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Texas does not authorize such powers for banks.57 0 Instead, bank fail-
ures in Texas have been caused primarily by an excessive concentration
of bank assets in commercial loans related to real estate and energy ven-
tures. This lack of diversification in bank assets left Texas banks heavily
exposed to losses when the collapse of oil prices in the mid-1980s led to a
prolonged slump in the overbuilt residential and commercial real estate
markets.571

A possible explanation for the absence of serious problems resulting
from involvement of state banks in expanded powers is that many states
have imposed prudential limits on the exercise of these powers. For ex-
ample, some states have required such activities to be conducted through
a subsidiary of the bank, and many states have limited bank involvement
in such activities to a specified percentage of a participating bank's assets,
deposits or capital. 572 These prudential restraints on state bank powers
stand in sharp contrast to the situation with state-chartered thrifts in
California and Texas, where those states failed to impose meaningful re-
strictions on commercial real estate loans or real estate development ac-
tivities by thrifts.573  Texas and California accounted for fifty-four

570. See CSBS Detailed Survey, supra note 203, Appendices 2-4 (indicating that Texas
state banks do not have authority to engage in insurance underwriting or real estate in-
vestment or development); CSBS Summary Survey, supra note 203 (same); Saulsbury,
supra note 204, at 6 (Table 1) (same).

571. Between 1982 and 1987, Texas banks increased the percentage of real estate-re-
lated loans in their portfolios from 23 percent to 40 percent. Two-thirds of these real
estate-related loans were commercial real estate loans. Nonperforming real estate loans
and real estate held under foreclosure accounted for three-fourths of the nonperforming
assets of Texas banks in September 1989. Texas banks also held high concentrations of
energy-related loans. See 1989 Senate Hearings, supra note 568, at 9-10 (testimony of
Texas Banking Commissioner Kenneth W. Littlefield). Other factors contributing to
Texas bank failures were (i) the rapid increase in the number of chartered banks in Texas
from 1,336 in 1975 to 1,936 in 1985, which resulted in a larger number of banks that had
at best only marginal profitability; (ii) excessive borrowing by bank holding companies
and individuals in order to purchase bank stock, thereby leaving bank owners unable to
infuse additional capital to assist their banks in times of crisis; (iii) fraud and mismanage-
ment by bank insiders; (iv) inadequate discipline of bank management by shareholders
and outside auditors; and (v) inadequate supervision by federal and state banking authori-
ties. See id. at 8-14.

572. For discussion of the restraints imposed by a number of states or state bank in-
volvement in securities, insurance and real estate activities, see supra notes 206-08, 211-12
& 218-19 and accompanying text.

573. See, e.g., N. Strunk & F. Case, Where Deregulation Went Wrong: A Look at the
Causes Behind Savings and Loan Failures in the 1980s, at 58-64 (1988) (describing liberal
state laws in California and Texas which placed no effective limits on the involvement of
state-chartered thrifts in commercial real estate lending or real estate development); 135
Cong. Rec. H 2558 (daily ed. June 14, 1989) (remarks of Representative Wolpe, declaring
that no effective limitations were placed on the activities of Texas state-chartered thrifts);
1987 House Hearings, supra note 17, at 420 (reprint of article from California Banker
newsletter of Oct. 1987, contrasting California state law limiting real estate investments
by state banks to 10 percent of assets or 100 percent of equity, with California regulatory
practice allowing state-chartered thrifts to invest up to 100 percent of their assets in real
estate projects).

For example, during 1988 and 1989, only one small California state bank failed, and
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percent of the resolution costs for failed thrifts in 1987 and nearly eighty
percent of such costs in 1988, and these states are expected to be respon-
sible for at least a majority of the future thrift resolution costs to be in-
curred by the RTC. 74

There are at least three other significant reasons explaining why the
massive wave of failures that swept over the thrift industry has not been
experienced by state banks engaged in securities, insurance or real estate
activities. First, as noted above, state banks have consistently maintained
a higher average capital ratio than national banks and a much higher
average capital ratio than thrifts. 75 It is generally agreed that bank capi-
tal plays a crucial role in providing a "cushion" to absorb operating
losses and in disciplining the conduct of bank managers and owners who
realize that funds of their own are at risk. 76 In the case of most state
banks, there has been a significant amount of capital representing share-

251 out of 267 state banks in California were profitable in 1989. California only permits
state banks that are rated in the top two categories of the FDIC's five-tier bank safety
rating (CAMEL) system to invest in real estate, and the state banking department closely
monitors these investments. See Statement of James E. Gilleran, California Superinten-
dent of Banks, before the House Subcomm. on Financial Institutions Supervision, Regu-
lation and Insurance on April 4, 1990, at 1-2, 6 (on file at Fordham Law Review); 1989
Senate Hearings, supra note 568, at 131-33 (testimony of Mr. Gilleran). In contrast, 18
thrift institutions failed in California in 1988 alone, in part because of the state's failure to
restrict and prudently supervise thrift real estate investment activities. See 135 Cong.
Rec. S 4298, S 4300 (daily ed. April 19, 1989) (remarks of Senator Moynihan); 1989
Senate Hearings, supra note 568, at 133 (colloquy between Senator Riegle and Mr.
Gilleran).

