of the September arrival of an omnigpsnding bill and bankers’ opposition to
eliminating federal preemption on insurance ad@sitorpedoed Leach’s latest attempt to
receive floor action.

In a September 16 meeting with Republican lead&ste House Chief of Staff Leon
Panetta suggested attaching the SAIF measure torth#éus spending bill as a way of using its
revenues to offset the additional spending souglthé Clinton administration (CQ Almanac
1996a). Over the course of the next week andfaRepublican congressional leaders
scrambled to attach banking legislation to theleatdiscal appropriations bill (HR 3610).
Though Reps. DeLay and Solomon tried reinsertingipions restricting banks’ expansion into
insurance, Senate Majority Leader Trent Lott (R-M&)ght to keep the banking legislation as
non-controversial as possible and thwarted suemgts. By the end of September,
congressional leaders successfully crafted an gpptmns bill that included banking measures;
President Clinton signed the Omnibus Consolidatedrépriations Act of 1997 the last day of
the month.

The statute’s banking provisions strongly resemi8eé&50, the modest regulatory relief
bill Sen. D’Amato produced. The final legislatitmded the SAIF by raising premiums on
banks and thrifts and even increased the reguléanyen on depository institutions by
strengthening the Fair Credit Reporting Act reguieats, but it also relieved banks of some
lender liability issues associated with propertiestaining hazardous materials. The most
significant element for the expansion of bankimgugh, amended the BHCA by streamlining

the Board of Governors’ approval process for bleekimg either to engage in previously
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approved section 20 subsidiary nonbanking actwibieto acquire nonbanking financial services
companies. Furthermore, the law permitted well-agaad and well-capitalized bhcs to enter any
activity that the Fed’s Regulation Y permitted waith prior notice or approval. Conversely, if a
bhc wished to conduct an activity presently natvaéld, it simply needed to notify the Board
within ten days of doing so.

The following year began with the Federal Resamit&ting key regulatory rule changes
concerning bank holding companies and their sudnseli. Though the Board had announced on
December 20, 1996 that it was increasing the amofur@venue that “a section 20 subsidiary [of
a BHC] may derive from underwriting and dealingimeligible] securities from 10 percent to 25
percent of its total revenue,” the rule changerdititake effect until March 6, 1997 (83 Fed. Res.
Bull. 98, Feb. 1997). Just before the revenuesim®e took effect on February 20, 1997, the
Board significantly revised its Regulation Y “intkad to improve the competitiveness of bank
holding companies by eliminating unnecessary reégojfdburden and operating restrictions and
by streamlining the application and notice proc€88’Fed. Res. Bull. 260, April 1997). These
Regulation Y revisions resulted from the Omnibusi§didated Appropriations Act of 1997 and
took effect April 21, 1997. Not only did they saraline the application process, but they also
removed the remaining firewalls separating nonketk bank affiliates within the holding
company structure.

Although the Federal Reserve’s rule changes didhecome effective until March and
April respectively, the 107 Congress began legislative attempts to moderhz@aation’s
banking system almost immediately. On the firgt dbthe new Congress, Banking Committee
Chairman Leach introduced the Financial Servicemn@aitiveness Act of 1997 (HR 10) to

“enhance competition in the financial services stduby providing a prudential framework for
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the affiliation of banks, securities firms, andetfinancial services providers.” Beginning in
February and running through June, the Banking Citi@enand its subcommittees held hearings
on the proposed legislation. Through the courdbesge proceedings, Federal Reserve Chairman
Alan Greenspan was one of the most frequent vssifourneying to Capitol Hill three times to
testify.

In his testimony, Greenspan expressed his supmoegislative efforts modernizing the
nation’s financial system that led to increased petitiveness and efficiency, and, in the
process, benefited American consumers. His ovagidoncern, however, revolved around
structuring banks’ new activities and the possitdems that could befall the deposit insurance
system. In particular, he feared that HR 10’s iow allowing banks to broaden their activities
through operating subsidies (op-subs) rather theough holding company subsidiaries
affiliated with the banks imperiled federal depasgurance. Greenspan instead suggested that
any expansion of bank activities occur throughlthek holding company structure, so that any
losses caused by the new activities would not explos deposit insurance fund. By expanding
through holding company subsidiaries rather thaoutph operating subsidiaries of banks, the
Fed expanded its regulatory responsibilities aetigense of the OCC.

While the Federal Reserve Chairman was makingdse tor structuring banks’
expanded activities to give his agency a greatprlagory role, the Comptroller of the Currency
said very little on the matter before Congress.raédwer, the Treasury Department remained
silent for several months on the bank regulatogyslative proposals. As a result, the Clinton
administration’s position on the matter was in daodawmakers. Treasury Secretary Robert
Rubin finally unveiled the administration’s plams financial system modernization in late May.

The Clinton administration proposed allowing fedlgransured depository institutions to engage
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in a full range of securities, insurance, and itwesnt advisory activities through operating
subsidiaries. The op-subs, however, would notdsefited to develop real estate. Holding
companies owning federally insured depository tastns, on the other hand, would be allowed
to engage in the full gamut of insurance, investnaelvisory, merchant banking, and securities
activities. In addition, Secretary Rubin preserited alternative proposals for bank holding
companies to mix banking and commerce. Alternadivas Rubin described it, entailed bank
holding companies devoting some significant porbbtheir revenue as defined by Congress to
nonfinancial activities. Alternative B, on the etthand, maintained the existing system in
which bank holding companies could not engage ynremmfinancial activities. In other words,
Option A permitted a mixing of banking and commendeereas Option B maintained the
preexisting separation of banking and commerce.

Nearly four weeks after Rubin presented the Clirgdministration’s financial
modernization proposal, the House Banking Commitegeowly approved HR 10 on June 20.
In the process, the committee attached two pravssibat gave Chairman Leach reservations;
one allowed a mixing of banking and commerce whetka other eliminated the federal thrift
charter within two years. Rep. Roukema (R-NJ)tedsthe amendment mixing banking and
commerce by permitting bank holding companies thityto invest up to 15 percent of their
revenues in nonfinancial companies whereas RepMBiCollum (R-FL) introduced the
amendment ending the federal thrift charter withwo years. The committee adopted both
amendments by wide margins prompting Rep. Leashate, “| supported the committee
approval of the bill as a steward of the committag,like all members | will reserve final
judgment on the bill, particularly in light of hotlve banking and commerce issue is resolved”

(Congressional Quarterly 1997: 2-76).
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With the House Banking Committee having passed BIRHe bill proceeded to the
Commerce Committee for consideration. Commercer@aa Thomas Bliley (R-VA) had
intended to consider the bill in early Septembat,the passage of HR 10 triggered a barrage of
insurance industry lobbying. Insurance agents wargcularly incensed over the proposed
legislation because it allowed banks to offer iasge products under the supervision of banking
regulators rather than under the existing setatéshsurance commissions. As a result of the
ensuing hysteria among insurance agents, Chairrhilay Bostponed considering the bill
indefinitely.

