REGULATION OF BANKS - KLAUSNER - SPRING 1995
I. Introduction - What is a bank?

A. Financial Institutions
1.
Takes savings and channels them to investments

2.
Types

a.
*Bank / S & L

b.
Stock brokerage firm

c.
*Mutual fund

d.
*Life insurance / other insurance - take premium, banking fcn, investment fcn

e.
Pension fund

f.
(securities exchange i.e. NYSE)

g.
(corporation)

B. Intermediaries - financial institution take funds and pool them, make investments on one hand and give investors claims against intermediary itself 

1.
When bank / mutual fund take your $ and invest it, claims are to intermediary itself - bank / mututal fund (i.e. Mutual fund - have claim against the fund, not the assets - underlying stock; Bank - have claim against bank, not assets - direct loans)

2.
But stockbroker / securities firm is middle person, but matchmakeer, ultimate claim of investor is to ultimate investment, not to broker / exchange 

3.
Pension plan / life insurance depends on setup

4.
Why need middle man? Asset services 

a.
Diversification

b.
Economies of scale - get lots of $10,000 together to make a single loan in engineering transactions

c.
Expertise in finding good transactions & monitoring - make sure payments made ontime

i.
Mutual funds, life insurance, and pension funds also provide asset services (a,b,c)

d.
Converts illiquid investments into liquid investments with our deposits - Invest in shoping center, commercial loan (i.e. GM could be liquidated at FMV) -> We can get our deposits out of bank whenever we want, convert shopping center loan (illiquid) -> our investment in bank (wholly liquid - can take it out in an instant)

5.
Transaction (liability) services
a.
Payments - write checks

i.
A, A bank; B, B bank; Clearing bank or Fed Reserve

b.
Provide demand deposits (on short notice)

i.
Money market fund - short term, debt, liquid investments

ii.
Mututal fund - equity investments

C. Bank - definition

1. 
Intermediary (1) takes deposits (liquid, can be withdrawn) and pools them, 2) makes loans (illiquid) and (3) pays checks (process payments, provides transaction services)

a.
Distinguish from mutual fund which invests in liquid assets (equity instead of debt)

2.
Ability to invest in illiquid investments and provide liquidity to depositors

a. 
most efficient form of provide intermediary and transaction services

3.
Legal Def - Financial institution that is bank chartered 

4.
Each financial institution is subject to a pervasive set of rules. Rules are vastly different in many ways. Their particular fcns give rise to part problems the regs have to adddress

5.
Different from mutual funds that have securities. 

a.
Bank sells debt claims (interest or 0%), Assets are illiquid

b.
Mutual fund get pro rata share of assets of und - equity, liquid assets, securities that are tradeable (i.e. REIT own security traded on exchange whose ultimate assets are shop center, but own them thru holding of security, not loan $mil to shop center) 

c.
Diff from life insurance co - let take $ out subject to restrictions. 

d.
Diff from pension plan - can't take your $ out. 

D. Fractional Reserve Banking - illiquidity of a bank’s assets

1.
Bank bets that small fraction of us want our $ at one time

2.
Assets - Some cash, highly liquid assets - money market instruments, bank’s bank account with Fed Reserve

a.
Not hold all in pure cash, vault of deposits, because when come back for $10, will get less, so give them interest on deposit 

3.
Profitable because only have to keep some available

4.
Fear of Bank Runs

E.
Pros and Cons
1.
Pros

a.
Illiquidity premium provided to depositors (illiquid investment - shop center loan @ 15%; liquid asset - cash has 0% premium)

b.
Demand deposits

2.
Cons

a.
Susceptibility to runs (w/o deposit insurance) - If A < L and last o get $ back, then in trouble, so first in line -> bank become insolvent. 

i.
Can even happen to a healthy bank

ii.
As long as we think bank’s not healthy, b/c of reserves and illiquidity of assets (loans) -bank has to sell illiquid loans at a loss ($10 mil asset b/f sell for $3mil)

iii.
Payments system - bank substitute its promise for your promise. If bank insolvent -> payments it owes won’t be paid. Payments depend on solvency of preceding party -> Vulnerable entity wit hits “hands around throat of payments system.”

F.
Bank Runs

1.
What gives rise to run problem?

a.
Illiquidity of assets (not equity / debt) (i.e. Sell off building - even tho R/E market fine, sell off at “fire sale” price -> proceeds of that sale not equal amount brought in to buy building at true value

b.
In a Mutual Fund run - when sell assets -> pay out pro rata share of underlying assets (The earlier you get in on sales, the closer you get to FMV - Run on an illiquid market forces fund to drop below FMV tho effect not as extreme as in a bank) 

c.
In a Bank run - fixed assets, and only first in line get share of assets

2.
Socially undesirable b/c

a.
Unraveling of payment system

b.
Administrative costs w/ insolvent bank -> contagion effect 

c.
Loss of valuable banking relationships - expertise dissipated - knowledge of clients - illiquidity in local economy b/c hard get loan in other bank

d.
Potential contraction of money supply if widespread -> Depression

e.
Drying up of lending market in local economy

f.
Worsening of distribution of wealth -> Depression

3.
Run on solvent bank has these destructions and run is worse b/c destroy viable entity

4.
Run on insolvent bank - should be reorganized

5.
-> Law steps in - Regulate massively

6.
Deposit Insurance - $100,000 unlimited in Citibank

II. The S & L Crisis

A.
S & L 

1.
Make illiquid loans, dposits payable on demand (within short period of time) (Prof: same as a bank)

2.
Different from commercial bank b/c assets more constrained, liabilities more constrained too.

3.
Held 30 year fixed rate mortgages - Illiquid assets (lots of small ones); passbook accounts- savings accounts could withdraw quickly - Liquid Liabilities (NOW acct - checking acct)

4.
Thrits - S&Ls and MSBs 

a.
some state chartered, some federal chartered. 

b.
Today, all federally insured. 

c.
Complicated mix of Regs

5.
Regulations

a.
Federal insurance (state insur went bankrupt)

b.
30 Year fixed-rate mortgage

c.
Passbook accounts

d.
checking accounts

B. S & L Crisis
1.
Assets
Liabilities

Loans 100
97 Deposits



  
 3 (Equity) Net worth, Capital


$3 net worth dropping through the floor.

2.
Because of insurance, Equity can go down to negative number

3.
S & L and banks - highly leveraged entities: Net worth/Assets = 3%

1975-85
Tangible net worth (GAAP: exclude goodwill)/Assets: 5.8% -> 0.8%

80s

Net income/Assets: (Negative)


1978-1989
Percent of solvent thrifts: 99.1% -> 82%




Profitable thrifts: 97.3% -> 63%

4.
1980-1982 (1964-1966 - Rising Interest rates)

a.
Interest Rate Squeeze caused a negative hit to the net worth of banks - Period of rising interest rates, loans made at lower interest, deposits take in not long term, have to pay high current market rates. 


i
Deposit (sh term)





Reg Q forced down what pay on deposits



Loan (long term)

b.
Congress - Reg Q set rate ceilings on deposits: can't pay more than 4% and can make loans at much higher rate -> Banks gave out stuff: Toasters, TVs - not compete on interest rates (~ S&L price fix)

c.
Reg Q not work b/c substitutes (i.e. Money market fund started because of Reg Q in 1972-1981 assets: $0 -> $188.6 billion, mutual fund); 60s not have computers for liability services of banks 

d.
Could have allowed adjustible rate mortgages instead of lower what can pay on deposits

e.
Disintermediation - take things out of intermediary structure 

1.
Money market funds

2.
T-bills: raised min denomination to $10,000 so poor forced to be at low rate of Reg Q while the rich can get market rates (1978-1983 - huge rise in interest rates on 3 month T bills)

f.
NPV of 30 year loans plummetted b/c mkt rate incr, so divide by a bigger number

g. 
Liabilities not adjusted b/c currently payable


 
        Assets
Liabilities


80 =100
97



        1+i





3  (Networth -> negative)

h. Solution - Change in Asset mix - S & Ls allowed to have:

i.
ARM - help match maturities of liabilities - short term

ii.
Consumer loans - short term maturity and diversification effect

iii.
Commercial real estate as opposed to houses

iv.
Equity - own building, things

a.
Avoid interest rate squeeze

b.
Shorter maturities

c.
diversification

d.
equity

j.
Liabilities

a.
No Reg Q

b.
Allowed to pay interest on checking accounts

c.
Increase in coverage of FDIC (FSLIC then)

1.
Atract more money 

2.
Invest in more assets

3.
Hopefully get assets that appreciate


Assets
Liabilities

 80
  97


+10
+10


 (17) Equity

k.
Solutions allowed S&L to invest well and grow and allowed riskt investments that may be big hits

5.
1982 - Policy Response (Reagan era - all reg became bad including allow big hits)

a.
Expand assets

b.
Make liabilities more attractive to S&L

c.
Gave S&L capability (more funds to invest); opportunity; incentive to do bad (owner limited liability - their cost is 0: the negative net worth hit to insurance fund (taxpayers)

d.
Incentive to make big hit - Regulatory power can close you down if balance sheet (17)

i.
Downside protected by limited liability

ii.
Upside all there

6.
Interest Rate Squeeze of 1981 which caused a negative hit to net worth of banks was exacerbated by policies. Recession - projects fail, loans not get paid back (moral hazard)

a.
Increase ability to attract funds by incr to $100,000

b.
Increase range of loans and investments S&Ls can invest in 

c.
-> Spurred growth - allow banks grow out of their problems (negative net worth hole) Posed certain risks, need careful analysis by regulators but they didn't know anything about equity investments and there were fewer field examiners, examinations during the Reagan (1980- 1988) deregulation

i.
Some good growth

ii.
Some non-traditional equity investments (big losses for S&Ls), junk (high risk) bonds, commercial real estate (bad growth)

7.
Policy Response
a.
Accounting changes - Capital requirements

i.
(Congress) net worth has to met certain minimum (5% dropped to 3% capical) w/o incur sanction 

ii.
Measured according to 5 year moving assets (i.e. 100, 100, 100, 100, 100, 200 -> 120 x 3% = 3.6 = 1.5% of 200 capital rather than 3%) -> Moral hazard gets worse, deductible shrunk

b.
Net worth certificates - FSLIC notes to failing (insolvent) banks issued by Bank Board, treated as asset (promise to pay $3 to S&L) brought capital requirement up to minimum so S&L could continue 



Assets
Liabilities


100
100



 ->3





0 -> 3    

i.
-> Moral hazard effect

ii.
Provides no cushion to regulator. (If 3% equity, bank could lose 3% assets b/f insurance) Has effect on moral hazard b/c if capital rise again, 3 on Assets disappear = Net worth 0, for you change capital requirement to -3

c.
Loan losses allowed to be deferred - (10, only report 2)

d.
Goodwill - is asset under GAAP - earning poser of co that goes beyond value of its physical assets (i.e. Software -> copyright on software listed as goodwil asset of acquirer). Intangible value of company included in Assets - concept adopted by regulators w/o constraints of accounting, so freely thrown in by regulators, load up Asset side of balance sheet, so exaggerate amount of capital


Ex: RAAP
Assets
Liabilites


Loans
90  -3 
86
Deposits



Cash
 5




Other
 5   -5




100






14 -> 6
Capital


Other: 
Goodwill
2




FSLIC note
3



Historic face value of loans = 90 but i has risen -> -3


Ex: GAAP Economists:     90    





(1+i)r



-> Discount by 5 more -> Loans = 82 -> Capital 6 -> 1
8.
1980-1982 - Interest Rate Squeeze 

1982 Policy Response -> Expansion of activities, growth (hits on assets side of bal sheet)


Credit Risk / Growth / New Activities - equity, new lending activities


Regional Risk / Growth / New Activities - S&L localized area and rapid growth SW, CA

1983

a.
S&Ls positive net worth - growth limits, risk adjusted insurance premiums

b.
S&Ls with negative net worth - $500mil of losses gone, $100mil maybe sell goodwill

c.
Economic effects - interest rates decrease, asset values increase, recession , SW oil prices decrease, TX business went under, TX land, commercial and residential R/E loans by S&Ls decline in value of S&L's assets

d.
Texas: undiversified geographically S&Ls (undiversified in assets - 30 year fixed-rate mortgages)b/c not allowed to branch, forced to be localized. Regulation partly responsible for high degree of vulnerability.

1985 - 1988 Policy Response - insolvent -> more insolvent b/c take net worth out; healthy - promote growth

1987 - CEBA - minor response - $15bil infusion - minor downpayment on amount owing to fill net worth hole. 

a.
Regulators said appropriations $15bil had to be paid to insure fund at least. People say let S&L worry about it, $15bil too high - > Senate said $10bil -> got back up to $15bil = Cost, discretionary

b.
need more $15bil and immediately to close them down)


$15mil is gone already b/c hole - TX building S&L lent and Fed gov't FSLIC promise pay it back (up to $100,000)


1989 - Regulatory fixes FIRREA - real response (Bush Admin) S&L Bailout
a.
Recognize sunk cost

b.
Operate at margin - decrease marginal costs

c.
Pray less severe

9.
1985-1988 Nature of Policy Response aimed at healthy thrifts (a reasonable response)

a.
 Growth limits - Restrict growth of S&Ls

i.
Insolvent S&Ls not allowed to grow at rate greater than rate interest is accruing

ii.
Thrifts that met capital requirements 25% on case-by-case basis regulators allow more (Prof: still fast rate of growth)

iii.
Broker deposits (bought money) - Regulators restricted them b/c S&L look for risky projects, then hard for them them to get money for risky projects (i.e. bank go to Merrill Lynch to ask for depositors b/c want to make loans) 

a.
Prof: good b/c other ways to get money anyway. If you can control investment behavior by regulation, control incentives, good!

b.
Problem is assets (bad loans), not liability! If give $100mil to bank b/f examiner can come in, get positive rating but may then become negative net worth (b/c loans went bad)

c.
Change incentives, increase capital requirements (deductible) but takes time b/c gen  S&L not publicly held (ask underwriter to sell common stock for $)

d.
Change investments - control what they do with money, not how they get it

e.
Regulators no authority to stop brokered deposits

i.
No more 5 year averaging, increase capital requirements above the floor if it posed a high credit risk or interest rate risk

ii.
Limits on equity investments

iii.
Better accounting, eliminate RAAP

iv.
More Field examiners (opposit of 1982) 

Limit equity investments (riskier investment) not affect diversification of asset, but should shorter-term notes)

iv.
Risk-base premiums (came after FIRREA) take long time, too b/c have to look at what commercial loans invest in, big diversification requirements (i.e. limit commercial loans to % of assets) but may become less viable. Among class of commercial loans, there is only one that can win (only liquid assets can be used to make high bets) Only way stop that is have examiners visit enterpise and look at books

10. Policy Repsonse - Closures
a.
 Cost happened already, years ago (dig hole, put $ in, disintegrate, build building, let rot down, let nobody go into it) Wealth lost

b.
Want keep negative net worth hole from getting bigger - close them down quicker b/c irrational people there

c.
News, even tho insured, S&Ls pay higher interest rates (i.e. Texas premium for insured deposits -> increas negative net worth hole, increas operating losses of insolvent S&L’s)

d.
How do you close them down?

i.
Liquidation - go get your insurance check (FSLIC = subsidiary of FHLBB)

ii.
Purchase and Assumption Transaction (merger) - another S&L “purchase” assets and assume liabilities but have to be paid to do it. Auctions, buyers bid

iii.
Advantages of ii over i

a.
Going concern value - if liquidate, goodwill gone

b.
ii took IOUs from FSLIC and spread payments over time

c.
Cash flow advantage to FSLIC b/c had constrained cash (ii here and pay negative net worth, i pay deposits)


Ex:
Assets
Liabilities


100
110



-10

-
If liquidate - FSLIC pay 110 today, later on may collect 100 if win bet (could take years)

-.
Purchase /  Assumption - pay 10

1.
Don’t kill off S&L, has recognized sign, preserve franchise value (economic terms)

2.
Pay with IOU easier b/c not have enough 10s

3.
B/c FSLIC’s funds constrained by Congress

4.
Someoneelse is going to liquidate assets (can hire best liquidator)

d.
Tax advantages - Money come out of Treasury, not FSLIC, subsidy from another pie

1.
The FSLIC notes are not taxable

2.
New Buyer could buy tax losses from previous owner (no tax losses b/c nothing goes to assets, liabilities)

e.
Consolidation - when package made sense, to sell 5 S&Ls at a time

e.
Funded by 15bil Congress authorized and limited to how much allowed to spend a year (should’ve spent all in first month b/c diggin hole deeper) -> FSLIC had to go slow in close S&Ls, write IOUs

11. FIRREA - Bush Admin - need real reform (same problems as 1985)

a.
Moral hazard- drop net worth down

b.
Lost money already, have obligaiton to pay it

c.
75% came from taxpayer directly

d.
25% from S&L industry by

i.
tax on FHLBanks - regional banks owned by S&Ls, which served as conduit for funding (Direct subtract from assets of S&L)

ii.
From future premiums - Premiums increased, FSLIC used to pay $ back

e.
S&Ls operating income decrease -> affect net worth

f.
We are taking pot of money to pay expected future losses, but pot used to pay for past losses. Future losses come out of federal revenues (75%) Pure luck, didn't happen

