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NOTES 

A Banker's Adventures in Brokerland: Looking Through 
Glass-Steagall at Discount Brokerage Services 

Discount brokerage is a relatively new business, dating from the 
elimination of fixed brokerage commissions in 1975.1 Although dis
count brokerage has no single definition, the business focuses on exe
cuting customer-initiated orders.2 This concentration of function 
has two aspects. First, discount brokers generally do not employ a 
research staff or commissioned account executives,3 and so do not 

l. The Securities and Exchange Commission (SEC) largely eliminated fixed brokerage 
commissions on May I, 1975, and Congress subsequently ratified this action. See SEC Securi
ties Exchange Act Release No. 34-10383 [1973 Transfer Binder] FED. SEC. L. REP. (CCH) ~ 
79.511 (Sept. 11, 1973); Securities Acts Amendments of 1975, § 4(e)(l), 15 U.S.C. § 78f(e)(I) 
(1976). As a result of this move, many services are now priced separately, so that simple order 
execution may be offered at a relatively low price. See Branson, Securities Regulation Afler 
Entering the Competitive Era: 17ze Securities Industry, SEC Policy, and the Individual Investor, 
75 Nw. U. L. REv. 857, 891-92 (1980). 

Though new, discount brokers are making inroads into the business of traditional brokers. 
See Carrington, Discounters Are Taking Ever-Wider Slice of Broker Commissions, SIA Study 
Finds, Wall St. J., Mar. 7, 1983, at 7, col. 1 (market share of discounters rose from 4.5% in 1979 
to 8.4% in 1982). 

2. See Wriggling through the loopholes, Banker, Jan. 1982 at 7 ("Discount brokers . . . offer 
cheap, no-frills stockbroking services, usually doing no more than executing a client's buy or 
sell order."). The Federal Reserve Board's notice requesting co=ent on BankAmerica's dis
count brokerage application stated that the "business would be retail-oriented and would be 
characterized as 'discount brokerage.' •.. [BankAmerica] would give no investment advice, 
would not reco=end the purchase or sale of specific securities and would not offer to buy or 
sell specific securities." Application of Bank Holding Company lo Own a Securities Firm, (Cur
rent] FED. BANKING L. REP. (CCH) ~ 99,132, at 85,961 (Apr. 13, 1982) [hereinafter cited as 
BankAmerica Application]. 

In limiting their business to executing transactions in which they act as agents, discount 
brokers illustrate the typical distinction between brokers and dealers. "[A] 'broker' is a 'per• 
son' engaged in the business of effecting transactions in securities for the account of others, 
whereas a dealer is a person engaged in the business of buying and selling securities for his 
own account." E. WEISS, REGISTRATION AND REGULATION OF BROKERS AND DEALERS 3 
(1965) (footnotes omitted). The Securities Act of 1933 defines "dealer" as "any person who 
engages either for all or part of his time, directly or indirectly, as agent, broker, or principal, in 
the business of offering, buying, selling, or otherwise dealing or trading in securities issued by 
another person." 15 U.S.C. § 77b{l2) (1976). The Securities and Exchange Act of 1934, the 
Investment Company Act of 1940, and the Investment Advisers Act of 1940 all define broker 
and dealer separately. See 15 U.S.C. §§ 78c(a)(4), 78c(a)(5); 15 U.S.C. §§ 80a-2(a)(6), 80a-
2(a)(ll); 15 U.S.C. §§ 80b-2(a)(3), 80b-2(a)(7) (1976). The main distinction under all three 
statutes is that a broker effects securities transactions for the account of others, while a dealer 
acts for his own account. 

3. See Shapiro, Shakeout in /he discount game, INSTITUTIONAL INVESTOR, Dec. 1981, at 
146, 156; cf. Behind the Shakeout in discount brokering, FIN. WORLD Feb. 15, 1982, at 46, 47 
("But the idea behind discounting is to pare down overhead by offering no research or other 
retail services ..•. "). One discounter's operation is almost clerical in nature: a "customer is 
not assigned a personal representative but deals with any available representative, who in 
many cases enters the customer's order in an automated execution system, which can execute 
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offer any investment advice to customers.4 By acting only as agents 
in these transactions, discount brokers can charge much lower rates 
than traditional "full-service" brokers, as much as seventy percent 
lower in some cases.5 Second, discount brokers generally do not en
gage in the underwriting, market making, and dealing for their own 
account typical of traditional securities firms. 6 A discount broker de
rives its profit from a charge on transactions,7 not from the promo
tion of an investment in particular securities. 

Several banks8 have recently entered or announced their inten-

the order in as short a time as thirty seconds." Board of Governors of the Federal Reserve 
System, Order Approving Acquisition of Retail .Discount Brokerage Firm, 69 Fed. Reserve Bull. 
no. 2, 105, 106 (Feb. 1983) [hereinafter cited as Federal Reserve Board]. 

4. See Behind the Shakeout in discount brokering, supra note 3, at 47; Wriggling through the 
loopholes, supra note 2; BankAmerica Application, supra note 2. 

5. See Behind the Shakeout in discount brokering, supra note 3, at 47. 
6. Cf. BankAmerica Application, supra note 2, at 85,961 ("Applicant would not engage in 

dealing, market making, or underwriting."). 
For a description of the activities of more traditional "full-service" brokerage houses, see 

L. SHEPARD, THE SECURITIES BROKERAGE INDUSTRY 6-8 (1975) (dealing for their own ac
count, underwriting, etc.). 

7. E.g., 2 L. Loss, SECURITIES REGULATION 1215 (2d ed. 1961) (citing Securities and Ex
change Commission Report on the function of brokers and dealers). A broker "has no benefi
cial interest in the transaction except the commission or other remuneration which he receives 
for his services." Id. Though this definition referred to the type of brokerage income earned 
before the advent of discount brokerage, it remains an accurate description of discount broker
age revenue. 

Just as the full-service "brokerage" houses perform additional functions, see note 6 supra 
and accompanying text, some discount brokers plan to expand their line of business. One 
discount broker was recently asked: ''Where will the range of services end? 'We'll do all a 
Merrill Lynch can do' .... " Shapiro, supra note 3, at 155. 

Discount brokers also commonly offer services incidental to the brokerage transaction, 
such as margin loans, money market funds and custodial services. See Shapiro, supra note 2, 
at 155 (one major discounter offers margin accounts and money market funds). The recent 
bank discount brokerage applications requested approval for a similar range of services. See 
BankAmerica Application, supra note 2, at 85,961-62 (requested approval to make margin 
loans (already legal for banks and/or brokers), pay interest on net free balances, provide safe
keeping and accounting custodial services, sweep excess balances to a money market fund, and 
offer IRA accounts); New National Bank Subsidiary Allowed to Offer .Discount Brokerage Serv
ices, [Current] FED. BANKING L. REP. (CCH) ~ 99,284, at 86,256 (Aug. 26, 1982) (similar 
services) [hereinafter cited as Security Pac!fic Application]. 

8. This Note focuses primarily on the powers of national banks, with some discussion of 
bank holding companies, see note 138 infra. However, the Glass-Steagall Act sections that 
underlie this analysis, see notes 12 & 14 infra, settle the legality of discount brokerage services 
for other types of financial institutions as well. For example, 12 U.S.C. § 335 (1976) applies 
the national bank "limitations and conditions" of 12 U.S.C. § 24(7) (1976) to all state banks 
that are members of the Federal Reserve System. Sections 78 and 377 of title 12 apply to all 
member banks by their own terms. Section 378 of title 12 applies to any person or organiza
tion engaged in certain aspects of the securities business and to deposit banking "to any extent 
whatever." In addition, one of its provisos ties in with 12 U.S.C. § 24(7). See note 19 infra. 
Thus, the impact of the title 12 sections examined in this Note affects institutions other than 
national banks. See generally FDIC Statement of Policy on the Applicability of the Glass-Stea
gall Act lo Securities Activities of Subsidiaries of Insured Nonmember Banks, 47 Fed. Reg. 
38,984 (1982) [hereinafter cited as FDIC Policy Statement]. 

