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The Glass-Steagall Act was enacted in 1933 
in response to banking crises in  the 1920s 
and early 1930s. It imposed the separation 
of commercial and investment banking. In 
1999, after decades of incremental changes 

to the operation of the legislation, as well as significant 
shifts in the structure of the financial services industry, 
Glass-Steagall was partially repealed by the Gramm-Leach-
Bliley Act. 

When the United States suffered a severe financial crisis 
less than a decade later, some leapt to the conclusion that 
this repeal was at least partly to blame. Indeed, both the 
Republicans and the Democrats included the reinstate-
ment of Glass-Steagall in their 2016 election platforms. 

However, the argument that repealing Glass-Steagall 
caused the financial crisis, and that bringing it back would 
prevent future crises, is not supported by the facts. Glass-
Steagall could not have prevented the bank failures of 
the 1920s and early 1930s had it been in force earlier, and 
it wouldn’t have averted the 2008 financial crisis had it 
stayed in force after 1999.

Widespread Depression-era bank failures were primarily 

due to the fragility of the banking system at that time. 
Regulations that prohibited branch banking meant that 
America’s banks were frequently very small, with un-
diversified loan portfolios tied to the local economy of 
specific regions. Persistent crop failures and falling real 
estate values pushed thousands of these banks over the 
edge. Loan-financed securities speculation—the target of 
Glass-Steagall—had very little to do with it.

Likewise, during the recent financial crisis, commer-
cial bank failures were largely driven by credit losses on 
real estate loans. The banks that failed generally pursued 
high-risk business strategies that combined  nontradi-
tional funding sources with aggressive subprime lending. 
Glass-Steagall would not have stopped any of this. Nor 
could it have stopped standalone investment banks, such 
as Lehman Brothers, from running into trouble.

Ultimately, those who see a simple solution to our 
contemporary financial woes in repealing Gramm-Leach-
Bliley and reimposing Glass-Steagall only betray their 
misunderstanding of both pieces of legislation. The 
causes of financial crises—past, present, and future—lie 
elsewhere. 
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INTRODUCTION 
The Glass-Steagall Act is in the news again: 

both the Republican and the Democrat gener-
al election platforms proposed a reinstatement 
of Glass-Steagall as part of their programs for 
reforming the financial services sector. The 
Republican platform simply calls for the act’s 
reinstatement, on the grounds that it “prohib-
its commercial banks from engaging in high-
risk investment.” The Democrats, meanwhile, 
offer an “updated and modernized version of 
Glass-Steagall.” 

The original Glass-Steagall Act was enacted 
in 1933 in response to the banking crises of the 
1920s and early 1930s. It imposed the complete 
separation of commercial and investment bank-
ing. Commercial banks are chartered by national 
or state banking authorities to take deposits, 
which are withdrawable on demand, and to 
make loans. Investment banks, by contrast, spe-
cialize in the business of underwriting and trad-
ing in securities of all kinds. Under the terms of 
Glass-Steagall, investment banks were no longer 
permitted to have any connection with commer-
cial banks, such as overlapping directorships or 
common ownership. 

Glass-Steagall also created the Federal De-
posit Insurance Corporation (FDIC), and its 
drafters were anxious to ensure that federally 
insured commercial bank deposits were not 
used to finance riskier investment in securi-
ties. Congress at that time took the view that 
commercial banks were suffering losses from 
extreme equity market volatility, and that 
bank credit should therefore not be used for 
speculation, but rather restricted to industry, 
commerce, and agriculture. 

Almost 70 years after the Glass-Steagall Act 
was enacted, and in the wake of many changes in 
the structure of banking and financial services 
more generally, the legislation was “repealed” by 
the Gramm-Leach-Bliley Act (GLBA), which 
was signed into law by President Bill Clinton 
on November 12, 1999. When the United States 
suffered a severe financial crisis less than a de-
cade later, some leapt to the conclusion that 
the repeal of Glass-Steagall was at least partly 
to blame. 

During his 2008 election campaign, Presi-
dent Barack Obama appeared to share this 
view, stating that “by the time the Glass-Stea-
gall Act was repealed in 1999, the $300m lob-
bying effort that drove deregulation was more 
about facilitating mergers than creating an ef-
ficient regulatory framework.” Instead of creat-
ing a new framework of this sort, he said, “we 
simply dismantled the old one . . . encouraging 
a winner-take-all, anything-goes environment 
that helped foster devastating dislocations in 
our economy.”1 Yet none of the many legislative 
attempts to revive the Glass-Steagall Act have 
been supported by the Obama administration. 

In introducing one such bill, S. 1709, Sen. 
Elizabeth Warren (D-MA) claimed that for 50 
years, Glass-Steagall “played a central role in 
keeping our country safe.” She continued:

There wasn’t a single major financial 
crisis. . . . The 21st Century Glass-Steagall 
Act will rebuild the wall between commer-
cial banks and investment banks, separat-
ing traditional banks that offer savings and 
checking accounts and that are insured by 
the FDIC from their riskier counterparts 
on Wall Street. . . . By itself it will not end 
too big to fail and implicit government 
subsidies, but it will make financial insti-
tutions smaller, safer, and move us in the 
right direction. . . . If financial institutions 
have to actually face the consequences of 
their business decisions, if they cannot 
rely on government insurance to subsidize 
their riskiest activities, then the investors 
in those institutions will have a stronger 
incentive to closely monitor those risks.2 

Despite the failure of  S. 1709 and other simi-
lar bills, Warren continues to campaign on what 
she regards as the key issue: banks should not be 
able to engage in high-risk trading while they 
continue to receive federal insurance and tax-
payer bailouts. As she puts it, federal regulators 

have concluded that five U.S. banks 
are large enough that any one of them 
could crash the economy again if they 
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started to fail and were not bailed out. 
. . . [T]here would have been no crisis 
without these giant banks. They en-
couraged reckless lending by gobbling 
up an endless stream of mortgages to 
securitize and by funding the slimy sub-
prime lenders who peddled their miser-
able products to millions of American 
families. The giant banks spread that 
risk throughout the financial system by 
misleading investors about the quality 
of the mortgages in the securities they 
were offering.3 

Those who want to see Glass-Steagall re-
instated claim that, together with broader 
“deregulation,” its repeal caused the financial 
crisis. In testimony before Congress, for ex-
ample, journalist Robert Kuttner said: 

Since the repeal of the Glass-Steagall 
Act in 1999, after more than a decade 
of de facto inroads, super-banks have 
been able to re-enact the same kinds of 
structural conflicts of interests that were 
endemic in the 1920s, lending to specula-
tors, packaging and securitizing credits 
and then selling them off, wholesale or 
retail, and extracting fees at every step of 
the way. . . . The repeal of Glass-Steagall 
coincided with low interest rates that 
put pressure on financial institutions to 
seek returns through more arcane finan-
cial instruments. Wall Street investment 
banks, with their appetite for risks, led 
the charge.4 

Other arguments in support of bringing 
back Glass-Steagall stress the way “repeal 
changed an entire culture.” Nobel Prize–winning 
economist Joseph Stiglitz pointed out that 
commercial banks are “not supposed to be 
high-risk ventures”: 

Investment banks . . . have traditionally 
managed rich people’s property—people 
who can take bigger risks in order to get 
bigger returns. When the repeal of Glass-

Steagall brought investment and com-
mercial banks together, the investment 
bank culture came out on top. There was 
a demand for the kind of high returns 
that could be obtained only through high 
leverage and big risk-taking.5 

But is this really the case? Warren, for one, 
has provided little evidence to back up her 
claim that Glass-Steagall “stopped investment 
banks from gambling away people’s life savings 
for decades—until Wall Street successfully lob-
bied to have it repealed in 1999.” Indeed, she 
admitted in an interview with Andrew Ross 
Sorkin that “even if [Glass-Steagall] wouldn’t 
have prevented the financial crisis . . .  [I]t’s an 
easy issue for the public to understand . . . you 
can build public attention behind it.”6 This is 
typical of many of the arguments for reinstat-
ing Glass-Steagall. It is somehow taken as ob-
vious that repealing the Glass-Steagall caused 
the financial crisis and that bringing it back 
would prevent any future crises. But such ar-
guments do not rest on any factual basis, such 
as an examination of which banks collapsed 
during previous crises and why. Even banks’ 
growth is blamed on the repeal of the Glass-
Steagall Act, when, in fact, barriers to merging 
with or acquiring banks in other states were re-
moved by the Riegle-Neal Act of 1994, which 
led to a rapid increase in interstate banking be-
fore the GLBA became law in 1999.