12. Agencies
        Dept Treas


FHLBB
->
OTS


FSLIC
->
FDIC (insurer of banks, savings banks (thrifts)




    BIF

SAIF (savings assoc insur fund - all thrifts)


(banks not want S&Ls in their insur pool; thrifts pay higher insur premiums than banks)

RTC - resolver of sick thrits - liquidate, purchase / assume (June, get out of business of close down thrifts, closing done) Asset disposal - authorize to own assets - Congress gave it working capital

13. Regulatory requirements

a.
QTL - Qualified thrift lender -Incentive for S&Ls to have more residential loans - 70% of assets -> make safe institutions

b.
Capital Requirements - Increase

c.
Activity / investment restrictions - Quantity restrictions on junk bonds, further than CEBA restrictions on what state S&Ls could do

d.
Penalties - $150bil result of theft (jail and get money back)

( Adjustible Rate Mortgages, Securitization - Orig / Holding separated -> off your books)

14. S&L make money by

a.
Lend at higher

b.
Origination fees

c.
Service mortgages

d.
Originate and hold home mortgages

15. S&Ls might have expected substantial run problem, but not so w.r.t. federally insured S&Ls b/c in 30s run problem fixed with deposit insurance

a.
Insured and heavily regulated

b.
Runs on state-insured or privately insured banks (not federally insured) These systems went bankrupt and virtually entirely replaced by fed insur today

c.
Moral hazard - Regulations didn't always constrain it. Early to mid80s - pushed S&L into new business b/c lot upside, not much downside due to insurance - Decrease capital b/c interest rate squeeze

d.
Reg create interest rate squeeze, forced geographic non-diversification, pushed banks into high exposure to credit risk

C. Deposit Insurance

1.
Don't have bank runs if deposit insured or people think is insured

2.
1933 initial $2,000-5000 temporary response to massive runs - S&Ls, Great Depression

3.
1935 Permanent - Assure depositors that funds protected by fullfaith and credit of U.S. - Small banks primarily under the limit - no runs

4.
Moral hazard - if 100%  insured - not care about loss b/c insurance co will pay it 

a.
Commercial insurance - usu. deductibles, co-payments so insured party pay portion of doctor's fees - which reduces moral hazard

b.
Moral hazard assumed by economists to exist



Assets
Liabilities



Small upside


   decr
100
97 incr
-> insolvencies
Big downside (only pay <)



3   decr



Born by insurer







Risky

c.
Tangible (no goodwill) net worth decr to 0 or neg b/c deductible vanish so that no downside & insurance company take the hit

i.
On pure accounting (GAAP) basis - Net worth decrease: money coming in on assets low, on liabilities high


ii.
Adjust for riskiness of portfolios (moral hazard). Books not show b/c assumed loan will be paid back. 100/(1+i) -> Net worth decrease. GAAP adjusted for likely to be repaid
iii.
Adjust for market - incr interest rates, incr rate of default (Mark to market - economic terms) Tangible Net Worth for tangible insolvent (-100 bil) FSLIC-insured thrifts go down much faster than tangible solvent (-14.7 bil) but both dropping dramatically 

5.
What do insurers do to limit risk?
a.
Risk-adjusted premiums - Yes, but how effective are they?

b.
Restrict Activities - Massive regulation of activities for banks (life insurance - i.e. sky diving)

c.
Maximums - $100,000 max - How effective is it?

d.
Co-insurance - Yes, but subtle - uninsured deposits (liabilities)

e.
Reinsurance - Retail sell insurance i.e. if too much insurance for geography to adjust its risk portfolio to allow diversification and allow size of risk to match capital base

f.
Denial - subject to anti-discrimination regulation. Insur co can turn you down. Deny charter - then won't be a thrift. (State chartered bank, used to not need federal insurance)

g.
On-going monitoring - rejecting false claims, challenging claims, impose cost on filing claim (examination / closure process)

h.
Cancel - Closure
6.
Insurance Analogy -> Policy questions

a.
Entry into the Business of Banking 
- Denial

b.
Regulation of Banking Business

i.
Activities Restrictions

- Restrict Activities

ii.
Limitations on investments

-    "

iii.
Regulation of Deposit Taking
- Risk-adjusted premium

iv.
Captial Adequacy Requirement
- Deductible

v.
Corp. Law Regulation

- Restrict activities (x Self-dealing)

c.
Bank Holding Companies

- Affiliate of bank - Parent, sub, lateral affiliates

d.
Geographic Limits


- Restrict activities

e.
Securities Powers


-   "

f.
International Banking




7.
Lenders are not depositors b/c they are insured 


Insurance company acting as lender - restrict activities






8. 
Insurance premiums lowered for banks, not for S&Ls ->Widening of range of risk premiums

a.
S&Ls continue to pay the old (higher) rate -> their pool is still small: The premium which they have been paying have gone to repay the '89 Bailout, (25% borrowed from Treasyry) not into the pool. The rates they paydo not reflect their risk (less risky than before)

b.
Underinsured by pool - Because of the smaller pool of S&Ls (banks are 4x S&L pool; 20 bil v. 2bil) b/c fewer of them, government (taxpayers) effectively insures the S&Ls. Conversely, the S&Ls are paying the Treasury Department (taxpayers) out of the premiums.

III. Entry into the Business of Banking

A. Chartering (Regulatory Structure)

1.
Banks - state or nationally chartered and regulated


Completely fractioned regulatory system for banks

a.
State-chartered banks were there first, federal never closed them down completely

i.
Members of Federal Reserve System - regulated by Federal Reserve 

ii.
State Non-member banks (Member can borrow money from Federal Reserve (Central Bank)) Since 1982, non-member banks can get the same benefits

iii.
Both member banks & non-member banks (regulated by FDIC) are also state regulated 

b.
National banks - automatically member of Federal Reserve
i.
Regulated by Comptroller of the Currency
c.
Thrifts
i.
National thrifts regulated by OTS

ii.
State thrifts regulated by FDIC

d.
Bank Holding Co and non-bank subsidiaries of Bank Holding Co
i.
Regulated by Federal Reserve as well, regardless of whether state, member / non-member

2.
Chartering (National)

a.
Rules governing decision to grant a charter (12 U.S.C. §§21-27)

i.
5 people - §21

ii.
File Articles of Association with Comptroller - §22

a.
Need "National" in title

b.
Place

c.
Amount of Capital Stock

d.
Name and place of shareholders and number of shareholders 

e.
Certifciate made

iii.
§24(7) - What activities bank can engage in

3.
Pre-1958

a.
§26 - When Comptroller should or should not issue a charter

b.
Little disretion in granting a charter - Narrow

c.
Objections consistent with the law

4.
Post FDICA Act (1958)

a.
§1814  which refers Comptroller to §1816 (Factors to Be Considered)
i.
Financial history and condition

ii.
Adequacy of capital structure

iii.
*Future earnings propects 

iv.
General character and fitness of management

v.
Risk presented to BIF or SAIF

vi.
*Convenience and needs of the comunity to be served

vii. Whether its corp powers are consistent w/ the purpose of this Act


Compliance with National Bank Act and FDIC

b.
Certify insurability - Tell Comptroller to certify to FDIC that requirements for insurance were met 

c.
Regulatory objectives

i.
Banks operate in safe and sound manner

a.
High risk, high return, market rate, NPV of loan (+) yet entails 8% chance of going broke, 8% chance of 40% return on $, but chance of failure

ii.
Reasonable prospects for success

a.
Credit worthy borrowers - Interest rate of loan compensate for risk

iii.
Meet the needs of the community

a.
Have to be able to pay it back 100%

b.
Enough depositors there in community?

c.
Enough loans to make somewhere? Credit-worthy borrowers

d.
Could have reasonable prospects fo sucess and community nothing to do with it -> some of service should be in community

(ii and iii conflict in the objectives, how does i factor in?) 

This system not generate case law -> ambiguous and coflicting interpretations and fact patterns

d.
Policy - Why should a Comptroller ever deny a charter, restrict entry? 

Comptroller knows better than person who wants to enter?

i.
Expected riskiness should match the flat rate premium - Bank want pursue high risk, high return policy b/c deposit insurance - If we had perfect risk adjusted premiums, we not care, but we didn't have b/f and not perfect

a. 
We want to make sure those banks come in adopt risk/return profile consistent with premiums they pay 

b. 
Experience rating in reverse -> want to keep banks out though want enter

ii.
Preserve Local Monopolies 9no longer applicable)


Comptroller may want to maintain monopolies b/c monopoly bank is more profitable. In 

a.
Present value terms, its net worth will be higher - going concern value higher than operate in competitive market (higher profit, increased capital, increased net worth)

b.
Franchise value of monopoly bank higher than competitive market

c.
Assets reduce moral hazard - Downside greater than if monopoly position not exist

d.
By make more profitable -> Decrease moral hazard -> increse cushion to FDIC -> Increase capital

e.
Not posible to preserve local monopolies any more b/c control to entry can't be done well - Doesn't work anymore b/c of availability of other non-bank investments & technology  to consumers (money markets, etc.)

i.
Cartel, monopoly bank era has passed. ATMs and other technologies have contributed as well. Don't need lots of brick and mortar branches any more)

5.
Administrative Procedure Act - 5 U.S.C. §701

a.
Governs how agencies decide and courts review. Procedures provided in organic statutes of an agency apply. For comptrollers, look first to National Bank Act.

b.
NBA created banks, established comptroller. If NBA didn't deal with issue -> other catchalls

c.
If an agency (Comptroller) is required to hold formal hearings by its organic statute, the court should review the hearings according to the substantial evidence standard

d.
If no formal hearing, standard = arbitrary and capricious, catchall - most deferential

e.
Decision to grant charter doesn't require a formal hearing - Statute silent

6.
Camp v. Pitts

a.
We deny the charter b/c the criteria weren't met - No discussion

b.
Court of Appeals wants agency to go back to trial court and give proof (de novo). Court of Appeals doesn't take proof 

c.
Sup Ct: Standard is arbitrary and capricious - Easy standard for Comptroller - Have to apply standard on basis of agency's records. If records say we flipped a coin, then arbitrary and capricious. Congress said courts only have to see if the decision ws crazy, not in accordance with the law. (i.e. If said denied national bank charter b/c don't like MA banks)

i.
This is an extreme of giving unconstrained discretion to comptroller

d.
What would be different if Court of Appeals had its way?

i.
Would develop precedents, increasing certainty of when charters would be denied / granted

ii.
Decisions themselves would be more delibertive, reflective. There would be fewere wrong answers.

e.
What's bad about the Court of Appeals' approach?

i.
Sup Ct's rule more Expediency, efficiency - allow Comptroller make intuitive decisions based on expertise (because many decisions are subjective, any other role would shift the descion making to the trial court) 

ii.
Comptroller wouldn't make the final decision b/c of the oversight. Every denial of charter would be appealed. This shifts the locus of the decision-maker which decision-maker is prefered? Does expertise matter?

7.
Fayetteville
a.
Comptroller grant preliminary approval of charter, Competing banks object b/c 'too much competition'

b.
De novo review by 8th Cir. of whether arbitrary and capricious. Not arbitrary and arbitrary and capricious b/c some reason was given

B. The Dual Banking System

Why should someone be denied by comptroller b/c allowed to go to state, and vice versa

States should be able to side step comptroller system and establish banks on their own

1.
Regulatory competition - state authorities, comptroller: the regulators are focrced to compete against one another to do a better job. Enforce efficiency of regulatory system
a.
How much competiton can there be when FDIC insures it all? None, not make sense any more

b.
A state chartered bank cannot have more freedom than national banks, in allowing banks to engage in activities unless permission from FDIC

2.
Dual banking system was an accident. In the beginning, the state banks issued own notes and provide protection to the local depositors (now FDIC bearing all the downside)

3.
1863 - NBA to get rid of state banks. Have uniform currency backed by Treasury. Created National banks. Gave them authority to issue notes. Hoped notes would be stronger than state notes. Hoped state banks would change charter to become national banks. Didn't work. Later tried to tax. Didn't work (checks were invented. Checks were not taxed. State banks just stopped issuing notes) There are now many state banks.

IV. Regulation of the Banking Business

A. Activities Restrictions - 12 U.S.C. §24(7) as interpreted by Comptroller in the Regs; Regs provides for permissible activites (not clear whether list is "Business of banking" or "incidental powers"

§24(7) “all such incidental powers as shall be necessary to carry on the business of banking; (1) by discounting and negotiating promissory notes, drafts, bills of exchange, and other evidences of debt; (2) by receivingdeposits; (3) by buying and sellingexchange, coin, and bullion; (4) by loaning money on personal security; and (5) by obtaining, issuing, and circulating notes”

1.
Arnold Tours - Travel agency challenged as  inconsistent with §24(7)

a.
Business of banking

b.
What is incidental?

i.
Dist Ct: Indispensable

ii.
Ct of App: Convenient or useful in connection with the performance of one of the bank’s express powers

- Express powers = business of banking (5 things). Directly related = incidental. 


- Illegal for national bank to operate full-scale travel agency since not incidental power as in §24(7th)


- Banks are in core function of providing agency and information services germane to financial operations of the bank in exercise of its express powers

2.
M&M Leasing Corp. v. Seattle First National Bank - Leasing cars, other personal property

a.
Lease ~ Car Loan - functional equivalent in evolving financial markets -> vagueness in drafting want allow Congress a standard to evolve


Loan





Lease




GM



GM


Bank

Driver



Bank 


Driver

b.
Convenient or useful (Arnold Tours) b/c

i.
Tax advantage

ii.
Avoidance of usury laws

iii.
Accounting issue - better reflected on balance sheet

c.
Holding: Business of banking, authorized by §24(7th), includes Leasing, when in the light of all relevant circumstances the transaction constitutes a loan of money secured by the leased property (easier to arg incidental to BB than incidental to incidental)

c.
Closed end lease - banks assume the risk of residual value fluctuation upon termination of the lease b/c lessor bank absorb diff b/w estimated residual value at end of lease and lesser actual resale price (i.e. Machinery) -> Ct: impermissible assumption of risk unless residual value of the leased property at the expiration of the lease contributes insubstantially to the bank’s recovery of its advance plus interest b/c full payout prior to termination of the lease

d.
Open end lease - banks (lessor) do not assume the risk b/c residual value (car) guaranteed by driver (lessee) and fixed montly payments (i.e. Motor Vehicle lease - anitcipated resale value of vehicle at lease’s termination -> if residual value less than guaranteed residual value -> lessee must pay the difference) -> Ct: OK

e.
Banks are allowed to lease personal property for financing purposes b/c new regulation - §24(10th) 

3.
National Retailers Corp of Arizona v. Valley National Bank

a.
Economies of scope - data processing services can be used at night and provide reports on the business - Selling svc to wholly unrelated client.

b.
Ct: Not incidental under Arnold Tours. Economies of scope and efficiency also struck down.