Several full-line securities firms have recently turned the tables by announcing their inten
tions to buy savings and loan associations. See Wall St. J., Apr. 25, 1983, at 14, col. 1 (Merrill 
Lynch; Prudential-Bache; Thomson McKinnon). These moves appear to be spurred by the 
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tion to enter the discount brokerage business,9 and the Federal Re
serve Board is considering a rule listing discount brokerage as an 
acceptable bank holding company activity.1° The securities industry 

FHLBB and FDIC conclusions that 12 U.S.C. §378 is the only Glass-Steagall provision argua• 
bly applicable to institutions under their supervision and that it does not bar separately incor• 
porated discount brokerage services. See FDIC Policy Statement, supra, at 38,984-85; 
Establishment of Third-Tier Service Corporation to Conduct Certain Brokerage Activities, [Cur
rent] FED. BANKING L. REP. (CCH) ~ 83,01 I at 61,026-28 (May 1982) (Federal Home Loan 
Bank Board General Counsel Opinion) [hereinafter cited as S&L Brokerage Proposal]; Broker
age Activities for Service Corporations, [Current] FED. BANKING L. REP, (CCH) ~83,013 at 
61,034-35 (Mar. 1983) (Federal Home Loan Bank Board General Counsel Opinion) [hereinaf• 
ter cited as Brokerage Activities for Service Corporations/; see also Board of Governors of Fed• 
eral Reserve System v. Investment Co. Inst., 450 U.S. 46, 58 n.24 (1981). Sections 78 and 377 
are the only Glass-Steagall provisions dealing with affiliation and by their terms apply only to 
member banks. See 12 U.S.C. §§ 78, 377 (1976). If the analysis of the Note is correct, § 378 
would allow nonmember insured banks and savings and loan associations to establish discount 
brokerage because it does not reach such activity. 

9. In November 1981, Bank of America moved through its holding company, BankAmer• 
ica Corp., to acquire the parent of Charles Schwab & Co., a discount broker. See The banns 
are read far a bank and a broker, THE ECONOMIST, Nov. 28, 1981, at 83; Friedman, Bank Bids 
$53 Million far Broker: BankAmerica Seeks Schwab in Stock Swap, N.Y. Times, Nov. 25, 
1981, at Dl, col. 6. The holding company applied to the Federal Reserve Board for permission 
to acquire Schwab in 1982. See BankAmerica Application, supra note 2. The Board granted 
permission in January 1983, see Federal Reserve Board, supra note 3, and the acquisition has 
since been accomplished. See Carrington, supra note 1. 

Security Pacific National Bank was the next major entrant into the discount brokerage 
business. It initially announced only an "affiliation" with an existing discount broker, see Any
thing you can do • .• , THE ECONOMIST, Dec. 5, 1981, at 90; Bennett, Banks Hail 2 Plans for 
Broker Tie: Some Wonder About Legalil)'oj'Coasl Move, N.Y. Times, Nov. 27, 1981, at DI, 
col. 6, but subsequently sought and obtained approval to organize a new discount brokerage 
business as an operating subsidiary of the national bank. See Securil)' Pac!fic Application, 
supra note 7. Union Planters National Bank of Memphis, Tennessee, received similar approval 
from the Comptroller, see Brokerage Activities for Service Corporations, supra note 8, at 61,030. 
Many other large banks have entered the discount brokerage business through affiliation or 
otherwise. See, e.g., Wall St. J., Apr. 15, 1983, at 19, col. 1 (Citibank); Carrington, supra note 1 
(Chase Manhatten Bank); Berman, Comerica breaks new ground with brokerage service, Detroit 
Free Press, Nov. 4, 1982, at 18, col. 2; Wall St. J., Oct. 20, 1982, at 15, col. 3 (First Wisconsin 
Corp.); Carrington & Gottschalk, Bank Sorties into Discount Brokerage Create Wall Street 
Fears of an Invasion, Wall St. J., Sept. 2, 1982, at 4, col. 2 (Citizens & Southern National Bank; 
Crocker National Bank); Much, Chemical Bank Joins the Wall Street Club, Industry Week, 
Aug. 23, 1982, at 63. 

Several federal savings and loan associations have also proposed to enter the brokerage 
business. See S&L Brokerage Proposal, supra note 8; Brokerage Activities far Service Corpora• 
tions,supra note 8. The Securities Industry Association recently estimated that 600 depository 
institutions are already offering some form of discount brokerage. See Carrington, supra note 
I, at col. 2. The BankAmerica and Security Pacific actions have generated the most publicity 
to date. Each of these applications presents different legal questions, and together they cover 
the issues raised by the actions of other banks, so this Note will most often refer to them. 

Though this Note will focus on national banks, see note 8 supra, it will refer to different 
regulatory authorities. Specifically, the Comptroller of the Currency regulates national banks, 
see 12 U.S.C. § 161 (1976) (bank examinations), while the Federal Reserve Board regulates 
bank holding companies and their nonbanking subsidiaries. See 12 U.S.C. §§ 1841-52 (1976). 
This difference in regulatory coverage does not impair legal analysis of the Glass-Steagall Act, 
see note 12 infra, but complicates the application of the analysis to bank holding companies, 
See note 138 infra. 

10. See Amendments to Regulation Y, 48 FED. REo. 7746 (1983) (proposed Feb. 17, 1983) 
(amending 12 C.F.R. § 225.4(a) (1982)) [hereinafter cited as Rulemaking Proposal], Normally, 
if a bank holding company wishes to engage in a new, nonbanking activity, it must request 
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has contested this entry,1 1 asserting that the Glass-Steagall Act12 re
quires separation between investment and commercial banking. 
Though the Act does mandate some division between the two lines 
of business, this Note argues that bank discount brokerage services 
do not violate the Act. 13 Part I examines the competing "accommo
dation" and "agency" interpretations of the relevant statutory sec
tions, concluding that the agency interpretation, which permits bank 
discount brokerage operations, is superior. Part II scrutinizes this 
interpretation in light of the policies of the Glass-Steagall Act and 
concludes that allowing discount brokerage operations is consistent 
with the statutory goals. Part III considers fairness and investor pro
tection concerns raised by the securities industry and recommends 
that bank regulations satisfy these concerns by requiring separate in
corporation of bank discount brokerage services. 

I. THE GLASS-STEAGALL ACT 

The Glass-Steagall Act poses an interpretation problem because 
one section seems to authorize banks to engage in discount broker
age, while three others apparently forbid such activity. 14 Section 

Board approval. See 12 U.S.C. § 1843(c)(8) (1976). However, under authority of 12 U.S.C. 
§1843(b) (1976), the Board has promulgated a list of activities that are normally legal under 
§I843(c)(8). See 12 C.F.R. §225.4(a) (1982). The Board expeditiously processes applications 
to perform these activities. See 12 C.F.R. §225.4(b) (1982). The proposed rule now under 
Board consideration would add discount brokerage to the list of approved activities. See 
Rulemaking Proposal, supra. 

11. The Securities Industry Association has already filed a complaint challenging the Fed
eral Home Loan Bank Board's approval of a savings and loan brokerage plan. See SIA v. 
FHLBB, [Current] FED. BANKING L. REP. (CCH) ,J 99,269 (D.D.C., No. 82-1920, filed July 11, 
1982). The Securities Industry Association has also unsuccessfully contested a bank holding 
company's application to acquire a discount brokerage firm. See Federal Reserve Board, 
supra note 3, at 105-06. The New York Stock Exchange Inc. and the Investment Company 
Institute opposed the Comptroller's approval of automatic investment services (AIS) (involv
ing limited brokerage activities) in the mid-seventies. See New York Stock Exch., Inc. v. 
Smith, 404 F. Supp. 1091 (D.D.C. 1975), vacated as not ripe far decision sub nom. New York 
Stock Exch., Inc. v. Bloom, 562 F.2d 736 (D.C. Cir. 1977), cert. denied, 435 U.S. 942 (1978). 

12. "Glass-Steagall" is the common name of ch. 89, 48 Stat. 162 (codified as amended in 
scattered sections of 12 U.S.C.), officially designated the Banking Act of 1933. See 12 U.S.C. 
§ 227 (1976). Sections 16, 20, 21, and 32 of the Banking Act of 1933 (codified as amended at 12 
U.S.C. §§ 24(7), 377, 378, and 78 (1976)), dealt with the separation of commercial and invest
ment banking and are usually the intended reference when the name Glass-Steagall is used. 
See Senterfitt, Glass-Steagall in Perspective, 99 BANKERS MONTHLY 16, 17 (Aug. 1982); Com
ment, Expansion of National Bank Powers: Regulatory and Judicial Precedent Under the Na
tional Bank Act, Glass-Steagall Act, and Bank Holding Company Act, 36 Sw. L.J. 765, 779-80 
(1982); Luse & Olson, Glass-Steagall Act l)oes Not Bar Banks as Brokers, Legal Times of 
Washington, May 10, 1982, at 18, col. I, at 23 n. 2. 

