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I.  Introduction & Overview

a.  introduction

-issues

1. how financial system should be organized & structured

a.  structures covered - banks, S&L, savings banks, credit unions, other depositories, MMMF, pension funds

1.  common function - make loans to others

b.  factors affecting - mrkt, politics, law, tech

c.  govt regulation policies

1.  public policy - regulation serves compelling social need & will benefit society as whole

a.  issue 1 - what compelling interest is

b.  issue 2 - to what extent regulation serves this interest

2.  public choice/interest group - regulation product of lobbying of banks or other special interests

a.  inconsistent w/public interest approach

3.  historical accidents - regulations w/unintended effects but lasted throughout yrs, explanation of last resort

a.  ex 1 - dual banking of nationally & state chartered banks ( from need for $ for Civil War

b.  ex 2 - banks & savings institutions

b.  historical overview

-concerns over yrs

1. political concern - over bigness & power, interest group

2. mrkt segmentation 

a.  thrift institutions (S&L) developed to fill niche demand instead of commercial banks rising to the need

b.  credit unions - to facilitate savings of workers in particular industry, for charity, for increase of profit

c.  community developmt banks (CDB)

3. regulatory balkanization - many different regulators w/much overlap

a.  cause - each segmt wanted regulator that would be favorable to them

-history

1. good/bad periods

a.  1913-30 - good

b.  1930-38 - bad

c.  1938-80 - good

d.  1980-90 - bad

e.  1990-present - good

2. history

a.  Bank of US - central bank

b.  second central bank - 1816-1836

c.  free banking w/out need for special charter - 1836-1863

d.  National Banking Act - fed chartered banks authorized to issue uniform national currency

e.  Fed Reserve Act - 1865-1913 - banking industry w/3 features no necessarily according to specified plan but persisted

1.  dual banking - state & fed chartering

2.  unit banking - one bank or have few branch offices in close geo space

3.  mrkt segmentation - commercial banks & thrift institutions

f.  Fed Reserve Act - 1913

g.  industry consolidation - chain banking, bank holding co, bank mergers - 1914-1933

h.  banking crisis leading to New Deal reform - 1929-1933

1.  Glass Stegall - separation of commercial (no securites activities) & investmt banking (no deposit taking)

2.  fed deposit insurance

3.  limit on deposit interest - no interest on checking & limited on savings

a.  purpose - reduce cost of funds for banks 

4.  holding co. regulation

5.  branch banking - intrastate banking ok

i.  stable yrs 1934-1980 - geo bank expansion, consumer protection & anitdiscrimination regulation, growth of thrift industry

j.  revolution 1979-present - fast paced mrkt changes

1.  deposit interest rates unregulated

2.  geo restraints dismantled

3.  relaxation of separation of banking & securities activities

4.  differences btwn different financial institutions relaxing - commercial banks, S&Ls, credit unions, securities firms, insurance co., pension funds

5.  bank failure becomes serious problem especially in S&L leading to multi-billion bailout by taxpayers

c.  what is a bank
1.  3 definitions of bank
1. legal - under its charter

a.  pro - easy to apply

b.  con - other institutions providing same services but not under certain charter excluded

2. services provided to customers

a.  pro - looks at substance (transaction services, make loans)

b.  con - not very analytical, doesn’t take into account other types of services provided

3. functional - economic function that banks perform in society

a.  pro - looks at underlying economic forces 

b.  con - abstract definition

-categories of institutions

1. banks - commercial, investmt

2. thrifts - savings, S&L, credit unions

3. securities firms

-financial intermediation

1. functional definition of bank - services of banks

a.  financial intermediation - pooling $ from investors & investing into other enterprises - loans

1.  bank takes position btwn investor & ultimate investmt

2.  functions

a.  facilitates liquidity - direct & intermediate

1.  direct - securities firms - assist investor into making direct investmt

2.  intermediate - here, others are mutual & pension funds, insurance co.

b.  moves capital from suppliers (depositors) to users (companies)

3.  reason for intermediation instead of direct like securities firms 

a.  risk diversification permitted - banks can more easily or cheaply than individual investor ( same return for lower risk

b.  expertise - banks have expertise in identifying good investmt opportunities, directly liable

c.  economies of scale - bank can command higher interest rate on larger investmts that is more difficult for individual

d.  illiquid asset conversion into liquid one - bank can invest in illiquid investmt & offer own investors liquid claims on its assets & also converting illiquid assets of borrowers into liquide assets

4.  difference btwn bank & other financial intermediaries - all move liquidity from supplier to user

a.  suppliers don’t sacrifice liquidity b/c have demand deposit

b.  deman deposit implications

1.  banks make loans from these demand deposits

2.  demand deposits correlated w/other banks w/potential for bank panic

b.  transaction services - facilitate wealth transfers via bookkeeping entries of debits & credits to buyer & seller accounts

1.  alternatives

a.  barter system

1.  con - inefficient b/c no unit of account, no unit of account sufficiently sm, matching problem btwn wants of parties involved

b.  fiat currency - created by govt w/out own instrinsic value

1.  pros - provides universal measure of value, sufficiently sm, no matching problem

2.  cons - inflation, can be stolen or los, no interest paid in consideration of time value of $

2.  pros of transaction services - can pay interest, stop paymt if stolen or lost, transfers are easier to make

3.  bookkeeping 

a.  debits & credits

b.  assets & liabilities - both have to equal each other, liabilities includes net worth (residual value)

c.  parties w/account at same bank - changes to balance sheets of 2 parties & bank

d.  parties w/account at different banks 

1.  banks have accounts w/each other & clear transaction btwn 2 banks & then bank & its customer

2.  banks can have account at 3rd bank or last resort is Fed Reserve System

c.  relationship btwn intermediation & transaction services

1.  firms providing transaction services tend to have customer deposits & tend to invest such deposits

a.  most efficient if transaction services provided where parties have accounts at bank

2.  bank makes $ by lending money & customers get some of it via free checking services (transaction accounts)

-sum

1. banks differ from other businesses

a.  susceptibility to bank runs & panics

b.  role in money supply

c.  role in paymt system

2. each feature directly related to financial intermediary & transaction function

2.  demand deposits & fractional reserves

-transaction services - from demand deposits of customers

1. capital structure of bank

a.  debt - fixed promise to repay

1.  demand deposits 

a.  reason 

1.  entice depositors - more security

2.  provide transaction services - 

2.  similar to other debt instrumts - bonds (10-30yrs), debentures (5-15yrs), notes (less than 1yr), commercial paper (mos.), repurchase agreemts (days - loan to bank via customer purchasing something from bank w/resale back to bank at slightly higher price), secured loan, demand deposit (overnight repurchase agreemt that rolls over every day), deposits (no maturity)

b.  equity - ownership of firm, claim to residual value (dividends, capital gains from participation in corp growth)

2. comparison btwn banks & other institutions

a.  similarity - raise funds & invest where $ goes to 3rd party

b.  difference - nature of claim on investing party

1.  mutual fund - also takes demand deposit but it’s equity interest & not debt

a.  demand equity - fund only agreeing to pay depositor’s fractional share of fund’s current net asset value

2.  other firms - debt payable fixed at certain amt, time so firm can predict liquidity needs

3.  bank - demand debt were liquidity needs can’t be adequately predicted but mitigated by statistics & fractional reserves

a.  fractional reserves

b.  law of lg #s - lger the group, less likely that sufficient #s of depositors will w/draw funds at same time to cause bank failure ( each depositor less effect as # of depositors goes up

1.  problem - only works when there is no correlation among depositors, not like in bank panic

2.  collective irrationality - w/drawing funds is individually rational once bank run has started but not collectively rational

d.  bank runs, $ supply & paymt system

1.  bank runs & panics
-intro

1. today - not much of a problem today b/c fed deposit insurance for each depositor account up to $100k at one bank

2. effect of run - banks fund themselves via demand deposits

3. source of run - when people fear that bank is not solvent

-costs of bank runs

1. lead to fire sales - bank has to liquidate all assets at cheap prices to meet depositor’s demands

a.  premature sales of assets whereas if held onto would be more profitable

b.  cost of having fire sale

c.  inequitable result - rich (purchasers of asset) at expense of poor (depositors)

2. inequality among depositors - first one to w/draw gets $ in full & others do not

a.  rewarding first w/drawers who may have instigated or exacerbated bank run

b.  most people would prefer pro-rata share of losses & recovery

3. inconvenience to depositor - takes time, energy & stress

4. difficult to distinguish btwn good & bad banks - could have run on solvent bank

a.  solvent bank may not be able to survive run

b.  depositors have to run bank once bank run starts even though know that bank is solvent

5. contagion - one bank failure may affect other banks & lead to bank panic

a.  reasons

1.  fear of liquidity shortage - depositors will be unable to complete transactions

2.  concern that banks are exposed to other banks - banks engage in syndications w/other banks & have accounts at each other

3.  potential signal of bad economic conditions in industry or general economy - may be indicating that other banks are in similar bad situation

4.  mass psychology - individuals may panic when see long lines at bank when w/drawal cost is low

-positive things about bank runs 

1. discipline - disciplines bank mgrs to be efficient, speculative w/in reason & avoid fraud for fear of such swift & catastrophic event

a.  fraud potential - not as easy to monitor in banks b/c assets are fungible, moreso if banks are private & not public

b.  discipline of other co. - possibility of takeover, proxy fights, law suits but take longer