4.
NationsBank v. Variable Annuity Life Ins. Co (VALIC) - Comptroller allow sell annuities as agents

a.
Broadened what allow banks to do, Ignored Arnold Tours, refinement of what’s reasonable bounds 

b.
Comptroller: Annuities are BB or incidental, but did not distinguish the two

c.
Ct: deference to admin law agencies (Chevron) - Comptroller justified in allow bank to engage in annuities b/c 5 powers not exclusive and Comptroller deferred to when want to add power

d.
Ct says 5 enumerated are examples, not exclusive b/c 

i.
“limits banks’ dealing in securities” - assumes they have the power, tho not enumerated (or this sentence added in ‘33 - Congress thought not exclusive while Congress in 1863 thought it was)

ii.
statute doesn’t say BB has to evolve over time

e.
Is intent of Congress clear? If not, did agency fill gaps in consistent ways?

f.
What are the limits? How do we know if Comptroller has exceeded its discretion? (n.2)

i.
Reasonable bounds
ii.
Ventures distant from dealing in financial investment instruments, for example, operated general travel agency, may exced these bounds (Arnold Tours: Comptroer said OK)

g.
Bank go to you want travel agency services. You go to Comptroller:

i.
Within limits, not a venture distant and not unreasonable -> ignore Arnold Tours
ii.
Policy - if share client relations, skills, architectual setup at branch, can say “legally permitted, there is a closeness, should b/c economies of scope”

h.
Does Arnold Tours survive?

i.
No, ct didn’t use useful and convenient test 

ii.
Yes, just a refinement of what’s reasonable bounds

i.
Annuities - within reasonable bounds?

i.
similar to bank acct, debt instrument, mutural fund b/c give $ to bank, bank promise to give payments, buy a bond (bank can sell Treas sec) for periodic payments, variable annutiy ~ mutual fund (banks can sell)

ii.
There are ventures not distant that may still be unreas

j.
Can use (n.2) constraints to analogize annuities to other financial instruments

i.
underwriting bonds - lend $ to borrowers (IBM want issue bonds) and unload obligs on market

ii.
Underwriting equities - same thing except equity int - expectation of future payments variable, risky (flat or variable)

iii.
Offering mutual funds as principal as opposed to agent

k.
Policy

i.
Contol riskiness of banks so stay within bounds of insurance premium and ability to monitor riskiness

ii.
Selling things as agent, can you lose lot $ go into travel agency. Bank = middle person, claim against another entity not pose threat to solvency of BIF

iii.
Only stake is bank put $ into infrastructure. Commission business (not enough to justify extra teller)

iv.
Political matter - protectionism (Miller and Macey)

l.
Argue for agency relations

i.
Economies of scope

ii.
Riskiness w/in premium range

iii.
Observable by FDIC

5.
Insurance Agency Activities

a.
§92 - Nat’l Bank in Town of 5,000 people may act as agent for insurance co

b.
Saxon v. Georgia Asociation of Indep Ins Agents, Inc.
i.
Banks: insurance in towns under 5,000

ii.
Issues: Is it OK under §24(7)? Is it OK under §92?

iii.
Ct: Bank located in town over 5,000 can’t sell insurance

c.
Can branch in town less 5,000 sel nationwide insurance?

i.
United States Nat’l Bank of Oregon v. IIA, Inc

ii.
Ct: Banks in towns less 5,00 can telemarket insurance in towns outside their town, nationwide. (Branch doesn’t count)

iii.
Policy - Economies of scope, need other things to do than banking activity in towns less 5,000 people

iv.
§92 dropped by accident in 1918, later put back in (§24(7) unclear)

6.
Risk-Bearing Activities
a.
Republic Nat’l Bank of Dallas v. NW Nat’l Bank of Fort Worth

i.
Issue: Are they allowed to issue standby letter of credit that function as guarantee?

ii.
Bank refuse to pay and say never allowed to do it. Arg: §24(7th) - traditionally bank not allowed to enter into guarantees, not permissible, not take deposits, make loans, or pay checks

iii.
Letter of credit - Seller not trust buyer’s credit, credit risk, transportation risk of the cash, transaction costs. Seller put goods on ship and get piece of paper, goes to bank for $ that is there, customer bear the risk


Specify exactly what doc has to look like. Bank compare doc and if typo, then not accept

iv.
Standby Letter of credit - Someone want buy cemetery, but B&H Amusements and Cemetery related, so want standby L/C


Contingent on note not paid by B&H


(i.e. IF B&H bankrupt, and can’t pay note, then cemetery cocs to NW to show default, NY pay note $ to cemetery, NW has claim for note $ at B&H)

v.
Difference b/w guarantee and standby L/C

a.
Guarantee
1.
Liability of guarantor lie with liability of primary obligor

2.
Bank not have to pay if note not have to be paid b/c B&H relieved of have to pay (obligor, primary party not have to pay -> guarantor not have to pay

3.
i.e. If note required performance by cemetery and B&H say not perform, so note, K invalid, then legal claim of not paid

b.
Standby L/C
1.
If standby L/C and note contested, bank still have to pay under standby L/C

2.
Just presentation of docs -> get $, operate by mechanics

vi.
Ct: Guarantees are not permissible. But standby L/C are permissible b/c risk identical to a loan.

a.
Standby L/C - Pure bankruptcy risk - Bank’s risk is if B&H go bankrupt -> bank can’t get $. If B&H solvent and not pay b/c litigate legality of the note -> Bank pay but can go after B&H for $. Same risk as simple loan 

b.
Guarantee - Different set of risks from credit risks - B/f bank issues gurantees, has to assess risks (not solvency). Bet on litigation (If building can be built to 200 stories)

Ex:
200 story bldg

Builder
 
$
Trump



guarantee


        Bank

Good scenarios for bank: Trump pays (solvent) -> Bank gets a fee; Building is only 199 stories -> Trump not owe $

B. Limitations on Investments

1.
Impermissible Investments


(Activity - Business where bank provide service / good to customer (travel agency, L/C -> get fee; Investment - take its deposits and put into investments that don’t involve provide service to its investor; Examples of investments - Stocks; Bonds - (asset) 6% and deposit (liability) 3% -> make 3% spread; Pork belly futures; Gold; Baseball cards)

a.
Real Estate Investments - §29 - national banks, §371(d) - state member banks

i.
National Banks - §29 - gen presumption againist banks purchasing, holding, or selling real property

a.
Exceptions
1.
Foreclosures - Nat'l banks may hold real estate obtained in satisfaction of debts or purchased at foreclosure sales - §29(2), (3, (4) for a limited period of time, gen not > 5 years

(i.e. Buyer hand over ,buy at foreclosure sale, judgement), on secured loans, to pay back loans (can be borrowed pay back on unsecured loan w/ property)

2.
Premises - Nat'l bank permitted to acquire and hold such real prop 'as shall be necessary for its accomiodation in the transaction of its business' - §29(1) - auth banks to own their premises and related props, either directly or by sub bank premises corp

b.
§371d - gen prohibits nat'l and state member banks from making investments in bank premises that exceed the amt of the bank's capital stock. Purchase of real estate must be reasonably necessary to carry on the business of banking.

1.
Limit potential for use of premises exception to circumvent restrictions on real estate ownership b/c fear bank may acquire entire block of R/E and declare it 'premises' then lease out space to unrelated entities - 

2.
-> State member banks subject ot same limitation applicable to national banks under which amt invested in bank premises is limited to amt of bank's capital stock

c.
Policy of restrictions on nat'l bank ownership of R/E

1.
Keep capital of the banks flowing in the daily channels of commerce

2.
Dter them from embarking in hazardous R/E speculations

3.
Prevent the accumulation of large masses of such property in their hands

ii.
State nonmember banks - §22 of FDIA (§1831a) - (applies to state banks and state thrifts) insured by FDIC (all) can’t engage as principal in any activity that is impermissible for national bnaks unless FDIC alows it (“no significant risk to BIF”) 

a.
Nonmember banks in some states are permitted a broader range of real estate investments depending on state L (i.e. CA)

v.
Problem - Nat'l Bank want purchase a newly contructed office building from a builder and then lease it to a customer on a 30-year net lease with an option to purchase prop from bank for $10 at end of term. Permissible under NBA?

a.
§24 allow secured loan on personal property = buy and lease (incidental powers language)Can mortgage be translated that way?

a.
M&M Leasing - ambiguous interpret loan or incidental powers 

b.
Leg history - mortgage not incorporate incidental powers

c.
Statutory interpretation - if there is a broad one; if there is a narrow one to restrict broad one

d.
A national bank may purchase, hold, and convey R/E for: §29(2) - 'Such as shall be mortgaged to it in good faith by way of security for debts previously contracted'

e.
Comptroller: hold not equal possess, if 5 yer, incidental apply, but won't allow this

f.
Ct: may defer under Chevron if Comptroller allow this

b.
Securities Investments

1.
Glass-Steagall Act - National banks allowed to make 


Three main categories of what bank can do with securities - §24(7th)

a.
Can be stockbroker

b.
Can't buy for own account

c.
Three exceptions

i.
Type 1 - Bank eligible investments (Highly safe securities -> no limitation)

(Can (a) Deal in (make a market in, inventory); (b) Underwrite (sell to customer, take as agent and sell to customer); (c) P/S for own account

1.
Treasury securities

2.
Gen oblig bonds of any State or political subdivision (assured by state's taxing power 9gen revenue bond; not like transportation - pay out of trans)

3.
Fannie Mae, Freddie Mac (Quasi-govt'l agencies)

ii.
Type 2 - Can (a) deal in and (b) Underwrite 

1.
International banks

2.
State or local gov't obligs (bonds) for housing, university or dorming purposes (not Gen revenue bonds, come out of specified pot of money)

Note: Limited to 10% of capital stock for one borrower

iii.
Type 3 - Investment security (investment grade corp debt) - Can only Hold (P / S)

1.
Marketable

2.
Debt

3.
Comptroller can issue regs

4.
No stock

Note: Loan to one borrower limit of 10% of capital surplus

d.
May own stock of bank or holding co. if owned exclusively by dep institution and engaged exclusively in providing services for other depository institutions

e.
Do for U.S can do for Canada as well (NAFTA)

2.
State member banks - §335 - subject to same limit as national banks in §24(7th)

3.
State non-member banks - State laws; Highly capitalized, FDIC find not pose significant risk to BIF

4.
Policy - Why limit banks hold corporate bonds? (Only investment grade)

a.
Junk bonds - riskier than investment grade (greater than 50% chance being paid back)

b.
Does it implicate bank's moral hazard
i.
Yes, greater risk -> greater moral hazard

ii.
Debts, Loans - Asset side of balance sheet. Banks already have risky loans. Diffference b/s lend $ and buy bonds. Control riskiness of portfolio 

a.
Can buy lots of broker deposits, junk bonds quickly. Making each loan is a long process. Speed issue. Important b/c faster bank moves in assess riskiness of portfolio -> easier to be b/w examinations after riskiest portfolio. Lending process slower than junk bond process -> prevent this from happening, examiner show up and catch it earlier.

c.
What are banks for?

i.
Make loans to entities that can't sell bonds

ii.
Financial system increasingly fluid, so that still have LBOS if banks not fund LBOs

iii.
Help smaller borrowers w/o access to bond market

a.
Info re. riskiness hard to get

b.
Small

c.
Best lending relationship = banker

d.
Policy Reasons

i.
Drive banks toward business of lending if can't invest in junk bonds

ii.
Can invest in Treasury securities - Buy securities, play yield, invest long, borrow short.

iii.
Limit on equity securities b/c

a.
As riskiness, leverage of co increase, likelihood and amount get paid of junk bond, highly risky loan is proportional to equity

b.
Equity is riskier

c.
Can buy it quickly, examiner not catch quickly

d.
Banks supposed to be in another business

2.
Restrictions on Extensions of Credit

a.
Lending Limits

((I) Off-balance sheet - Travel agency services. (II) Assets - Investments and Lending. (III) Liabilities - Deposit taking. (IV) Equity.)
1.
Loans to insiders - limits

a.
B/c People cheat, loan $ to selves and manager run off with shareholders' funds and FDIC's funds (bank's own directors, officers, employees)

b.
§375a, b - National of state member bank

i.
Arms-length terms (can't give CEO bank a good deal)

ii.
Leave on record insider's personal / corporate financial statement

iii.
Loan has to be otherwise OK - subject to lending limits / loans toi one borrower limits

iv.
Volume restrictions

2.
Loans to one borrower - limits - §84

a.
Bank want to loan to shopping center, limit how much bank can lend to shopping center. 


15% of capital - unsecured or secured


10% of capital - secured (marginal amt has to be secured) (cushion b/w 


25%



bank and insurance fund)

b.
"10% fully secured by readily marketable collateral having a market value, as determined by reliable continually available price quotation."

c.
Del Junco v. Conover - 3 loans to same entity, summed, exceed lending limit 
i.
Bank made 3 loans in sequence to Co, Pres, Treas

a.
First loan OK, below limit -> Pres $225,000 unsecured (Legal loan)

b.
Second loan, above limit -> Co $225,000 x

c.
Third loan, above the limit ->Treas $125,000 x

ii.
Comptroller - Aggregate the loans b/c proceeds of loans used to benefit Co. If director's potential liability limited to $350,000, amt of illegal loan, then if net assets is $350,000, then may pay off then broke and not pay off 1st amt -> have to pay off 1st loan. Ct defer.

iii.
Policy - Protect bank's assets from risky loan. Insure that directors fulfill their fiduciaty duty. Prevent directors from insuring themselves against liability for their wrongul act at Bank's expense.

3.
Justification for lending limits (10% secured, 15% unsecured, lend $ out of assets, cash)
a.
Diversification concern 

i.
Not that compelling b/c lending markets are local, not efficient, so may be worh the risk to lend to shopping center

ii.
Exclude loans to GM, whose interest rate based on efficient market b/c diversification (of idiosycratic risk) is good in efficent market  

iii.
But b/c markets are inefficient, moral hazard might compel them to take a high bet and the insurance fund will take the downside (size of risk -> may be morall hazard) 

iv.
Normally expect them to diversify on own, except when really good return. 

b.
Loans to friends, quasi-insiders, non-arms-length loans. Exclude loans to AAA cos

c.
Spreading the wealth within the community - CRA. But assumes bank's wealth is a fixed sum. Broker deposits, then can many loans, mail order equity investments. Increase deposits would shrink capital b/c capital requirement ratio.

4.
Advantages to let banks make a very big loan
a.
W.r.t. each loan is a fixed cost - Assess the loan. Monitor the loan. Develop business relation with borrower.

b.
Spread $5mil over 1 loan

c.
Economies of scale in single lending relationship
d.
Optimal size of banks 

e.
Interactions b/w investment limits and lending limits

b.
Usury Limits - taking of interest - Consumer Protection rule

1.
States usury rules not uniform - One national, 50 states

2.
National Banks usury limits - §85 permits banks to charge the greater of 3 rates

a.
Rate allowed by laws of state where nat'l bank located, except that where a state sets a different rate for state-chartered banks, this rate is allowed for national banks;

b.
1% above the discount rate on 90-day commercial paper in effect at the Fed Reserve bank in the district where the bank is located; or

c.
7% if no interest rate is fixed by law

3.
Policy - Branching also look to state reg of state banks to determine regs applicable to nat'l banks = Competitive Equality between national and state banks. But usury reg - national banks enjoy special privileges not avail to state institutions.

4.
Tiffany v. National Bank of Missouri (1874)

a.
Interaction b/w state usury laws. How state usury laws apply to national banks within a state (Statute, Federal common law, state law, national law, Constitution - Commerce clause, Pre-emption)

b.
§85 - "interest at the rate allowed by the laws of the State or Territory where the bank is located, and no more; except that where, by the laws of any State, a different rate is limited for banks of issue organized under State laws, the rate so limited shall be allowed every association organized in any such State under this act."

i.
§85 - 10% and no more . Exception, let go above 10%, clause not apply

c.
Issue - State L: (1) State banks - 8%; (2) State non-banks - 10%. Can a national bank charge 10%? 

d.
Ct: National bank is charged higher of 2 limits. If state banks 12 %, state non-banks 10% -> National banks, 12% OK

e.
Policy - Competitve Equality. Congres want to create unified set of notes, currency and sell gov't bonds to fund the Civil War. Intended national banks to be viable. National banks are favorites, should be treated in favored manner. At least equal with competitors - State banks and state non-banks. If not give them the higher of the 2 rates -> competitive disadvantage.

5.
Marquette National Bank of Minneapolis v. First Omaha Service Corp.

a.
Ct: (§85: Rate where bank is located applies) National Bank physically located in Nebraska can charge its out-of-state credit card customers interest rate allowed by its home State, when the rate is greater than that permitted by State of bank's nonresident customers.

3.
Anitdisrimination and Community Reinvestment
a.
Policy - Anti-discrimination, Consumer Protection, Community Reinvestment

b.
Equal Credit Opportunity Act


Nondiscrimination Act - extension of credit, effects test, tract Title 7


Truth in Lending Act - consumer protection law - fill forms, disclosure

c.
Community Reinvestment Act - proposed regulations for over 1 year - heightened enforcement effects, consistent with Clinton

i.
Subcomittee house banking - regs impose too much on banks

ii.
Community - old proposed regs were better

iii.
Poss. will be repealed (Prof. K. thinks odds are low) Should it be?

d.
Statute: §2903 - Regulators (§2902(1) - Federal financial supervisory agency - FDIC, Fed Res, Comptroller of OTS) shall 

(1) Assess the institution's record of meeting the credit needs of its entire community, including low- and moderate-income neighborhoods, consistent with the safe and sound operation of such instituion; and

(2) Take such record into account in its evaluation of an application for deposit facility (§2902(3) - application for (A) charter; (B) deposit insurance; (C) Establish domestic branch; (D) relocation of home office; (E) merger or consolidation; or (F) acquisition of shares of regulated financial insitution) by such institution.

e.
Nothing here requires results, like quotas of loans. Sancion = Denial of these applications (If not want to apply -> not care)

f.
Regulators have to 'assess' Factors in assigning CRA ratings (soft test)
(1) activities conducted by the institution to ascertain the credit needs of its community, including the extent of efforts to communicate with members of its community regarding the credit services being provided by the institution;

(2) the extent of the institution's marketing and special credit-related programs to make members of the community aware of the credit services offered by the instituion;

(3) the extent of participation by the institution's board of directors in formulating the institution's policies and reviewing its performance with respect to purposes of the CRA;

(4) any practices intended to discourage applications for types of credit;

(5) the geographic distribution of hte instituion's credit extensions, credit applications, and credit denials;

(6) evidence of prohibited discriminatory or other illegal credit practices;

(7) the institution's record of opening and closing offices and providing services at offices;

(8) the institution's participation, including investments, in local community development and redevelopment projects or programs;

(9) the instituion's origination or purchase of residential mortgages and other small loans;

(10) the institution's particiaption in governmentally insured, guaranteed, or subsidized loan programs for housing, small businesses, or small farms;

(11) the institution's ability to meet various community needs based on its financial condition and size, as well as on legal impediments, local economic conditions, and other factors; and 

(12) other factors that, in the agency's judgment, reasonably bear upon the extent to which an instituion is helping to meed the credit needs of its entire community.

g.
CRA Ratings (publicized 1989 -> looked at, subject to protest by community groups)

i.
outstanding

ii.
satisfactory

iii.
needs to improve

iv.
substantial noncompliance

h.
Criticisms (Banks hate it - Efforts orientation or outcome orientation) (Am Banker)

i.
vague

ii.
banks say CRA expensive reg to comply with

iii.
leverage for regulators to get banks to do other things

iv.
Efforts orientation, not have outcomes, so everybody unhappy

i.
Community groups like it
i.
Community activists like fuzzy - more room to play with - would like outcome orientation

ii.
Community members might prefer quotas. Regulators had suggested quotas, but withdrew b/c banks preferred eoofrts over outcomes. Communities wanted more

j.
Proposed reg (prob go effective in few weeks) - Improvement over soft 12 Factor test

i.
Tests - Service Test; Investment Test; Lending Test

ii.
Strategic plan option - bank can negotiate with regulators with input from community on individualized CRA plan. Can gain certainty that lack in 12-factor test

iii.
Scoring system - complicated (i.e. Lending Test - 7 categories - % of loans in your service area; geographic distribution of loans.) 

iv.
Is it more specific? Words, no numbers, objectivity. (No numbers in these regulations, except for % loans in service area - 'substantial majority' >50%)

v.
Component test ratings 

a.
Lending: Outstanding 12; High Satisfactory 9; Aggregate points: 18+ Outstanding Rating)

b.
Allow banks when failed, might know how to improve

c.
No objectivity, but regulators forced to specify many factors

vi.
Small bank option - overhead costs hgiher for small banks if < $250mil in assets. Majority of loans in service area -> may get outstanding rating for one number, rest words

k.
Policy issues of CRA (Regs require banks to colect data on race and gender of people lend to (i.e. Investment test - donations to minority's or women's banks)

i.
Are proposed regulations authorized by statute? (can write regs no further than statute allows)

a.
- Statute §2903(1) - 'meeting credit needs of its entire community, ..., consistent with safety and soundness' qualifier not equal give everything away. 