However, there is a broader point to be 
made here, and doing so will form the basis of 
this Policy Analysis: in reality, Glass-Steagall 
was largely irrelevant in the first place. It was 
never an effective way of protecting banks 
from failure or the public from losses. It would 
not have prevented the banking crises of the 
1920s and 1930s had it been in force earlier, and 
it would not have prevented the 2008 financial 
crisis had it remained in force after 1999. The 
causes of both episodes lie elsewhere. What’s 
more, several of Glass-Steagall’s key provi-
sions, which prevent commercial banks from 
dealing in or underwriting securities, remain 
law to this day. The GLBA did not, as its critics 
suggest, usher in a complete free-for-all. 
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WHAT EXACTLY DID THE GLASS-
STEAGALL ACT PROSCRIBE?

Between 1929 and 1932, 5,795 U.S. banks 
failed. A further 4,000 would fail in 1933 alone. 
And as Franklin D. Roosevelt assumed the presi-
dency of the United States on March 4, 1933, 
bank deposits were being withdrawn at an 
alarming rate. Two days later, on March 6, Roo-
sevelt declared a four-day bank holiday, which 
closed down the entire banking system. On 
March 9, the Emergency Banking Act of 1933 
was introduced during a special session of Con-
gress. The legislation passed the House and the 
Senate the same day. Among other things, it 
provided for the reopening of the banks as soon 
as examiners found them to be financially se-
cure. Coupled with Roosevelt’s “fireside chat,” 
the Emergency Banking Act helped to restore 
a modicum of confidence in the banking sys-
tem. Accordingly, banks reopened on March 13, 
1933; by the end of the month, customers had 
returned about two-thirds of the cash they had 
previously withdrawn. 

Confidence in the banking system was not 
completely restored, however, and this created 
an opportunity for Sen. Carter Glass (D-VA) to 
reintroduce a bill he had originally proposed in 
1932, this time with the support of Rep. Henry 
Steagall (D-AL), the chairman of the House 
Banking and Currency Committee. The leg-
islation was designed to “provide for the safer 
and more effective use of the assets of banks, 
to regulate interbank control, to prevent the 
undue diversion of funds into speculative op-
erations and for other purposes.” Steagall had 
agreed to sponsor the bill after Glass added an 
amendment establishing the FDIC. Thus, the 
Banking Act of 1933, now better known as the 
Glass-Steagall Act, was passed by the House 
of Representatives on May 23, 1933, and by the 
Senate on May 25, 1933. Glass himself believed 
the “main purpose of the bill . . . was to pre-
vent the use of Federal Reserve banking fa-
cilities for stock gambling purposes.” It is the 
provisions of the act designed to achieve this 
purpose that are most relevant to the contem-
porary discussion of Glass-Steagall. 

Section 16 of the act granted to banks the 

powers necessary to carry on the business of 
banking, such as discounting and negotiat-
ing bills of exchange, receiving deposits, and 
lending. Significantly, this is the section of the 
legislation that specifically limited banks to 
purchasing and selling securities for customers 
and largely prohibited them from dealing in or 
underwriting securities on their own account. 
Section 16 of Glass-Steagall also imposed limits 
on the “investment securities” a bank could hold 
on its own account from any one issuer of bank-
ineligible securities. That category included 
bonds, notes, debentures, and other securities 
identified by the comptroller of the currency. It 
is important to note, however, that Section 16 of 
Glass-Steagall still allowed banks to purchase, 
deal in, and underwrite U.S. government bonds, 
the general obligations of states and municipali-
ties, and securities issued by government-spon-
sored enterprises Fannie Mae and Freddie Mac. 
No quantitative limits were imposed on these 
bank eligible securities.

Section 20 and Section 32 of Glass-Steagall 
further prevented banks from being affiliated 
with any company that was principally or pri-
marily engaged in underwriting or dealing in 
securities. Section 21, meanwhile, prevented 
securities firms from taking deposits. 

“Underwriting” refers here to taking on the 
risk that an issue of securities may not be fully 
sold to investors; “dealing,” in this context, re-
fers to holding securities for trading purposes. 
Although investment banks are occasionally 
referred to as “broker-dealers,” there is an im-
portant distinction between those activities. A 
broker facilitates the transaction between two 
parties, as when a real estate agent arranges a 
sale between the buyer and the seller. A dealer, 
in contrast, will usually hold the securities on 
its balance sheet, just as a supermarket would 
stock its shelves. The risk of these activities can 
be substantially different. And most simply, a 
bank may hold securities as an investment with 
no intention to sell but rather to hold to the 
security’s maturity.

Glass-Steagall did not prevent banks from 
purchasing and selling securities for their own 
investment purposes; moreover, banks could 
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buy and sell whole loans. When securitiza-
tion was subsequently introduced, the terms 
of Glass-Steagall allowed banks to securitize 
their loans and sell them in that form, but 
they were not allowed to underwrite or deal 
in mortgage-backed securities (MBS). Banks 
could nevertheless buy MBS as investments 
and sell them whenever it suited their invest-
ment strategy, or when they required cash. 

WHAT WAS THE RATIONALE FOR 
GLASS-STEAGALL?

In 1931, Glass chaired a series of hearings on 
the “Operation of the National and Federal Re-
serve Banking Systems” before his Subcommit-
tee on Banking and the Currency. Glass’s report 
on these subcommittee hearings prefaced and 
formed the basis of both his 1932 banking re-
form bill—which passed in the Senate but failed 
to make it through the House before the 1932 
election—and the Glass-Steagall Act of 1933. It 
is easy to understand the premise behind Glass’s 
legislative efforts from that report. “National 
banks,” Glass wrote, “were never intended to un-
dertake investment banking business on such a 
large scale.” Moreover, the 

overdevelopment of security loans, and 
the dangerous use of the resources of bank 
depositors for the purpose of making 
speculative profits and incurring the dan-
ger of hazardous losses, has been furnished 
by perversions of the national banking 
and State banking laws, and that, as a re-
sult, machinery has been created which 
tends towards danger in several directions. 
The greatest of such dangers is seen in the 
growth of “bank affiliates,” which devote 
themselves in many cases to perilous un-
derwriting operations, stock speculation, 
and with maintaining a market for the 
banks’ own stock often largely with the re-
sources of the parent bank.7 

Glass noted that the years after 1925 were 
characterized by great inflation of bank credit 
through the large loans and investments made 

by banks with substantial surplus reserves. 
Much of this credit was used to purchase secu-
rities.8 From 1924 onward, bank failures began 
to increase rapidly, breaking down community 
business structures and encouraging “local 
hoarding.” Ultimately, this process culminated 
in the general breakdown of 1929. Glass re-
garded the 1929 stock market crash as an “ac-
companiment or symptom of unsound credit 
and banking conditions themselves,” rather 
than their cause. He also drew attention to 
the immense increase in real estate mortgages 
and bonds, which added a further “element of 
great difficulty,” when prices and rents began 
to fall. His report, despite references to mort-
gages and real estate bonds, focused on the ex-
cessive use of bank credit in making loans for 
speculation in securities and bank affiliates, 
engaging in stock speculation, and maintain-
ing a market for the bank’s own stock with the 
resources of the parent bank.9 This was also 
the focus of Glass-Steagall.

Two other factors bolstered Glass’s determi-
nation to prevent “the diversion of funds into 
speculative operations.” First, earlier in his polit-
ical career, he had played a major role in the cre-
ation of the Federal Reserve System. As a mem-
ber of the House of Representatives, he had 
sponsored the Federal Reserve Act of 1913, which 
established the United States’ central bank. Lat-
er, in the Senate, he was the prime mover behind 
the Banking Act of 1932, which gave the Federal 
Reserve the ability to lend to members on a wid-
er range of assets and allowed U.S. government 
securities to be used on a temporary basis as col-
lateral, in addition to gold and commercial paper 
(that is, unsecured, short-term corporate debt). 
In this context, it is not surprising that Glass 
was set on ensuring that member banks of the 
Federal Reserve System could not draw on that 
institution’s resources to make speculative loans.

This goal was compounded by his adherence 
to the “Real Bills Doctrine,” a monetary theory 
according to which the central bank should pro-
vide just as much money and credit as is needed 
to accommodate the legitimate needs of com-
merce, but not so much as to finance speculative 
activity. This doctrine long predated the found-
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ing of the Federal Reserve and was enshrined as a 
key concept in that institution’s founding legisla-
tion. The idea was that so long as central banks 
only issued money against short-term commer-
cial bills arising from real transactions in goods 
and services, such issuance will not be inflation-
ary, since the demand for money is inherently 
limited by the needs of commercial trade. 