2. disclosure - incentivizes banks to be more open about info

3. increased monitoring - banks will monitor each other & report more readily to regulators b/c bad banks can affect them too

a.  banks most qualified to monitor each other

4. efficient - panics may serve to curb higher losses

a.  ie, S&L crisis in 1980s - may not have lost so much if insolvent S&Ls were permitted to fail

5. reform - reform may be good if correct problem

2.  role of banks in money supply

-bank role in creation & destruction of money - via demand deposit accounts that are functional equivalent of money

1. create money - when make loans

a.  increased money supply via loan on bks (credits another’s account) 

b.  limits

1.  reserve requiremt

a.  reasons for reserve requiremt

1.  meet own business needs - some depositors will demand cash back

2.  legal requiremt - required to keep certain % of capital in vault or on account at Fed Reserve

3.  cushion - to maintain reserve levels after considerations of depositor w/drawals

2. destroy money - when accept repaymt of loans

-govt control of money supply via high powered money

1. ways govt can affect money supply

a.  open mrkt operation - Fed can purchase or sell T securities

1.  this can also affect interest rate

b.  reserve ratio - Fed can change this ratio

c.  discount rate - Fed can change discount/interest rate

2. creation of money - ie, govt purchase of securities

a.  introduction of cash 

1.  1/reserve ratio - amt of money produced when govt injects money into supply

b.  make credit to other bank’s Fed Reserve accounts 

3. destruction of money - ie, sale of bonds

a.  removal of cash from circulation 

b.  debit to bank’s Fed Reserve account

· banks serve as intermediaries

3.  role of banks in paymt system
-paymt system - system by which checks are cleared

1. ways this can happen

a.  local clearing house - local banks can exchange checks drawn on other banks

b.  by debiting & crediting accounts held at Fed Reserve

4.  model bank balance sheet
-assets - include investmts in other productive enterprises 

-banks usually highly leveraged (high debt compared to equity)

1. effect

a.  magnifies ROE

2. cons

a.  higher risk - interest rate on debt

3. mitigating factors to cons

a.  banks can better predict ROA than other businesses - interest rate paymts on loans pretty certain (except for when default occurs) so don’t need to maintain higher % of capital as equity to avoid risk of bankruptcy

1.  other firms - ROA less certain so need to retain higher % of equity as cushion

b.  banks can look to shortterm sources of capital in emergencies

c.  fed deposit insurance - so not subject to same depositor monitoring w/insistence on high equity cushion

d.  business of making loans

-bank risks

1. non-performing loans

2. fluctuation of interest rates - problem when loans have low fixed interest rate b/c lower ROA but higher WAAC b/c higher interest rates on deposits

a.  hedging interest rate risk - securitize mortgages, make rate adjustable, fund fixed rate mortgage w/fixed term loans & not demand deposits

e.  structure of banking regulation
-banking regulatory agencies

1. Fed Reserve System

2. Comptroller of Currency

3. FDIC

4. Office of Thrift Supervisions - OTS

5. National Credit Union Administration

6. state regulators

-articles

1. Corrigan - Fed regulator, banks are special so should be regulated by Fed

a.  3 reasons why banks are special

1.  offer demand deposit checking accounts 

a.  makes banks susceptible to runs - bank mismgt rumors can lead to runs

b.  bank runs can lead to bank panics

c.  bank paymt system necessary to financial well-being

· therefore govt has to ensure no mismgt

a.  ignores the fact that there is FDIC

1.  reasons

a.  perhaps FDIC isn’t the answer b/c moral hazard & insufficient

b.  competing agencies FDIC & Fed

2.  offers back-up liquidity

a.  liquidity source depends on consistent & impartial judge in credit allocation

b.  commingling of commerce & bank bad b/c will lead to inefficient allocations of credit

1.  other issues

a.  who owns bank

b.  who banks own

· no credit crunch w/FDIC

3.  transition belt for monetary policy - bank role in creation & destruction of money

· argumt that Fed should have regulatory power over others that affects monetary supply (those that are in the margin of slack)

· argumt that Fed is essential in controlling monetary supply

b.  conclusions

1.  regulation ensures that dangers are avoided

2.  Fed should to the regulating

2. Aspinwall - banker, banks aren’t special so they shouldn’t have to be regulated 

a  argumt - regulation should consider costs of potential danger & costs of regulation

1.  justifications

a.  banks have to compete w/other institutions that are not subject to same constraints & restrictions

1.  banks have to deposit $ w/Fed & don’t get interest on it

2.  banks have to pay FDIC insurance premium

b.  banks aren’t back-up sources of liquidity b/c liquidity is controlled by Fed

b.  conclusions

1.  want level playing field for all financial competitors

2.  less bank regulation will make everyone better off

II.  Entry Into Banking

-intro

1. economic barriers to entry - economies of scale & scope

2. regulatory barriers to entry

a.  chartering process

-regulatory barriers to entry into banking

1. regulatory requiremts

a.  min $1m capital

b.  business plan

c.  reputable board of directors

2. regulatory requiremts not required by other corp

a.  regulatory approval required

b.  state/fed charter required - must be obtained from state in which principal offices

3. reasons for different treatmt

a.  banks warrant separate treatmt b/c reliance on fed insurance

b.  greater social interest in bank failures as opposed to little public interest on corp failures

c.  local authorities can better supervise than out of state authorities - more pertinent knowledge

d.  local co. depend more on banks as sources of capital so bank failure will have more dramatic consequences for community (credit crunch)

1.  contagion potential

2.  liquidity source

3.  role in paymt system

4.  role in monetary policy

· 2 general reasons

1.  public perception that banks should be risk-free investmt 

2.  would rather error on side of rejecting qualified banks than on letting in unsuccessful bank

4. factors considered in charter application

a.  bank’s future earning prospects

b.  gen character of mgt

c.  adequacy of capital structure - $1m min

d.  convenience & needs of community to be served

1.  Scott article - thinks that this is only factor that really makes sense

a.  danger of having too many banks - can lead to intense competition & therefore failures that impact community negatively

· lobbied usually by other banks & not general public interest groups

2.  Peltzman article - study concluding that w/out this requiremt twice as many banks wouldh ave been formed

3.  Edwards & Franklin - study concluding that regulators don’t apply requiremts as strictly when economic conditions are good

4.  significant rejection rate for nationally chartered banks 1980-1990s - 642 approved, 146 denied, 23% rejection rate

a.  reasons for rejection - dependent on personal economic philosophy of Comptroller 

1.  now - overbanking factor out now but community reinvestmt interest are in

2.  liberal - lower rejection rate, business plan & community reinvestmt considered important

3.  conservative - higher rejection rate, overbanking considered important

e.  financial history & condition of bank

f.  compliance w/other laws - National Banking Act
· denial of application cannot be easily overturned in courts

a.  Camp v. Pitts (1973) - court not effective method of disputing agency decision to deny charter b/c standard of review of arbitrary or capricious

· standard of approval not clear - weights of each factor unassigned

a.  benefits of vague standard 

1.  impossible to define clear rules when economic conditions may change - setting in stone may be more arbitrary

b.  costs of vague standard

1.  increase social costs b/c more marginally qualified people will apply b/c standard unclear

2.  too much discretion to regulators who can be arbitrary & vindictive

3.  danger of corruption 

· no real evidence of corruption in real practice

5. effectiveness of entry regulation

a.  Miller - question effectiveness of regulating entry & not close ongoing supervision

1. if ongoing supervision effective then why need screen at beginning

6. competing errors

a.  cost of denying good banks <  cost of letting in banks that do poorly

b.  costs higher to regulator if let in bank that fails than turning away good bank

b.  dual banking system

-bank choices - 6 different combos vs. 1 corp (state charter)

1. state or fed charter - state in which it’s located

2. thrfit or credit union

-Scott article 

1. dual banking system pits fed & state regulators leads to race to the top where applicant provided choice to avoid less desirable regulation

· rebuttal - race to the bottom

1.  regulators being too lenient to encourage more banking in their jurisdictions

· not as applicable today

1.  banks can chose among 50 different states

2.  state interests in ensuring safety & soundness of bank not as pertinent 

a.  customers of banks aren’t solely from local area

b.  fed insurance provided

3.  state can’t be relied upon to look after fed interests (fed insurance)

a.  state respond to local constituents

1.  borrowers - don’t want bank to close b/c new bank might be more strict

2.  mgrs - don’t want bank to close b/c of their rep

3.  shareholders - don’t want bank to close b/c chance to recover $

-Butler & Macey article

1. competition among regulators is illusion

a. argumt that state & fed regulators cooperate so no potential escape for banks

b.  even if there is no cooperation among the 2 fed has right of preemption via supremacy clause of constitution

2. difference btwn bank & corp regulation

a.  bank regulators interested in turf vs. corp regulators in money

b.  bank regulators can more easily monitor each other

c.  bank regulators more likely to bld relationship of trust b/c have had history of relying on each other

-alternatives to dual banking system

1. exclusive fed chartering

a.  pros

1.  exclusive fed interest in FDIC

2.  uniformity

3.  reduces costs

4.  reduces  race to bottom

b.  cons

1.  no race to top potential

2.  less responsive to innovation

3.  more subject to political influence

4.  fed regulators can’t really address community interests

2. exclusive state chartering & fed regulation to protect fed interests

a.  based on idea that banks are not that different from other corp so regulation should be more alligned w/corp regulations

