
SECURITIES UNITS OF BANKING
CONGLOMERATES:

SHOULD THEIR LOCATION BE REGULATED?

João A. C. Santos

The separation between commercial and investment banking has
been a distinctive feature of the U.S. financial system for decades. In
1933, reacting to the wave of bank failures that followed the Great
Depression, Congress passed the Glass-Steagall Act separating the
two industries. For more than 30 years, firms on both sides seemed
to lack the incentive (or the ability) to explore some of the gray areas
of that regulation. Since the 1960s, however, commercial banks and
securities firms have tried to expand their activities into each other’s
strongholds. These attempts have contributed to a gradual erosion of
the barriers separating them.

Currently, the federal agencies charged with regulating and super-
vising commercial banks, the Office of the Comptroller of the Cur-
rency (OCC), the Federal Deposit Insurance Corporation (FDIC),
and the Federal Reserve System (Fed), all agree on easing the barriers
separating the two industries, provided that securities activities are
housed in a separately capitalized unit of the banking conglomerate.
They have, however, argued for different regulations on the location
of the securities unit in the conglomerate. The OCC and the FDIC
have manifested their preference for a regulation that allows banks
to choose between the bank parent model and the holding company
model. The Fed has expressed its preference for a regulation requiring
the holding company model.
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The difference in the regulatory agencies’ proposals has brought
increased prominence to the debate on the more general question of
whether the location of the securities unit in a banking conglomerate
should be subject to regulation. This debate has focused on two issues:
one related to the economic implications of the different locations
for securities units, the other related to how that location would affect
the portion of the banking industry that each agency oversees. This
paper reviews the arguments as to whether the location of the securi-
ties unit in a banking conglomerate should be subject to regulation.
This review is complemented with evidence on the regulations and
on the predominant banking conglomerate models in some other
countries and in the United States before the Glass-Steagall era.

Commercial Banks in the Securities Business
In the debate over repealing the Glass-Steagall Act, it is usually

conjectured that combining commercial banking with investment bank-
ing enhances the bank-firm relationship, generates economies of
scope, creates conflicts of interest, and poses problems to the safety
and soundness of banks (see Santos 1997). It is also conjectured that
these effects vary with the location of the securities unit in the banking
conglomerate.

Potential Benefits and Costs of Combination
The modern banking literature relies on information frictions to

explain the existence of financial intermediaries (see Freixas and
Rochet 1997). Firms usually have information about their investment
opportunities that is not readily available to outsiders. In this case,
delegating certain functions to a financial intermediary reduces the
costs of financial intermediation because it avoids the duplication of
such functions as gathering relevant information before making the
funding decision and monitoring borrowers’ actions once they receive
the funds to undertake their investment projects. Under these circum-
stances, it is believed that a bank that also offers securities services
can develop a ‘‘wider’’ and ‘‘longer’’ relationship with firms than can
a specialized bank.

Increasing the number of contact points between a bank and a firm
makes it easier for the bank to gather information about that firm
and to use it in a wider set of transactions. For example, it will be
relatively simple for a bank to study a firm with which it has a lending
relationship for the purpose of underwriting its securities. The
expected duration of the bank-firm relationship is also important.
Young firms generally obtain funding from banks, but as they mature,
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they often switch to capital markets, a move that in turn requires
underwriting services. Unlike a specialized bank, an institution that
offers both lending and securities services can fulfill the firm’s funding
needs throughout its existence. In sum, there seem to be important
information advantages associated with offering commercial and
investment banking services jointly. Empirical research on these issues
confirms that the enhancement of the bank-firm relationship is a
source of benefits in terms of both cost and availability of funding
(Petersen and Rajan 1994; Berger and Udell 1995).

Another potential advantage of combining commercial banking with
securities activities is economies of scope. Several reasons are fre-
quently given as to why that combination may be the source of scope
economies in the supply of financial services, such as the banks’ ability
to use their networks of branches to distribute additional products at
a low marginal cost. Economies of scope could also arise on the
consumption side. Because of lower search and monitoring costs, a
consumer might find it advantageous to acquire a bundle of services
from a single bank instead of shopping around for individual deals.
Thus, from a theoretical point of view, there seem to exist some
important sources of scope economies. From an empirical point of
view, however, the debate over the importance of these economies
remains unsettled. Research on U.S. banks finds little evidence of
scope economies in production, but research on banks in Japan and
in some European countries finds evidence of such economies (see
Mudur 1992, Forestieri 1993).

When the Glass-Steagall Act legally separated commercial banking
from investment banking in 1933, backers of the legislation claimed
that they were heading off serious conflicts of interest and threats to
the safety and soundness of the banking industry. These arguments
continue to be invoked by those who favor maintaining that
separation.