Accordingly, the Federal Reserve Act pro-
vided for the extension of reserve bank credit, 
mainly to member banks, through the Federal 
Reserve Board’s rediscounting of eligible (short-
term, self-liquidating) commercial paper pre-
sented to it by member banks. In its Tenth An-
nual Report, the Federal Reserve stated: “It is the 
belief of the Board that there is little danger that 
the credit created and distributed by the Federal 
Reserve Banks will be in excessive volume if re-
stricted to productive uses.”10 The Board fur-
ther made it clear that “productive uses” meant 
loans to finance the production and marketing 
of actual goods. Credit would be automatically 
adjusted to the needs of trade if banks invested 
in commercial and industrial loans and avoided 
loans for investment in stocks. 

This doctrine, which many economists 
have subsequently blamed, at least in part, for 
the U.S. monetary policy that fueled the Great 
Depression,11 was a significant driving force 
behind Glass-Steagall.

WAS GLASS-STEAGALL AN  
APPROPRIATE RESPONSE TO THE 
BANKING CRISES OF THE 1920S 
AND 1930S?

We have already seen that Glass based his 
legislation on the Senate subcommittee hear-
ings he chaired in 1931. However, some have 
argued that the dramatic language and asser-
tions made in his report on those hearings were 
simply not supported by the evidence that had 
been adduced. Rutgers University economist 
Eugene White’s analysis, for example, shows 
that not only was there no evidence for Glass’s 
conclusions, but also that the evidence directly 
contradicted his claims. For example, from 
1930 to 1933, banks engaged in commercial and 

investment banking had lower failure rates.12 
While 26 percent of all national banks failed, 
only 6.5 percent of the 62 banks with securities 
affiliates went the same way. For the 145 banks 
with large bond operations, the figure was only 
7.6 percent. This is partially explained by the 
fact that the typical commercial bank involved 
in investment banking was larger than average, 
and therefore had all the opportunities for di-
versification and economies of scale that the 
small banks lacked. Overall, there is no evi-
dence that the banks with securities affiliates 
were more likely to fail than the thousands of 
small banks that failed throughout the 1920s 
and 1930s.

Glass’s hearings did point out the structural 
fragility of the American banking system. On 
June 30, 1920, there were 28,885 banks in op-
eration, of which two-thirds were in small rural 
communities with populations of less than 2,500. 
They were generally “unit banks.” Bank branch-
ing was severely restricted at the state level, both 
by laws preventing banks chartered in one state 
from operating in the territory of another, and, 
in some cases, by rules that limited branching 
within states. Branching by national banks was at 
first constrained by administrative actions that 
generally limited national banks to one branch. 
The McFadden Act of 1927 liberalized this to 
some extent by allowing national banks to op-
erate branches in their home state, subject to 
the branching laws applicable to state banks in 
that particular state. By 1931 there were 3,467 
branches; by 1938 there were 3,607.13 However, 
full nationwide branching was not finally permit-
ted until 1994. As a result, banks were often forced 
to be small and to have an undiversified loan port-
folio tied to the local economy of a single state, or 
even a specific region within that state. 

Between 1921 and 1930, 6,171 banks failed. 
Of these, 827 were national banks, 230 were 
state banks belonging to the Federal Reserve 
System, and 5,114 were state banks outside the 
Federal Reserve System. Bank failures often 
reflected regional agricultural crop failures, 
followed by a fall in real estate values in those 
areas.14 A further 9,096 banks failed between 
1930 and 1933. The majority of these were small 
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banks that were unable to diversify loan risk in 
the agricultural towns on which they depended. 
In some cases, these banks faced growing com-
petition from larger, city-based competitors, 
which were increasingly easily accessible from 
surrounding small towns. Bad loans led to many 
bank failures during the 1920s. Those that sur-
vived were often burdened with poorly per-
forming loans (usually mortgages) and were de-
pendent for their future solvency on economic 
conditions improving. Unfortunately for them, 
conditions became worse.

During Glass’s Senate subcommittee hear-
ings, New York Federal Reserve Governor 
George L. Harrison pointed out that the Ca-
nadian banking system consisted of 18 nation-
ally chartered banks, operating a total of 4,676 
branches in 1920. The agricultural regions of 
Canada faced the same problems as those south 
of the border, but only one bank had failed there; 
the rest had reduced their branch network by 13.2 
percent. Canada made it through the Great De-
pression without any further bank failures, even 
though exports of raw materials, such as wheat 
and wood pulp, plunged as prices fell. Between 
1929 and 1939, Canadian gross domestic prod-
uct fell by 40 percent, yet its banking system 
survived pretty well intact. Nationwide branch-
ing allowed banks to handle any local runs while 
still maintaining only negligible excess reserves. 
They were in a structurally stronger position to 
survive any potential financial crises. There was 
for a time enthusiasm for reforming the U.S. 
banking system along Canadian lines. But strong 
political support for small, local banks meant 
that such reforms never occurred. With the 
Glass-Steagall Act of 1933, U.S. banking policy 
went in a different direction.

Harrison had also raised the issue of increased 
deposits in banks engaged in commercial—as op-
posed to savings or thrift—banking. Such growth 
was principally in time deposits, such as savings 
accounts, because many states did not require 
banks to carry any reserves against them. Even 
under the Federal Reserve Act, banks had to car-
ry only 3 percent reserves against time deposits, 
compared with 7, 10, or 13 percent (depending 
on the bank’s location) against demand depos-

its, such as checking accounts. Glass questioned 
the adequacy of these reserve requirements, not 
least because they had been substantially re-
duced since the passage of the Federal Reserve 
Act in 1913. Harrison responded that the Federal 
Reserve was considering the current reserve re-
quirements, and that while no conclusion had 
been reached, it was his personal opinion that 
the same level of reserves should apply to both 
time and demand deposits. As to Glass’s fre-
quent questions about loans on equities, Har-
rison stressed that raising loans on equities or 
corporate bonds was a perfectly legitimate form 
of financing and that such loans were not neces-
sarily speculative. As Harrison put it, “if some-
one in the Reserve in his judgement thinks that 
[loans] are going up too rapidly, shall he use the 
threat of refusing a loan on legally eligible paper 
to restrain that one particular kind of business 
which in itself is not prohibited by law?” Glass, in 
turn, pointed out that the “intent [of the Federal 
Reserve Act] was clearly to . . . keep out of the 
Federal reserve banks loans which were made for 
speculative purposes.”15 

What these exchanges show is that the 
hearings held by Glass’s subcommittee exposed 
many weaknesses in the U.S. banking system 
that were not subsequently addressed by Glass-
Steagall. Had banking reforms addressed those 
weaknesses, they would have greatly strength-
ened the system and made it more efficient. 
Harrison summed it up as follows: 

A bank today perfectly properly and 
legally . . . does a commercial banking 
business, a savings bank business, a trust 
company business, a securities business 
and even an issue-house business. . . . I 
do not see now that it would be wise to 
destroy that system even if it were possi-
ble, because the American businessman, 
who is in a great rush always, finds great 
service in going to a banking institution 
and (finding) . . . that all these things can 
be well done under one roof to the con-
venience of the customer.16 

Destroying that system is, however, precise-
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ly what the Glass-Steagall Act set out to do. The 
evidence provided in the hearings over which 
Glass presided did not support the contention 
underlying the Glass-Steagall Act that bank 
loans for speculation led to the large number of 
bank failures before and during the Great De-
pression. Rather, the banking system was itself 
fragile. Thousands of unit banks failed because 
they were totally dependent on the economic 
well-being of the (predominantly) agricultural 
areas in which they were situated. However dif-
ficult it may have been to implement Harrison’s 
analysis at the time of the hearings, doing so 
would have left post-Depression America with 
a stronger and more efficient banking system.

Instead, given that Glass-Steagall rested on 
a misdiagnosis of the ills of the banking sector, 
its decades-long separation of commercial and 
investment banking in the United States did 
nothing to remove the risk of bank failures. It 
is curious, looking back, that the evidence pre-
sented to Glass’s 1931 subcommittee about the 
deficiencies of small, undiversified unit banks 
did not merit attention or legislation. Address-
ing these issues would have done so much 
more to protect depositors—and to stabilize 
the U.S. financial system—than the separation 
of commercial and investment banking. 