After weeks of inaction on HR 10, the Finance ama&tdous Materials Subcommittee
on October 24 eventually held a markup sessiomtasnly a few hours and easily approved HR
10 by a vote of 23-2. Subcommittee Chairman Mitadey (R-OH) had the difficult task of
maintaining the tenuous balance between the bar@idgnsurance industries, a task made all
the more difficult by the presence of the longtim&urance industry champion Rep. John
Dingell (D-MI). Even though Rep. Oxley sought &assure bankers that the committee would
not simply bow to insurance industry demands tlaaks compete under the same regulatory
structure, he ultimately permitted an amendmemhfRep. Dingell curtailing the OCC’s
regulatory power over banks’ insurance activitigsaddition, the subcommittee amended HR
10 to maintain the unitary thrift charter by allegicommercial firms to enter banking by
opening or acquiring savings and loan associati@igen the jurisdiction of the Commerce
Committee and the various personalities involvediais not surprising in the least that the
subcommittee produced a bill more in line with tesires of the insurance industry than the

banking industry.
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In aWall Street JournaDp-Ed piece on October 30, three prominent firersarvices
industry CEOs argued “Today banks, insurance comepamnd securities firms that want to meet
the demands of their customers have to be abl#dpevery type of financial product, across all
markets, in every part of the world....U.S. finan@atporations cannot do that unless Congress
sweeps aside our antiquated banking laws” (KomarRBlgcell & Weill 1997: 1). These three
chief executives were David Komansky of Merrill lojny Philip Purcell of Morgan Stanley Dean
Witter, and Sanford Weill of Travelers. The threen proceeded to argue, “Regulations
imposed since [the Great Depression] have only maatéers more confusing: For example, a
commercial bank may acquire a securities firm,rmitthe other way around” (Komansky,
Purcell & Weill 1997: 1). In this way, three prament financial services industry CEOs publicly
appealed policymakers to permit their financiatitnions and American banks compete on the
same playing as foreign competitors.

The same day as tleurnalarticle appeared, the Commerce Committee appreNedo
by a 33-11 margin. This measure largely resemthlesne the Rep. Oxley’s subcommittee had
reported except for adding one amendment permittanks to gain as much as five percent of
their revenue from a commercial enterprise, therabyng banking and commerce.

After Commerce passed HR 10, Rep. John BoehnerHRwbhom Republican leaders
selected to serve as banking reform point man iplartisan meetings with the Rules
Committee and the two committees that had repahnedbill. Boehner hoped to move the bill to
the House floor as quickly as possible, but diffiees between the Banking and Commerce
Committees differed on key issues such as the miairbanking and commerce, ending the
thrift charter, and regulating bank insurance agalsgties activities, not to mention the joint

insistence by Reps. Solomon and Dingell to placgnéu restrictions on banks’ insurance
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activities, made the task quite challenging. Hiserés collapsed on November 8, when
Commerce members, neglected to appear for a meetihdyim and the Banking Committee.
As a result, the proposed banking legislation nesached the House floor in 1997.

Hoping to learn from 1997’s failed legislative atjgt, Rep. Boehner, according to
Congressional Quarterly, met countless membeinseobanking, insurance, and securities
industries between November 1997 and March 1998d(&ssional Quarterly 1998: 5-11).
Based on these meetings, Rep. Boehner and othebkegm leaders developed another version
of HR 10 which they unveiled on March 10. Firkg 1998 version permitted securities firms
and insurance companies to own banks and the wdnearound. The inequities of permitting
banks to own other financial services companieplrhibiting other financial services
companies from owning banks were one of the comdaif financial services industry
members, such as Komansky, Purcell, and Weill.o&dcthe bill authorized national banks to
sell insurance, but to do so in subsidiaries oward®y state insurance commissioners. Third, the
bill gradually ended the unitary thrift charteragbgh which commercial companies entered the
banking industry. Fourth, proposed legislatiorated a new type of corporate organizational
structure, namely the financial holding companyotigh which the firms wishing to offer the
assortment of financial services products wouldalo The Securities and Exchange
Commission (SEC), though, would have regulatorysigat of these subsidiaries’ securities
activities. Finally, the new HR 10 linked a statytrepair of federal credit union law to banking
reform.

By the week of March 23, though, the various sscbd the financial services industry
were once again battling one another. On thed@agiof March, Rules Chairman Solomon

removed the measure from floor consideration bexawvembers failed to agree on the rules for
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debate. The Rules Committee’s efforts to achigreement were likely hampered by the rule it
created just before the bill went down preventimg lHouse from eliminating the unitary thrift
charter. Chairman Solomon, nonetheless, explaimedill's death as the result of a lobbying
effort unlike any he had ever seen that kept hisatieagues office telephones “ringing off the
hook” (Congressional Quarterly 1998: 5-7). Althbuyis legislative reform effort was stymied
in the House because members could not agree onldsefor debate, a merger creating the
largest banking and financial services company wedua week later that altered the landscape
altogether.

On April 6, 1998, Travelers Group and Citicorp ammced plans for their two firms to
merge, thereby creating Citigroup. Travelers Gravag a financial services company run by
Sandy Weill that provided asset management, brgke@nsumer financing, investment
banking, and insurance underwriting whereas Cipaoas a bank holding company owning
nonbank subsidiaries and bank subsidiaries, maabhoCitibank, N.A. The merger of these
two very different firms created a financial conglerate capable of providing customers an
assortment of financial products.

Because Travelers engaged in activities prohilitethe BHCA, Citicorp could not
legally acquire it. According to the BHCA, thoudhravelers could petition the Board of
Governors to form a bank holding company and aedqQiticorp. To facilitate the creation of a
bank holding company under such circumstances ignd ée divestiture of prohibited
nonbanking activities, section 4(a) of the BHCAIawized the Board “to extend the period
[mandating divestiture within two years of becomanghc]... for not more than one year at a
time...but no such extensions shall extend beyorata dfive years after the date as of which a

company becomes a bank holding compat/S( Statutes at Largé0 (1956): 135-136).
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Therefore, Travelers applied to the FRB to becorbkaand acquire Citicorp. A few months
later on September 23, 1998, the Board conditigragdproved the acquisition and Travelers’
request to form a bank holding company named @uigrand granted the new company a two-
year exemption to divest its prohibited nonbankingvities!’ Because the BHCA provided for
a two year exemption with three additional one y@a@mptions possible thereafter, Citigroup
had at most five years before it would have to slivis nonbanking businesses unless lawmakers
significantly altered the banking statutes.

When the GOP leadership removed HR 10 on MarcliR8f, Boehner pledged to bring
the bill back to the floor during the first weekMfy. The Travelers-Citicorp merger certainly
added pressure for legislative action. After@ltjcorp had opposed the legislative reform
efforts up until its merger when it suddenly chahgelicy positions. Citicorp had opposed
regulatory reform largely because it had achievadyrof the expanded activities it sought
through the existing regulatory structure and aitlwant to lose the protection it afforded.