III.  Regulation of Business of Banking

-intro 

1. applies to state & fed banks & balance sheet activities

a.  A - banks investmts

b.  L - deposits & deposit insurance

c.  capital adequacy affects both sides of balance sheet - considers net worth (equity) to assets

2. restrictions on off balance sheet activities

a.  activities restrictions

1.  off balance sheet activities of national banks

-banks subject to ultra vire doctrine - K outside scope of approved body of activity is null & void

-National Bank Act, 12 USC (24(7) - powers of national banks

1. powers

a.  6 standard corp powers - power to K, engage in litigation, appoint officers & directors, prescribe bylaws, remain in existence indefinitely

b.  incidental power clause - power to exercise all incidental powers necessary to carry on business of banking 

2. 2 zones of permissible activity

a.  business of banking

b.  activities incident/necessary to business of banking

· business of banking not clear therefore neither is incident activities

1.  some guidance by Congress - examples 

a.  discounting & negotiating promissory notes, drafts, bills of exchange & other evidences of debt

b.  receiving deposits

c.  buying & selling exchanges

d.  loaning on personal security

e.  obtaining, issuing & circulating notes

· seem to constitute bank’s core activities but not clear that exclusive

2.  court interp

a.  generalize to economic functions served by activities

b.  issue

1.  if generalize too much, effectively no activity restriction

2.  court usurping power Congress did not intend to give it

3.  gen question - what new activities should banks be allowed to engage in given statute

-travel agency services - Arnold Tours v. Camp (1972) - Hamley - yes

1. test - national bank activity authorized as incidental power if it is convenient & useful in connection w/performance of permitted activities

a.  court approach - statute to be flexible enough to meet demands of growth & changing times/requiremts

b.  travel agency permitted but banks cannot charge for it

1.  connection btwn travel service & bank service - one stop service, banks issue travel check, banks can process necessary documts more efficiently

2.  reasons

a.  potential conflict of interest 

1.  bank might make loan to A & then encourage its customers to buy products from A so that A can repay loan to bank

2.  bank may make preferential loans to co. in which it can affect in this way

b.  determination btwn costs (risks) of permitting such services to benefits to bank’s customers

2. added 3rd category to statute of established activities

a.  customs of trade - activities banks historically engaged in are w/in business of banks

-personal property leasing - M&M Leasing Corp. v. Seattle First (1977) - Sneed - limited

1. leasing is incidental to loan of money on personal security under Arnold Tours test

a.  limit - permitted only when transaction constitutes loan of money secured by leased property

1.  not loan of money if bank assumes material burdens & subject to significant risks not ordinarily incident to secured loan

b.  here closed end leasing of motor vehicle & other personal property not permitted

1.  leverage lease - bank finances A purchase of B but bank retains ownership & A makes lease paymts to bank

2.  types of leases

a.  open end lease - lessee pays difference btwn actual & residual value, risk of price fluctuation on lessee

b.  closed end lease - lease for entire useful life of thing, residual value is salvage value

1.  type of closed end lease - lease not for entire useful life & lessee doesn’t have risk of price fluctuation 

· result of lawyers trying to balance requiremts of tax code & banking laws - bank has to be economic owner to take advantage of tax benefits like depreciation deduction

3.  similar to loan but banks takes ownership interest b/c

a.  bank doesn’t have to go through foreclosure

b.  lease doesn’t count towards bank lending limits b/c own property

c.  banks can get investmt tax credits for leverage lease (tax credits sold to bank by lessee via leverge lease)

-data processing services - Natinoal Retailers v. Valley National Bank (1979) - Boldt - no

1. not permitted b/c not incidental power b/c not convenient or useful under Arnold Tours test

a.  here data processing service for cash register & computer inventory mgt permitted by Comptroller of currency

b.  reasons

1.  banks have always been involved in data processing as financial intermediaries but cash register analysis is stretch

2.  Judge doesn’t want rapid change to be made by Comptroller

3.  policy consideration

a.  bank will have too much info about retailer ( retailer doesn’t have to use this service

b.  bank will have different types of relationships w/same customer/borrower ( more efficient lending may be facilitated by access to such info

-insurance agency activities - yes

1. national banks can serve as agents in sale of annuities via Comptroller ruling - NationsBank v. Variable Annuity (1995) - Ginsburg
a.  reason

1.  list of examples not exhaustive

2.  core business of banking includes activities traditionally performed

a.  annuity looks like investmt tool so bank looks like financial planner & not insurance co.

1.  annuity - fixed paymt over term of yrs

2.  classic annuity overlaps w/insurance plans b/c tied to investor’s life span

3.  deferential attitude toward administrative decision under Chevron
a.  court not interfere w/administrator decision if reasonable basis

b.  2 separate issues

1.  banks acting as agents rather than principal

2.  annuity as permissible activity by banks

2. national banks can sell insurance to whomever if located in town of 5k or less via Comptroller ruling - Independent Insurance Agents v. Ludwig (1993) 

a.  reason

1.  statute doesn’t say that banks located in such towns are limited to selling insurance only in that town

2.  court deference to administrative decision

-risk-bearing activities

1. banks can’t act as guarantor of performance of K made by separate party

a.  could assert customer’s defenses

b.  for all intents & purpose they do b/c can issue stand-by & traditional LOC

2. banks can issue traditional letters of credit - bank will pay as long as certain documts are presented, ie, that beneficiary has shipped products to account party

a.  ie, buyer will get LOC for benefit of seller to ensure seller that buyer has good credit similar to loan to account party so w/in business of banking

1.  bank anticipates that it will have to pay

b.  parties

1.  customer/buyer - account party

2.  bank - issuing bank

3.  beneficiary - 3rd party who gets benefit of LOC

c.  LOC benefit 

1.  account party gets financing for its purchase

2.  issuing bank gets fee from account party

3.  beneficiary certainty of getting paid

3. banks can issue stand-by letters of credit where bank pays only if party defaults in K w/another - Republic National Bank (1978)
a.  reason

1.  issuer has primary obligation that is dependent solely on presentation of certain documts & not upon nonperformance of some party so treated stand-by LOC as traditional LOC

b.  creation of lawyer b/c banks not permitted to act as guarantor

c.  here buyer wants to buy cemetary whose assets include a promissory note from another party, other party gets bank to issue stand-by letter of credit for buyer’s ease of mind, other party defaults & bank refuses to pay b/c argues that stand-by letters of credit not w/in their power

1.  potential problem - bank may be acting as guarantor b/c it hopes that it won’t have to pay

b.  limitations on investmts: balance sheet activities

1.  impermissible investmts

-securities investmts

1. law interpreted by Comptroller of Currency divides permissible securities into 3 categories

a.  type 1 - security backed by full faith & credit of state or federal govt - govt bonds

1.  bank can own, broker, & deal (underwrite & distribute )

b.  type 2 - securities issued by govt entities but not backed by full faith & credit clause

1.  not that important

c.  type 3 - debt security from any nongovt source as long as it is mrktable & of investmt grade

1.  banks can own limited to 10% of capital plus surplus per issuer & broker but cannot deal

2.  excludes junk bonds

2. equity securities - banks cannot own, deal or underwrite

a.  exception

1.  can broker equities

2.  can hold equities in foreclosure briefly until dispose

3.  can hold equity in sub

3.  can hold equity investmt in bank service co. limited to less than 10% of its capital plus surplus

4.  can hold equity investmt in sm business investmt co. limited to 5% of its capital plus surplus

· doesn’t make sense b/c SMIC are high risk but want banks to invest in community areas that would not ordinarily receive credit (minority groups)

· Miller - power of sm business lobby

· gen rule - banks given broad powers when security is safe & less when less safe or none at all if risky

2.  restrictions on extension of credit

-loans

1. banks encouraged to make loans as part of traditional business of banking

a.  reason

1.  safer than other kinds of investmts

a.  loans have more predictable returns - interest & principal paymt according to certain schedule

b.  most loans were secured when rules first passed in 1930s

· may not be true today

a.  loans are risky - S&L crisis, Japanese bank crisis

b.  equity has more long-term returns than debt

c.  more unsecured loans

b.  limited to achieve different policy goals

1.  insider lending limits - to prevent banks from investing assets in excessively risky or inappropriate ways, to protect depositors & FDIC fund

2.  usury limits - to protect borrowers

3.  lender liability rules - to protect public from harmful consequences of bank lending activities

2. regulation to ensure banks safety & soundness limit lending practices

a.  insider lending limits - covers officers, directors & employees to balance costs & benefits of insider lending

1.  (375(a) - bank can make loans to executive officers when:

a.  it would be authorized to make such loan if borrower were not insider

b.  loan is not on more favorable terms

c.  officer submits detailed financial statemts

d.  loan becomes due & payable on demand if officer exceeds limits on loans from other banks

2.  (375(b) - limits on loans to officers, directors, others who directly or indirectly alone or in concert own or control 10% of any class of voting stock of bank, & companies or political campaign committees controlled by insider

3.  assumption that likely to make themselves loans w/favorable terms & will hide problems if they arise