The collapse of so many banks during the 
1920s and 1930s left many small towns in agricul-
tural areas without any banks at all. The lack of 
credit this entailed made the suffering caused by 
the Depression even worse. It must have looked 
as though the days of the unit banks were over. 
By the end of 1935, 13 of the 27 states that had 
prohibited branching entirely in 1930 repealed 
their prohibitions; 7 of those states passed laws 
allowing state-wide branching.  Yet Glass-Stea-
gall actually militated against this positive de-
velopment by reaffirming the restrictions placed 
on national bank branching by the McFadden 
Act of 1927. This error was compounded by the 
introduction of deposit insurance, which weak-
ened the impetus toward branch banking. As a 
result, Glass-Steagall can be said to have helped 
preserve the unit banking model in the United 
States, against all evidence and common sense. 
As late as 1979, just 21 states allowed state-wide 

branching, while 12 states continued to prohibit 
branching altogether.17 Inevitably, this raised 
the costs of banking, since it reduced competi-
tion over the cost of credit and its availability 
and thus reduced social mobility.18

For better or worse—and probably for 
worse—Glass-Steagall set the structure of the 
U.S. banking system for decades to come. The 
legislation left the United States with a fragile 
and expensive system of unit banks. This sys-
tem was unusual in international terms for its 
rejection of universal banking, which would, 
in Harrison’s words, have been better suited 
to the “American businessman,” or indeed the 
customer, “who is always in a hurry.”

There was a reduction in bank runs after 
Glass-Steagall passed, but it is hard to give the 
separation of investment and retail banking 
much credit for that development. The estab-
lishment of the FDIC likely did far more to 
convince depositors it was safe to leave their 
money in the bank.

THE EROSION OF THE GLASS-
STEAGALL ACT

Glass-Steagall was subject to a series of 
changes prior to its eventual repeal in 1999. 
Some of these changes resulted from the eco-
nomic challenges of the 1960s and 1970s. For 
example, Regulation Q imposed interest rate 
caps on a variety of bank deposits, in accor-
dance with Section 11 of Glass-Steagall. The in-
flation of the 1970s led market interest rates to 
rise above those statutory caps, and they were 
eventually abolished in March 1986. In the 
meantime, however, consumers turned away 
from saving through bank deposits and toward 
interest-bearing accounts and investment prod-
ucts offered by securities firms, such as money 
market funds. Corporate customers began to 
rely more on the commercial paper market and 
less on depository banks, which increasingly 
struggled to attract savings and saw the profit-
ability of their traditional bank products fall.19

Other factors for change included rapid 
technological advances and globalization, par-
ticularly in the 1970s and 1980s. These changes 
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greatly reduced the costs of using data from one 
business to benefit another. In turn, these cost 
reductions increased the expected profitability 
of cross-selling insurance and securities prod-
ucts to both household and business customers. 
As these practices slowly gathered pace, it was 
seen that the risks to banks engaged in such 
practices had not substantially increased. As 
the process of globalization continued, it be-
came clear those countries that had long prac-
ticed universal banking did not face any of the 
problems that Glass-Steagall had sought to 
prevent with its separation of commercial and 
investment banking. American banks operat-
ing in the United Kingdom and in continen-
tal Europe operated in the same way as other 
banks in those jurisdictions and did not suffer 
any adverse consequences. 

Some statutory changes took place in the 
1970s. These included the Federal Financing 
Bank Act of 1973, which made Fannie Mae 
securities bank eligible and the Housing and 
Community Development Act of 1974, which 
did the same for Freddie Mac securities. As 
such, these securities became exempt from 
the prohibition on commercial banks dealing 
in, underwriting, or holding securities, even 
though they were not guaranteed by the gov-
ernment. The Office of the Comptroller of the 
Currency (OCC) and the Federal Reserve, us-
ing its powers to interpret the “closely related” 
provision of the Bank Holding Company Act 
of 1956, gradually allowed commercial banks 
to engage in an increasing number of activities 
that resembled traditional securities products 
and services. 

The 1971 Supreme Court decision con-
cerning Investment Company Institute v. Camp 
was the key step in a gradual erosion of Glass-
Steagall. The Investment Company Institute 
was an association of open-ended investment 
companies. Several of these companies argued 
that the OCC had approved First National 
City Bank’s decision to operate a pooled in-
vestment fund and that this product was very 
much like an open-end mutual fund in Regu-
lation 9.20 Moreover, the pooled investment 
fund brought together two traditional banking 

services: it acted as a management agent for 
clients, and it pooled trust funds. The plain-
tiffs argued that the “operation of a collective 
investment fund of the kind approved by the 
Comptroller, that is in direct competition with 
the mutual fund industry, involves a bank in the 
underwriting, issuing, selling and distributing 
securities in violation of Sections 16 and 21 of 
the Glass Steagall Act.”

The Court concluded that

it is settled that courts should give great 
weight to any reasonable construction 
of a regulatory statute adopted by the 
agency charged with the enforcement 
of that statute. The Comptroller of the 
Currency is charged with the enforce-
ment of banking laws to an extent that 
warrants the invocation of this principle 
with respect to his deliberative conclu-
sions as to the meaning of these laws.21 

The Court went on to hold that the “Comp-
troller should not grant new authority to nation-
al banks until he is satisfied that the exercise of 
that authority will not violate the intent of bank-
ing laws.”22 The Court also reiterated its belief 
that Congress had concluded that “more subtle 
hazards” existed when a bank entered into the 
investment banking business. These included 
the effect of losses in the investment affiliate on 
the commercial bank itself: the pressure to sell 
may lead a bank to make its credit facilities more 
freely available to those companies in whose 
stock it had invested or even make unsound 
loans to such companies. This possible conflict 
between promoting the investment affiliate and 
the obligation of the bank to give disinterested 
investment advice also concerned Congress, in 
the opinion of the Supreme Court.23

Four years later, in his testimony before 
the Senate Committee on Banking, Housing, 
and Urban Affairs, the Comptroller of the 
Currency, William Camp, criticized the Su-
preme Court’s analysis as an “attempt to apply 
a legislative remedy which was fashioned with 
certain specific abuses committed at a certain 
period in history to a different service being 
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carried out at a different historical period.” 
He also noted the irony that the law permit-
ted banks to offer investment services to the 
wealthy through their trust departments but 
prevented the general public from obtaining 
similar services.24 Two years later, the Federal 
Reserve Board revised Regulation Y so that 
bank holding companies (BHCs) were allowed 
to engage in a range of nonbanking activities.25 
BHC subsidiaries were allowed to act as in-
vestment advisers to registered investment 
companies and were allowed to provide leas-
ing, courier, and management consulting ser-
vices as well as certain kinds of insurance.26 

After the Camp decision, the OCC began 
to respond to requests from banks concern-
ing whether certain activities were part of 
the “business of banking” under Section 16 of 
Glass-Steagall. For example, in Letter 494, the 
OCC stated that the “business of banking . . . 
comprised of all those powers which are rec-
ognized features of that business.”27 The OCC 
took the view that the execution and clearance 
of customer transactions in financial instru-
ments—such as securities, futures, and options—
were part of the business of banking and there-
fore permissible whatever the underlying asset. 

The OCC also issued many interpretive 
letters following the Supreme Court’s 1995 
decision in Nations Bank of North Carolina v. 
Variable Annuity Life Insurance Co (VALIC). In 
this case, the Court decided that the business 
of banking “is not limited to the enumerated 
powers in § 24 seventh, and that the Comp-
troller therefore has discretion to authorize 
activities beyond those specifically enumerated. 
The exercise of the Comptroller’s discretion . . . 
must be kept within reasonable bounds.” The 
OCC concluded that

Judicial cases affirming the OCC inter-
pretations establish that an activity is 
within the scope of this authority if the 
activity is (i) functionally equivalent to or 
a logical outgrowth of a traditional bank-
ing activity; (ii) will respond to customer 
needs or otherwise benefit the bank or 
its customers; and (iii) involves risks simi-

lar to those already assumed by banks.28

One of the criteria applied by the OCC in-
volved “looking through” the nature of the ac-
tivity to the underlying asset, which led to the 
OCC approving banks’ trading and dealing ac-
tivities in derivatives linked to interest rates, 
currency exchange rates, and certain precious 
metals. For example, in 1983, the OCC autho-
rized a national bank to purchase and sell for 
its own account exchange-traded options. In 
1987–88, Interpretative Letter 414 allowed an 
operating subsidiary of a national bank to buy 
and sell foreign exchange in forward markets, 
as well as over-the-counter options in foreign 
exchange markets for the purpose of hedging 
and arbitrage. Similar letters, numbered 553 
(1990–91) and 685 (1994–95) allowed a national 
bank’s subsidiary to engage in the brokerage of 
precious metals, as part of the express power to 
trade in “coin and bullion.” 