 
- Investment test in proposed regs (qualified investments - loans, equities). 


- Prop. Reg. §228.23(b)(2) 'Donate branch to minority neighborhood' -> decrease capital -> riskier -> good rating, can merge

b.
- Statute §2901(1) purpose to'serve the convenience and needs (i.e. credit needs) of communities' - Often negotiated at time merger about to go thru (i.e. Chem and Manny Hanny neg w/ regulators to give $ to minority neighborhood)


- Chevron question - statute vague - argue broad / narrow? 


- i.e. Bank can pay $.5mil to shareholders in dividend but instead give away a building to community under CRA if want to do a merger more easily -> But increase cost of raise capital in future 

c.
- Moral hazard - want to merge, so donate a building where may not be safe and sound -> Too risky bank


- Does safety and soundness always not allow donations? No, but remaining capital, promise to retain dividends. 


- Donate building not always consistent with safety and soundness, if bank close to edge, not profitable -> inconsistent.

d.
- Prop. Reg. §228.23(b)(2) - 'in any minority neighborhood to any minority depository institution or women's depository institution' Community = any area around the branch. Chevron - reasonable, arguable


- Statute not talk about minority or women. §2903 'low- and moderate-income neighborhood'


- Current regulation factor (6) 'evidence of prohibited discrim or other illegal credit practices' - Violate Equal Credit Opportunity Act? Anti-discrimination.

ii.
Is CRA a good idea?

a.
What is its purpose? To get $ into community. Why? Why wouldn't the right amount get there anyway?

1.
Efficiency Arg - Prevent Redlining against low income people in community who are not risky b/c borrower will be better off if get loan and bank will be better off b/c will be repaid principal and interest. Because interest rate charge on loan > deposit -> all parties better off.

-
In an efficient market with prejudice, you can have redlining. 

-
But mkt not efficient b/c need info for business loans and need appraisals for home loans - Bank's cost to locate borrower too much

-
Market failure b/c economies of scale in lending business - not enuf A' unrisky low-income people around to support the bank; but lot of B' unrisky high-income people come in. Lot of overhead for A's loan - only  $4,000 car loan as opposed to $250,000 home loan.

i.
Branch or presence in area -> appraisals of area, awareness of business development in area -> have a fixed cost, a salary, spread over more loans and larger loans (99 'B's; 1 'A')

ii.
Teach someone fill out loan application

-
Can't charge higher interest rate for cost of find one borrower b/c (1) usury law (mkt rate low, then lot of room b/f ceiling); (2) may not be worth it to them; (3) Equal Credit Opp Act prevent that; (4) charge additional risk premium on top of Treas. bond rate -> high risk borrowers will take it; low risk borrowers won't; more will default; banks raise int even more.


Profit     8% Deposit



    6.5% Peak

b/c default risk





   7%
int rate


Note - Banks will stay out of it if have to pay more for deposits (i.e. Peak rate of return is 6.5% for lend at 7% int rate. If have to pay 8% on deposits)

- Three good reasons CRA may improve on what market does. 

- Banks gen stay away from hi risk, lo income people b/c can't charge enuf int to make up for it (below mkt loan, donation)  

- Technology -> we are overbanked and competition b/w banks, mutual funds, money market funds and among banks, rates competed down to competitive level -> Bank sh, FDIC fund lose;  low income person gain.

a.
Credit rationing - Gen info about pop of borrowers. If bank can tell when meet them whether high risk or low risk -> no problem. Arg to improve efficiency b/c of peak of profit function 

i.
Assume assymetric info - Borrowers can tell (know if hi / lo risk) b/c know what do with $; Lenders can't.

ii.
Absence of info - mkt imperfection that may justify intervention. If low enough amt info, may cause redlining of unrisky low-income B

iii.
If bank has higher debt burden (pay more on deposits -> same person lend to can be more risky b/c need to charge them higher interest rate -> bank make high bets

a.
Low risk people drop out

b.
High interest rate -> Borrower will more risky activities

b.
Information externality

i.
Uncertainty of appraisals due to absence of sales - One loan creates valuable info regarding value of loan. Appraisals based on past sales. If sales in neighborhood not occur -> get info on older loans, other neighborhoods -> less accurate appraisal -> bnak less likely give mortgage for 80% sales price (limit of appraisal value)

ii.
Snowball effect -> extended absence of sale -> drops in price driven by absence of info of true value of house

iii.
This happens more in low-income neighborhods. Downpayments can make up difference. (i.e. $40,000 downpayment say is worth $120,000)

iv.
Info not freely available about value of house
c.
Neighborhood Effects
i.
My house disrepair -> create negative externalities on neighbors

ii.
If one / two house, bank can fix by lend to these 2, but if whole neighborhood -> need lot banks coordination to support lending to entire neighborhood -> pay back

iii.
With correlation, everybody is better off

2.
Wealth Redistribution - weak arg. Shrink cost of gift
3.
Anti-discrimination - race and ethnicity already correlate to income
b.
Is it a legitimate purpose?
1.
If say reason is to be fairer, to have more $ into community b/c they're poor, not good answer b/c presumably market will lead banks to make loans where loans are profitable (Miller and Macey)

2.
Emotional arg for CRA - Reinvest in same community - recycle deposits in your community - to get $ into low income neighborhoods. 

a.
If working class neighborhod, not low inome, why reinvest?

b.
W/o deposit insurance, is worse thing to say have to reinvest

c.
Dep insurance -> gov't fund localized investments

d.
Banking industry not cross fertilize excess savings / excess investments in different neighborhods

e.
This arg fails b/c 'let's promote investment when mkt not promote it' Credit is credit, $ can come from anywhere

c.
What social costs entailed in CRA?
1.
Impairs safety & soundness

2.
Reduces diversification

3.
Discourarges efficient consolidation of the industry (i.e. Mergers slowed down, disallowed if bad CRA rating. Mergers are a god thing)

4.
Compliance costs expensive (overhead, paperwork costs)

5.
Payoffs are interest groups - Public interest groups threaten, picket banks, can be blackmail by community groups

6.
Propels people away from  poor neighborhoods. CRA pushes them away because just won't open branch there.

7.
Bank of Canton in San Fran - nailed by CRA - make them serve Chinese people less well. Hip Hop Credit Union serve neighborhod - get a branch from Chemical, got gifts. 10 years later -> competing banks (Chase & Citibank) come in by take bus away from Hip Hop Bank and scatter loans randomly throughout neighborhood.

8.
Would like to intervene by increase efficiency

a.
Ease information costs 


b/c send Citibank into their neighborhod, hurt by CRA. Every bank's got to come into every neighborhood -> not need 200 banks to pick up loan in low income neighborhood. Get fractional loas, incur economies of scale -> making info costs worse. If less banks -> get more loans to spread over economies of scale

b.
Coordination (intervention) 


Not promote coordination b/c consortium of lenders - but have to get everybody into game. If only 3 banks -> easier

But instead, CRA throws $ int o neighborhods, force Ch Bank incur costs and serve neighborhood less well, banks not happy

d.
Is it well tailored towards purposes? Better CRA reg in soft 12-factor test or proposed hard regulation? Design a better CRA.

Set up like a public utility. Advantage b/c fewer. More cost-effective. Specialize in area or ethnic group. Reopen bidding every year, so no monoploy for oblig to be community bank: for certain quan / type of loan. Better means of achieve coordination to combat neighborhood effect than current CRA. (One house go down, neighbor can;t get loan, abandon, spiral) 

Bidding -> get some govt' $. Gov't accept lowest bidder for gov't subsidy to make a profit. Have to make $1bil loan in neighborhood. Those 3 banks more likely to

a.
Take over big chunks selves b/c will get return if neighborhood incr val

b.
More incentive coordinate with police

Few banks have a stake and rather get paid and have to make the loans

C. Regulation of Deposit Taking

1.
- Regulation of Bank

a.
Off balance sheet activities (travel agency, sell hot dogs)

b.
Assets - investments (securities, loans, concentration rules, insider lending rules) Rationale:

i.
Controlling risk

ii.
Push banks to make loans tah nbuy bonds. Provision of traditional 'bank' services (limit on buy bonds, CRA)

c.
Liabilities (Deposit Insurance Rules

i.
What?

ii.
What rules and conditions?

d.
Capital

- Regulation of Bank Affiliates

2.
What are deposits? (Liability side)

a.
Assessment base. Premiums paid depend on quantity of deposits a bank has

b.
Covered by insurance

c.
Is standby letter of credit backed by contingent promissory note insured as a 'deposit' under federal insurance program?  (FDIC v. Philadelphia Gear Corp)

i.
- Bank issue standby L/C for $145,200 guaranty Philadelphia Gear (Seller) get paid if Orion (Buyer) didn't pay for goods. (contingent nature of L/C)


- Orion gave contingent promissory note to bank for $145,200 in case nonpayment by Orion


- Bank became insolvent -> Is L/C insured deposit (up to $100,00)?

ii.
Standby l/c not require you go against party who took out l/c. Can sue bank first. 

iii.
Guarantees disallowed by §24(7th) (Republic National Bank of Dallas)

iv.
§1813(L)(1) - "Deposit" means "received money or its equivalent, evidenced by a leter of credit on which the bank is primarily liable." Provided, "Money or its equivalent evidenced by instrument (l/c) issued in exchange for promissory note upon which person gave promissory note (Orion) is primarily or secondarily liable."

v.
- Bank is contingently liable (not secondarily liable). Is that primarily liable? (i.e. If there is a flood and bank has to pay -> still primarily liable) 


- Comm L/C - Bank is primarily liable b/c seller obtain $ from bank w/o looking to buyer for payment in first instance

vi.
If X happens, bank pays. Primarily liable if X happens. X is documentation of nonpayment.

vii. 

L/C


      get a fee
$



Bank  -----> Ben


promise

Agreement


to pay


(promissory


note)           Account



        Party

viii. Sup Ct: Not a deposit. Riskiness of bank = riskiness of assets. 

a.
Apply 'hard earnings' test. Deposits only include hard earnings -> Congress to safeguard hard earnings. 

b.
Standby l/c not rep surrender of assets or hard earnings to custody of bank. Philadelphia Gear surrendered nothing to bank -> no insurable deposit was lost. 

c.
Bank relied on Orion to meet obligs of L/C. Orion did not surrender any assets unconditionally to bank. Bank could not collect on note from Orion unless Philadelphia Gear present unpaid invoices and draft on L/C, w/o which promissory note was wholly contingent promise.

ix.
Policy: Purpose of deposit insurance is to protect hard earnings. 

a.
Deposit insurance purpose is to prevent runs

b.
Standby L/C do not pose a run risk

c.
If insure standby L/C -> 

1.
Moral hazard

2.
May not be controllable by regulator b/c may not be able to price premiums correctly. Transparency reasons.

Policy -> not to insure standby L/C -> But still may have run risks involved

d.
Deposits

i.
Loan commitments - promise to make a future loan under certain conditions (liability to bank)

ii.
Revolving credit arrangement - right to draw down on promise to lend money

Not deposits

i.
Banks issue bonds -> not a deposit b/c write on it 'Not a deposit'

e.
- If L/C had been secured by property, collateralized, would that be 'hard earnings'? No

- If noncontingent promissory note (no understanding) -> make a difference

- If non-standby L/C (pure L/C) -> deposit b/c Orion unconditionally entrust bank with funds b/f bank write L/C

- If standby L/C secured by noncontingent promissory note - Bank is paid a fee. Then L/C is a deposit. (But wouldn't do that)

3.
Deposit insurance

a.
$100,000 limit on liability side. Not per depositer, not throughout banking system. I can spread $400,000 through 4 banks and get $400,000 protection

(i.e. Wife and I can put $100,00 in and get $200,000 H&W credit, and open a joint account and get another $100,000. So can get $300,000 protection at each bank)

(i.e. If have 3 children, joint accounts, trust accounts business acounts. $100,00 limit allow you protect lot $ in a single bank)

b.
Analogy to private insurance. If bank "too big to fail" fails -> get more protection b/c disruption to the market.

c.
Often economical for FDIC to resolve failed bank by merge with other bank and have other merged bank assume all liabilities. If least costly way to resolve failed banks -> all covered. If want to proctect all liabilities -> get rid of limit.

d.
Policy: Why have deposit insurance? Will it work? Purpose of deposit insurance is to prevent runs and to monitor riskiness of their banks but when find out it's risky -> run (can put in U.S. gov't securities). Who would monitor?

D. Capital Adequacy Regulation

1.
Risk-based Premiums

a.
Since 1991 we have risk-based premiums (FDIC will reduce avg rates soon)


Before, risk-based premiums, 24 cents / $1,000 for all (.00024 x Deposits).

b.
Regs: 
Supervisory risk factors




-------------------------------->
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(pay cents / $1,000 of deposits / year in insurance premiums)

c.
Banks are put in grid based on how much capital (Equity) there is

 
Categ 1 Bank: Capital above minimum (above minimum)


Categ 2 Bank: Adequately Capitalized (minimum)


Categ 3 Bank: Undercapitalized

d.
Subjective judgments about how risky the bank's bus - nature of bank's assets, cash flow.


Category A: Least Risky - 'Bank financially sound w/ only minor risks'


Category B: 'Has weaknesses that if not corrected, could result in significant deterioration'


Category C: Real loser - 'Substantial probability of loss'

e.
Bank can meet anticipated cost of failure -> not insolvent

f.
Attempt to get rigt premiums b/c if pay right premiums, then should able do risk

g.
But only a guess -> We can't get it right -> But not mean we shouldn't have risk-based premium

i.
interest rate risk   

ii.
credit risk

iii.
risk of fraud and insider abuse

iv.
operating risk

v.
diversification risk

2.
Prompt Corrective Action  (not a proposal, is the law)
a.
Private Insurance - match to what Fed Dep Insur does

1.
Analogy to liability insurance - Bank insured against poss won't able to give depositors their deposits back

2.
Property owner runs a risk that someone walk in front of house break her leg and sue him for leave bike out front. Liability insurance pay person that fell over bike if prop owner liable

3.
Beneficiary - Person fell over bike; Depositors

4.
Actor create risk - LL; Bank

5.
Devices insurers use 

a.
Deductibles ~ Capital

b.
(Coinsurance)

i.
There is no explict coinsurance in banking context. (i.e. Insurer pay only 90% owed to person trip over bike, 10% from landowner; Pay portion of Dr's bill)

ii.
100% of covered deposits come from FDIC. Shareholders not have to pay 10% insurance.

iii.
Bondholders that are not shareholders fund bank continuously. 


Asset
Liabilities



deposits



+bonds
(not insured)



+uninsured deposits (won't be paid if bank go under





    over $100,000 limit prob won't be paid)

iv.
+ worry about solvency of banks -> charge risk-related interest rates ~ coinsurance (pay 10% insurance)

v.
Miller and Macey proposal: Deposits - 10% co-insurance (worse idea)

c.
Risk-based premiums ~ Experience rating

d.
Power to deny ~ Deny charter or FDIC can deny insur (most states require insur to op charter)

e.
*Power to terminate insurance ~ close down bank

f.
*Activity limits

h.
*Ceilings on coverage ~ $100,000 limit. Not limit FDIC's oblig b/c new depositors come in. Growth limits

* Prompt Corrective Action

b.
Phases - When a bank goes under, approach insolvency -> step in promptly to solve the problem

i.
Undercapitalized 

ii.
Significantly undercapitalized

iii.
Critically undercapitalized -> closed down


Asset
Liabilities


Assets
Liabilities


100
98



80
98


2
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Step in here and turn around and

Rather than here

ease it down to 0 and kill off b/f

c.
Undercapitalized

i.
Have to submit capital plan to regulators (i.e. 'Here's how I will increase my capital ratio - i.e. sell stock, change A / L, increase A w/o increase L proportionately -> change equity; freeze A, decrese liability -> change equity proportionately)

d.
Significantly undercapitalized 

i.
FDIC can dismiss managers and 

ii.
Holding co put more equity into the bank, issue gurantee that its equity on the line

iii.
Dividends resructured

iv.
Growth will be limited until capital plan (may include non-growth) is approved 

e.
Critically undercapitalized

i.
Resolved - put thru special bank bankruptcy process

f.
Hope: Things will be turned around. (B/f legislation passed, banks under pressure to sell stock and banks not want to increase equity.)