Conflicts of interest associated with the combination of commercial
and investment banking are said to arise for several reasons, such as
the bank’s opportunity to impose tie-in deals by coercing borrowers
to buy its securities services or have their credit rationed.1 The critical
issue regarding any potential conflict of interest, however, is not its
existence per se but whether the parties have incentives and opportuni-
ties to exploit it. Working against banks’ incentives is the possible
impact of such behavior on their reputation, and working against their
opportunities is the competition in financial markets and consumers’

1For a discussion of other conflicts of interest, see Saunders (1985), Kelly (1985), and
Benston (1990).
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expected behavior. For example, if firms perceive that they may be
forced into tie-in deals, they can protect themselves by maintaining
relationships with several banks. Despite the existence of potential
conflicts of interest associated with the combination of commercial
and investment banking, empirical research on the period before
Glass-Steagall failed to find evidence that banks systematically
exploited these conflicts (Kroszner and Rajan 1994; Ang and Richard-
son 1994; Puri 1994, 1996).

The other most frequently cited justification for not allowing com-
mercial banks to offer securities services is based on the argument
that these are risky services which could threaten the safety and
soundness of banks. Empirical research, however, appears to disprove
the idea that securities activities are highly risky for banks. Research
on banks’ securities activities prior to Glass-Steagall finds no evidence
that these activities were responsible for the bank failures that occurred
at the time (White 1986). Studies of the potential risks to existing
banks and bank holding companies (BHCs) from offering securities
services appear to indicate that such activities give banks some poten-
tial, though rather limited, diversification gains (see Brewer, Fortier,
and Pavel 1989).

Alternative Conglomerate Models
The potential benefits and costs of allowing banking conglomerates

to provide securities services depend to a large extent on their freedom
to integrate such services with their current businesses. This integra-
tion is greatly influenced by the conglomerate model that the organiza-
tion is allowed to adopt. In a deregulated system, there are several
models that banks could adopt to integrate commercial banking with
securities activities. The most common are the universal banking
model, the bank parent model, and the holding company model.

In the universal banking model both commercial banking and secu-
rities activities are conducted within a single corporate entity.
Resources can be shared among the organization’s various depart-
ments with maximum flexibility, permitting a complete integration of
the activities at the lowest cost. In the bank parent model, the securities
business is undertaken by a subsidiary of the bank. There is a legal
separation between the bank and the securities unit. This imposes
some operational separateness between the activities conducted by
the two units and, because of limited liability, it confines the bank’s
loss to its investment in the subsidiary in the event that the securities
unit should fail. Finally, in the holding company model, a holding
company owns both the bank and the securities subsidiary. As in the
bank parent model, there is a legal separation between the two units.
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The critical difference between these two models, however, is that
in the latter the securities subsidiary’s capital is owned by the holding
company while in the former it is owned by the bank itself. Therefore,
in the holding company set-up the relationship between the bank and
the securities subsidiary is only indirect, while in the bank parent set-
up it is direct.

International Evidence on Banking Conglomerate Models
International evidence on the conglomerate models that banks are

allowed to adopt to integrate securities activities with commercial
banking, together with the model that predominates in each country,
provides important insights on banks’ preferences. Table 1 presents
that information for several countries.

The table highlights two important facts. First, the vast majority of
the countries considered allow banks to offer the securities services
in-house or through their subsidiaries. Second, in countries where
banking firms have more freedom to choose where to locate the
securities unit in the conglomerate, they choose in most cases to locate
it in a department of the bank. When they choose to implement
corporate separateness, they prefer to offer the securities services
through one of their subsidiaries.

In the United States, the regulations on the organizational structures
that banks are allowed to adopt in order to offer securities services
are quite different from those in force elsewhere. Since Glass-Steagall,
banks have been permitted to undertake only a very limited set of
securities activities in-house. Over time, that set of activities has been
expanded, but with the condition that they are housed in a subsidiary
of the holding company that also owns the bank. This is one of the
reasons why the holding company model has become so important
for the U.S. banks.2

As a final note, two important caveats should be taken into account
when considering the evidence presented above. First, factors idiosyn-
cratic to each country may influence banking firms’ choice of the
location of the securities’ unit in the conglomerate. Second, if there are
market imperfections, a certain conglomerate model may predominate

2In the United States, banks’ securities powers and the organizational models that they are
allowed to adopt in order to offer securities services vary with the bank charter. Banks in
general are permitted to conduct only a limited set of securities activities in-house. State-
chartered member banks can offer some additional securities services if they locate them
in a subsidiary of a BHC. National banks and state-chartered nonmember banks are also
allowed to offer a broader set of securities services if they locate them in a separate unit,
which can be a subsidiary of a BHC or a subsidiary that they own. See the next section
for a description of the U.S. regulations.
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not because it is the most efficient way to integrate particular activities
but because it is, for example, the best organizational structure for
extracting rents.

Banks’ Securities Activities in the United States
Throughout U.S. history, the conglomerate models that banks have

chosen for integrating commercial banking with securities activities
have been greatly influenced by regulations, in particular the Glass-
Steagall Act.