On May 13, the chamber passed HR 10 by a singkeewith Speaker Gingrich and other
GOP leaders twisting members’ arms to obtain tleeseary support. In the process of narrowly
approving the bill, the House defeated two amendsnaifowing banks to expand their activities
through operating subsidiaries. The first of thaseendments permitted national banks to
conduct all financial activities except for realags investment or insurance underwriting in
subsidiaries whereas the second allowed natiomkisi@ expand into all activities then
permissible for bank holding companies but notiational banks themselves. The chamber

then also amended HR 10 to prohibit holding comgmiom engaging in nonfinancial

" As one of its conditions for approving the acdiosi, the Board required a fifteen day waiting pedrbefore the
merger became official. The waiting period notwsitinding, receiving the Board’s conditional apptawaant the
two firms would complete their merger.
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commercial activities, thereby preventing a mixaidpanking and commerce. The proposed
legislation proceeded to the Senate where it $atiatil after the summer recess.

Though the Senate Banking Committee scheduledrkupaf HR 10 for September 3, it
postponed the hearing a week because of immedigtasdion from Sens. Gramm and Shelby.
The Republican Senators wanted to exempt finaseialices companies and financial holding
companies from the CRA'’s requirements and refusaeabhsider any other alterations to the bill
until the committee resolved the CRA issue. Tapeal the following week, the committee
amended the bill by eliminating the requirement thenks with poor community reinvestment
records divest holdings and exempting securitiessiand insurance companies unaffiliated
with banks from community reinvestment requirememgither Sen. Gramm nor Sen. Shelby
participated in this compromise, for both men wdrtether limitations placed on community
reinvestment requirements so that community grovgre less able to extort contributions from
banks to avoid protesting expansions. Gramm affareamendment allowing banks to use
preexisting CRA ratings rather than requiring neve®when seeking regulatory approval for
activity or branching expansions. The Texan, havewithdrew his provision when other
Republican members indicated they were unwillintptpedo the proposed legislation over
community reinvestment issues. As a result, thekBg Committee September 11 passed HR
10 with only Sens. Gramm and Shelby voting agatnst

Before the Senate debated the bill in early Oatabeugh, legislators negotiated
solutions to two longstanding disagreements ambeagndustries touched by the proposed
legislation. First, they successfully gained areagent from the insurance and banking
industries granting state insurance commissioregslatory responsibility for insurance

activities, but with the understanding that thasinarities could generate different rules for
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banks and insurance agents under thirteen diffeamarios. Word of this agreement became
public the last day of September. Second, therctean of the Senate Banking and House
Commerce Committees agreed on handling banks’ erttrythe securities business. Based on
their agreement, the Securities and Exchange Casioni$SEC) classified banks’ products as
securities and regulated them whereas the FederdriRe served as a check on the SEC and the
federal court system gain an expedited judicialew\process to resolve any disagreements.
On October 5, the Senate began debating HR Ignhifisant roadblocks, however, still
thwarted the bill’s path to enactment. For ins&gribe Clinton administration’s threatened veto
of any bill excluding bank expansion through opegsubsidiaries remained. More
importantly, Sen. Gramm still objected to the Bi¥xtension of community reinvestment
requirements into other financial services sectofdthough he supported modernizing financial
services and allowing banks to offer other finahpraducts, he detested the CRA’s burdensome
requirements on banks and the bill's extensiorefact to nonbank affiliates and to banks
seeking branching expansions. As a result, Granasterfully employed parliamentary
procedure to block the legislation, causing iti®ah the floor October 9 without a final vote.
Banking legislation remained in limbo through thelterm elections and into the next year.
Congress recognized the persistence of bank regylgislation, for lawmakers began
working on bills early in 1999. Now under Sen. @ma’s chairmanship due to Sen. D’Amato’s
recent electoral defeat, the Senate Banking Cormentegan drafting a bill in late February.
During the committee’s hearings, community reinwesit requirements proved to be the major
issue dividing the parties. Chairman Gramm, orgaera sought to rollback the CRA'’s reach.
Toward this end, Sen. Richard Shelby submittednaen@ment exempting rural banks with less

than $250 million in assets. This provision foaifiee reinvestment requirements on large
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urban banks. Democratic senators, though, vehdéyramposed the move arguing that small,
rural banks were the worst community reinvestméfignolers by investing their money and
assets outside of their localities. To approvaking bill, Sen. Gramm ultimately convinced
Sen. Shelby to lower the value of the exemptedfirad institutions by $150 million. Then, on
March 4 the Banking Committee approved its bilB(®) by a party-line vote of 11-9 with one
Democrat and one Republican switching sides.

The Banking Committee’s bill permitted banks wigss than $1 billion in assets to
conduct their nonbanking activities through op@&@subsidiaries, but required larger banks to
do so within the holding company structure. Indiiag with the American tradition dating back
to the McCarran-Ferguson Act, the proposed legmsiagave the federal banking regulators
oversight of banks’ insurance agency activitie®®08, however, prohibited operating
subsidiaries from underwriting insurance or deviglgpeal estate. The measure also strictly
forbade affiliations between banks and commeraigiriesses. On the contentious community
reinvestment issue, S 900 exempted small, rurdtdatith less than $100 million in assets. The
bill did not address financial privacy issues.

While the Senate Banking Committee worked on S @b@jirman Leach and the House
Banking Committee held a three-day markup sessimingl the first half of MarcK® On the
third day of markup March 11, the committee appdo&eother version of HR 10 by a margin of
51-8. In the approval process, two issues raiseticplar challenges. Community reinvestment
once again proved to be a contentious and paissae. Generally, this issue divided legislators
along party lines, with Democrats espousing reitmeat and Republicans opposing it. Their

majority notwithstanding, Republicans failed tcealthe reinvestment requirements. During the

8 Because of Republican caucus rules enacted fallpttie 1994 midterms, Rep. Leach was enteringiiag tivo
years of his six-year term as committee chairman.

170



markup, privacy was the other troublesome issueavbid further challenges over privacy
matters by permitting consumers to opt-out of infation sharing, Rep. Leach co-authored a
provision which the committee adopted requiringsato disclose their privacy policies. In
addition to these consumer issues, the Banking Atieeis HR 10 gave banks with less than
$10 billion the option of organizing their nonbamgiactivities within operating subsidiaries or
holding companies. HR 10, however, prohibited apeg subsidiaries from developing real
estate or underwriting insurance. The House Bankih also limited the authority of state
insurance commissioners to regulate banks’ inserantvities.

In early May the Senate devoted three days to dep&t900. As occurred at the
committee level, community reinvestment was thetrostentious and partisan issue. Sen.
Gramm defended the bill’s present form, but Demioci@enators challenged its reinvestment
requirement reductions by offering two amendmemt&imove Gramm’s provisions. Although
the two Democratic amendments failed on May 5, Daata lawmakers continued to press for
toughening CRA.

The other issue generating disagreement amongossmaincerned structuring of the
banking industry. Except for allowing banks witider $1 billion in assets to organize most of
their activities within an operating subsidiary9@ required all other banks to organize their
new activities in holding companies. Since Serli8hheld a position more in line with the
Treasury’s on matters of organizational structheeput forth an amendment giving banks
undertaking the newly approved activities the aptd choosing which structure to use. In

response, Gramm threatened to remove the entirednil the Senate floor if the chamber
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adopted Shelby’s amendment. The Senate ultimeggdgted Shelby’'s amendment 53-46.
Finally, on May 6 the Senate approved Gramm’s S&60g partisan lines by a 54-44 véte.