· #1 reason banks fail in US

4.  reason permitted

a.  traditional - not many alternatives in sm towns for loans

· less true today b/c can get loans over phone

b.  better to regulate than have it done in disguise - can’t prevent but more able to regulate if visible

c.  could be good investmt for bank - encourage loyalty & bank can more easily monitor its insiders than other banks

b.  lending limits to any single borrower - to achieve asset diversification

1.  12 USC (84 

a.  limits total outstanding loans to any person

b.  limits loan to any person 15% of bank’s net worth (unimpaired capital & surplus)

c.  15% limit can be increased to 25% if collaterized by readily mrktable collateral w/value at least equal to funds outstanding

1.  readily mrktable collateral - mrkt value determined by reliable & continuously available price quotations

· same % for all banks regardless of size

1.  sm bank compliance via syndicated loans w/following benefits

a.  conforms to lending limits

b.  diversifies risk

· problems w/limits

a.  diversification requiremt not achieved w/such limitations b/c can still concentrate assets in 1 industry, just not to 1 borrower

b.  collateral can’t include items that aren’t continuously valued ie, paintins & diamonds

2.  loans made to different entities may be aggregated & considered made to same borrower - Del Junco v. Conover (1982) 

3. regulations intended to protect borrowers

a.  usury 

1.  state limit on interest rate banks can charge to borrowers

a.  general rules

1.  loans to corp exempt from usury law b/c corp considered sophisticated players

2.  merchants exempt so they can charge whatever interest on sales of their products

2.  national banks

a.  12 USC (85
1.  national banks can charge the highest of:

a.  state rate, state in which national bank is located

b.  1% above discount rate on 90day commercial paper at local district Fed Reserve Bank

c.  7% if there is no fixed state interest rate

b.  national banks also get same interest rate limits as state banks but also capped by them - Tiffany v. National Bank of Missouri (1847)
1.  some domestic state banks may be allowed higher rate by state

c.  bank located in state 1 w/higher interest rate limit can charge this same rate to borrowers in other states w/lower interest rate limits - Marquette National Bank (1978) 

1.  key word is state rate where bank is located

2.  applicable when bank issues credit cards to residents of another state

d.  late fees subject to same rules b/c functional equivalent of interest rate - Smiley v. Citibank (1996)
1.  national bank can charge late fees permitted by state in which it’s located to residents of another state where such fees are not permitted

2.  court gives deference to Comptroller interp of interest - includes any paymt compensating creditor for extension of credit, making credit line available, borrower’s breach

3.  not as applicable today b/c interest rates are low

4. regulations intended to ensure credit availability

a.  anti-discrimination rules

1.  Equal Credit Opportunity Act - creditor can’t discriminate in credit transaction on basis of race, color, religion, natl origin, sex, marital status, or age

a.  Reg. B by Fed Reserve Board further explanation

b.  creditor - anyone who regularly extends, renews or continues credit

c.  elemts for finding of violation 

1.  purposefulness 

a.  satisfied by effects test & not necessary to show intent

b.  US v. Chevy Chase Federal Savings Bank (1994) - lending institution violated ECOA by denying credit to people living in neigborhood that is predominantly black

2.  activities on face that demonstrate discrimination

d.  exception - profit-making organizations can have special purpose credit programs to meet special social needs

e.  presumption 

1.  can discriminate on other basis against all or against historically favored groups

2.  can’t discriminate against historically disfavored groups on the above basis

b.  community reinvestmt rules

1.  Community Reinvestmt Act (CRA) 

a.  requiremts - fed financial supervisory agency have to consider institution’s record of mtg credit needs of entire community consistent w/safe & soundness in their evaluation of application 

1.  application covers application of new charters, deposit insurance, M&A approval, branching, relocation

· relevant today in banks’ efforts in interstate growth via M&A

· results - few applications denied except in case of new charters

b.  purpose - to ensure credit supply isn’t cut off to low-income communities, one of the most important statute in this area

c.  justifications

1.  banks have obligation to return credit to local communities

2.  banks have obligation to extend credit to loaw income & minority communities

d.  enforcemt procedures

1.  on-site examinations by fed agency e-es

2.  ratings by Comptroller based on bank’s performance in lending, investmt & service tests

a.  lending - evaluates bank’s performance in mtg credit needs of assessmt area covering home mortgages, sm business loans, sm farm loans & community developmt lending

b.  investmt - evaluates bank record of making investmts benefitting community

c.  service - evaluates effectiveness of delivering retail banking services & extent & innovativeness of community developmt services 

· no real power to penalize noncompliance except by rejecting application

e.  compliance methods by banks

1.  enlist support of community

2.  alter operations

f.  resistance by banks & others

1.  costly compliance

2.  higher ratings don’t guarantee approval

3.  statute doesn’t accomplish its purpose but deters geo diversification

2.  alternatives

a.  Klausner - propose mrkt for tradable CRA obligations so would lead to more efficient allocation

b.  Korean idea - revolving credit cooperatives where participants each offer $ to fund & votes on borrower who pays interest to fund

1.  issues

a.  need initial capital

b.  participants need stable relationship

c.  Indian idea - 1 lender makes loan to 4 borrowers who are jointly & severally liable for full amt

5. lender liability

a.  parties to which bank may be liable

1.  customers of bank - see below

2.  3rd parties - bank can be liable to 3rd parties if bank activity is outside normal activity of lender - Connor v. Great Western S&L (1968) - Traynor, & statute

a.  case - construction of faulty homes where contractor was insolvent so homeowners sued bank that had extensive involvemt in lending money to contractor to bld houses, had first right of refusal to serve mortgage needs of potential buyers, took title to property

b.  basis of liability - general requiremt of good faith imposed by various sources

1.  state UCC rules 

a.  requires good faith in performance or enforcemt of K

1.  good faith - honesty in conduct of transaction concerned

2.  creditor can’t be too rigid - will be in violation of good faith

3.  creditor can’t be too flexible - will be deemed to have waive some of its rights under K

b.  creditor must show good faith that prospect of paymt is impaired when it chooses to accelerate loan b/c debtor violates provision of loan agreemt - under (1-208 UCC, Brown v. Avemco (1970)
1.  issue - (1-208 UCC covers only at will acceleration whereas here acceleration was in debtor’s control via no violation of agreemt

2.  court responds that acceleration is in creditor’s discretion based on policy considerations given facts of case

a.  creditor failed to take action upon receiving notice of default

b.  creditor refused to accept tender that would have made in whole

c.  creditor refused to negotiate w/debtor

c.  if creditor negotiates in restructuring then implicit agreemt to provide notice before other action is taken - Alaska State Bank v. Fairco (1983)
1.  can K this

2.  K restatemt 

a.  lender breaches K if fails to satisfy fair dealing requiremt

3.  tort - tortious interference w/K

a.  elemts of liability

1.  existence of valid or prospective K

2.  ( knowledge of such K

3.  improper interference of K by (
4.  ( interference proximately caused damages

b.  creditor tortious intereferes w/debtor’s business when it attempts to control the election of debtor’s directors, business relations via threat of finding constructive default on loan - State National Bank of El Paso v. Farah (1984)
4.  fed bankruptcy law

a.  bankruptcy court cannot subordinate creditor’s claim on the grounds that creditor acted inequitably against debtor when it terminated debtor’s line of credit especially when there was no K breach - Kham & Nate’s Shoes v. First Bank of Whiting (1990)
1.  reasons

a.  bank didn’t create borrower’s need for funds

b.  bank not obligated under K to made loan to full extent even if there was assurance of full repaymt

5.  fed environmental fund - harzardous waste disposal liability under Superfund CERCLA (bank liability for its borrowers)

a.  general rule that owner or operator of property liable for clean-up costs

b.  exception - for owners w/security interest w/out participation in mgt of operations

1.  participation of financial mgt to extent where there is inference of capacity to influence waste disposal decision not fall w/in exception & will lead to liability - US v. Fleet Factors Corp (1991) - Kravitch 

2.  some actual mgt necessary for liability to attach - In re Bergsoe Metal Corp (1990) - Kozinski
3.  work-outs & monitoring do not count as participation

c.  currently less of problem

1.  fewer hazardous materials

2.  better disposal by co. for fear of liability

d.  problem for lender

1.  inappropriate waste disposal not readily apparent

2.  handled by requiring borrower to have such insurance

c.  damages if breach of good faith is found

1.  K - standard damage is restitution of pecuniary loss

2.  tort - damages proximately caused by tortious interference

3.  bankruptcy - pursuant to trustee’s power to subordinate debt

d.  complications due to relationship btwn bank & borrower 

1.  lend $ - based on info investigation, continuous monitoring, if default restructures loan or enforces K via repossession or foreclosure

2.  investmt advisor

c.  regulation of deposit taking

-intro - refers to liability side of bank’s balance sheet, mostly deposit insurance

-no limitation of deposit interest rates 

-Fed Deposit Insurance Act - FDIA

1. function of FDIC

a.  insurer - has obligation to pay out insurance amt to insured deposits when bank fails

b.  receiver - receives & manages assets as fiduciary for creditors of bank when bank fails