Assets
Liabilities


100
97



3

- 100 shareholders -> 200 shareholders and everything stay the same -> 200 share the 3 equity. 100 new shares sold for free. 

- If sell shares too cheap -> DILUTION - pro rata share of shareholders / assets / earnings bad

- If not sell shares for right price

- Shareholders only buy if expect turnaround

g.
Why banks don't want to raise captial, unhappy about sell stock? (so that undercapitalized)

i.
Dilution is a problem if sell it too cheap. Bank should raise the price of equity


Dilution - not want sell cheap and recognize stock not worth much

ii.
Taxes (interest deduction to bank, dividends is not) Equity more expensive to bank than debt b/c can't deduct dividends -> rather issue more debt (bonds)

 
- Banks special - runs; deposit insurance; capital


- Why not let banks deduct dividends?


Bank  tax -> more complicated to let deduct divdends. But tax is not a motivaton at all.

iii.
*Banks like moral hazard - like decrease capital and increase risk and let FDIC pay for it.  

h.
All bus have diff mix debt / equity. It doesn't matter, is the same. Differences are in internal transaction costs. Some bus do better with high debt; others with low debt. Discipline from pay $100 / mo good. (maybe)  (i, ii, iii, esp iii drive banks toward decrease capital)

3.
Risk-based Capital
a.
Steps
i.
Calculate risk-weighted assets

a.
0% - risk-free assets - i.e. cash, claims backed by the full faith and credit of U.S. gov't, balances due from Fed Res banks

b.
20% - slightly more risky assets - i.e. portions of loans conditionally guaranteed by the.S. gov't, or the governments of other major industrial nations

c.
50% - still more risky assets - i.e. gov't-issued rev bonds and first mortgage residential loans

d.
100% - all other assets - i.e. private sector loans and bank-owned real estate

ii.
Calculate Tier 1, Tier 2 Capital

iii.  Divide and compare to requirements

b.
Calculate risk-weighted Assets
0% 
30
U.S. bonds
(NO CREDIT RISK)



50
Cash

20%
100 
FNMA guaranteed (mortgage) loans

50%
100 
Mortgage loans

100%
50
Commercial loans



50
Apt building loans (RISKIEST)


         $170

i.
0, 20, 50, 100 - weights -> Total risk-weighted assets = $170


Assign a capital level based on credit risk: Default risk of its portfolio


Reasonable %, but not perfect

ii.
Given risk weighting, how much capital should bank have? 

a.
all 0%, all 100%

b.
Hard to say what equity is (capital). Easy to say what the ratio rules are

c.
Does this capture all the riskiness of bank?

c.
Calculate Tier 1, Tier 2 Capital

i.
Purpose of capital requirement (A - L = E: type that counts)

a.
Provide cushion in case bank go under, FDIC will lose money

b.
FDIC can close it down b/f it go to negative net worth position so someone else absorb losses in an insolvency . Equity is first to absorb losses in an insolvency. Paid first to liability holders (subordinated) 

c.
Reduces moral hazard - puts more of shareholder's money at stake in losses


More equity -> decrease moral hazard b/c deductible bigger
ii.
Tier 1 Captial 'Core' capital (strong cushion) is narrower definition than Tier 2

a.
Equity (C.S.) = good cushion

b.
Noncumulative perpetual preferred stock

1.
Perpetual - not want it to be redeemed (b/c if redeemable at option of holder -> can turn to 0 when co go downhill -> not count in here)

2.
Noncumulative - not accrue each year, not paid if C.S. is not paid -> so that not get paid b/f FDIC get paid -> subordinate to FDIC claim

(Cumulative - if dividends not paid in any one year, oblig owing to preferred shareholder next year directly accrue each year nad must be paid b/f C.S. get anything)

3.
? Cumulative subordinated preferred 

a.
seems good cusion

b.
Affect moral hazard? How losses look to shareholders ex ante (If co lose -> sh lose or FDIC lose). If co goes broke, these sh not get

c.
Policy mater, it is subordinated to depositors, so can be included in Tier 1

iii.
Tier 2 Capital 'supplementary' capital - Broader

a.
Loan losses Allowances (Contra-assets = reserves)

b.
Other perpetual preferred stock. Long term preferred stock -> with original maturity 20 years or more

c.
Hybrid

d.
Subordinated debt - Can be a short-term instrument (5 yr). After 5th year, subordinated debt mature -> undercapitalized, but counts for Tier 2

1.
Policy for allow sub debt to be counted as Tier 2 captial - Subordinated to depositors and FDIC (other investors)

2.
If it's there, it's fine (b/c not paid first), but after 5 years, vanishing capital provides ancillary benefits
a.
Market check - send bank out analyze voluntary investment, every few years which create lot valuable info to FDIC. (i.e. Interest rates charging too high?). Gets market-oriented monitoring. Create instruments that create good monitors on the outside for agreed upon price -> provide info to FDIC. Monitors help FDIC

b.
Sub debt holders buy debt voluntarily in exchange for consensus by bank that won't go into risky business (i.e. Data processing Dallas)

iv.
Deduct goodwill for bank's capital for purpose of calculating the risk-based capital ratio

a.
Exception to deletion of goodwill - state member banks that have acquired goodwill in connection with supervisory mergers with troubled or failed depository institutions and authorized to include goodwill in capital -> allowed to include suc goodwill in Tier 1 capital for risk-based capital purposes.
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d.
Divide and compare to requirements

i.
Tier 1 / Risk weighted assets -> 4%

ii.
(Tier 1 + Tier 2) / Risk weighted assets -> 8%

e.
Leverage Limit 
i.
Purpose of leverage limit - 'minimize disincentives to holding liquid, low-risk assets' b/c if just leverage limit -> will hold risky assets b/c more return, moral hazard, banks like risk, if can get more risk, will. 


Non risk-weighted system -> incentive to increase riskiness of assets. So minimize discincentive to hold low- risk assets

ii.
Policy - Bank could get all 0 weighted assets on its balance sheet so not need any capital -> so need leverage limit. (But if all T-bill -> no risk -> no risk to FDIC)

a.
Back up b/c weightings aren't perfect

b.
Other risks in early 80s - interest rate risk. S&Ls - duration risk.

c.
Another form of risk - fraud, earthquakes, floating risks

iii.
Does not capture all riskiness of bank

E. Corporate Law Regulation

1.
Banks are corporations. Predominant form of ownership of banks and S&Ls is stock form

2.
Stockholders of banks have rights against directors of their companies for breach of fiduciary duties of loyalty and care.

a.
Rules against self-dealing loans - shareholders derivative action by sh of bank or sh of parent bank holding company

b.
State-chartered bank - state laws; Federally-chartered - federal common law (state common law persuasive, not binding)

c.
No private right of action. Wide-ranging enforcement rights for bank regulators

3.
Fiduciary duties usu not owed to debtholders (tho they bear residual risk when bank insolvent andequity is wiped out) b/c

a.
They can protect themselves by contract

b.
Shareholders prefer more risk than debtholders b/c 

i.
If risky project succeeds, the sh reap all the profits; if it fails and firm bankrupted, the sh incur costs of failure only up to the value of their investments, after which all additional losses are borne by debtholders.

ii.
Debtholders prefer low risk b/c low-risk pojects assure firm enuf to pay off debt, even if shareholders not much profit

V. Bank Holding Companies
BHC


(BHC include non-bank A)











B   A
A. The Statutory Scheme §§1841, 1842, 1843 (1956) 
1.
Fed Reserve is regulator of bank holding companies. Why reg BHC when runs only apply to banks? Insurance is response to run. Only bank is insured.

2.
BHCA rules only apply to corps, not to indivs, but hard b/c nedd $ (if have lots of Ks -> look like corp) Originally, governed holding cos that held 2 or more banks until 1970 amendment.  Prevent interstate activity restrictions on parents and affiliates of bank.

3.
Policy
a.
Conflicts of interest (subtle hazard) - weaken bank for benefit of A, sh of BHC (i.e. B give A lot profit -> give sh of BHC $) Transfer of wealth B -> A ~moral hazard. (i.e. B make loans o buyer of products of A) Afffect terms of competition b/w A and competitors of A

b.
Drain funds - take wealth from FDIC and give to sh of BHC (i.e. Take $1mil from B, give to A, pay dir to BHC -> sh)

i.e. Low interest rate loan B -> A. Share mgr services, bank pay 1/2, but most of services -> A. Sell unique asset cheap. Send $ out of B, make FDIC riskier -> $ to sh of BHC = disguised payment of dividends that shouldn't be paid.

c.
Risk reduction - Chain of causation: A fail -> BHC lose 10% wealth -> B oblig owing from BHC to B -> FDIC. Take wealth from BHC and make avail to B under certain circum (oblig owing from BHC to B) *1991 amended

i.
*Prompt Corrective Action - B low capital. BHC has to give guarantee -> limit activities of BHC that can make it unrich.

ii.
*Cross guarantees among banks - B go under -> FDIC has claim against B (indirectly jusify this)

iii.
Source of strength - risk reduction is a strength. Fed said oblig of parent to help bank when trouble.

d.
Favoritism - fear BHC might loan $ only to cust of subsidiaries

e.
Concentration of power - (primary reason) don't want too few people have too much power. Monopoly on cereal, shoe store, liquor store on too many aspects of people's lives 

f.
(Efficiency) - If let B become major sh of IBM -> better. (Germany, Japan allow large bank shareholders) By separate banking from commerce -> we take a hit

4.
Why banks want set up BHC?

a.
To get around Activity restrictions - limited by §24(7th) -> incorporate an A to do other bus

i.e. Mortgage banking, consumer finance, leasing, data processing, courier services, certain management consulting activities, insurance u/w (in conn w/ credit, life, accident, and health insur), and discount brokerage

b.
Geographic restrictions - can't open a branch in another state 



Citicorp


BNY
BMD
separately chartered

5.
Definitions

a.
Bank Holding Co - §1841(a)(1) - any co that 'controls' a 'bank'

b.
Control - §1841(a)(2) - (1) share ownership, (2) voting control for Bd of Dir 

c.
Bank - §1841(c) 

6.
Approval system - §1842(a) Need approval for list of things

(1), (2) to become a BHC

(3) if BHC want expand; buy 5%+ of voting shares of a bank

(4) 
"

" 
of assets of a bank

(5) BHC merge with another BHC (i.e. B of BHC1 merge with B of BHC2)


Procedures - §1842(b) - argue BHC can do something, exist. (Bank can only do something expressly permitted in National Bank Act) -> application to Fed (reg of BHC))

7.
Factors for approval of application - §1842(c)

a.
not approve if (1) result in monopoly or (2) substantially lessen competiton or restraint of trade

b. 
need good financial and managerial resources

c.
convenience and needs of the community to be served

8.
Nonbank Bank

a.
Prior to '87, BHCA had diff definition of bank. "Accepts deposits that depositor has legal right to withdraw on demand and engage in commercial lending."

b.
NBA §24 - Bank - any deposit

c.
Loophole - NOW accounts functionally identical to demand deposits, bank gets 30 days advance notice before withdraw. Chartered insured bank, not take demand deposit -> not bank under BHCA -> can do whatever, not subject to restrictions, Fed out of picture, restrictions, interstate banking. (i.e. Ford owned a non-bank (BHCA) bank (NBA))

d.
(Bd of Governors of Fed Res v. Dimension Financial Corp (1986) Ct: read language of BHCA defining banks, literally (Chevron - look at statute first) so not defer to Bd's expand definition)

i.
CEBA '87 - §1841(c)(1) - expanded definition of bank -> FDIC insured bank = bank for BHCA purposes. Loophole gone. (State-chartered uninsured banks also - grandfather, growth limited - 7% / yr)

B. Restrictions on Bank Holding Company Activities - §1843(c)(8) = BHCA §4(c)(8) 

The Closely Related to Banking Test
1.
National Courier - Fed added courier services to Reg Y (counterpart of Arnold Tours / VALIC)

a.
§1843(c)(8) -  closely related activities’ and a ’proper incident thereto’ - If not get past closely related -> don't get to talk about proper incident (public benefits)

b.
Reg Y - list of closely related activities
c.
Proper incident - social benefits > social cost
d.
Two ways

i.
Application - buy affiliate, Policy - may cause economic concentration of power if large bank buy lots of other services

ii.
Notice - get into it de novo, Policy - promote competition

e.
Different from National Bank Act’s incidental powers - BHCA is slightly broader

f.
Three part test

i.
Banks have done it, or 

ii.
Functionally so similar as to equip banks to provide services well, or

ii.
So integrally related as to require BHC to provide these services (cases sometimes skip this b/c very narrow test, would keep BHC out of certain activities ~ 'activities distant from financial services' VALIC)

g. Ct: Fed not arbitrary or capricious include (1) and (2) in Reg Y

(1) Courier for financial instruments (a) OK

(2) Courier for accounting data for clients - OK, data transport is closely related to something closely related to banking

(3) Courier for other unsolicited material - No good b/c not closely related or proper incident. Only convenient to public not suficient.

2.
Assoc. of Data Processing Services Orgs, Inc. V. Bd of Governors of the Fed Res

a. 
Admin Law (~ Camp v. Pitts)


BHC want thru its subsidiary to engage in Data processing activities (~ Rep Bank of Dallas) for financial, banking or economic data

b.
P ask for (a) Order directed to it to permit it to act; (b) Add to Reg Y  


Stndrd of rev for order (dir to specific co) = Substantial evidence (tougher) (apply to factual determinations)


Stndrd of rev for add to Reg Y (adjudications = Arbitrary and capricious (lenient)


§1848 - consistent wth admin law principle - that 'substantial evidence' applies to orders (Chevron - didn't mean that much. Deference  was pure convenience, results-oriented)

c.
ALJ: (a) activities were closely related to banking and would produce benefits to the public which outweigh their costs; (b) amend Reg Y to permit activities


Bd: Aff'd w/ restrictions

d.
Scalia - Met National Courier reqmts - (1) Banks always involved (2) Banks today involved, lots of computers -> OK to add to Reg Y -> Closely related test is met 


- Conditions imposed - BHC go into bus sell hardware can't be huge amt of affiliate's business (incidental)

3.
Citicorp, New York, New York - Order approving acquisition of (an insolvent) S&L

a.
Application from BHC to buy S&L in CA - argued (1) closely related and (2) proper incident thereto b/c previously not on Reg Y list and asked to be added to Reg Y list. 

b.
Closely related test - meet National Courier test?

c.
Proper incident - Social costs, social benefits? Possible competitive benefits v. possible adverse effects. 

d.
Bd: Approve with qualification on how S&L to be run - 'run as a separate entity and not  combine with banking activity' = Individual decision only for whether 'proper incident'. 

4.
J.P.Morgan & Co., Inc., New York, New York - Order conditionally approving applications by BHC for their sub to engage to a limited extent in underwriting and dealing in certain securities

a.
Closely related b/c National Courier criteria (3) met. 

b.
Proper incident? Yes, with qualifications (very individualized - §18439c)(8)) . Social benefits analysis (increased competition, greater convenience and increased efficiency)

c.
Glass Steagall - bank not supposed to be affiliate with securities firm

d.
Note: There are not always qualifications to meet proper incident test 

e.
Now, statute allows any bank to buy S&L b/c of S&L crisis b/c previous statute disallowed

C. Other Exemptions from the Bank Holding Company Act’s General Prohibition

1.
BHCA prohibits BHC from acquire any firm that is not a bank, Exceptions

a.
Activities closely related to banking 

b.
BHC may control a co whose bus is solely involved in 'holding or operating properties used wholly or substantially by any banking sub of BHC' - §1843(c)(1)

c.
BHC Can own shs in cos that conduct safe deposit bus, or perform svcs for BHC and its B subs, or org to liquidate assets acquired from BHC b/f 1956

d.
Grandfather clause - BHC can retain shares in nonbanking subs owned when statue took effect (1970 amended to include BHC that own only 1 B -> allowed to keep nonbank subs owned as of 1968)

2.
Fed Reserve can force BHCs to abandon these protected activities if they would result in an 'undue concentration of resources, decreased or unfair competition, or unsound banking practices.' - §1843(a)(2)

3.
Fed Reserve can impose regs that curtail the ops of the BHC Affiliates

4.
§1843(d) - Bd, after opp for hearing, may grant an exemption from the BHCA to any BHC that controlled one bank prior to 1968 and has not later acquired another bank, if retention of bank

a.
avoid disrupting bus relnships w/o adversely affecting banks or communities involved, or

b.
avoid forced sales of small locally owned banks, or

c.
allow retention of banks that are so small in relation to the banking mkt to be served as to minimize the likelihood that the bank's powers to grant or deny credit may be influenced by a desire to further the HC's other interests.