574. See H.R. Rep. No. 54 (pt. 1), supra note 190, at 297, 518 (additional views of
Representative Kanjorski, et al.), reprinted in 1989 U.S. Code Cong. & Admin. News at
93, 312; 135 Cong. Rec. S 4298 (daily ed. April 19, 1989) (remarks of Senator Moyni-
han); id. at H 2557-58 (daily ed. June 14, 1989) (remarks of Representative Wolpe).

575. During the years 1984 to 1989, state banks maintained an average capital ratio
ranging between 6.39 percent (in 1984) and 6.99 percent (in 1989). In each year, as
indicated supra in note 566, the state banks' average ratio was higher than that of na-
tional banks. See State of the State Banking System 1989, supra note 39, at 6; State of the
State Banking System 1988, supra note 566, at 5, reprinted in 1989 House Hearings, supra
note 5, at 306.

In contrast, as of September 30, 1988, the average net worth for all FSLIC-insured
thrifts was only 3.1 percent. See Financial Institutions Reform, Recovery and Enforce-
ment Act of 1989 (H.R. 1278), Hearings Before the Subcomm. on Financial Institutions
Supervision, Regulation and Insurance of the House Comm. on Banking, Finance and
Urban Affairs, 101st Cong., 1st Sess. (pt. 1) 224 (1989) (testimony of M. Danny Wall,
Chairman of the FHLBB) (Table 2). The thrift industry's capital was further depleted by
an aggregate net loss of $19.2 billion during 1989. See Thrift Industry Posts Record Loss
of $19.2 Billion for 1989, OTS Says, 54 Banking Rep. (BNA) 575 (Apr. 2, 1990).

576. For discussion of the importance of bank capital in providing a "cushion" against
losses and in restraining bank managers and owners from engaging in unduly risky be-
havior, see Safe Banking Perspectives, supra note 15, at 177; R. Litan, supra note 15, at
156-57; H.R. Rep. No. 54 (pt. 1), supra note 190, at 541-43 (supplemental views on capi-
tal standards), reprinted in 1989 U.S. Code Cong. & Admin. News at 337-39; 135 Cong.
Rec. S 3999 (daily ed. Apr. 17, 1989) (remarks of Senator Garn); id. at H 2559 (daily ed.
June 14, 1989) (remarks of Representative Wylie); id. at H 2561 (remarks of Representa-
tive Roukema).
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holder investment risk and, therefore, substantial incentive for share-
holder discipline of bank managers.

In contrast, the FHLBB and FSLIC permitted hundreds of insolvent
or undercapitalized thrifts to remain in operation by adopting lenient
capital standards, regulatory accounting principles and capital forbear-
ance programs.5 77 In fact, the thrift industry as a whole was already
insolvent on a market value basis in 1981, before Congress and the states
liberalized thrift powers. This insolvency resulted from the thrift indus-
try's historic concentration of assets in fixed-rate home mortgages and
the resulting mismatch between the industry's long-term mortgage assets
and short-term deposit liabilities. When inflation and deposit interest
rates increased substantially in the late 1970s and early 1980s, the cost of
thrift liabilities soared but most thrift institutions were unable to rede-
ploy their assets in higher-yielding investments. Consequently, the thrift
industry's total capital was exhausted by 1981. The banking industry, by
comparison, had a shorter-term and more diversified asset portfolio and
therefore did not suffer the tremendous losses and capital drain incurred
by the thrifts.578

Rather than facing the thrift problem squarely, Congress (in response
to political pressures from the thrift industry) decided to let the industry
try to "grow out of [its] problems" 579 by granting broader (and more
risky) powers under the Garn-St Germain Act. The states soon followed
suit with their own expanded powers.5 8° The problem was that many of
the thrifts exercising these increased powers had little or no capital at
risk. These insolvent or undercapitalized thrifts had no incentive to re-
frain from excessively risky activities because their owners stood to reap
all gains and knew that the FSLIC insurance fund would bear any
losses.581

Second, Congress failed until 1989 to provide funds sufficient to enable
the federal regulators to close down more than a small percentage of the
insolvent thrifts. A $15 billion recapitalization plan for the FSLIC was

577. For discussion of the adverse impact of lax capital standards and regulatory leni-
ency by the FHLBB and FSLIC, see H.R. Rep. No. 54 (pt. 1), supra note 190, at 297-98,
reprinted in 1989 U.S. Code Cong. & Admin. News at 93-94; 135 Cong. Rec. H 2561-62
(June 14, 1989) (remarks of Representative Roukema); id. at H 2588 (remarks of Repre-
sentative Cooper); N. Strunk & F. Case, supra note 573, at 14-16, 30-33, 37-38, 147-51;
Scott, Never Again: The S & L Bailout Bill, 45 Bus. Law. 1883, 1888-89 (1990).