13. The Note's analysis will assume that the discount brokerage operation includes ser
vices, such as margin lending, see text at notes 65-71, 160-70 i,ifi-a, offered incidentally to the 
brokerage transaction. See note 7 supra. 

14. In discussing these four sections, this Note will refer to the United States Code provi
sions. These Code citations, 12 U.S.C. §§ 24(7), 78, 377, 378 (1976), correspond to§§ 16, 32, 
20, and 21, respectively, of the Banking Act of 1933. 
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24(7) of Title 12 of the United States Code, in enumerating the pow
ers of national banks, provides that "[t]he business of dealing in se
curities and stock [by a national bank] shall be limited to purchasing 
and selling such securities and stock without recourse, solely upon 
the order, and for the account of, customers, and in no case for its 
own account." 15 This language seems to allow the agency transac
tions typical of discount brokerage. 16 Sections 78 and 377, however, 
prohibit management and ownership ties between banks and firms 
engaged "in the issue, flotation, underwriting, public sale, or distri
bution at wholesale or retail or through syndicate participation of 
stocks, bonds, debentures, notes or other securities .... " 17 Simi-

15. 12 U.S.C. §24(7) (1976). Section 24 outlines the corporate powers of national banking 
associations. Paragraph 7 states, in pertinent part, that a national bank shall have the power: 

To exercise by its board of directors or duly authorized officers or agents, subject to law, 
all such incidental powers as shall be necessary to carry on the business of banking; b_y 
discounting and negotiating promissory notes, drafts, bills of exchange, and other evi
dences of debt; by receiving deposits; by buying and selling exchange, coin, and bullion; 
by loaning money on personal security; and by obtaining, issuing, and circulating notes 
according to the provisions of this chapter. The business of dealing in securities and stock 
by the association shall be limited to purchasing and selling such securities and stock 
without recourse, solely upon the order, and for the account of, customers, and in no case 
for its own account, and the association shall not underwrite any issue of securities or 
stock:.Provided, That the association may purchase for its own account investment securi
ties under such limitations and restrictions as the Comptroller of the Currency may by 
regulation prescribe. In no event shall the total amount of the investment securities of any 
one obligor or maker, held by the association for its own account, exceed at any time 10 
per centum of its capital stock actually paid in and unimpaired and IO per cent um of its 
unimpaired surplus fund . . . . As used in this section the term "investment securities" 
shall mean marketable obligations, evidencing indebtedness of any person, copartnership, 
association, or corporation in the form of bonds, notes and/or debentures commonly 
known as investment securities under such further definition of the term "investment se
curities" as may by regulation be prescribed by the Comptroller of the Currency. Except 
as hereinafter provided or otherwise permitted by law, nothing herein contained shall 
authorize the purchase by the association for its own account of any shares of stock of any 
corporation. 

12 u.s.c. § 24(7) (1976). 
National banks "cannot rightfully exercise any power except those expressly granted, or 

which are incidental to carrying on the business for which they are established." California 
Bank v. Kennedy, 167 U.S. 362, 366 (1897) (citing Logan County Natl. Bank v. Townsend, 139 
U.S. 67, 73 (1891)). See also First Natl. Bank v. Missouri, 263 U.S. 640, 656 (1924). 

16. Regarding an earlier and more limited form of discount brokerage, two commentators 
said: "Uncertainty about the legality of AIS [automatic investment service] plans does not 
stem from the literal language of Glass-Steagall .... Even the New York Stock Exchange, 
which brought suit in order to stop AIS plans, was hard pressed to deny that the Act's literal 
language permitted the plans." Clark & Saunders, Glass-Steaga/1 Revised: The Impact on 
Banks, Capital Markets, and the Small Investor, 97 BANKING L.J. 811, 815 (1980); see New 
York Stock Exch., Inc. v. Smith, 404 F. Supp. 1091, 1097 (D.D.C. 1975), vacated as not ripe for 
decision sub nom. New York Stock Exch., Inc. v. Bloom, 562 F.2d 736 (D.C. Cir. 1977), cert. 
denied, 435 U.S. 942 (1978). 

17. Section 78 provides in full as follows: 
No officer, director, or employee of any corporation or unincorporated association, no 

partner or employee of any partnership, and no individual, primarily engaged in the issue, 
floatation, underwriting, public sale, or distribution, at wholesale or retail, or through 
syndicate participation, of stocks, bonds, or other similar securities, shall serve the same 
time as an officer, director, or employee of any member bank except in limited classes of 
cases in which the Board of Governors of the Federal Reserve System may allow such 
service by general regulations when in the judgment of the said Board it would not unduly 
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larly, section 378 prohibits any person or organization "engaged in 
the business of issuing, underwriting, selling or distributing, at 
wholesale or retail, . . . stocks, bonds, debentures, notes or other 
securities" from also engaging in deposit banking. 18 The phrases 
"public sale" of securities and "selling . . . at retail" of securities 
arguably preclude banks from acting as brokers for the general pub
lic.19 Although sections 78, 377, and 378 apparently operate at cross 

influence the investment policies of such member bank or the advice it gives its customers 
regarding investments. 

12 U.S.C. § 78 (1976). The exception clause at the end suggests that the section is primarily 
concerned with conflicts of interest. See also Clark & Saunders,supra note 16, at 826 (discuss
ing potential conflicts of interest in the private placement activities of banks). 

Section 377 provides in pertinent part as follows: 
After one year from June 16, 1933, no member bank shall be affiliated in any manner 
described in subsection (b) of section 221a of this title with any corporation, association, 
business trust, or other similar organization engaged principal).y in the issue, floatation, 
underwriting, public sale, or distribution at wholesale or retail or through syndicate par
ticipation of stocks, bonds, debentures, notes, or other securities. . . . 

12 U.S.C. § 377 (1976). Section 22la(b) provides that an affiliate shall include subsidiaries, 
firms with common ownership or same directors as the bank, and holding companies. See 12 
U.S.C. § 22la(b) (1976). The test is direct or indirect majority control or majority identity of 
directors. 

18. 12 U.S.C. § 378 (1976). Section 378 provides in pertinent part as follows: 
(a) After the expiration of one year after June 16, 1933, it shall be unlawful -
(1) For any person, firm, corporation, association, business trust or other similar organi
zation, engaged in the business of issuing, underwriting, selling, or distributing, at whole
sale or retail, or through syndicate participation, stocks, bonds, debentures, notes, or other 
securities to engage at the same time to any extent whatever in the business of receiving 
deposits subject to check or to repayment upon presentation of a passbook, certificate of 
deposit, or other evidence of debt, or upon request of the depositor: Provided, That the 
provisions of this paragraph shall not prohibit national banks or State banks or trust com
panies (whether or not members of the Federal Reserve System) or other financial institu
tions or private bankers from dealing in, underwriting, purchasing, and selling investment 
securities, or issuing securities, to the extent permitted to national banking associations by 
the provisions of section 24 of this title . . . . 

12 U.S.C. § 378 (1976). This section is a criminal statute that provides for punishment of 
willful violations by fines up to $5,000 and/or imprisonment up to five years. See 12 U.S.C. 
§ 378(b) (1976). . 