D. Activities Restriction on Banks and Bank Subsidiaries within a Holding Company Structure

1.
Subsidiaries of National Banks
a.
American Insurance Association v. Clarke - Standby L/C, Citibank wants its subsidiary to insure debt of municipality

i.
Fed regulates holding cos (BHCA)

ii.
Comptroller regulates national banks (NBA) (Fed regulates state member banks and FDIC regulates state non-member banks, in addition to state laws)

iii.
§1843(c) - Bank holding cos cannot engage in non-bank activities except: (c)(1) Safe deposit box); (c)(5) hold investment securities - safe, liquid securities Comptroller allowed to define; (c)(8) closely related and proper incident, statutory exclusion for insurance

iv.
Issues: Is standby L/C insurance under the National Bank Act? No, so get around §24(7th) - ‘incidental to banking’ problem



Is standby L/C insurance under BHCA?

v.
Comptroller decided case under both statutes w/o wait for Board’s decision under BHCA and held not insurance under both

vi.
Ct: (1) Comptroller - NBA - aff'd; (2) Not for Comptroller to decide under BHCA; on reh'g: not exceptional circum where Comp inequitably issue certificate to new bank -> affirm (1); vacate (2) 

vii. Fed could've decided whether §1843(c)(8) restrictions of activities apply to subs of nat'l banks, but withdrew entire section in reh'g (Comptroller's ruling was fine, IIA could go to Fed and raise issue again under BHCA) -> don't know if Fed's jur extend to S if B is a national bank.

a.
No judicial ruling whether Fed has jur over subs of nat'l banks

b.
Argue that ~ state bank, Fed jur not apply to S b/c (1) logically not apply b/c generation-skipping; (2) bank regulator exists

viii Since de novo activity, and no problem with NBA, can just do it, just give notice to Fed and onus on other side to petition Fed to stop activity (expenses, short time period) 

ix. Citicorp need not incur expenses of get approval through Fed b/c not buying a co, not need apply for formal ruling by Fed

2.
Subsidiaries of State-Chartered Banks (B, S really the same thing: ops & riskiness)

a.
State law governs state banks - traditionally allow more activities

b.
Fed can issue reg for state-member banks and FDIC can issue reg, if not, state law can create broad definition of ‘closely related’ activities bank can do

c.
Citicorp v. Bd of Governors of Fed Reserve
i.
DE Statute: Allow its banks to engage in insurance activities through a “division” or a subsidiary (separate assets, separate capital)

ii.
-> Citicorp set up sub under Citbank Delaware, Family Guardian which was allowed to engage in certain credit related insurance activity and then expanded into other insurance activity -> contradict §1843(c)(8)

iii.
Insurance companies argue that violates BHCA

iv.
Operating Subsidiary Rule - in Reg Y - Fed says anything a bank can do ‘directly’, it can do through a subsidiary. (state and nat'l banks)

v.
Fed: Under BHCA, not allowed b/c DE banks not allowed to engage in insurance activities 'directly.' 'Directly' - w/o segregation of sort DE requires  (segregation of a division - disallow bank engage in insurance activity directly) Bank can't do directly -> sub can't do either under operating sub rule.

vi.
BHCA not gave Fed jur to disallow activity in subs of banks. §1843(c)(8) not apply to subs of state-chartered bank in a BHC (member, non-member)


Ct: Purely as matter of logic, Fed took itself out of Bank, so also for sub. Generation skipping approach not make sense (grant petition for reivew, not defer, exception to Chevron) (AMBAC continues to exist as a sub)

vii. §1846 - States still have jur over banks and subs. States can reg BHCs as well - some states not allow BHC hold more than 1 bank.

d.
Federal Deposit Insurance Corporation Improvement Act (FDICIA 1991)

i.
Subsidiaries of Insured State Banks may not engage as principal in any type of activity that is not permissible for a sub of a National Bank unless

a.
FDIC has det'd the activity poses no significant risk to the appropriate deposit insurance fund; and

b.
the bank continues to comply with applicable capital standards of Fed banking agency

ii.
Insurance underwriting is prohibited, except to extent allowed for national banks

iii.
-> Dramatically constrained, but not completely b/c can agency, and if no threat to the fund. Still potential for broader state bank activities but not as much.

3.
Activities Conducted by Banks Directly
a.
Merchants II - Someone want Fed take ‘closely related’ jur over bank itself

i.
BHC want buy an IN bank (IN allows state-chartered banks provide insur svcs)

ii.
Bd: BHCA does not restrict bank subs of a BHC from selling insurance. No jurisdition over bank; Ct: upheld

iii.
NBA or state bank law apply to bank itself

iv.
Generation skipping - apply to BHC, A, not Bank, but to Bank’s Sub

E. "Company" and "Control" Defined under the BHCA

1.
"Company" Defined

a.
any "corporation, partnership, business trust, association, or similar organization, or any other trust unlessby its terms it mus t terminate w/in 25 yrs"

b.
When group of indivs share common bond or relationship have a controlling interest in a bank -> form "partnership" or "association"? Fed - not find "company"unless evidence of domination or control by one member of family 

c.
"Partnership" - assoc of 2+ persons to carry on as co-owners of a bus for profit - Uniform Partnership Act

2.
"Control" Defined

a.
Corporation -> BHC if acquire control of bank or of another co that controls a bank

b.
Control over a bank if - §1841(a)(2)

(A) owning, controlling, or having the power to vote 25% of any class of voting sec of a bank or a BHC,

(B) controlling the election of a majority of the board of dirs of a bank or a BHC; and

(C) exercising a direct or indirect controlling influence over the institution's mgmt or policies

c.
Rebuttable presumption - Any co that owns, controls, or votes less tha 5% of any class of voting securities of a bank or BHC does not have control - §1841(a)(3)

3.
BHCA requires all cos obtain prior approval of the Fed Res for any acquisition that will cause the co to become a BHC

4.
Usu, co want Fed det' taht they are not BHC w/in meaning of BHCA

5.
Sometimes, want to be BHC b/c if want to cease to be BHC, can distribute to its shs the prop causing it to be a BHC (i.e. its banks) w/o taxable gain to sh upon distribution

a.
Vickars-Henry Corp. v. Bd of Gov of Fed Res - Co owned 16% of Bank and Co's officers and sh owned 50%+ of bank but, Co not indirectly own officer's shares, and did not act thru them -> not a BHC b/c  < 25%
F. Regulation of Transactions Among Bank Holding Company Affiliates
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- A wins -> BHC wins - get entire upside (none of downside - FDIC) 

- W/o firewall, moral hazard B finance high risk activity in A though can get financed from outside B, BHC capture more gains if financed internally than externally (whether or not can get outside B to lend) 

- If no firewall, depositors, FDIC finance B's financing of A

1.
What if bank lend $ to affiliate at below market rate and affiliate invest in risky stuff, bank broke, FDIC lose $?

2.
Fischel - 'no incentive exists for banks to 'subsidize' its financially troubled affiliate by extending credit at below market rate of interest.' 'Although a troubled business might appear to pay less than market rate for its loan, the related bank suffers a corresponding loss in income.'

3.
Miller - wrong b/c 

a.
BHC's sh get all upside of A's risky gamble.

b.
BHC's sh lose downsidde only up to equity in A (limited liability)

c.
A can lose all its capital, nothing beyond that

d.
B can lose its loan (cost of loan go to sh of BPHC0

e.
If B & A same entity, take high bets b/c limited liability and sh get all upside and limited downside.


If 

BHC


then more likely to happen



80% B
A 100%

4.
Only if A can't get loan from third party. Whether A have ability engage in high bet w/o B. Third party loan, might not be available; terms might not constrain leverage of A.

5.
Worry about $ and risk moving b/w B <-> A; Control riskiness of affiliates
6.
We can impose limitations on transactions b/w B <-> BHC, B <-> A instead of reg BHC / A -> no reason reg activities of A (i.e. FIREWALL -> Can eliminate rest of BHC reg)

a.
Assets can't be sold cheap to A

b.
Loans can't be made cheap to A

7.
If we say A can't do what B can't do -> not need other reg = Perfect BHC reg; But BHC allowed do more than what Bs can do, so still need some firewalls to protect bank.


Why not instead of firewall, apply §24 to BHC? 

a.
Policy: Efficiencies b/w certain activities in BHC and certain activities in B. 

b.
Balance: Expand BHC and A's activities and fairly limited firewalls. Combine activities and limit risk imposed on banks by have fairly limited firewalls.

8. 
Regulatory Tools

a.
Firewall - concern is wealth leaving the bank (so may be assymetric) A -> B assets cheap, OK.

b.
Activity limits 

c.
Today's system, more (b) than (a). Proposals move away from (b) to (a)

9.
Objective - Allow org get economies out of certain activities while still constrain activiites. Expand (b), use fierewalls to extent nec. (Firewalls hard to administer -> need (b))

10. Firewalls governing financing

a.
Fed Res Act §23A - Banking Affiliates (§371c) - Covered transactions

i.
Quantitative limits to trans
a.
Covered trans to any one affiliate, trans limited to 10% of bank's capital

b.
Covered trans to all of bank's affiliates, limited to 20% of bank's capital

'Covered trans' - $ leaving the bank - §371c(b)(7) 

(A) a loan

(B) purchase of securities

(C) purchases of assets

(D) loans to affiliates using their sec as collateral

(E) guarantees

ii.
Qualitative limits to trans
a.
No trans from A to B of low quality assets (one way firewall)

b.
No transfer that violate principles of safety and soundness (Catchall - unlmited fed jur to prevent transfers that look fishy)

iii. Collateral requirements - §371c(c) - 100%+ depending on nature of collateral - each loan to A has to be collateralized. Depend on nature, if safe, gov't bond, then 100% coverage of loan is fine; if state security, 110% state might default; debt instrument; stock instrument

iv. Exceptions - §371c(d)

(1) Bank to Bank transfers 

(2) If bank want put deposits in affiliated bank, not limited

(4) making a loan to affiliate that is fully secured by U.S. obligs, or fully guaranteed by U.S.

(6) Purchases of assets having a readily identifiable and publicly available market quotation and purchased at market quotation -> not subjexcct to quantity limitations b/c liquid and have backup, §23b, which requires trans to be arms-length. (§23b - Hard to administer if unique asset, unless readily marketable)

b.
Fed Res Act §23B - Restrictions on Trans w/ Affiliates (§371c-1)

i.
Requires all trans (covered or not) to be in arms-length terms (firewall not really one way, but unlikely Fed sau B sold something to A at too expensive a price, so enforced one way.

a.
sale of securities or other assets to an affiliate

b.
payment of money or the furnishing of services to an affiliate

c.
any trans in which an affiliate has a financial interest

d.
any tran with a third party in which an affiliate has a financial interest

ii.
Outright prohibitions on trans

a.
B or its S may not knowingly purchase or acquire securities from an u/w or selling syndicate in which an affiliate of the B is a princ u/w, unless the purchase is approved by a maj of th bank's disinterested dirs prior to public offering

c.
Using convenient third party that might be able to launder transfers b/w B & A, also violate §23A, B, if caught

d.
All trans to 'benefit of A' are covered by §23A, B

VI. Securities Powers of Banking Institutions 
A. Overview

1.
Glass-Steagall Act (1933) - restricts bank and affiliate from securities activities. 

a.
Securities activities - holding securities for own acct (investing), brokering securities (middle person B/S as agent), underwriting securities (co take securities to public - i.e. help sell sec); dealing securities (financial institutions - hold in inventory, shares and ready to sell, buy them, make market in securities; actively trade back and forth)

b.
Before 1933, banks did this, all the time. (i.e. Morgan Bank, major u/w of sec). Nat'l bank chartered for purpose of (1) serve as conduit for U.S. Gov't sell sec; (2) uniform currency

c.
Businesses are similar (GM take bank loan, issue debt; we put $ in bank, bank put $ in mutual fund, dividend GM stock). Lot of tech same -> direct lending from bank to large co shrunk, while co issue public debt grown) -> Pressure for banks want to engage in these activities

2.
Crash of 1929 caused lot of banks to fail. Story is securitiies activities caused banks to fail and serious losses to banks. Securities = risky things and activities contribute to their failures -> Wall b/w investment activities and commercial banking.

a.
Turns out it wasn't true. Studies of the 80s -> conclusion that securities activities did not contribute to failure of banks. One study say not a single bank failure attribute to securities. 

b.
Banks with securities activities less risy than without b/c diversify asset protfolios (Macey)

c.
Glass Steagall highly questionable. Congress may get rid of it.

3.
Four provisions - apply to B; BHC; both; A

a.
§16 - §24(7) 'The bus of dealing in sec and stock w/o recourse limited to b/s solely upon order, solely for the account of customers, and in no case for it own accoount, and it shall not u/w any  issue of sec or stock'

i.
No u/w, holding      \

ii.
No selling, dealing  /  National Bank
iii.
§5(c) - §78 -> §16 applies to members, too

b.
§20 - §377 - National / member bank affiliate - forbids affiliations b/w banks and firms 'engaged principally in the issue, flotation, u/w, public sale, or distribution wholesale / retail of stocks, bonds, debentures, note or other securities.'

c.
§21 - §378(a)(1) - National banks / Firms / All banks - Forbids investment banks (issuing, u/w, selling, distrib) from taking deposits and thereby engaging in business of deposit banking 

d.
§32 - §78 - Shared officers, dirs, employees - 'prohibits indiv primarily engaged in any aspect of investment banking bus from serving as officers, directors, employees of National / member bank'

B. Activities very similar to commercial banking 

- Mutual fund, commercial paper, brokerage services.

- All these are ways to sidestep the bank. 

- Substitutes for bank services much cheaper b/c (1) Techn easier, not need institution to put their capital on the line; (2) We can still get statement; (3) We can find info on co. 

- Go directly to market instead of go through bank who put its capital on the line.

- Banking is shrinking business

- Rise of Mutual find, securities, direct borrowing of GM from people

- But there are economies of scope and bank may riskier b/c can't get into this mkt

1.
Mutual Fund - Instit (Mutual Fund) -> securities of Mutual Fund. Securities held by instit. My claim is against instit. Instit pick what invest in.Saver get statement of securities. Middle man (~ comm bank invest in comm banks) Risk pass through.

a.
ICI v. Camp - open end mutual fund (can issue more shares)

i.
Banks can be trustees of trusts (since 1933). Banks can have pool and have trust accounts own sh in pool, so have internal mutual fund for trust accounts.

ii.
P standing - 'use deposits to encroach, give us dep insur, level playing field'

iii.
Mutual fund held inside bank, not affiliate -> §§16, 21 (§20 'affiliates' not apply)

iv.
§16 - what can be inside bank  

v.
§21 - any firm can't do securities activites and commercial banking activities 

vi.
Issues

a.
§16 - 'own account'?

b.
§§16, 21 - Is this an 'underwriting' of securities?