2. purchasers of fed deposit insurance

a.  fed chartered banks - required

b.  state chartered banks - permitted

· effectively most banks have fed deposit insurance but have to apply for it

3. terms

a.  insures up to $100k deposit per account in the same bank

1.  depositor can insure full account amts if limited to $100k in each institution

b.  what counts as deposits

1.  12 USC (1813(l)(1) - deposit is unpaid balance of money or equivalent held by bank in usual course of business whereupon bank is obligated to provide credit & is primarily liable

a.  evidenced by LOC, checks, promissory notes upon which person obtaining credit is primarily liable

2.  stand-by letters of credit do not count as deposit that can be insured for policy reasons - FDIC v. Philadelphia Gear Corp (1986)- O’Connor
a.  statute technically satisfied but court holds that stand-by LOC is not promissory note under fed law b/c not represent surrender of hard earnings to bank for which FDIC insurance was to protect

4. potential structural flaw of system

a.  moral hazard created - no incentive on bank’s or depositor’s part to ensure low cost of risk of failure

1.  some potential mitigation of moral hazard

a.  bank shareholders have something to lose so will monitor mgt only up until equity gone

b.  methods of addressing

1.  private insurance ways of addressing this issue not present in FDIC insurance

a.  risk-adjusted premiums - higher premiums for higher risk insureds

b.  deductible - insureds liable for first X amt

c.  policy limits - insured up to X amt

d.  exclusions - not insured result via certain things

e.  difference w/private insurance

1.  insuring creditor of actor & not actor as in private insurance

2.  some variation of private insurance features - imposing risk of loss on depositors to induce them to monitor bank activities via deductible, limit on insurance amt, insure only demand deposits & not time deposits

a.  issues

1.  depositors aren’t best party to monitor especially when form of monitoring is bank runs

2.  winners will be lg banks b/c govt won’t let lg banks fail & more info available on lg banks

3.  losers are sm banks & people needing sm loans

b.  analysts can rank banks to depositors will deposit in banks w/better ratings

1.  issue - faulty ratings system & may still lead to bank runs

c.  deductible of first X amt

1.  issue - more harm to poor depositors, still need sufficiently high deductible to have effect on richer depositors, politically infeasible

d.  deductible of certain % of deposit - better alternative

3.  mrkt discipline - encourage bank investors to monitor bank behavior by putting them at risk of loss

a.  shareholders - want bank to take big risk b/c down side capped at amt of initial investmt whereas upside potential unlimited so not good parties to rely on 

b.  debtholders - sub debt best party among debtholders to monitor

1.  sub debt - first to be wiped out after equity

2.  sub debt - represented by 1 TRS as class who is charged under trust indenture to monitor bank & protect rights of holders

· seeming middle ground btwn equity & debt

3.  senior debt - will most likely get money back if bank becomes insolvent b/c at top of creditor list

4.  issue 

a.  banks don’t issue much sub debt

b.  even if they did, may lead to too much conservatism

c.  depositors - not best party

1.  no incentive to monitor b/c existence of insurance

a.  suggestions

1.  reduce deposit insurance ceiling - sm depositors fully protected & lg depositors incentive to monitor

2.  coninsurance syst - depositors fully insured up to certain amt & then partially thereafter

2.  not sophisticated - no easy access to info

a.  suggestions

1.  can require banks to file disclosure statemts - still complicated

3.  discipline in form of runs & creates more problems than cure

a.  suggestions

1.  info availability so depositor action doesn’t result in bank runs - still subject to problem above

4.  risk adjusted premiums - impose different premiums on different banks based on relative risk levels

a.  currently FDIC has some risk adjusted premiums but not significant

b.  great in theory if can accurately measure risk

c.  issue - pricing risk difficult

1.  extensive monitoring necessary

2.  probabilities of events occuring difficult to assess

3.  amt of harm caused by certain events difficult to assess

d.  alternatives

1.  private reinsurance mrkt

a.  issue - high cost & private sector may not have sufficient assets to cover bank failures b/c they sometimes tend to be correlated

2.  public agent can monitor

a.  issue - examiners not well trained b/c of budgetary constraints, examiners have no profit motive to price accurately

3.  combination of private & public insurance - private can insure sm part & set prices that public can look to

4.  bank mgrs via salary, bonuses, rep are best parties to price risk

a.  reason - banks linked by fed fund mrkt (inter-bank mrkt) & if in bad health will be booted out of this mrkt ( gives indication of status of bank

5.  early regulatory intervention for troubled banks to minimize loss

a.  1991 FDICIA legislation included

1.  undercapitalized banks required to submit capital restoration plan to supervisory agency

2.  significantly undercapitalized banks not submitting such plan or do not adhere to terms of such plan may be required to recapitalize via merger or sale of assets/debt

3.  critically undercapitalized banks subject to onerous regulatory constraints - limited to material transactions in usual course of business w/out regulatory approval

4.  agency can close bank prior to insolvency

b.  justification

1.  right at point where bank reaches insolvency, if bank shut down all deposits can be paid off - when net worth becomes 0 (where assets just equal liabilities)

2.  fed regulatory role only to monitor bank’s capital & handle closure

c.  issue

1.  things happen too quickly before agency has time to intervene

2.  difficult to determine point of economic solvency especially since so highly leveraged

3.  costs of premature closure

a.  banks in temporary financial difficulty will be closed

b.  loss of value of going concern

c.  receivership costs

d.  investors less likely to invest b/c risk of early closure

6.  narrow banks - offer fully insured deposit accounts w/restricted use via 100% collateralized w/mrktable securities & also not insured accounts w/out such restrictions

a.  benefits

1.  no bank runs if public believes in collateral & collateral is diversified

2.  no bank panic if all banks are in this arrangemt

3.  banks can make risky investmts via separate division, sub, etc. & can fund them w/other securities instead of deposits

4.  cost of monitoring & compliance lower

5.  insider trading & asset concentration can be addressed via diversification

b.  costs

1.  collateral subject to interest rate fluctuations & can be devalued

2.  mgr can steal $

3.  banks don’t like b/c calls for micromgt by govt

4.  would potentially drain $ out of riskier investmts 

5.  public knows that fed will not let broad bank fail so will deposit into uninsured accounts b/c potential for significantly higher returns than insured account

6.  narrow banks aren’t effective conduits of monetary policy

7.  addresses bank run problem but not decrease risky behavior of banks overall

c.  currently not accepted but not completely fallen out of favor

7.  govt can issue debt payable on demand handled via bk entry system - effectively govt will become bank for all

a.  features

1.  can issue debt in any denomination

2.  can redeem via drafts cleared through checking system

3.  govt can hire bank to maintain

b.  benefits

1.  eliminates moral hazard

2.  safe w/out need for insurance

3.  interest rates will be paid on these deposits

4.  similar to narrow bank

c.  issues

1.  money still needs to be recycled to others for use - govt borrows $ for its own use, so is govt going to borrow this $ & then lend out to others ( same agency costs unless govt is going to handle lending out of its own money

2.  costly for govt - govt can still lose $ b/c it will become its equity investmt

d.  capital regulation
-intro

1. purpose of regulation - to ensure sufficient buffer against risk

2. regulation

a.  formulas

b.  accounting for different types of assets & liabilities

1.  assets = liability + net worth

2.  net worth = equity capital, core capital

1.  traditional min capital rules

-beginning - min capital requiremts, ie, $1m

-course of existence - if capital status impaired, Comptroller can:

1. require shareholder pro rata contribution to capital

2. require sale of additional shares

3. put into receivership for lack of compliance

4. require that bank not pay dividend

5. require that bank submit capital restoration plan

2.  capital adequacy ratios
-leverage ratios 

1. core capital has to be at least 3% of total assets (net worth has to be 3% of total assets)

a.  higher % required for less rated banks

2. issues

a.  doesn’t control riskiness of banks

b.  doesn’t consider different levels of risk of different assets

c.  doesnt’ consider other capital w/equity like features that protect depositors - ie, sub debt

d.  appropriate % determined more by political rather than economic factors

-risk-adjusted capital guidelines

1. assets divided into different tranches & given different weights in determining whether meet min capital adequacy ratios

a.  regulatory requiremts

1.  bank has to maintain 4% of tier 1 capital to total risk-adjusted assets

a.  tier 1 - core capital - common stock, noncumulative perpetual preferred, minority equity interests in sub

2.  bank has to maintain 8% of tier 2 capital to total risk-adjusted assets

a.  tier 2 - supplemtal capital - loan & lease losses, perpetual preferred excluded above, sub debt, intermediate preferred, other hybrid capital & notes

1.  limited to tier 1 amt

b.  risk adjusmts to assets

1.  general assets

a.  0 risk weight - govt bonds & cash 

b.  20% risk weight - conditionally guaranteed govt obligations

c.  50% risk weight - more risky loans of govt revenue bonds & first mortgage residential loans 

d.  100% risk weight - all private loans & bank-owned real estate

2.  off balance sheet items 

a.  conversion to credit

b.  adjust for risk of borrower

2. issues

a.  still decided politically but on intl scale undre BIS (Bank of Intl Settlemts)

-general applicable to both ratios - leverage & tier 1/2 ratios

1. purpose

a.  to constrain ability to expand

b.  justification

1.  assumption that expansion even if into just very safe investmts is dangerous b/c potential for bank to try & grow out of its problems