Before the Glass-Steagall Act
The National Banking Act of 1864 allowed national banks to exercise

‘‘all such incidental powers as shall be necessary to carry on the
business of banking; by discounting and negotiating promissory notes,
. . . and other evidences of debt; by receiving deposits; . . . by loaning
money on personal security.’’ After the enactment of that act, national
banks were at a disadvantage with respect to trust companies and
state-chartered banks because they could not offer trust services and
their ability to offer securities services was very limited.3

The Federal Reserve Act of 1913 reduced that disadvantage by
authorizing national banks to offer trust services through an in-house
department, but their ability to offer investment banking services
directly remained very limited until the enactment of the McFadden
Act in 1927. Throughout that period, national banks were not allowed
to invest in or deal in stocks. They were, however, allowed to invest
in U.S. government obligations, and despite not being explicitly
allowed to underwrite and deal in debt securities, other than those
of the U.S. government, there is evidence that they did conduct these
activities under the ‘‘incidental powers’’ clause. In 1927, with the
McFadden Act, national banks were allowed to underwrite and deal
in ‘‘investment securities’’ that evidenced the issuing party’s indebted-
ness and the OCC was given the authority to indicate the securities
meeting that definition.

Most national banks entered the securities business by establishing
an in-house department. But, as investment banking became more
important, particularly in the years following World War I, and as
competition from less regulated trust companies and state-chartered
banks increased, they sought ways to compete with these institutions
on an equal footing. They started developing separately capitalized

3For a detailed analysis of national banks’ securities powers, see Peach (1941). For a
discussion of commercial banks’ trust and securities services prior to Glass-Steagall, see
White (1984).
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securities units. These units were generally chartered under state
corporation laws rather than under state banking or trust company
laws. As a result, banks could engage in any type of financial service
not covered by banking and trust laws, and they could do so without
being subject to capital regulation and supervision. In addition, they
were free to operate offices throughout their home states and across
state lines.

The ability of securities units to operate multiple offices was very
attractive to both state and national banks, but particularly to the
latter. At that time, state regulations prohibited state banks from
branching across state lines and some states even limited intrastate
branching. National banks’ branching powers began to be defined
only in 1927 with the McFadden Act.4 They were, however, made
identical to those of the local banks in the states in which they were
located only in 1933 with the Banking Act.

Securities units were generally operated so as to convey the impres-
sion that they were very close to their sponsor banks. Their names
resembled these banks’ names; their main offices tended to be located
in the same building as their sponsors’ main offices; they frequently
benefited from advertising campaigns by their sponsor banks and
received loans from them.5

Securities units were legally organized so that their sponsor banks
controlled their capital. Banking firms generally chose one of the
following three organizational forms to integrate their banks with their
securities units. In the most common form, the bank’s shareholders
received a pro rata interest in the stock of the securities unit. Under
this arrangement, the shares of the two entities typically were printed
on the same certificate, making it impossible to transfer the shares
of one entity without transferring the shares of the other. The second
organizational form corresponds to the bank parent model. National
banks could not promote this organizational structure because they
did not have the power to own stock, but trust companies and state-

4The McFadden Act gave national banks the same right as local state banks to branch
within the cities in which they were located. Soon after 1927, however, states began allowing
state banks to branch beyond their home cities, thus putting national banks at a disadvantage.
The Banking Act of 1933 ended this disadvantage. For a discussion of the branching
regulations, see Pollard et al. (1988).
5Banks were not allowed to lend any single borrower, including their securities units, more
than 10 percent of their capital, but on many occasions they went beyond this limit by
developing chain units and lending the maximum to each unit. Section 23A of the Banking
Act of 1933 closed that loophole by limiting loans to all affiliates to 20 percent of the
bank’s capital.
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chartered banks could do so in some states. The third organizational
form corresponds to the holding company model.

The number of national and state banks engaged in the securities
business (directly or through separate units) increased steadily from
1923 to the end of the 1920s, at which time it started to decline
(Table 2). Throughout the entire 1923–33 period, and particularly at
the beginning of the 1920s, there were significantly more state banks
offering securities services than national banks. However, because
state banks then outnumbered national banks by more than two to
one, the proportion of national banks engaged in the securities business
was slightly higher than that of state banks.

Two aspects revealed by Table 2 are of particular relevance to the
subject of this paper. First, throughout the entire 1923–33 period,
there were always more banks (national and state) offering securities
services through an in-house department than through a separate unit.
With time, however, that difference decreased. Second, the proportion
of state banks that chose to offer securities services through an in-house
department was always significantly larger than the corresponding
proportion of national banks, a difference that may be related to
disparities in the securities powers and branching capabilities of
these banks.

Table 2 also seems to indicate that the McFadden Act did not
significantly affect the organizational structure preferred by banks to
integrate banking with securities services. In the case of state banks,
this is explained by the fact that the act had no direct influence
on their securities and branching powers. The MacFadden Act did,
however, increase the incentive for national banks to bring their
securities operations into a department inside the bank because, as
noted above, it clarified their securities powers and gave them
branching capabilities similar to those of the state banks where they
were located.6 Nonetheless, it is possible that these incentives were
not strong enough to compensate national banks for the limitations
that they continued to face when offering securities services in-house.
For example, unlike state banks, national banks were still not allowed
to underwrite and deal in equities in-house. They could, however,
offer these services through separate securities units, which also had
the advantage of being able to operate across state lines.