1. 
Interest is claims against mutual fund



2.
Contractual right to set of asset on books of bank

3.
Is that a security?

vii. Ct: Not really go thru language to see whether is u/w. U/w = bank's monetary holding of issued securities -> Violate §16, 21 of Glass-Steagall Act
viii. Rules for mututal funds now completely different.

ix.
Policy concerns - Congress concerned about disallow bank activities. 

a.
Speculation - banks may buy risky stocks - bond -> broke

b.
Subtle hazards 

1.
Public confidence in the bank would be eroded if the affiliate performed badly

2.
Depositors of the bank might lose money on investments purchasd in reliance of the bank's relationship to the affiliate (Promotional interest, salesman stake in mututal fund; Biased advice to customers)

3.
Banks would make their credit facilities more freely available to companies in whose securities the affiliate had invested (i.e. Loans underpriced to GM b/c maybe help reputation that good investment advice)

4.
Bank's reputation for prudence might be attributed to the affiliate

5.
Banks would make unsound loans to customers in order to buy securities in the investment affiliate's portfolio - no longer impartial source of credit
b.
Macey - unless a bank is trying to bankrupt itself, it wouldn't do this (He dismisses everything, including runs). By diversify porfolio of assets, can reduce risk, cost savings. Banks will be strengthened if give good investment advice, not adverse affect on public confidence and customer goodwill.

c.
Benston, Easterbrook - investment bankders and u/w concerned about severe competition from banks and bank affiliates and sought (successfully in 1933) to eliminate these competitors

d.
Subtle hazards minute, but nonexistent - goodwill, reputation hurt if make underpirced loan to portfolio co. Rare that such a large part of portfolio.

i.
how important are they?

ii.
Good enough reason not allow synergies with mutual funds?

iii.
Aviold problem of bank shrinking - downsize banks while other instit provide other svcs (i.e. mututal fund can advertise outside)

e.
ICI II - closed end (no right to redemption, sell shares on organ exchange (NYSE), portfolio it holds incr, decr; Country funds can rights offering)

i.
Ct: upheld Fed Res' regs allowing BHC and their nonbank subs to org and sponsor a closed-end investment co so long as they had no role in the sale or distribution of investment co shs

ii.
No 'subtle hazards' b/c when adviser makes achange in sec protfoio of a closed-end co, adviser is acting for acct of customer, where as ICI I - sec in portfolio of mutual fund were prop of bank itself, therefore 'acting for own acct' - §16

f.
Today, banks can engage in lots of services of mutual funds, own, advise it, do transaction

2.
Discount Brokerage - Savers -> Fin instit -> securities. Substitute for savings acct, get a statemnt 

(Securities industry efforts to stave off competition from the commercial banking sector)

a.
Securities Industry Association v. Comptroller of the Currency: Discount brokerage services = selling 'upon the order, and for the account of customers'

i.
§16 - bank can purchase securities for customer's account (broker) -> Language in statute -> easy case
ii.
§21 not apply. 

iii.
Sub of bank want engage in activities - Operating sub rule - Fed: What is allowed in bnk is allowed in sub (Nat'l and state-chartered banks). Comptroller: Same thing. Nat'l bank can do -> can put in sub.

iv.
Subtle hazard for a bank? (ICI I)

a.
No, b/c lend to IBM cause affiliate invest in or underwrite, promote stock, not a problem

b.
No, b/c lend to indiv to buy stock that your broker is selling (bad loan not that big a worry) Bad advice - 'Hey, why don't you buy IBM stok (afiliate); we'll lend you 60%' 

c.
promotional pressure (goodwill lost b/c selling pressure) (discount or non discount, there is promotional pressure. Diff from  if advie given, u/w - ongoing dealing, but still some promotional pressure)

d.
leverage yourself b/c person at bank suggested -> might run hazard

v.
Research not have to pay for, buildings, not have to pay for -> There are some fixed costs. So not clear that subtle hazards are not there

vi.
Ct: Bank can offer discount brokerage services
b.
Securities Industry Association v. Bd Gov Fed Res (Schwab) 

i.
BHC apply to Fed for approval under §1843(c)(8) to acquire 100% voting shs of a retail discount brokerage house. Issue -  It can happen in bank -> can happen in affiliate of bank; BHC?

ii.
Ct: Brokerage activity is 'closely related' and consistent with BHCA - > BHC could offer discount brokerage services
iii
Easier case in bank, b/c can be done

iv.
§20 - 'no member bank shall affiliate with org engaged principally in the issue, flotation, u/w, public sale, or distribution of securities'

v.
Ct: Brokerage is not u/w -> brokerage is not prohibited by §20. Public sale not mean diff from u/w 

vi.
K: Can argue, public sale mean diff from u/w, else redundant - cannon of construction; Brokerage sound like public sale, not as principal. 

a.
Statutory course, have to read language closely, could argue other way

b.
-> Look at underlying policy when ambiguity

1.
Subtle hazards b/c brokerage services lot overhead costs, promotional pressure

 2.
but if allowed go on in bank, not in affiliate, not make sense

c.
S.I.A. v. Bd Gov Fed Res (Natwest) (1987, Chevron)

i.
Issue - Can banks and BHCs offer investment advice in conjunction with the offering of disount brokerage services?

ii.
Ct: Upheld Fed's ruling that Natwest and its sub could provide both investment advice and securities brokerage to institutional customers through a newly formed sub

a.
ICI II - Sup Ct held that BHC could act as investment adviser to a closed-end invesetment co b/c not prohibited activity of §21

b.
Sub not involved in a 'public sale' of securities, not violate §20. 

c.
Combine brokerage svcs and investment advice does not involve u/w b/c u/w involve purchasing secs as principal, whereas broker normally exec orders P /S sec as agent and is not a 'public sale' of securities

d.
Today, bank can now full service brokerage (buy, sell stock, research dept, market - B /S / hold) and discount brokerage
i.
Banks traditionally advised clients on invstments (i.e. Private banking - advise high net worth customers)

3.
Commercial Paper  - Saver <-> Intermediary <-> GM. GM issue comm papaer (promise to pay in 6 / 9 mos). Equivalent of comm loan to GM 

a.
SIA v. Bd Gov. (Bankers Trust I) 

i.
Issue - May state member bank u/w commercial paper? Is commercial paper a 'note' or 'other security' under §21?

ii.
§21 applies to everyone, investment bank and bank - 'It shall be unlawful for any company engaged in issue, u/w, ... stocks, bonds, debentures, notes, or other securities, to engage at same time in the business of receiving deposits.' 

a.
x stock - equity; x bond - longer term debt claim; x debenture  - longer term debt claim

b.
? note

c.
? other security - §16
iii.
Fed: Not a note or a security b/c functional similarity b/w commercial paper and lending, which §16 allows, and banks do for a long time.

iv.
Comm paper: Sec firm as middle man to GM borrow directly from high net worth indivs. GM leave traditional banking (commercial loan)

v.
Sup Ct: Commercial paper is a 'security' tho it is short term, safe, fcnally ~ bank loan

a.
'Commercial paper' appeared as part of definition of security in other acts - '33 Act, '34 Act, PUHCA

i.
Not true for Participation in loan - bank who originates loan sells paper to you, so get piece of loan. Also, if paid back, you get $, if not, you get nothing, b/c language not include

b.
Congress know how to exclude if wanted to - exempt it in some Acts, didn't do it here -> 'security' includes commercial paper.

c.
Subtle hazards - GM go to bank -> find some high net worth indivs for 6 mos. Bank says 'Yes, I will' and find these people.

i.
Might lend to GM to make more attractive - risk of bad loan to issuer
ii.
Risk of bad loan to buyer
iii.
Promotional concerns, salesman -> spillover to goodwill of co

b.
Bankers Trust II - 

i.
Bd: Can if (1) private placement - investment bank can't make avail to anyone in public, only to limited people with certain characteristics (high net worth, institutional investors) v. public offering, where any of us can particioate); (2) best efforts basis = selling as agent (v. firm commitment - $100mil of comm paper 'I'll buy them from you and I'll sell thru my retail outlet to investors') = 'selling' w/o recourse and soley for the order and for the acct of customers - OK §16
ii.
Dist Ct - Is u/w, explicitly prohibited under §21 

ii.
D.C. Cir: No promotional pressure when private placement on best efforts b/c not sels to public, no high fixed costs. If high fixed costs -> promotional pressure. If no fixed costs, still selling pressures b/c need generate rev to spread over fixed costs but not go broke b/c not owe $ that can't pay. 

a.
Ct not do much w/ statute, instead interpret u/w - selling pressure come from high fixed costs. Concerns underlying u/w prohibition. There was a large fixed cost promotional pressure concern. Private place securiites not involve Farflung (large) sales org -> promotional pressures, subtle hazard not present

i.
Private placement - 100s of offices of Merril Lynch

ii.
Firm commitment not involve more fixed costs than best efforts

iii.
-> no holding yet whether firm commitment private placement allowed

b.
Private placement is not 'underwriting' -> not prohibited by §§16, 21
c.
Bankers Trust III - Banks try to shift activities out of bank into affiliate, out of §§16, 21 -> §20. What if BHC, A of B want sell comm paper or other debt / equity instrument on firm comitment basis, public basis? If can't, won't win much bus when compete w/ investment bank.

i.
Affiliate of Bankers Trust with certain amount of bus devoted to underwriting commercial paper, debt is 'engaged principally' in u/w of securities? Can a §20 Affiliate engage in straight u/w of straight securities?

a.
§20 prohibits u/w of securities - 'engaged principally'

b.
Broadening definiton of security

ii.
Bd: BHC, A of B can engage in u/w of certain types of sec so long as no more than 5-10% of bus devoted to that activity -> A can devote 5-10% of its gross rev to u/w comm paper

iii.
Issue (1) Is 5-10% 'engaged principally'? If Yes -> impermissible


         (2) Do eligible securities count as security under §20? (5-10% of what?) 



- If 95-90% revenue remaining is data-processing svcs - affiliate allowed to do



- If 95-90% remaining bus = u/w / dealing / broker of Type I, bank-eligible sec, §16

iv.
Ct: (1) Deference to agency, whether 'engaged principally' means any substantial activity

a.
Underwriting firms (a) 'engaged'' in u/w §16; (b) 'primarily engaged'' in u/w §32; (c) 'engaged principally' in u/w §20.  Agnew - "primarily engaged" §32 = any "substantial activity"

b.
Bd's view of 'engaged princ' is reasonable and consistent with Cong purpose

c.
Ct: Reject market share test. What Bd said so far OK.


(2) Bd's interpretation that §20 prohibition exclude govt' sec, those banks may w/o limitation u/w and deal in, is consistent with congressional scheme b/c 

a.
not Congress' plan  to forbid affiliates from those activities that banks themselves could engage in w/o limitation (i.e. Gov't sec that surely be liquidated)

b.
Congress concern with bank affiliate activities in bank-ineligible securities

Basis of ct's approval is deference, so Bd can do this. Ratio may be too big

v.
Banks can have §20 Affiliates - Affiliate of bank that can engage in some securities activities - u/w, dealing, holding, so long as not engaged principally (10% of gross revenues) 

a.
Today, Bd incr 5-10% to 10%. But very few banks 10% enuf to sustain an u/w bus. Only the large ones can have a §20 affilate that perform significant amount u/w. So, though look like loophole, allow bank to do investment banking, not. Only for Bankers Trust, a large banking organization.

b.
Proposed change measure from revenue (b/c volatile) to another accounting device.

c.
1989 Bd order - allow BHC u/w and deal in fixed debt securities if limit to 5% of gross rev if capital was adequte, operating expertise to engage in u/w debt sec was in place, and adequate internal controls had been implemented. Sub also has to register with SEC as abroker-dealer. Also imposed stringent "firewalls' to sep ops of sec sub from those of BHC and its Affiliates.

d.
Today, BHC can u/w corp equities also.

C. State Non-member Banks
1.
Only §21 apply. 'No firm can do both sec and take deposits' applys to banks of any sort - member, non-member, national.

2.
§§16, 20, 32 only apply to member banks, including national banks

3.
What if they put their sec activities in an affiliate? Unless state laws didn't allow it, look at Fed L

a.
§20 not apply, so nothing to stop non-member banks from put all their $ into security affiliates (not need to be a §20 Affiliate) 

b.
-> Loophole, lot want to be non-member banks. Being a member of Fed has no tangible advantage 

i.
Fed reg instead of FDIC

ii.
Fed used to provide services (i.e. Lender of last resort) not to all -> Loophole absorb entire Glass-Steagall Act

c.
Ct rejected arg that §21 'firm' includes BHC, B and A together. 

d.
Fed has jur over A b/c of BHCA - 'closely related' to banking

e.
FDIC has jur over A b/c general auth to reg and to promote 'safety and soundness' to any extent whatsoever (catchall jur, though only supposed to reg B)
i.
FDIC built its own firewalls as well as the transactional (funding) firewall.

a.
FDIC rule: No sharing of officers (b/f employees) 

b.
Has to be sep corp, sep books, sep dir meetings, minutes, documented

c.
No sharing of names

d.
No cross marketing

ii.
Now, 'any activity - threat to insur fund' can be regulated also

iii.
Fed adopted equivalent of §23A, 23B 

e.
§23A, 23B of Fed Res Act do not apply b/c 'member bank'
f.
If Fed and FDIC conflict, they work it out.

D. Firewalls

1.
§23A, 23B

2.
FDIC - shared marketing, management firewalls

3.
§20 firewalls b/w §20 A and B

a.
Funding (financial) firewalls

b.
Other (i.e. Marketing, no shared management, operational, no shared names b/w A and B; actual marketing - B sell sec of A, disclosure)

4.
Reforms deal with firewalls. Expansion of firewalls <-> Imposition of firewalls
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5.
§20 firewalls Fed concerned about

a.
Funding firewalls (J.P. Morgan - Bd order conditonally approve applic to engage in limited u/w)

i.
BHC, A can't purchase ineligible sec from u/w sub during the u/w ad for 60 days after or while make market

ii.
Bank can't lend to issuers to enhance creditworthiness of secs u/w by u/w sub, or to pay off the principal and int on such secs

a.
§23A would allow subject to limits

b.
§23B would allow as long as arms-length

iii.
Bank can't knowingly lend to customers secured by or for the purpose of purch secs u/w by u/w sub during the u/w or make market

iv.
Require disclosure by u/w sub to ensure that the public will not confuse the u/w sub w/ its fed insured affiliates

v.
Bank can't act as agent for, or engage in market activities on behalf of the u/w sub

vi.
Limit self-dealing trans b/w the u/w sub and is bank affilites acting in a fiduciar capacity


(i.e. No loans from B -> §20 A (securities affiliate)

a.
§23A can have loan - collateralized and subject to limits

b.
§23 B - arms-length terms

vii. Prohibit the transfer of confidential customer info b/w the bank and u/w sub w/o customer consent

b.
Bd's Non financial firewalls for §20 A

i.
No shared offices

ii.
No shared advertising (cross marketing)

iii.
Lost of disclosure so if customer buy from §20 A -> know no insured by FDIC

c.
§20 Affiliates = Brick wall (firewall)
i.
Say 'no loans bank -> aff' 

ii.
Costs: But lose efficiencies - scope - info advantage on your affiliate

iii.
Low risk exception - Clearance operations of secuities brokers - broker can get little $ to clear stock

iv.
Brick wall - protect bank / FDIC; sacrifice econ of scope, but one brick out b/c econ of scope and low risk b/c econ scope small for sec co to banking co b/c has relationship w/ many banks

E. Overview of Rules
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1.
BHCA - 'closely related' & 'proper incident thereto' -> Fed jur

a.
Reg Y - list of activities 'closely related'

b.
Procedure - apply to Fed to get into other 

c.
Apply to all activiites. i.e. Car rentals 

2.
Glass-Steagall Act - only apply to securities activities (Part of '33 Banking Act) 

a.
Apply to entire organization w.r.t. securities activities

b.
Four sections - §§16, 20, 21, 32

3.
National Bank Act 

a. 
only apply to B

4.
(1, 2, 3) Control activities and create firewalls around the Bank

F. Prospects for Reform - To evaluate, ask (i) Activity restrictions; (ii) Firewalls; (iii) What are economies of scope; (iv) What trans need to achieve thru economies of scope?
1.
Shadow Financial Regulatory Commission - comprised of great banking policy people

2.
Excerpt from U.S. Treas. Dept, Modernizing the Financial System (1991) - Bush Admin report b/f bill introduced in Congress to reform banking system 

a.
Very comprehensive and far-reaching reform and limits. 

b.
Small banks afraid will be bought out -> lose job -> might try to stop it

3.
Consumer benefits
a.
Convenient for one walk into one bank and get securities, deposits (insur), mktng benefits

b.
Today, to buy life insur, they come to your home!

c.
Fired people, then less price to consumer for insur products, rates on banks would be hirer.

d.
If competition for services -> sh won't keep the $ -> $ to consumer, b/c prices driven down

e.
Efficient from consolidation across industries

4.
What do securities banks want?

a.
They have had a profitable bus; banks have not been; so they want continue keep their business (i.e. affiliate with commerical firm)

5.
D'Amato - Want to combine so sec banks get keep the activity while can aff with banks, few firewalls 
a.
Allow aff w/ (i) Comm; (ii) Insur; (iii) Sec cos

6.
Leach - Compromising details 

a.
Not allow industrial, commercial firms aff w/ banks. 

b.
Securities firms can keep and affiliate w/ banks 

c.
Sec not like b/c bank can add on to produce synergies and they have to lose (R/E aff, com aff) 

d.
Lets Fed write new firewalls (lot discretion to Fed but need regulation)

7.
Bush - want expand as much as poss, then have safeguards 



- allow aff w/ (i) Comm; (ii) Insur; (iii) Sec cos
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state reg  -> IA
Bank
SA <- SEC

a.
Functional Reg
i.
Fed regulate FSHC, whole thing 

ii.
Insur u/w have reg structure -> State regulator regulate them

iii.
Sec - risks - SEC reg SA even if in org 

iv.
Bank regulator reg bank

8.
Another proposal - Split up: Financial Institution / Deposit Taking Institution
(Financial Institute - Loans, securities, insurance - Uninsured institutions no run risk b/c loans of significant duration but may go broke)

a.
Efficiency b/w deposit taking and lending

i.
Deposit taking - checkbook - look at their check acct, when they apply for loan

ii.
Bank learn a lot by deposit taking about the customers lend to

iii.
Only exist for small banks

iv.
Large banks can't tell much from checking account, payroll 

v.
Elim run risk (can't demand deposit), FDIC problem

b.
Payment system (checks) risk (FLOAT - Gov't insures the clearinghouse (Fedwire) which clears checks by paying the check b/f banks have to transfer the funds, often)
i.
Financial institution risky institution (bankruptcy) if can't insure it -> Payments system unravel -> temptation insure financial institution

9.
Compare firewalls among bills - Tradeoffs are not scientific, judgment based on info from lobbying on assumption too many activities restrictions today and should loosen a little

 
- Firewalls removed from Bush, D'Amato; scaled back in Leach

a.
Leach - Narrow - No comm aff, no insur aff, just securities aff (i.e. Mutual Fund)

b.
D'Amato - (~ Bush) - Allow comm aff, insur aff, sec aff

i.
What gains out of insur aff?

ii.
What gains out of comm aff?

c.
Two types

i.
Funding firewalls b/w sec aff and bank

a.
Loans to a buyer of secur brings u/w and dealer (making a mkt) to aff. 