19. Two commentators have argued, however, that§ 378 allows banks to engage in agency 
transactions because it permits national banks to buy and sell "investment securities . . . to the 
extent permitted ... by the provisions of[§ 24(7)]." 12 U.S.C. § 378 (I916);see note l8supra; 
Luse & Olson, supra note 12, at 23, col. I. Luse and Olson contend that because§ 378 refers to 
investment securities, which are by nature debt instruments, Congress intended to permit bro
kerage transactions involving equity securities. They base this reasoning on the fact that 
§ 24(7) authorizes purchases and sales of "investment securities and stocks solely upon the 
order, and for the account of customers .... " 12 U.S.C. § 24(7) (1976) (emphasis added); see 
note 15 supra. If Congress intended § 378 to preclude purchases and sales of equity as well as 
debt securities, that prohibition would be inconsistent with the permissive language of§ 24(7). 
Luse & Olson, supra note 12, at 23, col. I. Similarly, the Federal Deposit Insurance Corpora
tion has stated that "[t]he exception for dealing in securities upon the order of customers is 
incorporated into the first paragraph of [§ 378] and thus applies to member and nonmember 
banks alike." FDIC Policy Statement, supra note 8, at 38,985 n.3. · 

However, § 24(7) specifically uses the term "investment securities" in the course of granting 
the Comptroller authority to allow a bank to "purchase for its own account investment securi
ties." 12 U.S.C. § 24(7) (1976). Combining the proviso in§ 378 with the specific language of 
§ 24(7) lends support to the conclusion that banks can buy and sell "investment securities" 
with the Comptroller's permission - it does not indicate that § 378 is so inconsistent with 
§ 24(7) that it must be read to permit agency transactions. 
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purposes with section 24(7), Congress intended the four together to 
"approach the legislative goal of separating the securities business 
from the banking business."20 

Two interpretations have been advanced to reconcile these provi
sions. The "accommodation theory" would permit banks to execute 
brokerage services for existing customers,21 but would prohibit gen
eral public solicitation of brokerage clients.22 This approach inter
prets the prohibitions against "public sale" in sections 78 and 377, 
and against "selling . . . at retail" in section 378 to encompass solici
tations of the public at large. The accommodation theory then reads 

20. Board of-Governors of Federal Reserve System v. Investment Co. Inst., 450 U.S. 46, 62 
(1981); see notes 45-52 infra and accompanying text. Section 24(7) limits the securities activi
ties in which banks can engage. Section 378 prohibits a securities firm from engaging in the 
banking business. 450 U.S. at 62. Sections 77 and 377 complete the separation by prohibiting 
the common managment or common ownership of a bank and a securities firm. See generally 
Clark & Saunders, Judicial Interpretation of Glass-Steagall· The Need for Legislative Action, 91 
BANKING LJ. 721, 727-28 (1980). 

This separation of activities has a meandering statutory history. The National Bank Act 
was silent on the power of banks to deal in securities. See The National Bank Act, ch. 100, § 8, 
13 Stat. 99, IOI (1864). Construing the corporate powers strictly, see note 15 supra, the 
Supreme Court read this omission as prohibiting a national bank from dealing in stocks for its 
own account. See First Natl. Bank v. National Exchange Bank, 92 U.S. 122, 128 (1875) (pro
hibition implied from failure to grant the power); California Bank v. Kennedy, 167 U.S. 362, 
367, 370 (1897). State banks, however, started to engage in various aspects of the securities 
business, often through their trust departments. See Perkins, The /Jivorce of Commercial and 
Investment Banking: A History, 88 BANKING L.J. 483, 487-89 (1971). Federally chartered na
tional banks responded to this competitive challenge by setting up securities affiliates. Id. at 
489-90. 

The McFadden Act, ch. 191, 44 Stat. 1224 (1927) (codified in scattered sections of 12 
U.S.C.), provided a belated legal foundation for these national bank affiliates. This Act, in the 
words of a supporter, "contain[ed] no grant of poy,er at all to national banks to engage in the 
purchase and sale of investment securities, and merely recognize[d] the existing practice ..•• " 
68 CONG. REC. 3580 (1927) (remarks of Sen. Pepper). It allowed banks to buy and sell "with• 
out recourse marketable obligations evidencing indebtedness . . • in the form of bonds, notes 
and/or debentures, commonly known as investment securities .... " McFadden Act, ch. 191, 
§ 2(b), 44 Stat. 1224, 1226 (1927). The Act, which was mainly concerned with branch banking, 
see Perkins, supra, at 493-95, left many questions unanswered. It did not define the scope of 
the "existing practice," or whether banks could perform these services directly without the use 
of affiliates. 

Congress added the four sections at issue here in part to cut back on the latitude given 
banks by the McFadden Act. See notes 45-52 infra and accompanying text. 

21. "Existing customers" are those who come to the bank for a service other than broker
age. The term does not have precise conceptual boundaries but is meant to distinguish those 
members of the general public who would be attracted to the bank by and use only the dis
count brokerage services. See New York Stock Exch., Inc. v. Smith, 404 F. Supp. 1091, 1097 
(D.D.C. 1975), vacated as not ripe for decision sub nom. New York Stock Exch., Inc. v. Bloom, 
562 F.2d 736 (D.C. Cir. 1977), cert. denied, 435 U.S. 942 (1978) (accommodation requires that 
customer relations exist independently of service). 

22. See New York Stock Exch., Inc. v. Smith, 404 F. Supp. 1091, 1097 (D.D.C. 1975), 
vacated as not ripe far decision sub nom. New York Stock Exch., Inc. v. Bloom, 562 F.2d 736 
(D.C. Cir. 1977), cert. denied, 435 U.S. 942 (1978); Security Pac!ftc Application, supra note 7, at 
86,256-57; Luse & Olson, supra note 12, at 22, col. 1. This theory is often read to prohibit 
banks from making a profit on the transaction, thus compelling them to price their brokerage 
services at cost. For an explanation of the origin of the at-cost limitation and analysis of its 
validity, see notes 32-33 infra. 
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ness practices.149 To deter unethical practices , the SEC enforces the 
law in a public and adversarial manner.1so Although not dispositive, 
the contrast in goals and approaches suggests that the bank regula
tory structure provides less protection to securities investors. 

In several areas, this difference between philosophies is matched 
by differences in regulatory impact and coverage. The first discrep
ancy is in the required training of securities personnel. The SEC 
enforces extensive requirements with respect to the training, compe
tency, and supervision of employees.1st One firm estimated that in 
1981 it spent over one million dollars in training and examination 
costs.152 When the SEC pointed out this discrepancy in a 1977 
study, bank regulators "specifically declined to adopt any such re
quirements, maintaining that general bank examination procedures 
are adequate."153 Existing bank regulations are probably sufficient if 

149. See Ernst & Ernst v. Hochfelder, 425 U.S. 185, 198 (1976) ("(T)he overall Congres
sional purpose in the 1933 and 1934 Acts [was] to protect investors against false and deceptive 
practices that might injure them") (citation omitted); Superintendent of Ins. v. Bankers Life & 
Cas. Co., 404 U.S. 6, 11-12 (1971); J.I. Case Co. v. Borak, 377 U.S. 426, 432-33 (1964); see also 
Herman & MacLean v. Huddleston, 51 U.S.L.W. 4099, 4103 (1983) ("Defrauded investors are 
among the very individuals Congress sought to protect in the securities laws."). In contrasting 
this emphasis to bank regulation, one co=entator noted: "[O]ne continuing disparity that 
only Congress can remedy is to place on bank regulatory agencies investor protection man
dates in addition to their responsibilities to bank depositors." Karmel, supra note 28, at 635; 
see also 1982 Hearings, supra note 139, at 35 (statement of John S.R. Shad, SEC Chairman) 
("The missions and the regulatory philosophies of the banking authorities and the SEC are 
different."). 

150. See Evans, supra note 129, at 618 (when the SEC discovers a violation, it "takes en
forcement action which is disclosed to the public"); see also Angermueller, supra note 47, at 
133 ("The co=erical banks' regulatory environment has been more supportive and less hos
tile than the scrutiny and rules under which investment banks operate."); Note, supra note 70, 
at 1499 (bank "enforcment proceedings are not as well publicized as those of the SEC, which 
announces disciplinary actions relating even to minor infractions"); 1982 Hearings,supra note 
139, at 35 (statement of John S.R. Shad, SEC Chairman). 

151. See 15 U.S.C. §§ 78o(b)(7) (1976) (standar95 of competence for registered brokers 
and dealers); 15 U.S.C. § 78o-3(b)(2) (1976) (registered securities associations must comply 
with these rules); 15 U.S.C. § 78s(g)(l) (1976) (self-regulatory organizations must comply with 
rules); 17 C.F.R. § 240.15b8-l (1982) (qualifications for brokers not members of a national 
securities association); 17 C.F.R. § 240.15bl0-4 (1982) (diligent supervision of employees re
quired); 17 C.F.R. § 240.19g2-l (1982) (enforcing compliance by national securities exchanges 
and registered securities associations). 

152. 1982 Hearings, supra note 139, at 156 (statement of Sam Scott Miller): 
Training of salesmen is another area of regulatory disparity. As I previously noted, all 

Paine Webber employees involved in the marketing and sale of securities, including our 
money market fund, must pass rigorous NASD and stock exchange examinations as a 
prerequisite to registration. Most of Paine Webber's salesmen are graduates of our own 
training school. A principal purpose of the school is to provide trainees the information 
they need to pass the examination. Paine Webber spent well over $1,000,000 last year to 
maintain this training facility and to administer broker examinations. There are no spe• 
cific training or examination requirements for bank personnel who currently engage in 
securities or trust department activities. 