Commodity swaps were the first kind of de-
rivatives authorized by the OCC, following a 
proposal by Chase Manhattan Bank that they 
be allowed to undertake perfectly matched 
commodity price index swaps. The OCC ap-
proved this request because it was incidental 
to the express power of national banks to lend 
money and was therefore part of the general 
business of banking as a form of funds inter-
mediation. Such transactions would not in-
volve market risk; rather, they only exposed 
the bank to counterparties’ credit risk, which 
was similar to the credit risk involved in lend-
ing.29 Later, in 1990–92, the OCC allowed un-
matched swaps, arguing that a

swap contract in which payments are 
based on commodity prices instead of 
interest rates or currency exchange rates 
fits with the powers of national banks 
because it is simply a way of tailoring 
traditional intermediation services of 
commercial banks to meet the needs of 
bank customers. 

The program merely had to be conducted in a 
“safe and sound manner” and be subject to the 
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same controls as interest rate derivatives.30

The underlying argument for permit-
ting these activities within the Glass-Steagall 
framework was the OCC’s wider concept of 
banking as “financial intermediation,” involv-
ing exchanges of payments between banks 
and their customers. The OCC developed this 
idea more fully after 1995. After being allowed 
to conduct commodity-based swaps, banks re-
quested permission to engage in equity swaps 
and equity index swaps. These were allowed on 
the basis that all swaps were essentially “pay-
ments that (are) analogous to those made and 
received in connection with a national bank’s 
express powers to accept deposits and loan 
money.”31 The OCC argued, in conclusion, that 
“since national banks are exercising . . . statuto-
ry powers related to deposit taking, lending and 
funds intermediation when engaging in equity 
derivative swap activities, the prohibitions of 
Glass-Steagall are inapplicable.”32 

In coming to this decision, the OCC focused 
on credit risk, but it is arguable that banks en-
gaged in these activities would also be exposed to 
market risk, owing to market price fluctuations 
in the derivative and the underlying asset, since 
the banks in question would be acting as princi-
pals in both commodity- and equity-based de-
rivatives contracts. That being said, market price 
fluctuations also affect bank loans, although the 
risks involved in derivatives may be more diffi-
cult to discern since the focus tends to be on the 
contract and not the underlying asset.33

Throughout the 1980s, the OCC gave its ap-
proval to banks and their operating subsidiaries 
to join security and commodity exchanges,34 act 
as discount brokers,35 offer investment advice,36 
and manage individual retirement accounts.37 
They were also permitted to undertake private 
offerings of securities,38 lend securities,39 and 
underwrite, deal in, and hold general obligation 
municipal bonds.40

Similarly, the Federal Reserve approved ap-
plications by banks to expand their activities 
when, in the Federal Reserve’s view, such an 
expansion would provide public benefits. In 
such cases, the Federal Reserve would add the 
activity or activities in question “to the list of 

activities that it has determined by regulation 
to be so closely related to banking or managing 
or controlling banks as to be a proper incident 
thereto.”41 One example of this was the Federal 
Reserve’s acceptance of United Bancorp’s ap-
plication to form United Bancorp Municipals 
de novo, in order to engage in underwriting and 
dealing in certain government securities.

At the request of BHCs, the Federal Re-
serve also provided guidance on when a com-
pany would be considered to be “engaged prin-
cipally” in securities business under Section 
20 of Glass-Steagall. BHCs were generally 
only allowed to engage in investment banking 
activities through separately capitalized sub-
sidiaries, which became known as “Section 20 
subsidiaries.” Their bank-ineligible securities 
could not exceed a certain percentage of the 
BHC’s gross revenue—a limit that the Federal 
Reserve initially set at between 5 and 10 per-
cent of the revenue of the company. 

In the spring of 1987 the Federal Reserve 
Board voted 3–2 in support of easing these 
regulations, despite opposition from Paul Vol-
cker, the then-chairman. The Federal Reserve 
“concluded that subsidiaries would not be en-
gaged substantially in bank ineligible activities 
if not more than 5–10 percent of their total 
gross revenues was derived from such activities 
over a two-year period, and if the activities in 
connection with each type of bank ineligible 
security did not constitute more than 5–10 
percent of the market for that particular type 
of security.”42 By 1999 the Federal Reserve had 
approved applications allowing at least 41 Sec-
tion 20 subsidiaries. The Federal Reserve au-
thorized these companies to underwrite and 
deal in bank-ineligible securities,43 including 
municipal bonds, commercial paper, mortgage-
backed securities, and other consumer–related 
securities, as well as corporate debt securities 
and corporate equity securities.44

Between 1996 and 1997, the sum of the Fed-
eral Reserve’s decisions effectively overruled 
Section 20 of Glass-Steagall. In December 
1996, with the support of then-chairman Alan 
Greenspan, the Federal Reserve allowed the 
nonbank subsidiary of a BHC to obtain up to 
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25 percent of its revenue from underwriting 
and dealing in securities that a member bank 
may not underwrite or deal in, effective March 
1997. The experience it had gained through 
the supervision of Section 20 subsidiaries over 
a period of nine years led the Federal Reserve 
to conclude that the 10 percent limit unduly 
restricted the underwriting and dealing activ-
ity of the Section 20 subsidiaries. The Federal 
Reserve decided that a “company earning 25% 
or less of its revenue from underwriting and 
dealing would not be engaged ‘principally’ 
in that activity for the purposes of Section 
20.”45 In August 1997 the Federal Reserve fur-
ther argued that the risks of underwriting had 
been proved to be manageable and that banks 
should have the right to acquire securities 
firms. In 1997 Bankers Trust (then owned by 
Deutsche Bank) bought the investment bank 
Alex Brown & Co., thus becoming the first 
U.S. bank to acquire a securities firm.

Further changes occurred in 1996 when the 
Federal Reserve relaxed three firewalls between 
securities affiliates and their banks. Officers and 
directors could subsequently work for both the 
Section 20 subsidiary and the bank, provided 
that the directors of one did not exceed over 49 
percent of the board of the other.46 The CEO 
of the bank was not allowed to be a director, 
officer, or employee of the securities affiliate, 
and vice versa. Restrictions on cross-marketing 
between the bank and its Section 20 subsidiary 
were repealed, and permissible intercompany 
transactions between a Section 20 and its af-
filiate were expanded to include any assets that 
have a readily identifiable and publicly available 
market quotation.

This outline of the most significant, in-
cremental changes to the operation of Glass-
Steagall has been provided to dispel the notion 
that the act was abruptly repealed without any 
thought being given to the safety and sound-
ness of the banking sector. This brief history 
of Glass-Steagall in action also shows that the 
act always allowed banks to underwrite and 
deal in certain classes of assets, while still pre-
venting them from being affiliated with any or-
ganization engaged “principally” in underwrit-

ing and dealing in securities. The next section 
of this analysis will explore the extent to which 
the provisions of Glass-Steagall were actually 
repealed in 1999.

THE GRAMM-LEACH-BLILEY  
ACT OF 1999

The opening sections of the GLBA, also 
known as the Financial Services Modernization 
Act, make it clear that only Sections 20 and 32 of 
Glass-Steagall were being repealed. Section 20,  
remember, stated that national and state-
chartered banks within the Federal Reserve 
System were not allowed to be affiliated with 
a business that was “engaged principally” in 
underwriting and dealing in securities. That 
section did not give a clear indication of the 
degree of integration that would be permissi-
ble under its terms. The section did, however, 
state clearly that a bank was not allowed to 
hold majority ownership or a controlling stake 
in a securities firm.47 

Section 32 prohibited those same banks 
from having interlocking directorships with a 
firm principally engaged in underwriting, deal-
ing in, or distributing securities. An officer, di-
rector, or manager of a bank could not also be a 
director, officer, or manager of a securities firm. 
In addition, a member bank could not provide 
correspondent banking services to a securities 
firm or accept deposits from such a company, 
unless the bank had received a permit from the 
Federal Reserve, which would only be issued if 
it were deemed to be in the public interest.48 
Similarly, a securities firm was prohibited from 
holding on deposit funds from a member bank. 
These two sections of the Glass-Steagall Act 
were repealed. 