2.  w/out this limit, banks could grow indefinitely

2. when adjust asset side of balance sheet, have to adjust liability side usually affecting net worth/equity leading to consequences of ratio compliances

a.  sm write down in asset side can have significant impact

b.  bank options

1.  can increase equity via new issue

2.  can sell off sufficient # of loans to being back into compliance

-savings association capital rules under FIRREA

1. organizations covered

a.  S&L 

b.  savings banks

2. (301(5)(t) - 3 capital standards for fed insured savings associations

a.  1.5% tangible capital to total assets - tangible capital includes only common stock & RE

b.  3% leverage ratio

c.  risk-based capital requiremt

· same standard for fed chartered banks

3. jurisdiction - under Comptroller of Currency

a.  power to shut down institution

1.  S&L crisis - loss of $150 billion

a.  govt agency - FHLBA (Fed Home Loan Bank Board) behaved like bank shareholder by taking more risk at end when equity was wiped out (losses > reserve)

b.  loss from bank offering interest rate to depositors when insolvent - so transfer of assets from FDIC to private depositors

c.  other losses/waste - overblding in real estate, transaction costs of entire process

2.  strategy to merge insolvent institution w/solvent one

a.  benefits

1.  cheaper than to liquidate

2.  govt doesn’t like to close banks b/c may lead to public concern & panic

b.  inducemts for private bank to purchase insolvent bank

1.  buyer can include consideration paid over FMV less liabilities as asset that can be amortized over time usually 40yrs

a.  value of deduction  

b.  on bks looks like this 

1.  time 1 - assets of $10m reserves, $100m loans; liabilities of $100m deposits & net worth of $10m equity

2.  time 2 due to devaluation of assets - assets of $10m reserves, $50m loans; liabilities of $100m & net worth of -$40m equity

2.  buyer can get regulatory concessions like entering new geo mrkt whereas before prohibited

b.  govt liable for damages in breach of K - US v. Winstar Corp (1996) - Souter 

1.  govt inducemt for private parties to purchase S&Ls in trouble via permitting goodwill to be counted towards core capital & then change in regulation that prohibited such treatmt under FIRREA 1989

2.  liability

a.  for loss of value due to change in regulation - restitution

b.  not for loss of future earning potential duel to change in regulation

c.  loss incurred when institution was seized & forced out of business b/c of change - uncertain

e.  swaps & derivatives

- part of business of banking as end-users or dealers
-issue - recent finacial disasters due to derivatives trading

1. Hu - intro into derivatives & swaps & current issues

a.  derivative - K that allows or obligates a party to the K to buy or sell an asset

1.  value - depends on value fluctuation of underlying asset (stock, commodity, index, interest rate, exchange rate, etc.)

2.  function

a.  cheaper alternative to investing in underlying asset

b.  end-users can arbitrage differences btwn price of derivative & underlying asset or btwn prices in different capital mrkts

c.  enables end-users to regulate their risk, exposure to various elemts like fluctuations in interest rate

3.  2 common types

a.  option based - provides price insurance, gives owner right to buy or sell at specific price for a fee called the option price

b.  forward based - freezes price of underlying asset, one parties agrees to sell & the other agrees to buy at specific price on specific date in future & neither party pays a fee

1.  swap - type of forward where 2 parties exchange different stream of cash flows

b.  trading 

1.  over the counter (OTC) where identity & credibility of parties are important

a.  sophisticated end-users - corp & sovereign entities

2.  exchanges - standardized so don’t need to know the identity of the parties involved

c.  regulatory concern

1.  notional amt - $4trillion at 1991 end, notional amt of swaps greater than value of NYSE & TSE combined

a.  inference - larger part of economy w/various complexities make it more risky than risky real estate investmts, which may potentially lead to significant problems down the line

2.  1988 intl capital adequacy standards - called for capital reserve for credit risks including nontraditional financial products like derivatives

3.  current concern - top mgt of banks unaware of risks of derivatives for own bank

a.  lack of info/understanding of risks on regulator’s part - risk of individual derivative & risk of portfolio of derivatives

2. Basel Committee on Banking Supervisions, Bank for Intl Settlemts, Risk Mgt Guidelines for Derivatives (1994) - mging risk from derivatives more difficult b/c derivatives are more complex, diverse & higher volume w/advances in tech & communications

a.  derivatives types

1.  traditional financial K - forwards, futures, swaps, options

2.  other traded instrumts w/embedded options

3.  combo of forward & option

b.  types of parties

1.  end-users - party entering into K to reach hedging or position taking objective as normal course of business, can be financial institutions, institutional investors, corp, govt

2.  dealers - intermediaries via mrkt making, include mostly major banks & securities firms

c.  risks of derivatives

1.  credit risk

2.  mrkt risk

3.  liquidity risk

4.  operations risk

5.  legal risk

d.  use by banks

1.  risk mgt tool - identify & mg risk via hedging, reduces financing costs & increases yield of certain assets

2.  revenue source - via mrkt making, position taking & risk arbitrage

a.  mrkt making - act as distributor of K’s & being compensated by spread btwn bid & ask prices, fees

b.  position taking - taking a position

c.  arbitrage - taking advantage btwn price discrepancies of same asset in different mrkts

e.  guidelines for risk mgt

1.  oversight by board of directors & sr mgt

2.  risk mgt process intergrating risk limits, measuremt procedures, info systems, continuous risk mgt, frequent mgt reporting

3.  internal controls & audit procedures

f.  corp law regulation

1.  issues of mgt & control

-allocation of control

1. mgt of bank - control over institution resides w/board of directors via authority to prescribe bylaws 
2. daily operations under mgt authority

a.  issue - ability of mgt activity to bind institution

3. issues

a.  board supervisory role over mgt

· similar to corp law

-regulation of board & mgt

1. regulation of board - National Bank Act, 12 USC (71
a.  min of 5 directors for national banks

b.  to be elected by shareholders

2. regulation of directors - 12 USC (72
a.  have to be US citizen

b.  majority of directors have to reside in state of bank location

c.  have to own stock in institutions - national banks $1k par value 

d.  can’t serve on other boards of unaffiliated co. but may be waived by agency - 12 USC (3207
1.  can’t if in same area - (3202
2.  can’t if other co. has more than $500m in assets regardless of location

e.  can’t serve in officer, director, e-e capacity of any securities firm unless permitted by Fed in regulation if overlap not undully influence investmts policy or advice of bank - (12 USC (78
f.  30days notice to fed agency for any addition to board or senior executive officer if: - 12 USC (183(1)(i)
1.  bank is less than 2yrs old

2.  bank undergone change of control w/in last 2yrs, or

3.  not in compliance w/min capital adequacy standards

· standard of consideration - can disapprove on basis of competence, experience, character, integrity of individual

· issues

1.  potential inability for govt in determining who is best for job

2.  potential for abuse

3.  no hearing for those rejected

g.  agency informal powers 

1.  can w/hold approval of application

2.  can deny other necessary approval

2.  problems of mutual organization

-mutual organization 

1. owned by depositors instead of by equity holders b/c no equity holders - ie, thrift institutions

a.  mgt elected by such owners

b.  result 

1.  little monitoring by owners b/c fed insured

2.  mgrs self-perpetuation

c.  implications

1.  difficult to takeover b/c not publicly held

2.  owners lose out to mgrs on appreciation of value if institution converts to stock ownership

a.  appreciation when value of concern > amt held on deposit

b.  mgrs take lots of stock & options in new institution

2. conversion to stock ownership - FIRREA 1989

a.  reasons to convert

1.  easier access to capital

2.  tougher capital adequacy requiremts difficult to meet in old form

3.  very profitable for mgrs - cashing out appreciation value

b.  form

1.  subscription offers 

a.  existing depositors & mgrs first right to purchase new shares

b.  proceeds to institution treasury & not to owners (depositors)

c.  mgr abuse

1.  underprice stock prior to conversion, or

2.  acquire more shares than entitled to

2.  merger w/another firm

a.  mgt abuse

1.  purchase price below value & inside benefits to old mgt

c.  regulation of abuses

1.  FDIC & OTS (Office of Thrift Supervision) - tighter appraisal standards

a.  originally permitted b/c benefits of conversion > costs thereof

2.  court - not going to interfere b/c technical compliance present

· parties harmed

1.  institution

2.  depositors

3.  FDIC insurance system

3.  credit union membership

-eligibility 

1. limited to those w/common bond of association, job, geo area - 12 USC (1759 - Fed Credit Union Act (109
a.  unrelated occupational groups each w/own common bond permitted - by National Credit Union Administation 1982

1.  permitted unprecedented growth of fed credit unions

b.  court - limited common bond to mean that all members of union have to have same common bond - First National Bank & Trust Co. v. National Credit Union Administration (1996) 

g.  liability of officers, directors, & 3rd parties

-intro - gen issues

1. argumt for imposing such liability - taxpayers & depositors no ability to protect their interests

2. argumt against liability - ex ante no one will want to provide services to banks if potential liable

a.  liability insurance would not be available b/c cost too high

b.  costs of imposing liability > benefits of imposing liability

1.  officer & director liability

-basis of liability

1. breach of duties of officers & directors to institutions

a.  fiduciary duty - under common law

1.  of care

a.  sound business judgmt defense - reasonably well-informed & considered ex ante means no liability