153. 1982 Hearings, supra note 139, at 32 (statement of John S.R. Shad, SEC Chairman). 
The SEC study found disparities between bank and brokerage regulation in the areas of 

record-keeping, personnel competency, and confirmation requirements. See Spencer, supra 
note 106, at 625. Bank regulations adopted in 1979, however, now cover record keeping and 
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a bank's discount brokerage business primarily involves simple cleri
cal services.154 If, on the other hand, the discount brokerage opera
tion offers investment advice, 155 then traditional firms offering 
similar services will face a competitively disadvantageous training 
requirement, while investors using the bank's services may receive 
less reliable advice. 

The second difference between banks and securities firms con
cerns regulatory constraints on advertising. The stock exchanges, 
under the supervision of the SEC, restrict broker advertising that is 
unfair or misleading. 156 Banks are not subject to similar regula
tions.157 Although bank examiners do review advertising "to deter
mine whether it contains any violations of the banking laws (for 
example, payment of excessive interest rates), examiners are not gen
erally charged with looking for unfair or misleading advertising re
lating to the performance of brokerage services." 158 Even if they 
were so charged, examiners untrained in securities law could not ef
fectively scrutinize similarly untrained bank personnel.159 

A final concern is the clear disparity in margin loan regulation of 

confirmation requirements for bank securities transaction. See 12 C.F.R. §§ 12.1-12.7 (1982) 
(national banks); 12 C.F.R. § 208.8(k) (1982) (state banks that are members of the Federal 
Reserve System). Chairman Shad remains unimpressed: "[T]hese rules tend to be considera
bly less specific than those of the SEC, in many cases relying on reference to 'sound banking 
practices' rather than the more specific regulations applicable to securities firms." 1982 Hear
ings, supra note 139, at 32. 

154. See notes 1-7 supra and accompanying text. The SEC regulations apply to broker
dealers, who are salesmen and offer investment advice. As far as investor protection is con
cerned, bank employees will not need equally extensive training to perform comparatively 
simple clerical tasks. In addition, bank record keeping requirements should protect investors 
from incompetent clerks. See note 153 supra. By the same token, unfairness objections do not 
apply here, because different functions justify different regulation: banks offering clerical dis
count brokerage services do not need to train their employees as thoroughly as sales-oriented 
securities firms. 

155. See notes 7, 137 supra. 

156. See AMER. STOCK Ex. GUIDE (CCH) ,i,i 9490 (Apr. 3, 1962); 9491A (Feb. 4, 1977); 
9496-99 (April 3, 1962); 2 NYSE GUIDE (CCH) iJiJ 2472, 2474A, 2474B (Feb. 2, 1977). 

157. 1982 Hearings, supra note 139, at 32 (statement of John S.R. Shad, SEC Chairman). 
The only regulations on bank securities advertising do not encompass bank brokerage services. 
See, e.g., 12 C.F.R. §§ 9.18(b)(5) (1982) (advertising of common trust funds); 225.125(h) (advi
sory services for investment companies) (1982). 

158. 1982 Hearings, supra note 139, at 32 (statement of John S.R. Shad, SEC Chairman). 

159. The stock exchange rules generally are prophylactic; advertising material must be 
approved in advance by trained employees. See, e.g., 2 N.Y.S.E. GUIDE (CCH) iJ 2472 (Rule 
472) (1978). 
Bank examinations, in contrast, are after-the-fact. Examiners might discover unfair advertis
ing but could not prevent its damage already done. 

Additionally, although bank brokerage services are subject to anti-fraud provisions, see 
text at note 79 supra, a range of harmful conduct falls short of the requisite showing of mate
rial misrepresentation. In contrast, stock exchanges are "concerned with the manner - or 
form - in which information and opinions are presented." Id., at ,i 2474A.10. Testimonials, 
for example, cannot "be indicative of future performance or success," and they must disclose 
whether any sums were paid for the testimonial. Id. at ,i 2474A.10(4). 
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bank and nonbank brokers. The Securities Exchange Act of 1934160 

authorizes margin regulations for banks and brokers under different 
subsections.161 This difference in statutory authority has two conse
quences. First, banks are subject to margin restrictions on loans for 
the purchase of stock, but not on loans for the purchase of nonequity 
securities. 162 Second, the discrepancy in authority permits different 
margin restrictions between banks and brokers even for stock 
purchase -loans.163 Though the stock loan restrictions are currently 
equivalent, 164 bank discount brokers are still governed by a less de-
tailed set of regulations than other discount brokers. 165 , 

Unfortunately, this difference in regulation of margin loans is not 
justified when banks act as discount brokers. Congress apparently 
assumed that banks would process margin loans no differently than 
other loans, and that they would require an extensive application 
and credit check before advancing any margin credit.166 In contrast, 

160. 15 U.S.C. §§ 78a-78kk (1976). 
161. See 15 U.S.C. §§ 78g(a), (c), (d) (1976). 
162. Compare 15 U.S.C. § 78g(d)(D) (1976) (authority to regulate bank margin loans does 

not apply to any "security other than an equity security") with 15 U.S.C. § 78g(c)(I) (1976) 
(authority to regulate brokerage margin loans made for the purchase or maintenance of "any 
security"). See generally 12 C.F.R. §§ 220, 221 (1982) (different regulations for loans by bro
kers and loans by banks); H.R. REP. No. 1383, 73d Cong., 2d Sess. 8 (1934), reprinted In 5 
LEGISLATIVE HISTORY OF THE SECURITIES ACT OF 1933 AND SECURITIES EXCHANGE ACT OF 
1934, at item 18 (1973) (compiled by J. ELLENBERGER & E. MAHAR) (hereinafter cited as 
LEGISLATIVE HISTORY] ("Banks are subject to margin limitations only on loans on registered 
equity securities in cases where the loan is sought for the purpose of purchasing or carrying 
securities."); note 68 supra. One could argue that this exemption for nonequity (debt) securi
ties recognizes the banks' traditional role of "discounting and negotiating promissory notes, 
drafts, bills of exchange, and other evidences of debt." 12 U.S.C. § 24(7) (1976). Because this 
function is central to banking, securities regulation arguably should not control it. The distinc
tion between "purpose" loans, which are made for the purpose of purchasing stock, and non
purpose loans especially reflects regulatory recognition of this difference in occupation. See 12 
C.F.R. § 221 (1982) (Reg U may impose margin limit on broker but not on banks when loan is 
secured with stocks); see generally 2 L. Loss, supra note 7, at 1261-62. However, this observa
tion does more to explain the origin of the debt securities exemption than it does to justify 
extension of that exemption to high volume, discount brokerage services. 

163. See 15 U.S.C. §§ 78g(a), (c), (d) (1976); H.R. REP. No. 1383, 73d Cong., 2d Sess. 8, 
reprinted in LEGISLATIVE HISTORY, supra note 162, at item 18 (''The (Federal Reserve] Board 
is not required to fix the same margins for banks as for brokers .... "). 

164. See note 68 supra and accompanying text. 
165. See 12 C.F.R. §§ 220, 221 (1982); note 68 supra. Some of the differences in margin 

regulations might exist because banks are in the business of making loans, whereas brokers are 
not. See notes 68, 162 supra. 

166. See, e.g., Stock Exchange Regulation: Hearings on R.R. 7852 and R.R. 8720 Before the 
House Comm. on Interstate and Foreign Commerce, 7~d Cong., 2d Sess. 52-53 (hereinafter 
cited as Stock Exchange Regulation Hearings] (statement ofWoodliefThomas) ("(B]anks are a 
little more particular about whom they make loans to than a brokerage house. A bank will 
ordinarily make some credit investigation and find out about the credit standing of the individ
ual."); id. at 274 (statement ofW.D. Gradison, President, Cincinnati Stock Exchange) ("Banks 
also recognw: the moral and financial character of the borrower in determining collateral 
values; thus a person of good moral character and high purpose can usually borrow more on 
his securities than a speculator or one whose record does not entitle him to credit."); Id. at 687 
(statement of Thomas Garner Corcoran, one of the drafters of the bill) ("(Blanks ..• require a 
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Congress expected brokers to process margin loans routinely, with 
approval based primarily on the collateral value of the underlying 
securities.167 Where banks act as brokers, a role the 1934 Congress 
misunderstood, 168 this assumption about bank margin loans is not 
necessarily true, and it is even less likely to be true where banks act 
as discount brokers. Both bank and nonbank discount brokers rely 
on the speed and volume of transactions to make a profit. 169 Neither 
fosters extensive client-brokerage relationships. 170 Both seem likely 
to lend on the basis of the collateral value alone. 