An alternative explanation is that banks preferred to offer securities
services through separate units because of the advantages associated

6Peach (1941) and Mote and Kaufman (1989) argue that the McFadden Act mainly gave
national banks legal coverage for the securities activities they were already conducting
rather than giving them new securities powers.
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with corporate separateness. A complete explanation of the banks’
choices would require, in addition to the number of banks and securi-
ties units engaged in securities services, data on the financial services
offered by each of them and information on the organizational struc-
ture, including the operational separateness, that they adopted to
operate the securities unit. Such data, however, are either very limited
or nonexistent.7

The Glass-Steagall Act
The coincident involvement of banking conglomerates in the securi-

ties business with the securities market boom in the 1920s and the
coincident wave of bank failures with the stock market collapse in
1929 led many to believe that securities activities were an important
cause of the banking industry’s collapse. This belief, along with accusa-
tions that banks had exploited conflicts of interest related to their
securities activities, led to Congressional hearings, which culminated
in the enactment of the Glass-Steagall Act.

Despite their influential role in passing the Glass-Steagall Act, the
Pecora hearings provided no solid support for concluding either that
securities activities were to be blamed for the bank failures or that
the abuses revealed in some banks’ practices were common to the
industry.8 Instead, they relied on anecdotal evidence, most of it associ-
ated with the practices of two banking conglomerates, the National
City Bank of New York and the Chase National Bank, and their
securities units, the National City Company and the Chase Securities
Corporation respectively.

The Banking Act of 1933 revoked the securities powers granted by
the McFadden Act and severely restricted member banks’ ability to
engage directly in securities activities and to affiliate with entities that
were primarily engaged in such activities. Sections 16, 20, 21, and 32
of the Banking Act became known as the Glass-Steagall Act. Section
16 limits national banks’ investment banking activities to three areas:
acting as agents, limited purchase for their own account of certain
securities as defined by OCC regulations, and dealing in some govern-

7Two studies of the period before Glass-Steagall produce opposite results on the importance
of legal separateness for reducing conflicts of interest. Puri (1996) finds that underwriting
securities in-house did not lead to more conflicts of interest than doing so in a separate
unit. Kroszner and Rajan (1997) find that underwriting securities in a separate unit was
helpful in reducing conflicts of interest.
8For an analysis of the events that culminated in the enactment of Glass-Steagall, see
Carosso (1970), Perkins (1971), and Benston (1990).

104



SECURITIES UNITS OF BANKING CONGLOMERATES

ment securities.9 Section 20 prohibits member banks from affiliating
with entities that are ‘‘principally engaged’’ in investment banking
activities. Section 21 makes it illegal for entities that are engaged in
investment banking to accept deposits, except as permitted by Section
16.10 Finally, Section 32 prohibits interlocking directorates and certain
other relationships between member banks and entities that are ‘‘prin-
cipally engaged’’ in investment banking, except for the limited exemp-
tions allowed by the Fed.11

After the Glass-Steagall Act
The Bank Holding Company Act of 1956 and its subsequent amend-

ments did not impose further restrictions on the permissible securities
activities of banking conglomerates. They did, however, close a loop-
hole in the Banking Act of 1933. According to the Banking Act, a
BHC could not obtain permission from the Fed to vote the shares
of a bank subsidiary unless it agreed to divest itself within five years of
any interest in a company that was ‘‘engaged principally’’ in investment
banking activities not allowed to banks (Pollard et al. 1988). Thus, as
long as BHCs did not vote their bank-subsidiary shares, they were
not subject to the divestiture requirement. The BHC Act closed
this loophole by prohibiting BHCs from owning shares in nonbank
corporations other than those engaged in approved banking-related
activities.12 The Fed was given the authority to allow BHCs to engage
in nonbanking activities other than those explicitly permitted.13

In the decades that followed the enactment of the Glass-Steagall
Act, it appears that both commercial and investment banks were
willing to accept the separation of the two industries. In the 1960s,
however, both sides began attempting to expand their activities into