To a significant extent, the bill Gramm shepherttedugh committee resembled the
Senate approved one. The Senate bill requiredsbhaiik more than $1 billion in assets to
organize their nonbanking financial activities tgbiholding company subsidiaries. Banks
below the $1 billion limit, on the other hand, reeel the option of organizing their new
activities either within a holding company or areogding subsidiary. In a change from the
committee approved version, this one delegated statirance regulators significant authority
over banks’ insurance activities, including thaseolving insurance agency, but it prohibited
them from discriminating between federally andestdtartered depository institutions. For
securities activities, S 900 permitted banks tademh these activities within the bank while
barring the SEC’s oversight. Unlike its House degpart, the Senate bill exempted rural banks
under $100 million in assets from meeting commurefpvestment requirements and required
disclosure of the agreements settling disputesdmivbanks and community groups. On the
matter of privacy issues, S 900 was silent.

Once the Senate passed a banking bill, the Houser@oce Committee in late May
began consideration of HR 10. Unlike the two BagkCommittees, Commerce’s markup of
HR 10 proceeded smoothly in a bipartisan fashibime main issues of concern to this committee
were privacy and financial industry structure. dime 10, the Commerce Committee easily
approved HR 10 without dissent. Unlike the HoBaeking’s version, Commerce’s prohibited
banks from conducting any nonbanking financiahaiiéis within operating subsidiaries, instead
requiring them to do so within affiliates under thenk holding company. The committee’s HR

10 also granted states more authority to overseksbasurance activities with little in the way

¥ Sen. Ernest Hollings (D-SC) was the only Demotoatross party lines and support the bill.
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of protections from states discriminating agaiestefrally chartered banks. Third, Commerce’s
bill contained privacy measures such as its prowisilowing people to opt-out of information
sharing between third-party unaffiliated companies.

Once both House committees approved HR 10, GORigadl late June selected the
Banking Committee’s version, which contained thlessdiary structure and more lenient privacy
language, and used it for the floor debate. Ragiivre July fourth, the House debated and
approved HR 10. Unlike 1998’s narrow passage ofldRthis time the chamber passed the bill
with a bipartisan margin of 343-86. The House eddsll granted banks the option of
structuring their activities as either operatingsdiaries or holding companies, but required
banks with more than $10 billion in assets to eatsr of the new nonbanking financial activities
through holding company subsidiaries. It also tgdithe SEC a larger role in overseeing banks’
securities activities and imposed tougher restmsion those activities. The House bill
resembled its Senate counterpart on insuranceatguby granting state regulators broad
powers yet protecting national banks from discritiion by the states. Other than by increasing
existing penalties for non-compliance, HR 10 haaldtgred the CRA. Also unlike it Senate
counterpart, it required financial institutionsdisclose their privacy policies and to allow
customers to opt out of information sharing withidiparties.

Following House passage of a banking bill, a carfee convened for a single day on
August 3 before Congress’ late summer recessdditian to naming Rep. Leach as chairman,
this meeting produced two other notable developmehirst, Sen. Gramm demanded a
resolution concerning the counting of House cor@greotes since the committee contained
twenty House Republicans compared to twenty-twoddddemocrats. To resolve the problem,

House leaders arranged the votes by section sélthete Republicans always outnumbered
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their Democratic counterparts. Second, Sen. Shaiblicly announced the need for the final
bill to contain much stronger privacy protectiofihis announcement represented a significant
Republican defection, especially since the Sen#terds silent on privacy issues.

When the conference reconvened in mid Septemlbaiyi@an Leach attempted to
operate in good-faith and in a bipartisan mannghdiding open debate and allowing all
conferees to negotiate over the bill. Doing soutih, quickly impeded progress as members
could not agree on issues involving organizatiatalcture, community reinvestment, or
privacy. At month’s end, Sen. Gramm requested @G@&ership intervene and devise a new
strategy for crafting the conference report. Opt&mber 30, House Speaker Dennis Hastert (R-
IL) and Senate Majority Leader Trent Lott met ptelg with the three committee chairmen.
This meeting yielded a new backroom approach inmglthe three chairmen privately
negotiating a working draft of the bill and theturaing with the draft for members to amend.
The three committee chairmen unveiled a revisefl dfahe bill on October 12. Behind closed
doors, Gramm had successfully convinced the othemten to scale back community
reinvestment requirements by making exams lessiémiy) exempting small rural banks, and
prohibiting banks and community groups from strikoonfidential deals.

Even though the conference now had a new modusuagie the matter of structuring the
banking industry and its new financial activitiesmained. According to Federal Reserve
Chairman Alan Greenspan, “After endless efforteettoncile the two versions [i.e. the House
and Senate bills], Congress threw up its handggamd our institutions [i.e. the Fed and
Treasury] until October 14 to settle it ourselv@Steenspan 2007: 199). When the fourteenth
arrived, Chairman Greenspan and Treasury Secretavyence Summers spent the afternoon in

the Treasury working out a compromise. Greensgaortbed the negotiations as “a textbook
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case of policymaking by rational compromise. Weasal argued point by point” (Greenspan
2007: 199). Upon emerging from Summers’ officeytiproduced an agreement concerning
their two respective regulatory agencies. The @towolved structuring banks’ new activities
and the division of regulatory oversight resultfrgm it. The two men agreed to support
legislation permitting banks, regardless of simesttucture their new activities, within operating
subsidiaries rather than bank affiliates in thedlhmgy company structure. Because Summers and
Greenspan considered insurance underwriting aneéséste development considerably more
risky than the other new activities, they categattithem as exceptions and agreed upon insisting
that lawmakers mandate that banks conduct themnnaffiliates under the parent holding
companies. In the process, the Secretary Summenesased the Comptroller’s jurisdiction
whereas Chairman Greenspan expanded the FedemlvBegegulatory jurisdiction.

Though resolution of the Treasury Fed disagreemeert the structuring of new activities
marked progress, the revised bill unveiled by tire¢ chairmen on October 12 angered many
Democrats because of its community reinvestmemgédmsm To further the proposed legislation,
Treasury Secretary Summers appeared unexpectedhea@vening of October 18 to assist
Democrats in their negotiations with Senator Gran®@wer the next two days, Summers and
Gramm conducted extensive discussions, eventwedlyihg Summers to depart from their
meeting on the night of October 20 believing thay hegotiated something acceptable to the
White House. The Clinton administration, howewedis not ready to accede to the bill's
reinvestment provisions. Negotiations between oesglonal Democrats, Republicans, and the
White House carried on for nearly two more day$oteethe parties finally reached an accord
early on the morning of October 22. Interviewed\@&ational Journala few days after reaching

the agreement, Gramm explained his logic behinatmggons over the CRA, “Quite frankly, |
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concluded Wednesday [Oct. 20], that the Adminigirahad taken a hostage—by threatening to
veto the bill—that they weren’t willing to shoot/ictor 1999: 3127). In exchange for letting
Gramm’s reinvestment provisions stand, the Whites¢odemanded that expansion by banks
into new activities be made contingent upon sattsfy reinvestment ratings.