When banks act as discount brokers, then, the difference in regu
latory coverage is not justified by Cop.gress's original purpose and is 
inherently unfair to nonbank discount brokers.171 To the extent that 
more extensive securities regulations help protect investors,172 bank 

borrower to make an adequate proof of credit standing to get a loan on securities."). Mr. 
Corcoran stated this in partial explanation of why banks were excluded from the definition of 
"broker" in the revised bill. Id at 687-88; see also id. at 627 (§ 3(a)(7) of the revised bill 
excludes bank from the definition of broker). The original bill did not exclude banks. See id. 
at 2 (the original bill's definition of "broker" was "any person engaged in a business of effect
ing transactions in securities for the account of others"). 

167. See id. at 52 (statement ofWoodliefThomas) ("[I]t has been relatively simple to open 
up an account with a broker .•.• " The borrower did not need a credit reference or evidence 
of his ability to meet future obligations.); id. at 67 (statement of E.A. Goldenweiser, Director 
of Research and Statistics, Federal Reserve Board) ("Anyone can borrow money from brokers 
for the purpose of carrying stocks ••.. "); id. at 688 (statement of Thomas Garner Corcoran) 
("[B]rokers .•. almost push credit down the customer's throat to give themselves bigger turn-
over and commissions."). • 

168. Though the legislative history of Glass-Steagall explicitly allowed some role for bank 
brokerage activities, see note 49 supra, at least one witness in the 1934 securities hearings 
testified that under Glass-Steagall banks would no longer be able to "go in the business, like a 
broker, of dealing in securities." Stock Exchange Regulation Hearings, supra note 166, at 86 
(statement of Thomas Garner Corcoran); see also Securities Indus. Assn., supra note 108, at 
790. Because this witness apparently knew of the accommodation theory, and because other 
witnesses testified that banks could act as agents, see, e.g., Stock Exchange Regulation Hear
ings, supra note 166, at 154 (statement of Richard Whitney, President of the New York Stock 
Exchange) ("[Blanks •.. customarily act as agent for their customers in buying and selling 
securities • • . ."), the role that Congress thought banks would play in the securities industry is 
unclear. 

169. See notes 7, 63 & 65 supra and accompanying text. 
170. See notes 2-4 & 7 supra and accompanying text. BankAmerica's discount brokerage 

operation, for example, relies on automation and low prices rather than on cultivated client 
relationships. See Federal Reserve Board, supra note 3, at 106, 109. 

171. Witnesses in the 1982 Hearings repeatedly stressed the unfairness of competitors oper
ating under different regulatory regimes. See, e.g., 1982 Hearings, supra note 139, at 4 (state
ment of Donald T. Regan, Secretary of the Treasury); id. at 87 (statement of Professor Robert 
Charles Clark). 

172. In enacting the section on margin loan restrictions, for example, Congress had three 
goals in mind. Of most ·relevance here, Congress wanted to protect inexperienced investors 
from excessive margin purchases. See, e.g., Stock Exchange Regulation Hearings, supra note 
166, at 67 (statement ofE.A. Goldenweiser) ("[M]any of the people who are buying stocks on 
margin are not even aware . . . that they are at the same time borrowing money . . • ."); id. at 
72-73 (statement of E.A. Goldenweiser); S. REP. No. 1455, 73d Cong. 2d Sess. 11 (1934), re
printed in 5 LEGISLATIVE HISTORY, supra note 162, at item 21 (the margin "provisions are 
intended to protect the margin purchaser by making it impossible for him to buy securities on 
too thin a margin"); s. REP. No. 792, 73d Cong., 2d Sess. 6-7 (1934), reprinted in 5 LEGISLA-
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brokerage customers do not receive this protection. And the original 
rationale for the discrepancy, the difference in bank and broker busi
ness practices, no longer applies to discount brokerage. 

To remedy the disparity in regulation and to adhere to the legis
lative rationale, the banking authorities should impose a prudential 
precondition:173 every bank wishing to engage in discount brokerage 
must incorporate the service separately from the bank. This require
ment would eliminate regulatory disparity because the relevant stat
utory exemptions cover only banks as such. 174 Holding company 

TIVE HISTORY, supra note 162, at item 17 (easy margin lending practices "encourage the 
purchase of securities by persons with insufficient resources to protect their accounts in the 
event ofa decline"); H.R. REP. No. 1383, 73d Cong., 2d Sess. 8 (1934), reprinted in 5 LEOISLA· 
TIVE HISTORY, supra note 162, at item 18 ("protection of the small investor by making it im
possible to spread himself too thinly . . . will be achieved as a byproduct of the main 
purpose"). 

Protection of na"iVe investors is more important with discount brokerage services than with 
other securities activities. Bankers, in extolling the advantages of bank-affiliated discounted 
brokers, stress that these services will increase small investor participation in the capital mar
kets. See, e.g., Angermueller, supra note 47, at 135 (banks can tap the reservoir of "household 
capital" because they have 44,000 offices, compared to 3600 retail offices for securities firms); 
Clark & Saunders, supra note 16, at 818. Presumably these small investors are those most in 
need of protection from commission-hungry brokers. 

Congress also restricted margin lending in order to prevent diversion of credit resources 
into stock market speculation, see 15 U.S.C. §§ 78b(3)(a), 78g(a), (b), (d) (1976); H.R. REP, 
No. 1383, 73d Cong., 2d Sess. 7, 8 (1934); S. REP. No. 792, 73d Cong., 2d Sess. 3, 7 (1934), and 
to prevent undue stock market fluctuations. See 2 L. Loss, supra note 7, at 1242-43. Where 
banks freely lend money on the basis of collateral value alone, these purposes are also frus
trated. If the price of a stock declines sharply, for example, the collateral value declines 
sharply. The bank might feel compelled to call the loan; this would in tum force the investor 
(and others in the same position) to sell stock, further depressing its price. 

This is not to say that every provision of the securities regulations protects investors. In 
fact, some of those complaining about unfair advantage of banks also complain about the 
absurdity of some of the securities regulations. See, e.g., 1982 Hearings, supra note 139, at 
156-57 (statement of Sam Scott Miller). 

173. Regulators have often imposed conditions on banks entering certain fields. See, e.g., 
Rulemaking Proposal,supra note 10, at 7746-47 (banks operating as discount brokers would act 
solely as agents, without any underwriting activities or provision of investment advice, and 
margin lending by nonbank subsidiaries would be conducted pursuant to Regulation T); 12 
C.F.R. § 225.4 (Regulation Y) (listing of activities, and restrictions on those activities, that 
bank holding companies can engage in without special permission); Security Pac!fic Applica
tion, supra note 7, at 86,259-61 (bank forming discount brokerage subsidiary must process all 
margin loans at bank branch offices). The Supreme Court has relied extensively on these 
preconditions in evaluating the legality of particular activities. See Board of Governors of 
Federal Reserve System v. Investment Co. Inst., 450 U.S. 46, 52, 56-57, 62, 67 (1981). 

174. The Securities Exchange Act of 1934 simply excludes a bank from the definition of 
"broker'' and then defines "bank" narrowly. "Broker'' "means any person engaged in the busi
ness of effecting transactions in securities for the account of others, but does not include a 
bank." 15 U.S.C. § 78(a)(4) (1976). "Bank" is defined as: 

(A) a banking institution organized under the laws of the United States, (B) a member 
bank of the Federal Reserve System, (C) any other banking institution, whether incorpo
rated or not, doing business under the laws of any State of the United States, a substantial 
portion of the business of which consists of receiving deposits or exercising fiduciary pow
ers similar to those permitted to national banks under section I l(k) of the Federal Reserve 
Act, as amended, and which is supervised and examined by State or Federal authority 
having supervision over banks, and which is not operated for the purpose of evading the 
provisions of this chapter, and (D) a receiver, conservator, or other liquidating agent of 
any institution or firm included in clauses (A), (B), or (C) of this paragraph. 
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affiliates and bank subsidiaries are within the definition of broker, 175 

and thus would be required to register with the SEC.176 

Separately incorporated, discount brokerage operations would be 
subject to normal SEC regulation and would follow the broker mar
gin rules. Nor is separate incorporation overly burdensome to 
banks. Every reported bank discount brokerage proposal has stated 
that the brokerage will be separately incorporated.177 For reasons of 
increased fairness and low-cost investor protection, both the Treas
ury Department and the SEC have advocated mandatory separate 
incorporation for other bank securities activities. 178 

The Treasury and SEC proposal, however, differs in several ma-

15 U.S.C. § 78c(a)(6) (1976). A discount brokerage subsidiary or affililate is not a national 
bank (subsection A), see generally 12 U.S.C. § 161 (1976), nor a member of the Federal Re
serve System (subsection B), see generally 12 U.S.C. §§ 222, 321 (1976), nor a recipient of 
deposits or holder of fiduciary powers (subsection C). See generally notes 2-7 supra and ac
companying text. 