As a result, the GLBA allowed for affiliations 
between commercial banks and firms engaged 
principally in securities underwriting, as well as 
interlocking management and employee rela-
tionships between banks and securities firms. 
Under the GLBA, banks are still not able to of-
fer a full range of securities products, and securi-
ties firms still cannot take deposits. The GLBA 
authorized securities activities in two types of 
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BHC affiliates: nonbank securities firms and fi-
nancial subsidiaries of banks. Under the GLBA, 
wider activities could be carried out though a 
new form of BHC known as a financial holding 
company, which could include securities and in-
surance subsidiaries as well as bank subsidiaries  
and the various types of nonbanking firms 
that had already been permitted under the 
Bank Holding Company Act of 1956.49 The 
GLBA also authorized both national and state-
chartered banks to form financial subsidiaries 
to conduct a wide range of activities, including  
certain securities and insurance activities, 
without having to be part of a holding company 
structure. Nevertheless, a bank’s investment in 
a securities subsidiary cannot be recorded as an 
asset on its balance sheet. Such investments are 
effectively written off as soon as they are made.50

Crucially, Sections 16 and 21 of Glass-Steagall  
were not repealed. Section 16 prohibits banks 
from underwriting or dealing in securities or 
engaging in proprietary trading activities with 
regard to most debt and equity securities.51 
Section 21 prohibits the acceptance of deposits 
by broker-dealers and other nonbanks. These 
prohibitions also apply to banks affiliated with 
broker-dealers through a financial holding 
company structure, so that while a wide range 
of financial services can be offered through 
a single affiliated financial holding company, 
individual subsidiaries cannot offer universal 
banking services.52 

It is important to note, however, that the 
restrictions contained in Sections 16 and 21 
did not and do not apply to U.S. government 
debt, the general obligations bonds of states 
and municipalities, or bonds issued by Fannie 
Mae and Freddie Mac. Glass-Steagall allowed 
banks to underwrite or deal in these secu-
rities. It also allowed banks to buy and sell 
whole loans; then, when securitization was 
developed, banks were also permitted, under 
Glass-Steagall, to buy and sell securities based 
on assets such as mortgages, which they could 
otherwise hold as whole loans. Banks were not 
allowed to underwrite or deal in MBS, but they 
could buy them as investments and sell them 
when they required cash. None of these things 

were relaxations introduced by the GLBA. On 
the contrary, they had long been part of Glass-
Steagall itself.

The GLBA also left intact Sections 23A and 
23B of the Federal Reserve Act, which restrict 
and limit the transactions between affiliates in 
a single financial holding company conglom-
erate. Section 23A limits financial and other 
transactions between a bank and its holding 
company, or any of that BHC’s subsidiaries. 
It also specifically limits extensions, guar-
antees, or letters of credit from a bank to af-
filiates within the same holding company to 10 
percent of the bank’s capital and surplus for 
any particular affiliate, and 20 percent of the 
bank’s capital and surplus for all affiliates in 
total. Any such lending to affiliates within the 
conglomerate has to be backed by U.S. govern-
ment securities up to the value of the loan; if 
other types of marketable securities are used 
as collateral, the loan must be over-collateral-
ized. All transactions between a bank and its 
subsidiaries must be on the same terms as the 
bank would offer to a third party. Banks cannot 
purchase low-quality assets from their affili-
ates, such as bonds with principal and interest 
payments past due for more than 30 days. All 
of these restrictions are applied by the Comp-
troller of the Currency to a national bank’s re-
lationship with a securities subsidiary. 

Section 23B of the Federal Reserve Act, 
meanwhile, requires that transactions between 
a bank and affiliates within the same BHC, in-
cluding all secured transactions, must be on 
market terms and conditions. This applies to (a) 
any sales of assets by a bank to an affiliate; (b) 
any payment or provision of services by a bank 
to an affiliate; (c) any transaction in which an af-
filiate acts as agent or broker for a bank;  (d) any 
transaction by a bank with a third party if an af-
filiate has a financial interest in that third party; 
and (e) instances in which an affiliate is a par-
ticipant in the transaction in question. If there 
are no comparable transactions for identifying 
market terms, a bank must use terms, including 
credit standards, that are at least as favorable 
to them as those that would be offered in good 
faith to nonaffiliated companies. 
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These restrictions, as contained in Sections 
23A and 23B of the Federal Reserve Act, serve 
to ensure that only banks can take advantage 
of the deposit insurance safety net and the 
Federal Reserve’s discount window; such fi-
nancial support is not available to a bank’s 
holding company or its nonbanking affiliates.53 
Once again, the GLBA had no impact on these 
provisions. 

What’s more, all of the restrictions on the 
kind of securities in which banks could deal 
under Glass-Steagall remained in place after 
the GLBA. The OCC divides securities into 
five basic types. Banks can only underwrite, 
deal, or invest in Types I and II on their own 
account. These have to be “marketable debt 
obligations,” which are “not predominantly 
speculative in nature” or else are rated in-
vestment grade. Examples include govern-
ment debt obligations, various federal agency 
bonds, county and municipal issues, special 
revenue bonds, industrial revenue bonds, and 
certain corporate debt securities. Permissible 
Type II securities include obligations issued 
by a state or a political subdivision or agency 
of that state, which do not otherwise meet 
Type I requirements. The obligations of inter-
national and multilateral development banks 
and organizations are also permissible, subject 
to a limitation per obligor of 10 percent of the 
bank’s capital and surplus.54 The OCC places 
limits on the size of bank holdings in Types 
III, IV, and V securities, which include corpo-
rate bonds, municipal bonds, small business–
related securities of investment grade, and se-
curities related to residential and commercial 
mortgages. Banks can buy or sell securities in 
these categories, just as they can buy and sell 
whole loans; however, they cannot deal in or 
underwrite such securities. 

To summarize, then, banks could not under 
Glass-Steagall and cannot under the GLBA un-
derwrite or deal in securities outside of certain 
carefully defined categories. Those who see a 
simple solution to our contemporary financial 
woes in repealing the GLBA and reimposing 
Glass-Steagall only betray their misunder-
standing of both pieces of legislation. 

THE FINANCIAL CRISIS AND 
THE GREAT RECESSION

If Glass-Steagall had remained in force in 
its entirety, would it have done anything to 
prevent the financial crisis and the subsequent 
recession? The simple answer is that it would 
not. Indeed, Glass-Steagall would have been 
irrelevant, since an examination of the causes 
of the crisis shows that the fault lay entirely 
elsewhere.

First, the investment banks that failed were 
stand-alone investment banks. The collapse 
of two Bear Stearns hedge funds in June 2007, 
after months of growing instability in the sub-
prime market, exposed serious problems at that 
bank.55 A few months later, after the collapse of 
other hedge funds, Bear Stearns stock fell sharp-
ly following Moody’s downgrade of its mort-
gage bond holdings. In March, it was acquired 
by JP Morgan with the support of a $30 billion 
loan from the Federal Reserve. In September 
of that year, Lehman Brothers collapsed, as the 
overvaluation of its commercial and residential 
mortgages, its disregard of its own risk manage-
ment policies, its excessive leverage, and its ac-
counting irregularities were exposed. This time 
the Federal Reserve did not ride to the rescue. 
Lehman Brothers’ collapse was a shock to the 
financial system that rippled around the world, 
sparking a global credit crunch.56 But it was not 
links with commercial banks that caused these 
investment banks to fail. On the contrary, the 
immediate cause of the crisis can be seen more 
clearly by looking at why so many commercial 
banks failed themselves.

The number of failures of FDIC-insured 
banks increased as the financial crisis went 
on: 25 in 2008, 140 in 2009, 157 in 2010, 92 in 
2011, and 51 in 2012—a total of 465 altogether. 
Between January 2008 and December 2011, 75 
percent of these failures (313 out of 414) were 
at small institutions with less than $1 billion 
in assets. The Government Accountability Of-
fice’s report shows that these small bank fail-
ures were largely driven by credit losses on 
commercial real estate loans, especially those 
secured on real estate to finance land develop-
ment and construction.57 In addition, many of 
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the failed banks had pursued aggressive growth 
strategies using nontraditional, riskier fund-
ing sources, such as brokered deposits—that is, 
large-denomination deposits that are sold by a 
bank to a middleman (broker), and then sold 
on by the broker to its customers; alternatively, 
the broker may first gather funds from various 
investors and then place them in insured de-
posit accounts. Failed banks had also shown 
weak underwriting and credit administrative 
practices.