578. See Scott, supra note 577, at 1885-87.
579. N. Strunk & F. Case, supra note 573, at 31.
580. See Scott, supra note 577, at 1888-90; N. Strunk & F. Case, supra note 573, at 30-

38, 54-66.
581. For discussion of the perverse incentives faced by owners and managers of insol-

vent or undercapitalized thrifts, see R. Litan, supra note 15, at 111 (stating that "the
moral hazard features of deposit insurance act most perversely for institutions that are
near failure"); H.R. Rep. No. 54 (pt. 1), supra note 190, at 541 (supplemental views on
capital standards, quoting testimony by Comptroller General Bowsher), reprinted in 1989
U.S. Code Cong. & Admin. News at 337; 135 Cong. Rec. S 3999 (daily ed. Apr. 17, 1989)
(remarks of Senator Garn).
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defeated by the House in 1986, and only $10.8 billion was approved
under CEBA in 1987, largely because of political pressure brought by
members of the thrift industry to forestall receivership and liquidation
proceedings by the FSLIC.58 In contrast, the FDIC's deposit insurance
fund for banks, while strained by the large number of recent bank fail-
ures, has remained sufficient to allow the FDIC generally to take timely
action with respect to failing or failed banks.583 The ability of the
FHLBB and FSLIC to respond to the thrift crisis was further hampered
when several members of Congress intervened to stop FHLBB or FSLIC
enforcement proceedings against large failing thrifts.584

582. For information relating to the failure of Congress to provide adequate funds to
the FSLIC in 1986 and 1987, see 47 Wash. Financial Rep. (BNA) 531, 575, 659 (1986)
(reporting that 1986 bill to recapitalize FSLIC failed to pass House, and that House
action was delayed by House Speaker Jim Wright until FHLBB provided assurances that
new funds would not be used by FSLIC to close down Texas thrifts); H.R. Rep. No. 261,
supra note 184, at 155, reprinted in 1987 U.S. Code Cong. & Admin. News at 624 (recapi-
talization of FSLIC under CEBA limited to $10.825 billion, with not more than $3.75
billion to be authorized in any one year); 135 Cong. Rec. S 3998 (daily ed. Apr. 17, 1989)
(remarks of Senator Garn); id. at S 4003 (remarks of Senator Wirth); id. at S 4105 (daily
ed. Apr. 18, 1989) (remarks of Senator Garn); id. at S 4289 (daily ed. Apr. 19, 1989)
(remarks of Senator Dole); id. at H 2588 (daily ed. June 14, 1989) (remarks of Represen-
tative Cooper).

583. In 1988 and 1989, the FDIC's insurance fund for bank deposits suffered losses of
$4.3 billion and $851 million, respectively. As a result, the size of the fund decreased
from $18.4 billion as of the end of 1987 to $13.2 billion as of the end of 1989. The FDIC
has indicated that the fund will not experience further losses in 1990 unless there are
unexpected failures involving large banks. See BIF's Reserves Drop to $13.2 Billion, Fund
Experiences Second Operating Loss, 54 Banking Rep. (BNA) No. 21, at 899 (May 28,
1990).

For recent statements confirming the adequacy of the FDIC's deposit insurance fund
to meet the current and anticipated future costs of bank failures, see 1989 House Hear-
ings, supra note 5, at 7, 153 (testimony of Chairman L. William Seidman of the FDIC);
id. at 178-79 (testimony of Robert L. Clarke, Comptroller of the Currency); id. at 45-46,
224-30 (testimony of Robert W. Gramling of the General Accounting Office).

Three economists have recently contended that the FDIC's fund is inadequate, and
that the FDIC is deliberately permitting insolvent or failing banks to continue in opera-
tion. See id. at 236-42 (testimony of R. Dan Brumbaugh and Robert Litan); id. at 315-17
(letter to Representative Annunzio from Messrs. Brumbaugh & Litan); Brumbaugh,
Carron & Litan, Cleaning Up the Depository Institutions Mess, reprinted in 1989 House
Hearings, supra note 5, at 247, 254-61. For a subsequent critique of the analysis of these
economists, arguing that they have overstated the FDIC's current exposure to failing
banks and ignored the FDIC's ability to restore its fund based on the increase in bank
deposit insurance premiums mandated by FIRREA, see Isaac & Marino, The FDIC's
Bank Insurance Fund: Its Future Prospects, 8 Banking Expansion Rep. No. 22 at 1, 8-12
(Nov. 20, 1989).