The conferees from both Houses then quickly adbibte report. The House and Senate
both adopted the conference report on NovemBethé Senate approved the overhaul
conference report 90-8 whereas the House approd&2+57. On November 12, President
Clinton signed the Financial Services Moderniza#ah (FSMA) of 1999, also known as the
Gramme-Leach-Bliley Act, before a crowd that inclddegislators, congressional staffers, and
bureaucrats. Members of the banking and finarsgalices industries were conspicuously
absent from the ceremony.

The Gramm-Leach-Bliley Act's most notable componeas its partial repeal of Glass-
Steagall. In particular, it repealed two of thetgms separating commercial banks from
investment banks (i.e. sections 20 and 32), buthefother two sections separating the banking
industry (i.e. sections 16 and 21) intact. GLBAealed the prohibitions against banks
affiliating with securities firms and having thensa directors as securities firm, yet it left the
prohibition against securities firms accepting dgfsoand the limitations on banks directly
engaging in securities activities. Aside from thhae statute left Glass-Steagall’s other
components alone. In addition, the FSMA repeatedraiments added to the BHCA of 1956 in
the Garn-St. Germain Act severely limiting bankduol) companies’ insurance activities.

Even though it created a new type of corporatecira, namely the financial holding
company, that was basically a notch above a balthrfgpcompany, it did not allow banks to

affiliate with commercial enterprises. As for régfing new areas of financial activity entered
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into by subsidiaries of the fshcs, the law appos regulatory responsibility among the existing
banking and financial regulators according to thection of the activity. In other words, the
federal banking regulators would regulate bankingsythe SEC would regulate any securities
units, and state insurance commissioners wouldaggthe insurance units. The law authorized
federal regulators to establish safeguards witennew holding companies separating banks
from the other nonbank subsidiaries.

On the matter of overseeing the banking systemathidargely maintained the status
qguo by leaving the OCC to regulate national bamkkthe Fed to regulate holding companies.
The GLBA allowed national banks to establish sulbsiéls for new activities financial in nature,
provided the bank was well-managed, well-capitaljzend all the subsidiaries assets totaled less
than $50 billion. The statute, however, did ndhauze banks subsidiaries to conduct merchant
banking, insurance underwriting, or real estateettgyment; if a bank wanted to enter those
areas, it had to form a financial holding compang do so through a holding company
subsidiary. Conversely, the FSMA permitted finahbiolding companies to engage in banking,
insurance, securities, and any other activitieBib&d determined to be “financial in nature.”

In this way, the law significantly liberalized tB#HCA’s “so closely related to banking” phrase.
GLBA also limited the Fed’s oversight and enforcetma nonbank affiliates, requiring it to
defer to functional regulators unless the affisap@sed a material risk.

The law also had implications for consumer pratecissues. Although it generally
preserved the existing community reinvestment meguents for banks, it conditioned bank
affiliation with insurance or securities firms oaving at least satisfactory reinvestment ratings.
To appease the more conservative legislators, F8MAired community groups to disclose the

manner in which they spent any funds received foamks under the CRA and lessened the
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frequency of reviews for banks having under $25lioniin assets. The law required financial
services companies and banks to disclose theiagyipolicies and to give customers the right to
opt out of information sharing with third partyrfis. The GLBA, however, did not permit
customers to opt out of information sharing amaglgted firms within the same holding
company. Finally, the statute contained some atatively minor consumer protection
features such as requiring automated teller mashmdisclose to their fees.

CONCLUSION

This chapter began with a newly elected Democmtsident with a unified federal
government showing an early interest in bankingilegn with an early initiative streamlining
loan reviews while also pushing credit availabitiythe poorer members of society. This
interest in banking policy carried over to the daling year as the White House and Capitol Hill
worked together and easily passed major legislggemitting nationwide banking and
branching and also expanding the provisions reagiipianks reinvest in their local communities.
Though the matter of branching had proven contastfor years, the Riegle-Neal Act passed
both Houses with opposition numbering in the sirdjtgts.

Despite the Democrats’ loss of Congress in thel 18RIterms, bank regulatory policy
continued to evolve through statutory initiativeslagency ones. While the insurance industry
stymied Republican congressional efforts at a mudation of the banking system and overhaul
of the regulatory system, the regulators and cquaged major roles in granting banks new
powers, solidifying them, and then expanding ugant afterwards. With bank failures having
almost disappeared, the FDIC’s role diminishedvilegathe Fed and OCC to dominate the
regulatory arena. Both agencies through theingsliwere instrumental in bringing about

nationwide banking and branching. The Federal Resen particular, was crucial in issuing
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rulings allowing holding companies to expand intwefigible” securities activities through their
section 20 subsidiaries. Then, in late 1996 amky 897, the Fed made pivotal changes when it
increased revenue limits of section 20 subsidiaresstreamlined the approval process of bhc
expansions, including granting holding companiesatthority to begin activities without any
prior notice provided the Fed had all ready issuggls concerning the matters. This pattern of
Fed rulings doubtless contributed to the decisypiitavelers and Citicorp to follow through

with their merger, which, in turn, prodded lawmakenally to act and update the nation’s
outdated regulatory law. The result of this effoftcourse, was the Gramm-Leach-Bliley Act
which was not the massive repeal of Glass-Ste#uatlits opponents would have people
believe. Instead, Gramm-Leach-Bliley basically ated the banking statutes so that they

according with the regulatory decisions that ocediwver the last few decades.
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6. U.S. BANK REGULATION EVOLVING:
GLASS-STEAGALL, GRAMM-LEACH-BLILEY, DODD-FRANK, AND BEYOND

My dissertation investigated the development efldko@gulation over the twentieth
century through a case study focusing on what lawemsaenact, how regulators implement it,
and how it subsequently evolves. As | have shdkig,pluralist process entailed interdependent
multiple actors, especially multiple federal regata, who are able to act consequentially and
exert influence upon one another whenever theysittmdo so. The case study covered four of
the more eventful periods of interaction amongféaeral regulators, including 1914-1933,
1969-1980, 1981-1992, and 1993-1999. Given theahee presented in the previous four
chapters, this chapter begins by reviewing thegssdy which the United States transitioned
from Glass-Steagall to Gramm-Leach-Bliley. Thdans toncluding chapter examines what role,
if any, Gramm-Leach-Bliley played in the recentfntial crisis of 2007-2009. Finally, this
chapter employs my explanation of bank regulattignge to speculate on what possible
developments we may expect in the wake of the td2edd-Frank Wall Street Reform and
Consumer Protection Act.

During the first period of the case study, the Cowoifer of the Currency and the Federal
Reserve, failed to coordinate their actions to tatver series of banking failures from the twenties
onwards that culminated in the Great Depressidme @vents of the early 1930s led to the
establishment of the Federal Deposit Insurance @ation to resolve bank failures and
guarantee the deposits of banks, thereby prevehittoge depositor panics. Instabilities in the
banking system persisted through the remainddreoDiepression and into the early 1940s.