It is worth focusing on the two largest bank 
failures and examining their causes. The first 
was IndyMac, with assets of $32 billion in July 
2008, followed by Washington Mutual, with 
assets of $307 billion in September 2008. In 
each case, the analysis provided by the Office 
of the Inspector General provides useful and 
relevant insights, showing that it was primarily 
ill-considered lending that led to these banks’ 
failures.

IndyMac had metamorphosed from a real es-
tate investment trust into a savings and loan asso-
ciation in 2000, and from the start had pursued 
an aggressive growth strategy. From mid-2000 
to the first quarter of 2008, its assets increased 
from nearly $5 billion to over $30 billion. The 
bank originated or bought loans, securitized 
them, and sold them to other banks, thrifts, 
or investment banks, but held the mortgage- 
servicing rights. The value of the business 
peaked at $90 billion in 2006. IndyMac con-
centrated on adjustable rate mortgages (ARMs), 
including ones in which the minimum payment 
did not cover the monthly interest payment; 
75 percent of IndyMac’s borrowers were only 
making the minimum payment. IndyMac also 
specialized in Alt-A loans, which only required  
the minimum documentation verifying the 
borrower’s income—and sometimes not even 
that. These loans were very profitable for the 
company. With only 33 retail branches, In-
dyMac lacked deposits, and depended for its 
funding on secured loans from government-
sponsored Federal Home Loan Banks  (which 
provided 34 percent of the bank’s funding), as 
well as borrowing from the Federal Reserve 
and a German bank. IndyMac’s loan reserves 

were inadequate, as was soon revealed. Cru-
cially, IndyMac did not engage in any invest-
ment bank activity, and all of its activities 
would have been allowed under the original 
Glass-Steagall Act. Its failure was entirely due 
to poor business strategy.

As the Office of the Inspector General put it: 

IndyMac’s aggressive growth strategy, 
use of Alt-A and other non-traditional 
loan products, insufficient underwrit-
ing, credit concentrations in residential 
real estate in the California and Florida 
market, and heavy reliance on costly 
funds borrowed from the Federal Home 
Loan Bank (FHLB) and from brokered 
deposits, led to its demise when the 
mortgage market declined in 2007. . . . 
Ultimately, loans were made to many 
borrowers who simply could not afford 
to make their payments. . . . 

When home prices declined in the 
latter half of 2007 and the secondary 
market collapsed, IndyMac was forced 
to hold $10.7bn of loans it could not sell 
on the secondary market. Its liquidity 
position was made worse by the with-
drawal of $1.55bn in deposits. . . . [T]he 
underlying cause of the failure was the 
unsafe and unsound manner in which 
the thrift was operated.58

The examination of the federal regulatory 
oversight of Washington Mutual (WaMu) tells 
a similar story. In his summary of the causes of 
WaMu’s failure, the inspector general blamed 
a “high risk lending strategy coupled with lib-
eral underwriting standards and inadequate 
risk controls.”59 In 2005 WaMu had turned 
to riskier, nontraditional loans and subprime 
loans, defining the latter as those where the 
borrower had FICO scores of less than 620. In 
2006 WaMu estimated that its internal profit 
margin on “option ARMs”—adjustable rate 
mortgages that let borrowers choose their 
level of payment (principal and interest, inter-
est only, or a lower, minimum payment) on a 
rolling basis—was more than eight times that 
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for a government-backed loan, and nearly six 
times that of normal, fixed-rate 30-year loans. 
WaMu believed these riskier loan vehicles 
would enable it to compete with Countrywide 
Financial Corporation, then one of the larg-
est mortgage lenders in the United States. 
Risky loans of this sort accounted for as much 
as half of WaMu’s loan originations between 
2003 and 2007, and almost half ($59 billion)  
of the home loans on its balance sheet by the 
end of 2007. At that time, 84 percent of the to-
tal value of option ARMs were negatively am-
ortizing.60 In other words, the outstanding bal-
ance of those loans was rising, since borrowers 
were making minimum payments that did not 
even cover the interest charged. In addition, 
about 90 percent of all WaMu’s home equity 
loans, 73 percent of its option ARMs, and 50 
percent of its subprime loans were “stated in-
come” loans—that is, WaMu did not require 
such borrowers to have private mortgage 
insurance despite high loan-to-value ratios.  
Like IndyMac, WaMu’s residential lending 
was concentrated in California and Florida, 
states that were hit by above-average home 
value depreciation. WaMu’s earnings began to 
fall in 2007, with losses reaching $3.2 billion in 
the second quarter of 2008. In the days after 
Lehman Brothers collapsed, the bank experi-
enced net deposit outflows of $16.7 billion. 

In summing up the reasons for WaMu’s fail-
ure, the Inspector General stated that 

WaMu failed because its management 
pursued a high-risk business strategy 
without adequately underwriting its 
loans or controlling its risks. WaMu’s 
high-risk strategy, combined with the 
housing and mortgage market collapse 
in mid-2007, left WaMu with loan loss-
es, borrowing capacity limitations, and 
a falling stock price.61

As a result, “WaMu was unable to raise capital 
to counter significant depositor withdrawals.” 
The bank was closed on September 25, 2008; 
the FDIC subsequently sold it to JP Morgan 
Chase for $1.89 billion.

These analyses of the failures of commercial 
banks make it clear that they were due to risky 
bank lending and the abandonment of essen-
tial underwriting criteria. The collapse of these 
banks, in other words, had nothing to do with 
the repeal of Glass-Steagall. Whether under 
that act, or under the GLBA, banks were al-
lowed both to sell on their loans and to secu-
ritize them. In neither case could they under-
write or deal in securities, apart from various 
government-issued or government-backed secu-
rities, including those of Fannie Mae and Freddie 
Mac. It is precisely for this reason that the com-
plaints brought against leading banks by both 
the Department of Justice and the Federal Hous-
ing Finance Agency do not accuse the banks of 
dabbling in securities. Instead, the complaints 
all refer to mortgage lending, the extent of sub-
prime lending, and the MBS sold to Fannie Mae 
and Freddie Mac—which were frequently based 
on subprime loans.62 Furthermore, the rapid 
growth in subprime lending from 1995 onward 
was entirely the result of political commitments 
to “affordable housing,” and the implementation 
of related policies by the Department of Hous-
ing and Urban Development.63 This resulted in 
at least 28 million subprime or weak mortgages 
in the financial system by 2008—over half of all 
outstanding mortgages. It was these mortgages, 
and not the alleged deregulation brought about 
by Glass-Steagall’s partial repeal, that lay at the 
heart of the financial crisis. 

THE VOLCKER RULE— 
PREVENTING THE NEXT CRISIS?

Whatever the real causes of the financial cri-
sis, the goal of separating  investment banking 
from commercial banking shot up the political 
agenda in its aftermath. In a 2010 speech on fi-
nancial reform, for example, President Obama 
took up an  idea promoted by former Federal 
Reserve chairman Paul Volcker, who was at that 
time chairman of the President’s Economic Re-
covery Advisory Board. Obama said:

I’m proposing a simple and common-
sense reform, which we’re calling the 
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Volcker Rule. Banks will no longer be al-
lowed to own, invest, or sponsor hedge 
funds, private equity funds, or propri-
etary trading operations for their own 
profit, unrelated to serving their cus-
tomers. . . . These firms should not be 
allowed to run these hedge funds and 
private equities funds while running a 
bank backed by the American people.64

The initial statement of this “Volker Rule” 
seemed straightforward enough: “Unless oth-
erwise provided in this Section, a banking en-
tity shall not (A) engage in proprietary trading; 
or (B) acquire or retain any equity, partnership, 
or other ownership interest in, or sponsor a 
hedge fund or a private equity fund.”65 How-
ever, complexities began to emerge once the 
key elements were introduced in, for example, 
OCC Bulletin 2014-9. According to this docu-
ment, the final regulations would:

 ■ Prohibit banks from engaging in short-
term proprietary trading of certain se-
curities, derivatives commodity futures, 
and options on these instruments for 
their own accounts;

 ■ Impose limits on banks’ investments 
in, and other relationships with, hedge 
funds and private equity funds;

 ■ Provide exemptions for certain activi-
ties, including market-making–related 
activities, underwriting, risk-mitigating 
hedging, trading in government obliga-
tions, insurance company activities, and 
organizing and offering hedge funds and 
private equity funds;

 ■ Clarify that certain activities are not 
prohibited, including acting as agent, 
broker, or custodian;

 ■ Scale compliance requirements based 
on the size of the bank and the scope of 
the activities. Larger banks are required 
to establish detailed compliance pro-
grams, and their chief executive officers 
must attest to the OCC that the bank’s 
programs are reasonably designed to 
achieve compliance with the final regu-

lations. Smaller banks engaged in mod-
est activities are subject to a simplified 
compliance program.