9For a summary of the securities in which national banks are allowed to invest for their
own account, see Pollard et al. (1988). Section 16 restrictions were extended to state
member banks by 12 USC Section 355.
10One implication of Section 21 was to extend the prohibitions of Section 16 to state
nonmember banks. Note, however, that these banks were free to affiliate with investment
banking firms.
11The firewalls introduced by Section 32 to separate a bank from its nonbank affiliates were
complemented with the firewalls introduced by Section 23A. This set of firewalls was further
extended in 1987 by Section 23B of the Federal Reserve Act (Blair 1994, Walter 1996).
12The act created another loophole because it defined a BHC as ‘‘any company which
directly or indirectly owns, controls, or holds with power to vote, 25 per centum or more
of the voting shares of each of two or more banks.’’ The 1970 Amendment to the BHC
Act extended that definition to companies that controlled one bank.
13The 1970 Amendment to the BHC Act required these activities to be ‘‘closely related to
banking’’ and the benefits from their provision by BHCs to outweigh the expected costs
of such provision to the economy.
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each other’s strongholds. These attempts put pressure on the regulatory
agencies to change some of the regulations under their control. The
Fed, for example, started allowing BHCs to conduct through their
so-called Section 20 subsidiaries some ‘‘ineligible’’ activities, that is,
activities prohibited to the banks themselves by Section 16 of the Glass-
Steagall Act, such as underwriting commercial paper, municipal revenue
bonds, and securities backed by mortgages and consumer receivables.
To ensure that these subsidiaries were not ‘‘principally engaged’’ in
the securities business and thus met Glass-Steagall’s requirements, the
Fed limited the revenue generated by ‘‘ineligible’’ activities to 5 percent
of the subsidiary’s total revenue and imposed a set of firewalls between
them and the banks that were part of the same holding company. The
revenue limit was then twice increased and it now stands at 25 percent.
The set of permissible activities was also expanded to include other
activities such as the underwriting of corporate bonds and equities,
provided that some more stringent firewalls were set up.14

Like the Fed, the OCC also expanded national banks’ securities
powers over the years. It did so under the ‘‘incidental powers’’ clause
of the Banking Act of 1864 and on the authority granted by Section
16 of the Glass-Steagall Act. More recently the OCC announced that
it would consider national banks’ applications to offer a wider range
of securities services through their subsidiaries provided that they
observe some conditions. They will have to be well capitalized, their
equity investment in these subsidiaries may not count toward their
capital requirements and their transactions with the subsidiaries will
be subject to certain restrictions.

Finally, the FDIC ruled in 1984 that it would allow the banks
it oversees, insured nonmember banks, to offer securities services,
including underwriting and dealing in corporate securities, through
a ‘‘bona fide’’ subsidiary. The subsidiary, however, would have to
be distinct and physically separate from the parent bank, and its
transactions with that bank would be subject to some restrictions. In
1987, the FDIC amended that regulation, easing the operational
separation between the bank and its securities subsidiary (Pollard et
al. 1988).15

The Location of the Securities Unit in the
Conglomerate

This section discusses the potential impact of different locations of
the securities unit in a banking conglomerate. It starts with an outline

14For a detailed list of the firewalls, see GAO (1995).
15For the list of firewalls that the FDIC demands from banks with ‘‘bona fide’’ subsidiaries,
see GAO (1995).
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of the potential advantages and disadvantages of corporate separate-
ness and then compares the organizational models usually adopted to
implement corporate separateness. The section ends with a discussion
of whether the location of the securities unit in a banking conglomerate
should be subject to regulation.

Advantages and Disadvantages of Corporate Separateness
Corporate separateness is determined by legal separateness and by

operational separateness. Legal separateness leads to the development
of separately capitalized units in the conglomerate. Each unit usually
has its own management team and its own accounting records and it
offers its own products. Furthermore, limited liability protects each
unit’s shareholders from losses in the event of failure of any other
unit of the conglomerate. Operational separateness limits the joint
management of the separate units that are part of a conglomerate.
It usually results from restrictions on the exchange of information,
personnel, or other inputs among the different units.

With respect to banking conglomerates, corporate separateness
between banking and securities units is frequently believed to be a
source of important advantages. First, because it insulates banks (and
through this the safety net and the taxpayers) from the risks in their
conglomerates’ securities activities. This advantage stems from the
perception that securities activities are riskier than traditional banking.
Therefore, if banks were to engage in securities activities through an
in-house department, they would increase their risk of failure and,
consequently, expand the liabilities of the safety net.

Second, because it limits the competitive advantage resulting from
the subsidy said to benefit the institutions with access to the safety
net. Accordingly, if banks were allowed to offer securities services in-
house, the safety net coverage would be extended to these activities
and banks would have a competitive advantage over securities firms
because they would be able to cross-subsidize their securities
operations.

Third, because it reduces potential conflicts of interest that can
emerge with the simultaneous provision of banking and securities
services. Separateness makes it possible to implement mechanisms,
such as compensation schemes for each unit’s management team,
aimed at reducing the incentives to exploit conflicts (Saunders 1985),
and it permits the introduction of firewalls explicitly designed to limit
management’s ability to exploit conflicts.

Finally, corporate separateness is said to be beneficial because it
facilitates the regulation and supervision of banking conglomerates.
Requiring banking and securities activities to be conducted by separate
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units keeps each of these units simpler and thus easier to supervise,
and it facilitates the adoption of functional regulations, considered to
be easier to implement than institutional regulations (Herring and
Santomero 1990). Furthermore, it allows banks to be regulated differ-
ently from securities firms, which is said to be important because of
differences in the types of risk faced by the two entities and because
it levels the playing field in a system where banking conglomerates
coexist with independent securities firms (Ferrarini 1995).