From WWII onwards, though, the banking system $tadd as bank failures virtually
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disappeared. This stability, which also was maiigedignificant continuity in the legal and
regulatory realms of banking policy, lasted formethirty years.

When banking crises returned in the late 196@sfdteral regulators had grown more
interconnected and interdependent. Regulatoryoresbilities had increased since the
Depression era banking reforms, yet they had noé do in ways that allowed the regulators to
act without affecting the responses available &irttounterparts. Though the OCC’s statutory
powers remained largely unchanged with respedstauthority over the definition and powers
of nationally chartered banks, the FDIC and Fedh lgained significant regulatory powers
through statutory reforms.

The FDIC received a third policy option in 1950hwthich to handle bank resolutions.
This new “tool” was known as the “essentiality” pimion and allowed the agency to extend
financial assistance to failing banks, thereby preing closure&’ Though the FDIC did not
employ this provision until the 1971 failure of WnBank and Trust Company, it quickly
employed this tool six months later to resolveBlamk of the Commonwealth, which was the
nation’s largest failure to that date. During #/870s and early 1980s, the FDIC experimented
with this resolution mechanism several more timgfeie using it to resolve Continental lllinois.
In bailing out the depositors and shareholdersafti@ental lllinois, the agency gave birth to the
infamous Too Big to Fail (TBTF) doctrifé. This policy change effectively divided the bargin
industry into two camps: a select few of very lang@ney-center banks which regulators would
not allow to fail and everyone else. Before theere financial crises, the FDIC last employed

this policy option in early 1991 when the Bank avWiEnNgland failed. Because this resolution

8 The FDIC temporarily gained such a power throlrghBanking Act of 1935, but the statute establishednset
date of July 1, 1936, so the power was never indoke

81 As discussed in Chapter 4, the TBTF label wasrghsea congressional opponent of the regulatorgld@ment
in House Banking Committee hearings on Contindtitabis in late 1984.

181



method extended protection beyond the existingitstaly defined deposit levels, Fed or OCC
regulatory actions widening banks’ powers potelytiekpanded the federal government’s
liabilities. Moreover, lawmakers enacted sevetatiugory increases in deposit insurance
coverage limits from 1950 through 1980 which ordgynpounded the federal government’s
potential liabilities.

Of far greater importance for the evolution of bagkregulation, however, were the
statutes assigning regulatory authority over basiihg companies to the Federal Reséfve.
These legislative changes enlarged the Fed’s regulpowers and constituency significantly.
As my case study recounted, these statutory rengsaacurred over a fifteen year span
beginning with enactment of the Bank Holding Compant (BHCA) of 1956 and concluding
with the Bank Holding Company Act Amendments of A9Tn the 1956 statute, the Fed gained
responsibility over multi-bank holding companiesccording to the BHCA, the Fed was to
define the powers and activities in which multi b&olding companies and their subsidiary
units could engage, thereby gaining significanttcdrover the affiliations that banks may form.
To close the loophole in the BHCA exempting holdamgnpanies owning a single bank (obhcs),
lawmakers later enacted the BHCA Amendments of 1870clude one bank holding
companies in the Fed’s regulatory jurisdiction &mdedefine what constituted a bank. Though
the Federal Reserve did not immediately use thegpdatory powers fully, lawmakers’ conferral
of them gave the Fed a powerful tool by which mildanfluence the subsequent development
and structure of the banking system, not to mertheractions of other actors within the policy

realm.

8 The statutes, of course, technically locatedrémigilatory power within the Board of Governorstu Eederal
Reserve System.
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Not until Paul Volcker’s final year as chair, howeeydid the Fed significantly turn down
the pathway of granting affiliations between baakd other financial services firms within the
holding company structure. In March 1987, the féeld that irrespective of whether
commercial paper was actually a security, holdioigngany subsidiaries could deal and
underwrite such debt provided that the parent congsagenerated less than five percent of their
revenue from these activities. Almost a monthr|dtee FRB announced its “source of strength”
policy concerning bhcs’ duties to act as sourcagwénue for their subsidiary banks when these
insured depository institutions encountered finahdistress. Thereatfter, the Fed employed this
policy as its chief rationale for granting affiliats between banks and firms engaged in other
financial services industries. A week after oHiby announcing this policy statement, the Board
approved joint applications from several of thaords largest bhcs to engage in limited
underwriting and dealing in certain prohibited s&as, which it referred to as “ineligible
securities,” provided that the parent companiegg®a less than five percent of their revenue
from such activities. Two weeks afterwards, tha8FRpproved a similar application from the
Chase Manhattan Corporation. In two of his firalans as chairman, Paul Volcker dissented
from both Board decisions. Thus, the Federal Reseas clearly heading in this direction of
expanding affiliations between banks and othemfoma service providers before Alan
Greenspan joined the Board.

During Chairman Greenspan’s tenure, the Board ofe@wrs of the Federal Reserve
continued down this pathway. The next major dgwalent in this series of regulatory rulings,
though, did not occur until mid January 1989 whemBoard widely extended the list of bank
ineligible securities activities provided the pdreompanies stayed below the five percent

revenue limit. Nearly nine months afterwards, Board issued another ruling doubling the
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revenue limit to ten percent and expanding thegoateof “bank-eligible securities” to
encompass securities issued by government sponsoteiprises or rated by industry
recognized ratings agencies. The Greenspan Feduallg raised the revenue limit in
December 1996 to twenty-five percent, thereby $icamtly increasing the size of financial
services firms that could be acquired by holdingpanies and affiliate with banks. Two
months later, the FRB streamlined its review procesl for approving bhc activity applications,
including shortening the timeline and permittinddiog companies to enter certain areas with
preexisting Board rulings without prior notice. $eptember 1998, the Board approved
Travelers’ acquisition of Citicorp, a merger whitad been announced six months earlier, and
exempted the new corporation from the BHCA's atyivestrictions for its first two years.
Unless lawmakers finally accomplished reform of tla@king statutes, the newly established
Citigroup would have to divest itself of many of ionbanking units. With the exception of the
FRB'’s action streamlining its review process foc Imonbanking activity applications in
February 1997, all the other regulatory changegwenducted without any changes in statutory
authority®?

Even though the Federal Reserve arguably becandothaant player among the three
federal banking regulators during the eighties @indties, the Comptroller of the Currency still
played a major role in the evolving structure & banking system. After all, it was the OCC
which was perhaps the earliest of the three regiddd employ its statutory powers, especially
the “incidental” powers clause of the National Bawt, to expand the list of permissible

activities and allow national banks to expand ihiese other lines of businé§sDeriving

8 The streamlining of the Board’s review procedwsuited from the Omnibus Consolidated Appropriatint of
1997 from September 30, 1996.