Taking just one of these activities—market-
making—as an example serves to demonstrate 
the difficulties involved in applying the rules. 
Market making occurs when a firm stands ready 
throughout a trading day to buy or sell a given 
security at a quoted price. In order to do this, 
the firm in question must hold a certain num-
ber of shares in that security, so as to facilitate 
trading. Market-making is, as a result, essential 
to the maintenance of liquid financial markets.   

Banks are only allowed to engage in market-
making under the Volcker Rule if the relevant 
trading desk is usually ready to buy and sell 
one or more financial instruments on its own 
account, in commercially reasonable amounts, 
and throughout market cycles. The amount, 
type, and risks of the financial instruments 
in the trading desk’s market-maker inventory 
must be designed not to exceed the reasonably 
expected near-term demands of clients, cus-
tomers, or counterparties based on:

 ■ The liquidity, maturity, and depth of the 
market for the relevant types of finan-
cial instruments; and

 ■ Demonstrable analysis of historic cus-
tomer demand, current inventory of 
financial instruments, and market and 
other factors regarding the amount, 
types, and risks of or associated with 
the financial instruments in which the 
trading desk makes a market, including 
through block trades.66

It gets more complicated: various transac-
tions may be booked in different legal enti-
ties by a single trading desk, provided that the 
transactions are all traded and managed by a 
single group. The Volcker Rule is aimed at the 
lowest level in the organization—that is, each 
unit that handles trading. Market makers must 
show a willingness to trade on both sides of the 
market, taking into account other dealers and 
customers. How this willingness is shown de-
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pends on the characteristics of the market for 
the security, or an identified group or groups 
of financial instruments for which the firm 
tracks profits and losses. 

According to “Attachment B,” the long ex-
planatory commentary that accompanied the 
publication of the final rule, the relevant agen-
cies accept that allowing a trading desk to en-
gage in customer-related interdealer trading is 
appropriate because it can help a trading desk 
to manage its inventory and risk levels in such 
a way that clients, customers, and counterparties 
have access to a larger pool of liquidity.67 

This example, just one among many, makes 
it obvious that banks will have difficulty decid-
ing whether any trades are compliant or not. To 
assist the banks, the OCC and other agencies 
published a series of “examination procedures” 
setting out how examiners would assess banks’ 
progress in developing a framework to comply 
with the Volcker Rule. This was followed by a 
series of FAQs defining terms such as “trading 
desk” and explaining the “treatment of mort-
gage backed securities issuers sponsored by 
government sponsored enterprises.” In its first 
regulatory brief for clients, financial consultancy 
PricewaterhouseCoopers pointed out that the 
concept of reasonably expected near-term de-
mand (RENTD) is “fundamental to the Vol-
cker Rule as it is the essential evidence needed 
to show that a market making desk’s positions 
are tied to customer activity, rather than being 
proprietary trading.” However, they continued, 
“capturing and analyzing the data required to 
calculate RENTD has become an enterprise-
wide conundrum.”68

Now, set that in a regulatory context in 
which the relevant agency only needs to have 
a “reasonable belief ” that a bank is evading 
the Volcker Rule in order to bring a regulatory 
enforcement response—something that can 
“provide for a wide spectrum of interpretation 
when a Regulatory Agency is scrutinizing an 
investment or activity.”69 Intent is not a factor 
because the “offending investment or activity 
only needs to function like an evasion or oth-
erwise violate the Volcker Rule.”70 It is not just 
the complexity of this rule and its attendant 

definitions that make it unworkable; the costs 
to banks of conforming to such intricate regula-
tion, and of fighting off antievasion accusations, 
are also highly problematic. Put simply, the Vol-
cker Rule is likely to be a field day for lawyers.

Yet Volcker apparently does not see any 
problem in distinguishing between propri-
etary trading and trading for customers. In an 
interview with Reuters Business, Volcker said: 

Bankers know when they are doing pro-
prietary trading, I assure you. . . . [I]f 
they don’t know, they shouldn’t be in the 
business. . . . If there are big unhedged 
positions constantly, then it’s proprie-
tary trading. . . . Regulators should start 
asking questions if a bank has taken on 
big positions in certain markets or is 
holding assets for a lengthy period of 
time. The key questions are, Why did 
they buy it and why are they holding on 
to it for that long?71 

It is fair to say that no one else sees it in 
quite such simple terms. The final Volcker 
Rule, as published in the Federal Register on 
January 31, 2014, ran to 541 pages.72 The rule 
was accompanied by an appendix providing a 
further, long explanatory commentary. In ad-
dition, regulatory agencies issued hundreds of 
pages of supplemental guidance.

The Volcker Rule can be seen as a kind of 
reinstatement of Glass-Steagall, but it is an 
unnecessary one for two reasons. First, and as 
noted above, the GLBA already prevents com-
mercial banks from underwriting and dealing 
in most securities—subject to a few exceptions, 
such as U.S. government securities. The Volck-
er Rule is in some ways more restrictive, since 
it prohibits banks from trading anything except 
treasuries and agencies on their own account. 
That rules out foreign government bonds, as 
well as state and local bonds. The market for 
those securities will likely become less liquid 
as a result. Nevertheless, the Volcker Rule still 
allows commercial banks to hedge, underwrite, 
and make markets so long as it is not for their 
own account. Second, the Volcker Rule also 
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appears to allow BHCs and their nonbank af-
filiates to trade only for their customers, for the 
purpose of market-making, or for their own 
hedging transactions. This limitation is despite 
the fact that only commercial banks have ac-
cess to either federally insured deposits or the 
Federal Reserve’s discount window. 

Ultimately, the Volcker Rule is both irrel-
evant and highly likely to prove unworkable in 
practice. 

CONCLUSION
The tragedy is that so much time and effort 

has been spent missing the point. More recent 
analyses of the causes of the Great Depres-
sion and the effect of the 1929 stock market 
crash suggest that bank failures then were due 
to the fragile nature of the banking system at 
the time (itself a product of regulations pro-
hibiting branch banking), the persistence of 
regional crop failures, the decline in real es-
tate values, and a general economic depression 
that was badly handled by policymakers (chief 
among them the Federal Reserve, which let 
the U.S. money supply collapse by a third).73 
Glass-Steagall could not have prevented the 
Depression had it been in force earlier, and 
it did little to address its fundamental causes 
subsequently. 

The effect of Glass-Steagall’s 1999 “repeal” 
has also been exaggerated. First, the restric-
tions contained in Glass-Steagall were always 
subject to some exceptions; second, those ex-
ceptions had already been enlarged by regula-
tory and judicial decisions over the course of 
several decades, well before the GLBA was 
passed; and third, the GLBA only repealed 
some elements of Glass-Steagall. The general 
prohibition on banks underwriting or dealing 
in securities remained intact.

In any case, the 2008 financial crisis had 
precious little to do with Glass-Steagall, one 
way or the other. It was caused primarily by 
bad lending policies, which in turn led to the 
growth of the subprime market to an extent 
that neither the lawmakers nor regulatory au-
thorities recognized at the time. The commer-

cial banks and parent holding companies that 
failed—or had to be sold to other viable finan-
cial institutions—did so because underwriting 
standards were abandoned. Yes, these banks 
acquired and held large amounts of mortgage-
backed securities, which pooled subprime 
and other poor quality loans. But even under 
Glass-Steagall, banks were allowed to buy and 
sell MBS because these were simply regarded 
as loans in a securitized form.

Yet by focusing the public’s anger on 
“greed,” “overpaid bankers,” and so-called “ca-
sino banking,” politicians have been able to di-
vert attention from the ultimate cause of the 
financial crisis, namely their belief that afford-
able housing can be provided by encouraging—
or even obliging—banks to advance mortgages 
to  homebuyers with low to very low incomes 
and requiring government-sponsored enter-
prises to purchase an ever-increasing propor-
tion of such loans from lenders. If politicians 
continue to believe that affordable housing 
can only be provided in that way and act ac-
cordingly, no one need look any further for the 
causes of the next financial crisis.
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