175. Because they are not within the definition of "bank," see note I74supra, they are not 
excluded from the definition of broker. 

176. The SEC at one point contemplated deleting the entire bank exemption from the 
definition of broker. See Spencer, supra note 106, at 626. It did not recommend this action 
however, because it ''would result in duplicative and unduly burdensome regulation in some 
respects." Id. The SEC noted that for the most part, recent bank incursions into securities, 
while "highly visible, were only formalizations of activities conducted by banks over the 
years." Id at 616. The SEC found, for example, that over 4,000 banks perform some type of 
customer brokerage service, a number that has remained fairly constant in recent years. Id. at 
619. 

The registration requirement, however, would not apply to those banks engaging in occa
sional securities transactions. It would only apply to banks that set up a high-volume discount 
brokerage service. Furthermore, the SEC apparently never considered the routine extension of 
margin credit in the context of bank discount brokerage operations. See id. at 617 n.4 (descrip
tion of bank brokerage activities studied). In an Automatic Investment Service, for example, 
the bank extends no credit whatsoever, but executes the transaction after deducting the appro
priate amount from the customer's checking account. See id.; Bank AIS, supra note 31, at 
81,354. Similarly, the employee stock purchase plans and the dividend reinvestment plans 
studied by the Commission involved automatic deductions rather than extension of credit. See 
Spencer, supra note 106, at 617 n.4. See generally Note, supra note 70, at 1478-80 (description 
of bank brokerage activities in the mid-seventies). Even in his 1982 testimony SEC Chairman 
Shad only discussed brokerage activities that did not involve margin lending. See 1982 Hear
ings, supra note 139, at 31-32 (statement of John S.R. Shad, SEC Chairman). The First regu
latory approval of bank discount brokerage operations did not occur until later in the year. 
See S & L Brokerage Proposal, supra note 11. 

177. See BankAmerica Application, supra note 2, at 85,961 (bank holding company affili
ate); FHLBB General Counsel, supra note 104, at 61,031-32 (several proposals for securities 
subsidiary, joint ventures with discount brokerage firms, and investments in discount broker
age firms); Security Pacific Application, supra note 7, at 86,255 (bank subsidiary); S & L Broker
age Proposal, supra note 8, at 61,022 (corporation owned by several savings and loan 
associations). All of the brokerage corporations are registered as brokers with the SEC. See, 
e.g., Federal Reserve Board,supra note 3, at 106 (BankAmerica's operation); FHLBB General 
Counsel, supra note 104, at 61,030 n.3. 

178. See 1982 Hearings, supra note 139, at 6, 9, 11, 17 (statement of Donald T. Regan, 
Secretary of the Treasury) (needed to preserve competitive equality and upgrade investor pro
tection); id at 25 (statement of John S. R. Shad, SEC Chairman). The proposal did not address 
discount brokerage subsidiaries but was limited to banks that wanted to underwrite municipal 
revenue bonds or act as advisors to mutual funds. Id. at 5, 6. 
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terial respects from the recommendation of this Note. First, it would 
limit the power of banking regulators to oversee the operations of 
securities affiliates.179 Presumably the rationale of this approach is 
to prevent duplicative, burdensome regulation. 180 But this concern 
seems unjustified given that all bank discount brokerage operations 
have so far willingly submitted to the overlapping jurisdiction of the 
SEC and the bank agencies. 181 Because banking authorities often 
need to examine affiliates closely to protect bank depositors, 182 and 
because bank examiners can exercise their authority with some flex
ibility, 183 prudence requires that the normal bank regulations on af
filiates should remain intact. 

179. See 1982 Hearings,supra note 139, at 5-6 (statement of Donald T. Regan, Secretary of 
the Treasury); id. at 53 (statement of J. Charles Partee, Member, Board of Governors of the 
Federal Reserve System). According to Mr. Partee, the proposal would permit the Federal 
Reserve to examine the affiliates only on "a prior finding that the financial condition of the 
affiliate is likely to have a materially adverse effect on the safety and soundness of the bank." 
Id. at 55. In short, the Board could only examine a subsidiary for soundness where the un
soundness of the subsidiary is apparent. This measure is less likely to prevent financial deteri
oration than it is to arrest it. 

180. SEC Chairman Shad puts great stress on regulation by function - "the principle that 
similar functions should be regulated by the same agency." 1982 Hearings, supra note 139, at 
32. He sees three advantages to this approach. First, each agency regulates where it has the 
most expertise. Second, each "function" is regulated consistently. Third, functional regulation 
"minimizes regulatory conflict, duplication, and overlap." Id. at 35. These three virtues are 
not necessarily consistent. Only the third, for example, mandates a complete and rigid division 
of regulatory jurisdiction. The first principle - dividing jurisdiction by expertise - might in 
fact mandate regulatory overlap. The SEC, for example, has developed an expertise in the 
regulation of brokerage operations. However, it has no expertise in evaluating how the activi
ties of an affiliate can impair depositor confidence in a bank. See note 182 infra and accompa
nying text. Only the banking authorities have developed this proficiency. Thus, if expertise 
were the sole criterion for allocating regulatory jurisdiction, both the SEC and the banking 
authorities would regulate brokerage affiliates of banks. 

181. All have registered with the SEC as brokers, see note 177 supra, but they are still 
subject to bank regulation. 

182. The Federal Reserve Board objected strongly to limiting its oversight of affiliates be
cause of the need to protect depositors. See 1982 Hearings, supra note 139, at 43 (statment of J. 
Charles Partee, Member, Board of Governors of the Federal Reserve System) (Board would 
not object to separate incorporation "if we were to retain the authority to go in and to look at 
those activities and see the extent to which they are affecting the status of the whole banking 
organization."). 

The Board is worried about the effect of a struggling affiliate on the public's perception of 
the bank. Id. at 43, 53-55, 57, 60-62, 65-66. Normally, ''the public's confidence in a bank is 
generally linked with the financial strength of any important nonbank affiliate." Id. at 55. 
Because "the public often is aware that the bank and its nonbank affiliates are under common 
management and control, and are operated largely as a single entity . . . the public is apt to 
assume that when an important nonbank affiliate is experiencing financial difficulty, the bank 
may also be having problems .... " Id. a~ 68. In the past decade, adverse public reaction to 
problems of affiliates has driven two banks out of business. Id. at 65-66. Thus, to protect 
depositors fully, bank regulators need the authority to examine affiliates. 

183. See 12 U.S.C. § 486 (1976) (Comptroller or Board can waive reports from affiliate if 
reports are unnecessary); 12 U.S.C. § 1844(c) (1976) (Board can use reports of other bank 
agencies instead of requiring its own). The Board has stated it would use any SEC-generated 
information in the oversight of bank securities affiliates. See 1982 Hearings, supra note 139, at 
55 (statement of J. Charles Partee, Member, Board of Governors of the Federal Reserve Sys
tem). Such cooperation could ease any burden caused by overlapping jurisdiction. 
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Second, the Treasury and SEC proposal requires that the sepa
rate securities corporation be a bank holding company affiliate184 

rather than a direct bank subsidiary. By imposing this corporate 
structure, banking operations could be further insulated from any 
risk incident to the securities activity. 185 With discount brokerage, 
however, risk is not really an issue186 because relatively little capital 
investment is involved.187 To the extent that discount brokerage 
poses a danger to the parent bank, the normal bank examination 
procedure, with its emphasis on solvency and protection of deposi
tors, responds to the problem more directly. 188 The other restrictions 
set forth in the Treasury and SEC proposal are similarly irrelevant to 
discount brokerage.1s9 

184. See 1982 Hearings,supra note 139, at 5-6 (statment of Donald T. Regan, Secretary of 
the Treasury). As a concession to small banks made because of the costs of reorganizing into a 
bank holding company, banks with less than $100 million in assets would be able to set up 
direct securities subsidiaries. Id at 6. 