8 When national banks expanded into these otheritiesi, they organized these other lines of busirther as
divisions of the bank itself or as separate opegasubsidiaries of the bank.
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authority from this clause, the Comptroller in latiegust 1982 was the first federal agency to
rule that a bank could operate a securities brgieerdn late February 1985, the OCC invoked
Garn-St. Germain'’s thirty-mile provision to allownational bank to relocate its main office from
Independence, Missouri to Overland Park, Kansa&selly facilitating interstate branching. The
OCC also facilitated interstate branching in Febyd®85 when it drew upon Garn-St.
Germain'’s thirty-mile provision to allow a natiori@dnk to cross state lines by relocating its
main office from Kansas to Missouri. Drawing itgfaority on a WWI era statutory revision, the
Comptroller’s Office ruled in August 1986 that ainaal bank could sell insurance to its
customers, but, more importantly, that it couldsdao individuals who were not currently
customers and in locales with populations gredi@n 6,000. This ruling marked a significant
departure from previous approvals of insurancevéiets, and it presented a means for banks
wishing to enter this line of business ever siravenhakers had closed the holding company
route. Though the OCC continued issuing rulingmsahg national banks to expand through the
remainder of the eighties and nineties, it wasquite able to counter the Federal Reserve’s
expansions of bank holding companies.

Given the various crises experienced by the Ameriianking system at the end of the
twentieth century, federal agencies were by no méasmonly governmental actors operating in
the policy realm. The twentieth century’s finalohgtecades arguably produced the most
significant amount of banking legislation since N@wv Deal. Unlike the regulators, however,
federal lawmakers typically responded to crisethensystem and independent actions of the
agencies in their statutory work. DIDMCA, for iaste, extended the Fed’s reserve
requirements authority to all depository institaspallowed all depository institutions to offer

transaction accounts, and increased deposit inseilakels to $100,000. Within two years,
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federal lawmakers recognized the need for moretstgt change and enacted Garn-St. Germain
which immediately phased out interest rate ceiligganted thrifts more powers to operate as
banks, and instituted the thirty-mile rule for watal banks. Five years later with the thrift &isi
exploding, Washington enacted CEBA to reassure sigpe by pledging the federal
government’s full faith and credit, not to mentidosing the nonbank bank loophole by
redefining what constituted a bank.

Because lawmakers failed to stem the bank anfd thises before President Reagan left
office, President George H.W. Bush entered the ##duse facing a worsening banking
system. The Bush administration then set out &xemajor statutes reforming the banking
system, but especially reforming the FDIC so thatagency would be better able to resolve the
bank and thrift failures. As a result, in Presitd®uash’s first and third years in office, lawmakers
completed work on FIRREA and FDICIA. Though themamistration sought more far-reaching
reform and modernization of the nation’s bankingtesn from both measures, it ultimately
settled for reforms that dealt principally with thBIC. Among other things, these statutes
established another temporary agency to resolveatleel thrifts, altered organization and
leadership of the FDIC, granted the FDIC more pdaces for handling resolutions, imposed
more procedures when seeking to use the TBTF dectgave the agency more ways to raise
funds through rate changes on member banks, andeallfor capital requirements.

Despite these major statutory revisions of the f@dsystem of deposit insurance,
President Clinton entered office in 1993 facingiaddal clean-up of the bank and thrift sectors.
After completing work on these tasks during histfyrear in office, including legislation
prohibiting the federal agencies from providingafiitial assistance to the shareholders of any

failing depository institution, Washington in 198dally accomplished major revision of the
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nation’s outmoded laws prohibiting interstate bagkand branching with the Riegle-Neal Act.
Following years of regulatory rulings expanding ke&lractivities and judicial verdicts upholding
most of those agency decisions, the Clinton Whited¢ and the Republican controlled
Congress enacted the Financial Services Moderaizdtct of 1999. This legislation basically
updated the statutory code so that it was in acedtidthe existing body of regulatory rules; in
so doing, it marked a partial repeal of Glass-S#aghough Gramm-Leach-Bliley contained an
agreement reached between the OCC and Fed divieiguyatory authority over the banking
industry’s structure, the Fed appeared to gaindeargage since the largest financial services
firms were required conduct their activities thrbube holding company structufe. The
Financial Services Modernization Act neither erd@dditional regulatory agencies nor required
much, if any, restructuring and redistribution afteority among the various banking and
financial services regulators.

Since the onslaught of the 2007-2009 financiaigrgublic officials and others in the
policymaking community frequently blamed the Grarhaach-Bliley Act, especially its repeal
of Glass-Steagall, for creating the environmentifee-wheeling financiers. According to this
perspective, the United States would have avehtedatisis, or at least the brunt of its severity,
had President Clinton and congressional Republinahenacted Gramm-Leach-Bliley. As my
case shows, however, such a belief could not ltbdufrom reality as evidenced by changes to
the banking statutes, the regulators actions ainthg) and responses to the crisis made possible
by Financial Services Modernization. First, mu€the Banking Act of 1933 remains, most
notably the deposit insurance components the cgednaits of which have increased a number

of times over the last seventy plus years. Secstatijtory reforms of the eighties and nineties

8 Gramm-Leach-Bliley, it may be recalled, createtea type of holding company known as a financidtiimy
company.
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repealed other major aspects of the Banking Adudiag the ceilings on interest rates,
prohibitions against transaction accounts by noklspository institutions, and the branching
limitations. Third, in terms of Glass-Steagallfgesific provisions separating commercial and
investment banking, Gramm-Leach-Bliley only repdaigo of the four provisions. The GLBA
repealed sections 20 and 32, which prohibitediatifins between banks and securities firms and
prohibited common directors respectively, butft gction 16 that limited banks’ securities
activities and section 21 that outlawed securitr@ss accepting deposits. Fourth, rather than
being in the class of social regulation, the Bagk#tt was quintessentially within the category
of economic regulation since it focused on the bapkystem’s safety-and-soundness. The
1933 statute would have done nothing to preverdgicey lending or abuses of consumers by
mortgage lenders.

Over the course of the last few decades of thettetbrcentury, the Comptroller of
Currency and the Federal Reserve revised and egplaany of the rules created under Glass-
Steagall restricting banks to the narrow serviddgsalang deposits and making loans. Banks
were able to engage in the brokerage businessghrsubsidiaries or affiliates as of the early
eighties. By the middle of the decade, holding pany affiliates could be involved in a host of
different types of securities prohibited to bartksmselves. Around the same time, national
banks obtained permission to sell insurance predicexisting customers and potential
customers from any of their offices regardless béke the clients were located. Thus, rather
than suddenly provide banks with a host of new pewe activities, Gramm-Leach-Bliley
essentially provided statutory authorizations fowuanber of the regulatory rules bankers had

won from the OCC and Fed over the last few decades.
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Moreover, the Financial Services Modernization &e¢n facilitated policymakers’
responses to the financial crisis. One such paptyon made possible by the 1999 statute
included greater latitude for regulators in perimgtaffiliations between banks and other
nonbank financial services firms. As President Blinton explained to Maria Bartiromo in an
October 2008 issue @&usinessWeek

[t wasn’'t a complete deregulation at all. Wdl $tave heavy regulations and

insurance on bank deposits, requirements on bamkspital and for

disclosure....Indeed, one of the things that hasduefpabilize the current situation as

much as it has is the purchase of Merrill LynchBaynk of America, which was much

smoother than it would have been if | hadn't sigtieat bill. (Bartiromo 2008: 19)
This statutory power proved important for sevefahe Federal Reserve’s decisions during the
crisis permitting acquisitions of major financiargices companies by existing bank holding
companies or making it much easier to approve asiwes of firms to holding companies under
the Fed’s supervision.