2.  of loyalty

b.  duty of reasonable care to ensure that institution obeys applicable law

· Briggs v. Spalding (1891) - directors have duty of ordinary care & prudence in addition to duty of reasonable supervision 

c.  duty to whom

1.  institution

2.  shareholders

3.  depositors

4.  debtholders when near insolvency - become similar to equity then

a.  no fiduciary duty to them at otherwise b/c can protect themselves via K, conflict of interest btwn debt & equity holders

· Weinstein - argumt then these parties owe strict fiduciary duty to institution, shareholders, depositors & FDIC

1.  FDIC becomes negative equity holder when insolvent b/c no gain potential but unlimited loss potential

2.  Miller - disagrees b/c govt has significant rights after insolvency on claims of bank’s assets

2. violation of statutes or regulations

a.  private right of action must be explicit or must have been intended by Congress

b.  FIRREA 12 USC (1821(k) - applicable to fed chartered banks

1.  directors or officers of such personally liable for damages in cividl action on behalf of FDIC for gross negligence or other conduct showing great disregard of duty of care, including tortious conduct determined under state law & other federal claims preserved

· open issues - outcomes scattered

1.  liability of e-es of solvent institution

2.  what if state standard lower - ie, for negligence & not only gross negligence

a.  Atherton v. FDIC (1996) - fed statute here does not preempt other state or other fed causes of action 

3. traditional causes of action

a.  breach of duty

b.  breach of K

c.  gross negligence

d.  negligence

4. choice of law

a.  state chartered bank - state law applies unless fed preemption

b.  fed chartered bank - fed common law applies, state law can be persuasive but not binding

-parties w/right of action

1. shareholders - shareholder derivative suit

a.  shareholders of bank

b.  shareholders of parent when suing sub in bank holding co. structure

2. FDIC

2.  liability of attorneys, accountants & appraisers

-basis of liability

1. traditional cause of action - tort of professional negligence

a.  elemts

1.  existence of duty

2.  breach of duty

3.  causation

4.  damage

2. institution-affiliated parties

3. choice of law

a.  state rule of decision applies to imputation law where not such fed common law & not going to create such fed common law - O’Melveny & Myers v. FDIC (1994) - Scalia
-parties who may sue

1. FDIC cannot sue law firm b/c it succeeds to all rights of institution is takes into receivership so bank’s misconduct imputed to it ( functions as defense to lawyers who aided in this misconduct - O’Melveny & Myers v. FDIC (1994) - Scalia
2. OTS was able to force law firm to settle via freezing all of firm’s assets via administrative power w/out hearing - $41m settlemt - OTS v. Kaye, Scholer, Fierman, Hayes & Handler 

a.  charges - material misleading info & omission, obstruction of investigation

b.  settlemt

1.  $41m fine

2.  appointmt of banking lawyer

3.  disclosure of material facts to banking agency

c.  issues

1.  to whom do lawyers owe duty to

2.  resulted in higher insurance premiums & decreased coverage 

3.  chilling effect on zealous advocacy

4.  shift such representation to sm firms who don’t have such deep pockets so fed agency not likely to go after them?

IV.  Bank Holding Co.

a.  intro

-bank holding co.

1. definition - 12 USC (1841(a)(1) 

a.  co. that controls bank or another co. that controls bank

b.  technical requiremts 

1.  co. has to exist

a.  partnership counts as co.

b.  formal or informal voting agreemts btwn 2 or more shareholders can qualify as co.are

c.  presence of 1 dominating figure may count as co.

d.  if person controls mgt or can control way shares are voting then may count as co.

· fact intensive analysis

2.  there has to be control 

a.  bright line test - control bank if 25% of any class of voting securities even if that class represents only 1% of total equity

1.  can own

2.  beneficiaries of trust where TRS has voting power - more complicated but probably will lead to imputation of control

3.  informal power to control securities - probably will lead to imputation of control

· open questions

1.  convertible security w/out currently vested voting rights

2.  lg amt of nonvoting securities

b.  board control test - control if control election of majority of directors

1.  dominating shareholder presumption of having control over bank

c.  residual test - direct or indirect control over mgt/policies of bank

· looking at substance

· protections/mitigation

a.  Fed has to give hearing - opportunity to rebutt presumption

b.  safe harbor - if don’t have 5% of voting securities then presumption of no control but can be rebutted

c.  loopholes

1.  structure bank sub as nonbank - but nearly closed

2.  avoid via putting together group that is not corp - some possibility of avoidance

· Fed willing to work w/people over structure - similar to SEC no action letters

2. purpose of use 

a.  offer flexible operation

b.  relief from regulatory constraints - extremely important b/c if can control bank w/out being bank holding co. then can avoid banking restrictions 

1.  all activity restrictions except securities

2.  all geo restrictions

c.  economies of scale & scope compared to stand-alone banks

3. different treatmt justifications

a.  historical - fear that lg economic units could exert undue influence on politics

b.  fear that controlling bank holding co. may compromise financial integrity by causing more favorable loans to affiliated co.

c.  belief that banks need special protection against failure

d.  ensure that bank holding co. will be additional buffer for sub banks

e.  to prevent favoritism of making loans only to sub customers, etc.

b.  statutory scheme

-applicable statute 

1. primarily Bank Holding Co. Act 1956 (BHCA)
a.  under Fed jurisdiction

b.  bank holding co. definition - any co. that controls bank or another co. that is or becomes bank holding co. (co. w/control over bank)

1.  bank

-issue of what is bank

1. current definition - Competitive Equality Banking Act, 12 USC (1841(c)(1)
a.  institution insured by FDIC or

b.  accepts demand deposits or other checking deposits & engaged in business of making commercial loans

2. past definition 

a.  institution accepting demand deposits & engages in business of making commerical loans

b.  loophole 

1.  institutions that offered checking accounts but not demand deposit b/c required notice or offered things like CD, commercial paper that were not considered commercial loans

a.  benefits for nonbank - could keep charter, FDIC insurance

b.  benefits to nonbank owner 

1.  can be owned by any corp. & doesn’t have to by corp. engaged in business closely related to banking

2.  can own nonbank geo unrestricted

2.  court - attempt to plug unsuccessful b/c matter for Congress & not courts - Fed v. Dimension Financial Corp (1986) 

a.  tried to expand definition of demand deposit accounts & commercial loans

2.  co.
-statute only applies if institution is not bank

1. current definition - any corp, partnership, business trust, association or similar organization or any trust w/out 25yr term - BHCA, 12 USC (1841(b)
a.  issue whether individuals w/common bond control bank constitutes co.

b.  existence of partnership controlled by state law

1.  Uniform Partnership Act (6(1) - partnership is association of 2 or more persons to carry on as co-owners business for profit

2.  share of business profits if prima facie evidence of being partner

3.  control

-control definition separate from stock ownership

1. 3 conditions constituting control - 12 USC (1841(a)
a.  having power to vote 25% of any class of voting securities of bank or bank holding co.

b.  controlling election of majority of board of bank or bank holding co.

c.  exercising direct or indirect control over institution mgt or policies

2. voting power of less than 5% of any voting class rebuttable presumption of no control - 12 USC (1841(a)(3)
-acquisition causing co. to become bank holding co. requires approval from Fed under BHCA

c.  restrictions on bank holding co. activities: closely related to banking test

-statute 

1. gen rule - bank holding co. can only acquire shares of banks or of co. that is closely related to banking - 12 USC (1843(a) 

2. exception - bank holding co. can acquire nonbank affiliates whose activities are closely related to business of banking to be incidental to it - 12 USC (1843(c)(8)
a.  in determination of whether closely related to, Fed to consider whether benefits outweigh costs

1.  benefits - such as greater convenience, increased competition, gains in efficiency

2.  costs - such as undue concentration of resources, decreased or unfair competition, conflicts of interest, unsound banking practices

b.  Fed issued Regulation Y that covers activities that are examples of activities that are closely related to business of banking

-court interp

1. 2 tier test to be conducted by Fed - National Courier Association v. Fed Reserve System Board (1975) - McGowan
a.  tier 1 - determination whether activity of acquired co. is closely related to banking 

1.  based on following factors

a.  history of banks providing such services

b.  services operational & functionally similar to those historically provided by banks

c.  proposed services integrally related to historical services

2.  categorical & determined on case by case basis

· similar to incidental powers test under Bank Act but not the broader here b/c otherwise would limit bank holding co. activities to activities of banks

· unclear of what bank holding co. can do

3.  activity not related to business of banking but necessary & incidental to activity closely related to banking to be permitted - Association of Data Processing Services v. Fed (1984) - Scalia 

a.  effect - expands function of incidental via closely related to banking another degree

1.  explicit restrictions provided by BHCA so not permitting indefinite expansion although that is what seems to be happening

b. justification - tech changes - courier service didn’t deal w/complex tech

· issue of banking regulation law - how outdated set of regulations should be adopted to constantly changing reality

b.  tier 2 - once decided that activity is closely related to banking, to decide if costs outweigh benefits

2. different activities

a.  courier services - National Courier - new part of Regulation Y issued by Fed 

1.  bank holding co. or nonbank sub of bank holding co. 

a.  can engage in internal courier & in courier of banking or financial material among banks

1.  passes both tiers of test - closely related & proper incident 

b.  cannot engage in unsolicited courier service of nonfinancially related material where such service not reasonably available