Despite all these potential advantages, corporate separateness con-
tinues to be questioned largely because the market generally does
not perceive the units of a conglomerate to be independent, even
though they are legally and operationally separated from each other.
Several reasons are usually cited to justify the market’s perception.
First, there are strong incentives to manage a conglomerate as an
integrated entity (in order, for example, to exploit scope economies)
rather than as a portfolio of independent firms.16

Second, conglomerates have an incentive to protect their member
units from bankruptcy, even if it is necessary for them to go beyond
their equity investment in the financially distressed unit.17 This incen-
tive results from the conglomerate’s interest, for example, in protecting
the market’s assessment of it, in preserving the reputation of its
management (Wall 1984), and in shielding the other units from any
potential contagion effects resulting from the failure of a member unit.

Third, the market may not view the units in a conglomerate as
being independent of each other because the courts may ‘‘pierce the
corporate veil.’’ Limited liability does not generally give the creditors
of one unit a claim on the assets of another, legally separated unit of
the conglomerate. However, there are exceptions to this rule. For
example, in a banking conglomerate, if the securities unit misled its
creditors into thinking that they were dealing with the bank, then
under certain circumstances the courts may hold the bank liable for
the debts of the securities unit.18

Finally, the market may perceive the units of a conglomerate as
not being independent if the conglomerate places more emphasis on
its consolidated accounts than on the separate accounts of its units.
That perception may also result from the practices of the regulatory

16Studies of the management of BHCs in the United States generally yield examples of
policies that are centralized at the holding company level (see Cornyn et al. 1986).
17For examples of BHCs helping financially troubled nonbanking units, see FDIC (1987)
and Cornyn et al. (1986).
18For other circumstances that can lead courts to ‘‘pierce the corporate veil,’’ see Black,
Miller, and Posner (1978) and Thompson (1991).
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agencies in charge of overseeing the banks that are part of conglomer-
ates, particularly if they choose to oversee the financial affairs of
the nonbanking units in the conglomerate and those of the entire
conglomerate.

Besides being questioned on all these grounds, corporate separate-
ness is also blamed for some problems. First, because it forces the
adoption of a more expensive organizational structure (firms must
develop and operate an additional separate unit) and because it
reduces the scope economies, particularly those on the production
side.

Second, because it increases the agency problems arising from the
separation of ownership from control. These problems are frequently
associated with differences between shareholders’ objectives and man-
agers’ objectives. Corporate separateness is prone to increase such
problems, because it separates control and introduces one additional
management team in the conglomerate.

Third, because it may be the source of conflicts of interest. For
example, if the banking unit’s capital and the securities unit’s capital
are not owned ratably by the same shareholders, then there will be
opportunities, such as through the transference of assets between the
two units, to favor one group of shareholders at the expense of the
other (Edwards 1979, Saunders 1985).

Finally, corporate separateness is also blamed for giving conglomer-
ates an incentive to move some operations from banks to securities
units, leading to a reduction in banks’ asset base. The conglomerate
may find it advantageous to move some activities which may be profit-
able and of a low-risk nature from the bank to the securities unit
because, for example, of differences in the regulation and supervision
of its banking and securities units (Eisenbeis 1983).19

The Bank Parent Model versus the Holding Company Model
Some of the advantages and disadvantages of corporate separate-

ness, such as the potential reduction in conflicts of interest that may
emerge from the combination of commercial and investment banking,
the ability to implement functional regulations and the reduction in
scope economies, do not seem to be greatly affected by the conglomer-
ate model adopted to implement the separation. Others, however, do
appear to be dependent on that model.

19The ‘‘ineligible’’ activities revenue limit has given BHCs an incentive to move ‘‘eligible’’
activities from their banking subsidiaries to their securities subsidiaries in order to create
a base of eligible revenue.
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The bank parent model and the holding company model remain
the two organizational structures most frequently used to separate
banks from securities units within conglomerates. As discussed above,
the critical differences between these models derive from the fact
that in the former there is a direct relationship between the bank and
the securities unit (this unit’s capital is an investment of the bank)
while in the latter the relationship is only indirect (the securities unit’s
capital is an investment of the holding company). As a result of
that difference, it is usually argued that the holding company model
performs better than the bank parent model in the following respects.
It provides a better insulation for the bank from problems that may
emerge in the securities unit and it gives the bank less incentive to
bail out the securities unit, since it is a sister affiliate rather than a
directly owned subsidiary. In addition, the model is praised for facilitat-
ing the resolution of a bank failure because the capital of the securities
unit is an asset of the holding company, not of the bank. As a conse-
quence, if the bank becomes insolvent, such assets need not be consid-
ered in the failure resolution procedure.