Having shown that Gramm-Leach-Bliley and its “rap®f Glass-Steagall did not cause
the financial crisis, it is valuable to apply mypéenation of bank regulation’s evolution to the
regulatory environment after Dodd-Frank’s enactmeXiter all, it is my dissertation’s
contention that the interplay of the actors inglécymaking process can explain a great deal
about the regulation to emerge from it. For ouppses, however, | will focus on three of them.

First, lawmakers in Dodd-Frank stripped the reguiatgencies of their consumer
protection responsibilities and established a ng@nay to monitor these items instead. This
new regulatory agency was largely the intellecpuabeny of the bankruptcy scholar Elizabeth

Warren. She viewed the recent financial crisiseasilting from unscrupulous lenders taking
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advantage of consumers on mortgages and otherseomsrof credit and wanted to create
another agency modeled after the Consumer ProddietySCommission to prevent this
behavior. The result of Warren’s lobbying effastas the Consumer Financial Protection
Bureau (CFPB). The CFPB was situated within thdeFa Reserve and received its funding
from the revenue generated by the Fed in condudBngonetary and regulatory activities.
Supporters of the agency hoped to protect it agdm$unding efforts by future Congresses.
Establishing the CFPB with its own unique consupretection mission necessarily adds
further complexity and interdependencies to thetexg regulatory structure, yet locating it
within the Fed complicates matters even more. Hdokpreviously had consumer protection
responsibilities over matters such as credit camdsbank holding companies, yet it experienced
the same consumer protection shortfalls as the bteking regulators. Unlike other financial
regulatory agencies, the Fed all ready had multggponsibilities including regulating the
money supply, member banks, foreign banks and mglcdbmpanies. Unfortunately for the Fed,
regulating the money supply is vastly differentfroegulating banks, a task that is concerned
with safety-and-soundness. Moreover, Dodd-Framledaew responsibilities to the Federal
Reserve such as supervising the largest, most exrfipancial holding companies and serving
as the systemic risk regulator. The systemicaigkority, of course, assumes that regulators
will be able to define clearly what poses a systemsk, something they have been unable to
accomplish to date. Although the Fed had sevemllatory failings in the recent crisis, it still
managed to garner additional roles and resportgiilin the subsequent legislative reforms.
Given that the Federal Reserve all ready has dliffiaesolving differences between its various
responsibilities, adding a consumer protection comept only creates further difficulties and

potential conflicts. Likewise, the CFPB’s pro-canger attitude will necessarily generate
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conflicts with the other banking regulators as tmwks out for consumers whereas the others
protect the safety of the banking system.

Second, as deposit insurance coverage limits iseres too does the federal
government’s accompanying liability. Since theahugial crisis broke and infected the U.S.
banking system, federal lawmakers have twice edastegutes temporarily raising deposit
insurance coverage. Washington enacted the ficst measure on October 3, 2008 as part of the
Emergency Economic Stabilization Act; this staintzeased coverage to $250,000 through
December 31, 2009. Then, on May 20, 2009, asgbéine Helping Families Save Their Homes
Act lawmakers extended the increase through thalsof 2013. Given the existence of a
moral hazard problem inherent in the pricing of@@pinsurance, though such increases in
coverage may alleviate potential depositor runsy impose an enormous cost on the system.

As the banking system grew and increased in contplékere occurred certain
circumstances in which the federal banking regusatietermined that it was less costly for the
government to extend financial assistance thandetits posted deposit coverage limits. These
are the cases in which a failing bank is deemedBigdo Fail. Though lawmakers enacted
several statutory provisions during the eightied mimeties to prevent any future use of the
doctrine, TBTF reappeared in recent financial sr&s a host of federal banking and financial
industry regulators met and agreed to offer agssistéo some of the nation’s largest banks,
securities firms, nondepository lenders, and insceacompanies. The Federal Reserve, in fact,
was one of the worst offenders in the crisis axtiénded credit to faltering banks and nonbanks.
Dodd-Frank, however, neither changes the incenfmelsirge firms to engage in such activities
that might cause their failure nor does it prohibé resolution of those failing banks and

nonbanks. The legislation requires the creatioa $50 billion fund to cover the resolution of
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financial services firms deemed TBTF, an act whwdhsurely invite future bailouts and
corporate welfare. Moreover, the law creates anfonal stability council and expands the
decision-making group to encompass other govermahefficials such as those from the
Treasury Department. The inclusion of additiorerispnnel in this decision-making process will
surely create more opportunities for interestediggkvishing to lobby the government and
prevent the formulation of clear rules of operation

Third, as President Clinton’s responsdtesinessWeekdicated, the Federal Reserve
approved applications from the largest bank holdioigpanies to acquire major nonbank
financial services companies. Applications witthis category included JPMorgan Chase’s
acquisition of Bear Stearns, Bank of America’s asitjon of Countrywide Financial
Corporation, Wells Fargo and Company’s acquisitbiachovia Corporation, and BofA’s
acquisition of Merrill LyncH® The former president’s statement, however, faitedote the
more important development that occurred duringctims as the Fed approved applications
from nonbank financial services companies to caneepank or financial holding companies.
Requests and approvals for such conversions indlAdeerican Express, Discover Financial
Services, CIT Group, and GMAC.

For the purposes of Wall Street and the secuiitigsstry, requests by Goldman Sachs
and Morgan Stanley to convert from investment baaksank holding companies were the most
significant. The FRB hurriedly approved these e=gsi on the evening of Sunday, September

21, 2008"" The Federal Reserve’s decisions on these twe ¢addinancial journalists to

8 At the time of the crisis, Bear Stearns and Melihch were two of the five large investment banks
headquartered on Wall Street. The FRB formallyrapgd the sale of Bear Stearns on April 1, 2008red® it
formally approved the sale of Merrill November 2608.

8" That same weekend, federal banking and securégsators failed to find a merger partner or whitéght for
the beleaguered investment bank Lehman Brothessa result, Lehman Brothers was allowed to fail laegin the
bankruptcy process the following day.
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remark memorably, albeit incorrectly, “The stepeetively markthe end of Wall Streets it's
been known for decades” (Hilsenrath, Paletta, &dheatti 2008)(Italics added). The weekend’s
events, which saw the conversion of two of theghmajor remaining investment banks and the
failure of the third one, however, were not the ehtlvall Street, for Goldman, Morgan Stanley,
and Merrill Lynch continued to exist, but they diol subsumed within the bank holding
company structure. More importantly, these actjaiss and conversions altered the balance of
power among the federal regulatory agencies. Byaing these actions which gave the
nonbanks access to the discount window and thdistdanding source of insured deposits, the
Federal Reserve completely perverted its “sourcrehgth” doctrine. Needless to say, neither
Dodd-Frank nor other proposed legislative reforoidrassed this doctrine or the dangers it

poses to the entire banking system.
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