1.  doesn’t past tier 1 of test - not closely related

b.  financial data processing & transport & selling computer hardware & excess capacity - Association of Data Processing Services v. Fed (1984) - Scalia
1.  bank holding co. via nonbank sub can engage in

a.  passes both tiers of test - closely related to, proper incident to

c.  S&L

1.  bank holding co. can acquire insolvent S&L - Citicorp (1982) order of approval by Fed 
a.  passes both tiers of test - closely related to, proper incident to

b.  past bank holding co. couldn’t acquire S&L - up to 1977

1.  S&L activities closely related to business of banking

2.  benefits do not outweight costs

· unclear why this is so but probably result of politics where Fed changed its mind probably b/c of S&L crisis

c.  effect - Citibank permitted to expand into CA, geo once restricted from

2.  Congress later permitted acquisitions of healthy S&L by banks & bank holding co.

d.  debt & equity securities 

1.  bank holding co. via nonbank sub can w/certain limitations deal & underwrite nongovt debt & securities (already could engage in govt securities) - JP Morgan (1987) order of approval by Fed 
a.  historically

1.  banks - permitted to deal & underwrite in govt securities

2.   nonbanks - permitted to deal & underwrite in govt securities; to deal & underwrite other securities if not engaged principally under Glass Stegall Act (20
· not going to cover Glass Stegall Act (20
3.  BHC then transferred bank subs dealing & underwriting of govt securities to nonbank subs so that nonbanks could engage in nongovt securities b/c would be engaged in nongovt securities principally based on gross amts of securities

a.  govt securities lger portion of business anyways

b.  Fed agreed that govt securities not securities per se

b.  limitations

1.  dealings in nongovt securities can’t be greater than 25% of gross dealings 

c.  Fed analysis that nonbank sub of BHC could engage in nongovt securities (dealing & underwriting)

1.  still necessary to pass National Courier test b/c BHCA
2.  direct finance is closely related to banking b/c of tech & mrkt changes have eliminated difference btwn intermediation & direct investmts 

a.  direct finance - security firms bringing supplier’s $ directly to users of $

1.  some of their activities function just like loan, ie, commercial paper

b.  intermediated finance - commercial banks in middle taking $ from suppliers & then deciding which user should get it

1.  commercial banks having been losing core mrkts to securities firms

c.  globalization factor

1.  banks were already permitted to engage in nongovt securities underwriting & dealing aboard

2.  foreign banks already engaging in nongovt securities are competing w/domestic banks

3.  proper incident to bank via benefit/cost analysis

· Fed attempt to gain Congressional repeal of Glass Stegall Act
· Glass Stegall Act hasn’t been repealed thusfar b/c BHC have been able to engage in nongovt securities via loophold above

· PTML - politics, tech, mrkts changes forcing legal changes

d.  bank sub can’t engage in nongovt securities

1.  politics - Fed retains juris over nonbank subs & doesn’t have authority over bank sub under BHCA
2.  policy - don’t want to endanger FDIC but above real reason according to Miller
3. high deference given to Board - not to be overturned if action is reasonable - Association of Data Processing Services v. Fed (1984) - Scalia 

4. protective measures

a.  ask for Fed approval under BHCA (4(c)(a)
b.  look under Regulation Y - provides laundry list of things that are ok that constitute generalized decisions in specific cases

-sum 

1. BHCA 
a.  covers permissible activities of 

1.  bank holding co. 

2.  bank holding co. nonbank subs 

b.  important b/c most banks currently are owned in a BHC structure

1.  most banks therefore are under juris of Fed 

2.  relevant to M&A like Citicorp (lg BHC) & Travelers (insurance co.)

a.  insurance activity fails under closely related tier 1 of test

b.  loophole

1.  under statute has 2yrs to rid itself of offending activities

2.  Fed has authority to extend this period in 1yr incremts

3.  hope that Congress will permit such activities w/in this 2yr period

· lg mrkt place actors are forcing legal changes

a.  change b/c mrkt change due to tech changes that have made insurance & banking very close activities

1.  insurance co. - offering savings instrumts very similar to bank accounts

2.  banks - issue stand-by LOC which is form of insurance, credit insurance

· effects of politics, technology & mrkt changes on law

2. courts act deferentially to Fed

d.  other exemptions from BHCA general prohibition

-general rule - bank holding co. can’t acquire co. that is not bank

-exceptions

1. co. whose activity is closely related to business of banking

2. co. whose activity is only in holding or operating properties used substantially by bank sub of bank holding co. - 12 USC (1843(c)(1)
3. co. that provide service to bank holding co. & bank sub - 12 CRF (225.104
4. co. formed to liquidate assets acquired from bank holding co. or before 5/9/56 - 12 CRF (225.104
-exception to exception

1. Fed can force bank holding co. to forgo protected activities if result in - 12 USC (1843(a)(2)
a.  undue concentration of resources

b.  decreased or unfair competition

c.  unsound banking practices 

2. Fed can also limit activities of bank holding co. affiliates

e.  activities restrictions on banks & bank sub w/in holding co. structure

-BHC bank subs
1. bank subs not under BHCA & therefore not under Fed juris - Merchants National aka Independent Insurance Agents of America Inc. v. Board of Governors of Fed Reserve System (1990) - Newman
a.  reason Fed gave up juris over bank subs of BHC

1.  Fed didn’t want political fight w/state legislators

a.  states had juris over state chartered banks unless preempted by Congress

2.  under strict interp of statute

b.  effect

1.  BHC bank subs not under closely related to banking restrictions of BHCA but had potentially more latitude than BHC nonbank sub via state law

a.  seems logical that should be other way around - nonbank subs should have more latitude in activities than bank subs

2. nonsub of bank not under BHCA & therefore not Fed juris - Citicorp v. Board of Governors of Fed Reserve System (1991)
a.  rationale although inconsistent w/administrative deference policy

1.  not reasonable - since bank sub not under BHCA & Fed, its subs are not subject either

a.  nonbank sub at issue here

b.  if sub was bank, that would make bank sub of BHC into a BHC itself 

2.  political - FDIC & OCC (Comptroller of Currency) didn’t support b/c that would take some of their jurisdiction

3. activities permitted to bank subs of BHC

a.  were able to engage in insurance activity - Merchants National aka Independent Insurance Agents of America Inc. v. Board of Governors of Fed Reserve System (1990) - Newman
b.  no longer permitted to engage in activities not permitted for nonbank subs unless FDIC approves & & it meets capital adequacy requiremts - Congress 1991 preemption of state laws

4. activities permitted to nonbank sub of bank sub of BHC (sub generation 3)

a.  can engage in insurance under state law - Citicorp v. Board of Governors of Fed Reserve System (1991)
1.  DW permitted permits nonbank sub of bank sub of BHC or bank sub of BHC w/wall to engage in insurance

a.  jurisdictions

1.  st insurance commissioner has juris over insurance activity

2.  st bank commissioner has juris over bank activity

b.  goal

1.  attempt to get around Regulation Y - covers activities that BHC subs can engage in

a.  operating sub rule that permits sub generation 3 to engage in activity if bank sub1 can do it directly

· didn’t let bank sub just to engage in it b/c cleaner to engage in activity in separately chartered co.

b.  nonbank subs can’t engage in insurance b/c fails closely related test

2.  trying to allow Citibank into DW to do insurance b/c state will benefit via jobs, fees, taxes

2.  Fed position that operating sub rule not satisfied - bank sub1 can’t do directly b/c requiremt of wall

b.  can’t engage in activities not permissible for subs of BHC so no insurance activity - Congress 1991 preemption of state laws

f.  regulation of transactions among BHC affiliates

-BHC affiliates

1. definition - its bank sub & nonbank sub

2. general rule - Fed Reserve Act (23A, 23B
a.  banks can deal w/other banks w/less restrictions

b.  banks can deal w/other nonbanks w/more restrictions 

· Fed Reserve Act (23A - covered transactions btwn such parties that violate certain quantitative & qualitative limits prohibited 

· Fed Reserve Act (23B - requires terms of transactions involving banks or its sub to be comparable to arm’s length dealings

3. concerns/rationale

a.  fear of abuses of banks & FDIC

1.  loaning to affiliates when bad investmt

2.  when bank or BHC insolvent, transfer of assets to shareholders of BHC

3.  favortism in making loans only to those co. w/relationships w/its affiliate

b.  mitigators of subh abuses

1.  capital adequacy requiremts

2.  lending limits to each borrower

3.  insider loan limits

4.  policy that BHC to be source of strength for bank subs - should recapitalize bank

4. Fischel, Rosenfield & Stillman 

a.  argumt - position that restrictions of transactions btwn affiliated co. illogical

1.  basic party in interest is BHC 

a.  will transfer assets from bank sub to nonbank sub if economically in its best interest so therefore if good economic decision

b.  argumts against their position

1.  BHC still receives added benefit of access to lower cost capital of bank since it is fed insured

2.  risk taking threat if entire BHC is insolvent

g.  savings & loan holding companies (S&LHC)
-gen rule

1. can have thrift holding co. & thrift subs but limited to activities permitted to thrift institutions

2. not subject to limitations of thrift activities if meet following requiremts

a.  have only one thrift sub

· but can branch

b.  meets qualified lending test - demonstrated commitmt to housing finance

· effect - anyone can own thrift

THE END!!!!!!
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