In other respects, however, it is argued that the bank parent model
performs better than the holding company model. It is less expensive
to develop and operate because it does not require an additional
company, the holding company. It gives the bank more control over
the profits of the securities unit because these can leave the conglomer-
ate as profits only through the bank, while in the holding company
model they can sidestep the bank and leave through the holding
company. In addition, it increases the pool of assets that bank creditors
can claim in case the bank gets into financial trouble, thus reducing
the bank’s incentive to move assets to the securities unit in order to
shield them from its creditors. Bank creditors can claim the investment
in the securities unit if the conglomerate is organized on the bank
parent model, but they cannot do so if the conglomerate is organized
on the holding company model.20

A final subject of debate on how the holding company model com-
pares to the bank parent model relates to banks’ ability to transfer
the subsidy they are said to receive from having access to the safety
net to the securities units in their conglomerates. Leaving aside the

20Regulators in the United States have tried to replicate that claim structure in the holding
company model through the ‘‘source of strength’’ doctrine, but it remains unclear whether
that doctrine can be legally enforced. The first attempt to apply it was not successful. It
happened in 1987, when Hawkeye Bancorporation refused to comply with the Federal
Reserve’s order to inject $1.2 million in capital into a failing bank subsidiary. The Fed
reacted to the refusal by charging Hawkeye with unsafe and unsound practices, but subse-
quently withdrew that complaint (FDIC 1987).
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question of whether such a subsidy exists and how large it is, there
are at least three important channels that banks could use to transfer
it to the securities units.21 First, banks can transfer the subsidy through
credit extensions or the exchange of information or the purchase of
assets and services from the securities units in their conglomerates
on terms that favor these units. Given that banks’ transactions with
the securities units in their conglomerates can be regulated in the
same way irrespective of whether the organizational structure follows
the bank parent model or the holding company model, there seems
to be no significant difference between the two models with regard
to banks’ ability to transfer the subsidy through that channel.

Second, banks can transfer the subsidy through capital infusions
into the securities units on terms that favor the latter. In the holding
company model, it is difficult for banks to use that channel. The
capital of the securities unit is an investment of the holding company
and not of the bank and there are restrictions on the dividends that
a bank can pay to its holding company. In the bank parent model,
the ability to use that channel can also be blocked by requiring that
the bank’s investment in its securities subsidiary be subtracted from
the bank’s capital for the purposes of meeting the prudential capital
requirements.

The last important channel through which the safety net subsidy
can be transferred to securities units relates to the market’s perception
of the relationship between these units and the banks in the conglom-
erates. The stronger the perception that these are integrated organiza-
tions rather than portfolios of independent firms, the higher the
chances that the subsidy will be transferred. That perception depends
on some factors that affect both organizational models equally, such
as the practices of supervisory agencies. It also depends on other
factors that vary with the model, namely, how close the bank is to
the securities unit in its conglomerate. As discussed above, the direct
relationship between the bank and the securities subsidiary that exists
in a bank parent model may lead to a stronger market perception of
integration than that associated with the holding company model,
where the relationship between the two units is only indirect. If that
is the case, then the likelihood of a transfer of the subsidy through
that channel may be higher under a bank parent model than under
a bank holding company model.

21For a discussion of the safety net subsidy, see Whalen (1996), Helfer (1997), and Green-
span (1997).
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Should the Location of the Securities Unit Be Regulated?
Economic theory suggests that in the absence of imperfections,

such as asymmetries of information, and in the absence of other
distortions, such as regulations, the ‘‘invisible hand’’ of the market
will promote the most efficient organizations. Deviations from that
setting, however, may lead to the development and survival of the
‘‘fattest’’ rather than the ‘‘fittest’’ organizations. For this reason, the
burden of proof should be on those who propose restrictions that will
interfere with the normal functioning of market forces.

In making the decision about whether to regulate the location of
the securities unit within a banking conglomerate, one needs to con-
sider the reasons why banks exist (the provision of liquidity and the
performance of monitoring services); the problems associated with
these intermediaries (being subject to runs); the devices most fre-
quently adopted to address these problems (the safety net); and the
impact of such regulation on the potential advantages and disadvan-
tages of combining commercial with investment banking (scope econo-
mies, risk considerations, and conflicts of interest).

Were it not for the distortions arising from the safety net, in a
competitive market a bank would choose the most appropriate con-
glomerate model to integrate traditional commercial banking activities
with securities services by comparing the advantages and disadvantages
of offering securities services in-house with those resulting from offer-
ing them through a separately capitalized unit. Because these effects
vary with the securities activities and with factors intrinsic to each
bank (such as reputation), some banks would offer their securities
services through an in-house department and others would choose to
conduct the securities business in a separate unit, under either a bank
parent model or a holding company model. Under these circumstances
there does not seem to be any fundamental justification for limiting
the bank’s choice of where to locate its securities operations.

Do the distortions created by the safety net justify a regulation
requiring securities activities to be housed outside the bank? The
arguments reviewed here, together with evidence on the predominant
conglomerate models used outside the United States, make a compel-
ling case for answering that question with a qualified ‘‘no.’’ Correcting
the distortions at their source (for example, ending the too-big-to-
fail policy, requiring market-value accounting, introducing more risk-
sensitive insurance premiums and capital requirements and adopting
a prompt corrective action procedure) and allowing banks to choose
the conglomerate model they find most efficient appears to be a more
appropriate policy than maintaining the distortions from the safety
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net and using them to justify the introduction of another layer of
distortions, such as those that would result from a regulation requiring
corporate separateness.