- §20 not allow it

- D'amato - same, can't lend

- Leach - Fed discretion to make exceptions so long as bank is well capitalized (protect agains bad loans by banks) (Leach - Most liberal on this one)

b.
Loans to support marketing of an underwriting. Efficiency - loan and u/w to co. Risk is taken care of by firewalls; Might concentration of power problems if too few fin institutions

- §20 does not allow

- D'amato - prohibits

- Leach - Fed discretion to make exception; 

(1) Well capitalized

(2) Concentration limits - Bank, Affiliate

(3) Loan < 10% of capital

c.
Loans for payments on securities - Lend me $ to pay bondholders. Can go to aff bank of co that deal in stock?

- §20 does not allow

- D'amato - No

- Leach - Federal discretion under these circum

(1) Well capitalized

(2) Concentration limits - Bank, Affiliate

(3) Loan < 10% of capital

ii.
Operational / Management firewalls; Marketing firewalls
a.
Marketing firewalls 

1.
not concerned predominantly w/ risk to Bank / FDIC

2.
Concerned with public confidence (aff of cos)

3.
Concerned with consumer protection

- §20 firewalls

- Leach, D'amato - Can cross-market - eliminate mkt firewalls b/c consumer protection not a big worry. Allow advertise on same page may be good thing. Customer knw can get diversified. 

b.
Mangement interlock
1.
Strategic planning in each affiliate - Sec, Insur, Comm

2.
Absence of shared magmt may be problem b/c supposed to coordinate

- §20 Affiliates are not allowed to share employees of any sort

- Leach - No senior mgmt; OK junior mgmt
- D'amato - Allows

G. How to analyze reforms

1.
Address concerns
a.
Risk to Bank / FDIC (if no FDIC, concerns = runs)

b.
Subtle hazards (include risk to FDIC, consumer protection (i.e. Get auto part instead of bnk loan), reputation of bank, public confidence, banking system as a whole.

2.
Goals

a.
Preserve concerns

b.
Achieve another objective

i.
Efficiencies in organization 

ii.
Economies of scope - very useful to have same org provide range of services (& financial services) 

a.
maintain relationships (i.e. Kmart borrow from bank -> bank learn about Kmart)

b.
Redeployment of employees  & technology (i.e. get bankers to sell cars)

3.
Policy
a.
Have Activities restrictions
b.
And still have

i.
Functional regs of the activity (i.e. SEC, State Insur Dept - price control, broker -dealering, capital, disclosure)

ii.
Firewalls
iii.
Capital Reqmts (-> less risk to Bank / FDIC)

4.
Reform -  Balance: tradeoff b/w promote efficiencies by combine orgs and protect FDIC - Maximize benefits, minimize costs, w/ policy considerations (i.e. If you are writing the rules, firewalls -> lose what kind of economies of scope). Rules don't work that well -> want to change rules 

a.
Get optimal wealth value out of efficiencies while still maintain no risk to FDIC and repurtaion of banking system as a whole
b.
Technology change -> efficiencies growing b/c old bank not as useful as used to be. Securities competition more useful in financial sector

c.
Could keep completely wall off -> no synergies

d.
Bad for banks to shrink, fire people - risky to keep them walled off from other financial services -> Need to reform the system

5.  Each proposal pick a different balance
a.
Efficiences <-> Protect against risk to FDIC 

i.
Too much Fed reg will destroy efficiencies - Synergies will not be worth it if other insur co not need worry about Fed rule

b.
Firewalls 

i.
Non-financial firewalls - marketing and management firewalls can defeat efficiencies as well

a.
Combine mgmt and back office op = efficiency

b.
Cross-marketing, shared mgmt restrictions if too strict -> destroy efficiencies b/c if 3 ads -> 3x price

c.
Shared management - provide 1 stop svc for cos that need $, indivs that have $, if more cumbersome mgmt -> harder to intergrate them

ii.
Funding firewalls - Efficiencies - ability go to co and say you need access to cap mkts, we can issue comm paper, bonds, dealer in your stock for you, manage upir payroll payments, provide your health insur for your employees.

a.
Information efficiencies for bank to provide this, but may -> high risk activity -> risk to FDIC

b.
Funding firewalls - save risk but lose efficiency

6. Ex: Auto parts want aff w/ bank, want buy BHC -> Draw lines like concentration limts (reform possiblities)

a.
Efficiencies - If auto co -> economies of scope b/c always lend w/ some firewalls to protect risk; some subtle hazards

b.
Risks
c.
Use policy tools
i.
23B firewall - arms-length dealing - All dealing of auto w/w bank has to be arms-length (i.e. Loan from bank = mkt rate)

a.
23B enuf of a safeguard to prevent risk to Bank / FDIC

ii.
23A concentration limits (i.e. 5% of capital lent to affiliates) to solve problems of 

a.
too many loans to one borrower

b.
investment sec in any one borrower

c.
Bad to intermingle assets -> banks balance sheet hard to read

iii.
Prompt corrective action - If capital drop below heightened limit

iv.
Capital reqmts 

v.
All enforced very imperfectly b/c if 

a.
23B enforced perfectly -> not need firewalls, which is 3x protection

b.
reporting reqmts to ease enforcement of firewalls (i.e. 1 page memo for every phone conversatioin w/ affiliate). 

c.
Eliminate economies of scope. 

d.
Examination enuf to catch trans

e.
Too much enforcement -> lose benefit of it

vi.
Worry about too many loans to one industry (supplies) -> can say 10% concentration limit to one industry

VII. Geographic Limits

A. Interstate Branching

1.
Before 1863, NBA - Unite banking states; Branch banking states. NBA silent on branching, SupCt: Banking include 5 things, not mention 'branching' -> Nat'l banks stuck at unit banks, competitive disadvantage

2.
McFadden Act 1927, 1933 - §36(c) - allowed nat'l banks to branch to same extent as state counterparts in that state. (i.e. N.D. nat'l bank can branch if N.D. state bank could.) State-wide branching.  (say nothing about interstate branching) Nobody could branch interstate. -> tecnology change -> want branch nationwide. Small banks object. For political reasons -> never happenned (no good reason to limit branching)

3.
New Reg - 6/1/97 - There will be interstate branching for national banks

a.
State (no jur over nat'l banks) can opt-in earlier - outward branching

b.
State can opt-out (two way street) for state banks and nat'l banks

4.
Good: Admin convenience (All interstate banks will turn into branching b/c cheaper, 1 Bd dir)

5.
Bad:

a.
Separate limited liability for interstate banking - But, BHC's assets at stake, so not really sep lim liability advantage 

b.
Closer to community when have separate incorporations b/c hire CEO from local

6.
CRA hurdle - Reqmt: haven't closed branch in low income area for approval of expansion (not in CRA) 

B. Interstate Banking - Holding Co expansion
1.
Holding Co formed to (i) get around geographic branching restrictions; (ii) get around activity restrictions. (i) was largest motivation for set up a holding co
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CA bank      OR bank
a.
Can open discount brokerage, non-bank aff in CA b/c MacFaden Act only for banks

b.
Only allowed to have a CA bank, if CA allowed a holding co with bank in another state to open (acquire) bank in its state

2.
BHCA, Douglas Amendment (1956) = counterpart of MacFadden Act

a.
§1842(d) - BHC of any sort can expand into a state only if state by legislation, in express terms, allows the expansion -> More states allow interstate banking
b.
3 ways States allowed it : (i) Open door; (ii) Reciprocity; (iii) Some regions allowed it

3.
New reg: Interstate banking permitted in a month
a.
Douglas gone 6/1/95

b.
Now, not have to do it thru a BHC anymore (if want do other things other than banking -> still do thru BHC) 

c.
Compromise allowed til '97: If invisible lending to each other (i.e. Depositor in CA bnk can deposit in OP) so seem like branching -> OK til opt out

VIII. International Banking

A. International Activities of U.S. Banks (Us there)
1.
Issue: Not banking regulatory laws issue. Business abroad. K Law; Chocie of Law
2.
How do we get there?

a.
Send laws there

b.
Opend certain facilities there

c.
Transactions by non-residents of U.S.

3.
Rules - Deposit taking / Lending - There and nonres here when trans occur

4. 
Fed Reserve is primary regulator of est of foreign branches by member banks amd regulate activities

a.
Foreign Branch 

i.
Full service facility - do all of banking

ii.
Most common way of go there to provide full svcs (preferred over subsidiary)

b.
BHC subsidiary - sep mgr, record-keeping (limited liability but separate management)

5.
Bad things for (i) banks; or (ii) depositors? Who takes the risk of these things?

a.
Exchange control

b.
Expropriation

c.
Nationalization of all private industry

d.
Acts by gov't related to (a), (b), (c)

6.
Citibank v. Wells Fargo, Asia, Ltd - Well's Fargo put deposit into Citibank, Manila branch. Phillipine gov't prohibit Citibank pay deposit when due b/c want $ to stay in country. Does Citibank have to do it anyway? SOVEREIGN RISK = RISK TO INVESTMENTS (i.e. EXPROPRIATION)

a.
Issue: What body of law look to to find out? (nothing in U.S.C. about)

b.
Law of Contract. Choice of law issue -> who's K law applies? -> N.Y. Law applies

c.
Dist Ct: Apply U.S. contract law. Wells Fargo sophisticated, read the doc. Practice in trade

i.
Conclude no agreement which assets these deposits come from - no K on collection
ii.
No agreement -> look at (1) Risk; (2) Reserve requirements

a.
Interest rate 10% in Philipinnes and 10% in London 

b.
P arg: Rate same -> home office should liable for repayment

c.
D arg: Manila bank pay higher rates on deposit = Depositor's assumption of sovereign risk -> payable only outside U.S.

iii.
Bank bear sovereign risk, not depositor - If banks are subject to sovereign risk, they will charge junk bond rates on their loans. We don't want that to happen.'

a.
Can't tell anything about LN, Manila w.r.t. who's bearing the sovereign risk

b.
Risk against what?

c.
Manila - political risk higher (Citibank offer lower deposit rate, high lending rate to make greater profit to make up for risk)

d.
If Citibank bear country risk -> want profit higher -> make deposit rates low

e.
Will depositor who puts $ in Philippine branch accept lower deposit rate? They will if they have no alternatives. if they have alternatives, like put deposit in another country -> Citibank may not succeed in pay low deposit rate -> Citibank may not have high lending rates either b/c of alternatives

f.
If depositor bears the risk -> insist on a higher interest rate (higher than LN) Competitive conditions of loan market, deposit market, and funds abroad -> can't  tell anything from interest rates alone

d.
Ct App: Conclude that there was an agreement that repayment be made in N.Y.
e.
Sup Ct: Finding of Dist Ct not clearly erroneous. Overrule Ct App, but not come to an answer -> send case back to be decided from scratch -> No agreement. 

f.
CtApp: Absence of K -> Default rule: Is a branch -> home assets count unless limit your liability

f.
Until '91, foreign deposits covered for free by insurance. Highly runnable deposits.

7.
Trinh v. Citibank, N.A. - Contract, Citibank not pay for deposit, 'result of gov't order, or cause beyond Citibank's control' (Fall of Saigon) -> Citibank leave voluntarily week b/f fall of Saigon

a.
Ct: Interpret K. No, wasn't result of gov't order. K: 'If not pay back b/c war, OK' Pure negotiated K.

8.
Callejo v. Bancomer, S.A. -What if put deposits abroad in Mexican privat bank -> Bank becomes nationalized Not a banking law issue

a.
Limit of courts to exercise jurisdiction - Foreign Sovereign Immunities Act (FSIA)

i.
We can't sue Mexican gov't in our courts. General withholding of jursdiction. Exception where we have jurisdiction - commercial acitivity.

b.
Limit of slap agaency of foregin gov't agaist wrist. - Substantive law under Act of State Doctrine
i.
U.S. ct prudent in defer to other branches of govt. Ct: 'Despite original comm, harm b/c sovereign act - exchange controls. Did not violate treaty' -> Ct stays it hand

c.
Ct say (a) have jur; (b) but not slap hand. Not a case of a country hide behind political facade and go out to U.S. to get active business.

C. Foreign Banks in the U.S. (Them here)
1.
Foreign bank doing business in U.S ('Co org under laws of another country) 


§3105 applies to agency, branch, rep office. (d)(1) only for 'branch' or 'agency.' 

a.
Agency

b.
Branch

c.
Representative Office - standard for open 'rep office' less severe. 'Just do lunch'

2.
Statute 

a.
1978 - International Banking Act 

i.
constrain what states allow their foreign branches to do

b.
1991 - Foreign Bank Supervision Enhancement Act (FBSEA) 

i. 
Bring Fed in b/c Comptroller not administer effectively (i.e. §3105)

ii.
Close off gap what foreign banks allowed to do to come in as state bank v. Fed bank (i.e. Consolidated review at home -> have to look like national bank

3.
If French people want to have a N.Y. bank -> Domestic bank b/c chartered here. (Not about nationality of owners)

4.
To establish Fed branch and agency -> get permission from 

a.
Comptroller

b.
Fed 

5.
To establish State branch or agency -> need

a.
State approval

b.
Fed (Bd) approval

6.
Bd Approval
a.
§3105(d) applies to all - 'Bd agrees to it'

b.
§3102(a)(2) - Comptroller get to make decisions but shall include any condition by Bd under §3105(d)

7.
Standards to come in as Fed branch or agency - §3102(c) mirror the chartering criteria (to b/c national bank, member bank, toget FDIC insurance, state nonmember bank, to be BHC)

a.
Effect on competition

b.
Managerial resources

c.
Future prospects

d.
Convenience and needs of the community

8.
Criteria for approval by the Board apply to everybody - §3105(d)(2) 

(A) Business of banking; and is 'subject to comprehensive supervision or regulation on a consolidated basis by the appropriate authorities in its home country'

i.
consolidated basis - Banking, nonbanking activities, domestic, and foreign trans 

ii.
Comprehensive supervision - Serious obstacle to banking
(B) Furnish info to Bd

9.
Standards for approval - §3105(d)(3)

(C) 'adequate assurances that bank will make avail to Bd such info on operations or activities of the foreign bank and any affiliate of the bank that the Board deems necessary to determine and enforce compliance with this chapter, BHCA, and other applicable Fed law' - so it can regulate it real well

10. Names Check - FBI and CIA - 'somebody related to ... involved in CIA / FBI aware of' -> Slow down the banks - Serious impediment to do banking in U.S.
11. What are you allowed to do once you get there? - §3102

a.
What can a Fed branch do once it gets here?

i.
(b) can do same thing national bank can do, pretty much. 'same rights and privileges as a national bank and shall be subject to same duties, restrictions, penalties, conditions, limiations that would apply under the NBA' 

-
Have to get insurance b/c 'subj to same rules as national bank'

Exceptions 

(2)
For lending limits (10% of capital loan to one borrower) and investment securities limitation (10%) -> 'capital stock and surplus of the foreign bank' - Entire capital for bank include = denom of fraction. Numerator - can aggregate all branches - loans to one borrower thru 2 diff branches aggregated 


Sum of 2 branches

Whole capital

ii.
§3104(d) - FBSEA - apply to all - If take retail deposits (< $100,000), branch has to establish banking subsidiary -> U.S. bank and get U.S. charter (FSBEA). Foreign bank can't take retail deposits. 

 
Grandfather clause exception

b.
Fed agency shall not be req'd to become an insured bank - §3102(b)(4) doesn't have to be chartered and doesn't have to have insurance

i.
'Agency' can not take deposits from U.S. citizens, residents - §3101

ii.
Agencies lend $ and pay checks, maintain checking account for your 'credit balance'

c.
'Rep office' just 'do lunch'

d.
State agencies, branches

 i.
Can a state bank take retail deposits?

a.
§3105(h) - State branch or agency can't do what Fed branch can't do unless 

i.
Bd det activity consistent with sound banking practice. 

ii.
If insured branch -> FDIC deteremined that activity would pose no significant risk to the deposit insurance fund (~ 1831(a) - FDICA §22)

b.
Close loophole b/w what state allow and what federal foreign branch now allowed to do 

ii.
§3104(d) - FBSEA - apply to all - If take retail deposits (< $100,000), branch has to establish banking subsidiary -> U.S. bank and get U.S. charter (FSBEA). Foreign bank can't take retail deposits. 

 
Grandfather clause exception

12. All branches prior '91 insured

a.
Today  now have to have sep charter if want to take retail deposits

b.
Can take > $100,000 (wholesale deposit taking) still have to get insur b/c first $100,000 insured (b/c subject to same rules as national bank)

13. Why want to be a sub instead of a branch?

a.
Disadvantages

i.
More expensive

ii.
Lose liabilility of home country

b.
Advantages

i.
Sep entity and we regulate their capital; we're better off that trust home regulator, owur own 'safety and soundness' regulation

14. We follow National treatment, not Equality
a.
Make them come here and be like us

b.
When we go abroad, Glass Steagall not apply (foreign let us do securities activities, if their own banks can)

c.
We not follow reciprocity - ' We let you do what they let us do' (i.e. We don't let Germans u/w securities)

d.
National treatment
i.
You let usdo what your banks can (no Glass Steagall)

ii.
We let your banks be like ours (foreign banks no Glass Steagall at home; have it here) - Limit foreign banks' activities here 

iii.
-> Source of tension

e.
Policy: Congress: 'We need to maintain competiive equality