Though this Note would not require a bank holding company structure, banks wishing to 
operate a discount brokerage might find such a structure desirable. If the Comptroller's appli
cation of the McFadden Act to discount brokerage is correct, see note 190 i,y'ra, direct broker
age subsidiaries are subject to fairly stringent margin lending restrictions. 

185. See 1982 Hearings,supra note 139, at 17 (statement of Donald T. Regan, Secretary of 
the Treasury); id. at 97-98 (statement of Professor Robert Charles Clark). The logic appar
ently is that losses of a subsidiary directly injure the parent bank; losses of a bank holding 
company affiliate directly injure the parent holding company but only indirectly reflect upon 
the bank affiliate. Public reaction to losses of an affiliate, however, does not seem to depend on 
the intricacies of corporate form. The public considers problems of an affiliate as problems of 
the bank. See note l82supra. Thus, the threat ofa panic by depositors does not seem to vary 
with the corporate form. 

186. The rationale for separate incorporation for discount brokerage services is not insula
tion from risk, but equivalence of regulation and protection of bank brokerage clients. See 
note 178 supra and accompanying text. 

187. See notes 90-92 supra and accompanying text. 
188. In its desire to eliminate overlapping regulation, the Treasury proposal limited the 

most important guard against risks to the bank - bank agency oversight of nonbank affiliates. 
See notes 179-83 supra and accompanying text. If allocation of regulatory jurisdiction by 
expertise is the goal, the banking authorities certainly have the most expertise in protecting 
bank depositors from the risks of nonbank affiliates. See note 180 supra. 

189. The Treasury and SEC proposal imposed two other requirements on bank securities 
subsidiaries. First, relations between the bank and the subsidiary would be tightly regulated. 
Banks, for example, could not offer interest-free or low-interest loans to the subsidiary. These 
regulations would prevent certain bank advantages, such as access to low-cost funds, from 
spilling over and subsidizing nonbank activities. See 1982 Hearings, supra note 139, at 6, 8 
(statement of Donald T. Regan, Secretary of the Treasury). 

These bank "subsidies" might affect competition for government revenue bonds and mu
tual funds - the bank securities activities discussed during the hearings-but such subsidies 
are unlikely to affect competition in the discount brokerage industry. This position is, in effect, 
the "cross-subsidization" argument already rejected by the Federal Reserve Board. See notes 
122-26 supra and accompanying text. Low barriers to entry, actual entry by relatively small 
firms, and the present 91.6% market share of full-service brokers, see note 123 supra and ac
companying text, make it unlikely that bank subsidization of affiliates would cause a few bank 
affiliates to dominate discount brokerage in particular or retail brokerage in general. 

The second restriction in the proposal was that if banks engaged in the new activities -
underwriting government revenue bonds and advising mutual funds - they not only must 
incorporate these activities separately, but must also transfer their other securities activities to 
the new entity. See 1982 Hearings, supra note 139, at 5-6 (statement of Donald T. Regan, 
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The Federal Reserve Board has expressed two reservations about 
a separate incorporation requirement, and its proposed rule on bank 
holding company discount brokerage operations does not contain 
such a provision.19° First, the Board proposed to retain supervisory 
power over brokerage affiliates;191 as discussed above, this Note's 
proposal would not limit this power. Second, the Board felt that sep
arate incorporation might burden smaller banks. 192 Yet of the small 
institutions proposing discount brokerage services, chiefly savings 
and loan associations, every one stated that the service would be sep
arately incorporated. 193 The reason for this approach is simple: dis
count brokerage requires a large customer base. 194 These 
institutions, too small to run such an extensive operation themselves, 

Secretary of the Treasury). Because discount brokerage is a discrete clerical-type activity, 
without either the risk or judgment required of other bank securities involvement, this step is 
unnecessary. To the extent discount brokers try to pare costs by eliminating all other func
tions, see text at notes 2-7 supra, regulations should not burden bank discount brokerage serv
ices with other securities activities. 

190. See Rulemaking Proposal, supra note 10, at 7747. The only requirement for separate 
incorporation is that any margin lending done pursuant to Regulation T, 12 C.F.R. Part 220 
(1982) (margin credit regulations for brokers), must be "conducted by nonbank subsidiaries of 
bank holding companies .... " Id. The proposal did not clearly indicate whether banks 
could continue directly to offer margin credit under Regulation U, 12 C.F.R. Part 221 (1982). 

The Comptroller has taken the opposite approach to margin credit. He ruled that "all 
essential branch banking functions performed in connection with (the discount brokerage op
erations] be performed at chartered (authorized branch] offices." Security Pacflic Application, 
supra note 7, at 86,261. The Comptroller considered the extension of margin credit, even by a 
separately incorporated discount brokerage service, as a branch function for the purposes of 
the McFadden Act. Jd.;see 12 U.S.C. § 36(f) (1976) (regulation of branch banking activities). 
Nonbranch discount brokerage offices could advise clients on loans, but all loan applications 
would need to be processed and approved at regular bank branch offices. Security Pacflic 
Application, supra note 7, at 86,259-60. This is a restrictive interpretation where the brokerage 
subsidiary is registered with the SEC as a broker, id. at 86,256, and so should have the freedom 
to extend margin loans as a broker. 

While both these restrictions reflect, in opposite directions, the congressional assumptions 
about margin loans, see notes 166-67 supra and accompanying text, neither responds to the 
problems of unequal regulation and unequal investor protection. See text at notes 151-65, 172 
supra. This Note's recommendation of mandatory separate incorporation with concommitant 
SEC registration is a more comprehensive approach to meshing the separate systems of regula
tion. To the extent that bank agency proposals ignore such concerns as investor protection, 
they fail to fulfill Congress's plan to protect brokerage customers. 

191. See note 182supra. 

192. See 1982 Hearings, supra note 139, at 45, 52-55, 64 (statement of J. Charles Partee, 
Member, Board of Governors of the Federal Reserve System). 

193. FHLBB General Counsel, supra note 104; S & L Brokerage Proposal, supra note 8. 

194. See note 63 supra and accompanying text. In contrast, activities allowed under the 
Treasury proposal did not require extensive resources. The Treasury Department would have 
allowed banks to underwrite government revenue bonds and advise mutual fund companies. 
See note 178 supra. Smaller banks might only bid on a few bonds in a year; separate incorpor
ation and capitalization might drive them out of the municipal bond business. See 1982 Hear
ings, supra note 139, at 45, 52, 64 (statement of J. Charles Partee, Member, Board of 
Governors of the Federal Reserve System). The Treasury and SEC requirement would thus 
be unfair to these banks, and would actually reduce competition among municipal bond 
underwriters. 
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band together in joint ventures or servicing arrangements. 195 They 
can only operate a discount brokerage through a pooling of re
sources that necessarily requires separate entity status. The Board's 
solicitude for small banks is misplaced here. Given the advantages 
of separate incorporation, and the lack of serious drawbacks, bank 
regulators should require it of all bank discount brokerage 
operations. 

CONCLUSION 

Two interpretations can reconcile the apparent conflict among 
the provisions of the Glass-Steagall Act. The agency interpretation, 
which permits bank discount brokerage services, has the advantages 
of Supreme Court precedent and internal consistency. Further ex
amination of the purposes of Glass-Steagall indicates that discount 
brokerage is not within the proscribed category of investment bank
ing. The arguments against discount brokerage fall away upon rec
ognition of the nature of the business. It is a service business lacking 
the speculative direct investment element characteristic of dealing or 
underwriting. The implementation of discount brokerage services, 
however, raises several problems of fairness and protection of inves
tors. To remedy these problems, the regulatory authorities should 
require separate incorporation of the discount brokerage operation. 

195. In the most recent batch of proposals, for example, only three contemplated opera
tions wholly owned by small institutions. Three others involved an equity investment in a 
newly formed discount brokerage firm, a joint venture with an existing discount brokerage 
firm, and a service arrangement with a newly formed brokerage firm. See FHLBB General 
Counsel, supra note 104, at 61,031-32. 