That proposal would give banks the opportunity to explore the
advantages of the various organizational models which, judging from
the diversity of their choices elsewhere and in the United States before
Glass-Steagall, they seem to value. The alternative of leaving the
distortions of the safety net in place and relying on corporate separate-
ness to confine the problems they cause limits the synergies of combin-
ing the two activities and gives banks an insulation that is more
apparent than real.

A regulation requiring corporate separateness limits the choices of
all banks alike, regardless of pertinent factors that are specific to each
bank and that influence their risk-taking incentives. In addition, such
a regulation introduces costs, some of which increase with the degree
of separateness imposed. Given that corporate separateness is the
relevant concept, not legal separateness per se, this creates a dilemma.
The stronger the separateness imposed, the stronger the insulation it
provides the banking unit but the greater the associated costs. At the
very extreme, if absolute separateness is imposed, nothing is to be
gained from allowing the combination of activities. The dilemma
is further complicated by the limitations of corporate separateness,
particularly those resulting from the fragility of the firewalls when
they are most needed, that is, in conditions of financial distress.

If, despite these problems, regulators still choose to demand sepa-
rateness, the question that then arises is whether there are any reasons
to justify a regulation requiring either the holding company model or
the bank parent model? This is the question at the center of the
ongoing debate among the three U.S. banking regulatory agencies.
They all support corporate separateness, but while the FDIC and the
OCC propose a regulation that gives banks the opportunity to choose
between the two conglomerate models, the Fed proposes one that
requires them to adopt the holding company model.

Given that neither of these models completely dominates the other,
and given that it is possible to design provisions which force each of
them to mimic the other with respect to most of the relevant dimen-
sions, there does not appear to be a strong justification for requiring
one rather than the other. To force banking conglomerates to adopt
either of these two models would be to restrict their choices even
further, thus exacerbating some of the problems introduced by sepa-
rateness, and to introduce a regulatory framework that already lags
behind the market, thus limiting banks’ ability to compete with other
intermediaries that are evolving in the financial markets.
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Conclusion
One issue that has been raised in connection with the introduction

of a regulation allowing banks to choose between the bank parent
model and the holding company model has to do with its potential
impact on the portion of the banking industry that each agency super-
vises and regulates. This issue has emerged because the United States
has multiple regulatory agencies, each with different powers and
responsibilities. Currently, the OCC charters, supervises, and regu-
lates national banks. The FDIC insures deposits at commercial banks,
manages the assets and liabilities of insolvent banks, and supervises
and regulates state-chartered banks that are not members of the
Federal Reserve System. The Fed supervises and regulates state-
chartered member banks as well as BHCs and their nonbank subsidiar-
ies.22 The Fed is also responsible for providing discount-window loans
to depository institutions, for overseeing the payment system, and for
conducting monetary policy.

The differences in the regulatory agencies’ current powers have
led many to argue that if banks were given the opportunity to choose
between the bank parent model and the holding company model,
many would choose the former and this would reduce the share of
the banking industry that the Fed oversees to levels that would impair
the central bank’s ability to fulfill its responsibilities. The Fed, for
example, has claimed that it needs a ‘‘significant and important role
as a bank supervisor’’ in order to maintain its ability to ‘‘manage crises,
assure an efficient and safe payment system, and conduct monetary
policy’’ (Greenspan 1997).

The need for the central bank to play a significant regulatory and
supervisory role remains an unsettled issue, which has been discussed
elsewhere (see Goodhart and Schoenmaker 1993, Haubrich 1996).
Assuming, however, that the central bank does need to oversee a
certain segment of the banking industry, this creates a problem in
systems where the central bank competes with other banking regula-
tory agencies. The problem is that with free competition among the
regulatory agencies there is no guarantee that any of them will be
able to retain a certain market share, much less that they will oversee
a particular segment of the banking industry. It will therefore be
necessary to interfere in that competition in order to guarantee that
the central bank maintains the desirable supervisory role. The question
then becomes: how can that objective be best achieved?

22In addition, the Fed supervises the international activities of U.S. banks and BHCs, and
the operations of foreign banks in the United States.
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The supervisory authority of any regulatory agency can be changed
by altering its charter. Attempting to maintain an agency’s supervisory
role through indirect means, such as by requiring banks to adopt a
particular conglomerate model just because that agency has the
authority to oversee that model, limits competition among agencies
and may introduce important distortions. The introduction of a regula-
tion requiring banks to adopt the holding company model if they want
to enter the securities business would guarantee the Fed’s supervisory
authority but would limit both banks’ choices and the competition
among regulatory agencies. A more appropriate alternative would be
to combine a regulation that does not limit banks’ choices with regard
to organizational model with a change in the regulatory agencies’
supervisory authority in such a way as to guarantee the Fed’s supervi-
sory role. Like the first proposal, this would limit competition among
the agencies, but it has the advantage of allowing banks to choose
between the bank parent model and the holding company model.
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