[Editors' Note: On July 31, 1990, Chairman L. William Seidman of the FDIC pre-
dicted that BIF, the FDIC's insurance fund for bank deposits, would decline by as much
as $2 billion during 1990. Seidman Predicts $2 Billion Loss for BIF, Recommends Insur-
ance Reforms, 55 Banking Rep. (BNA) No. 6, at 211 (Aug. 6, 1990). On August 14,
1990, the FDIC proposed to increase deposit insurance premiums for BIF-insured banks
from the current rate of 12 cents to 19.5 cents per $100 of deposits, effective January 1,
1991, in order to replenish the BIF. FDIC Cites Economic Stress in Proposel to Raise
Bank Deposit Insurance Premiums, 55 Banking Rep. (BNA) No. 8, at 285 (Aug. 20,
1990).

584. For newspaper articles discussing alleged examples of interference by members of
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Third, it was widely perceived that the management authority of the
FHLBB over the FSLIC created an inherent conflict of interest between
the FHLBB's dual roles as chartering and insuring authority for the
thrift industry. As a result, the FHLBB was biased by a desire to pro-
mote the thrift industry and, therefore, was reluctant to allow the FSLIC
to close down failing thrifts. 85 In contrast, the FDIC has maintained a
separate and independent status and has not been subject to undue influ-
ence from the federal or state bank chartering agencies. 86

Thus, there are significant differences between the regulatory systems
for thrifts and banks which caution against any automatic assumption
that the involvement of state banks in securities, insurance or real estate
powers will lead to a repetition of the thrift debacle. In the absence of
substantial evidence indicating that the safety or soundness of state banks
has actually been threatened by expanded powers or regulatory laxity,587

it would be unfortunate if Congress reacted to the thrift crisis by fore-
closing promising innovations by the states with respect to bank powers.

It is also noteworthy that a similar "competition in laxity" argument
has been advanced and substantially discredited with regard to state
competition in the chartering of corporations.588 The most persuasive

Congress in FHLBB and FSLIC enforcement proceedings, see Atkinson & Maraniss,
Wright Locks Horns with "Gray the Re-Regulator", Wash. Post, June 17, 1989, at A16,
col. 1 (describing alleged pressure by House Speaker Jim Wright to persuade the FHLBB
to halt enforcement efforts against Texas thrifts); Atkinson & Maraniss, Putting the Ham-
mer to Lone Star Thrifts, Wash. Post, June 15, 1989, at Al, col. I (describing alleged
enlistment by Texas thrifts of Speaker Wright to resist FHLBB enforcement efforts); Bab-
cock, 5 Senators and a Failed S & L, Wash. Post, Nov. 19, 1989, at Al, col. 2 (describing
alleged pressure by Senators Cranston, DeConcini, Glenn, McCain, and Riegle to per-
suade the FHLBB to relax supervisory measures against Charles H. Keating Jr. and Lin-
coln Savings and Loan Ass'n); Jackson, Sleeping Watchdog: How Regulatory Error Led
to the Disaster at Lincoln Savings, Wall St. J., Nov. 20, 1989, at Al, col. 6 (same).

585. See, e.g., H.R. Rep. No. 54 (pt. 1), supra note 190, at 302, 310, reprinted in 1989
U.S. Code Cong. & Admin. News at 98, 106; 135 Cong. Rec. S 3995 (daily ed. Apr. 17,
1989) (remarks of Senator Riegle); id. at S 4113 (daily ed. Apr. 18, 1989) (remarks of
Senator Sasser); id. at S 4240 (daily ed. Apr. 19, 1989) (remarks of Senator Graham); see
also Day, Is Tangled System Part of S & L Woes?, Wash. Post, Sept. 25, 1988, at HI, col.
4 (contending that structure of FHLBB and Federal Home Loan Bank System created
inherent conflicts of interest and made possible undue influence on regulators by the thrift
industry).

586. See, e.g., 135 Cong. Ree. S 4240 (daily ed. Apr. 19, 1989) (remarks of Senator
Graham); 1989 House Hearings, supra note 5, at 186-87 (testimony of Robert L. Clarke,
Comptroller of the Currency); id. at 215-16 (testimony on behalf of CSBS by Jill M.
Considine, New York Superintendent of Banks).

587. A further indication that the states have not been guilty of regulatory laxity with
respect to banks is that the FDIC, in its regulation of state nonmember banks, is increas-
ing its reliance on examination reports prepared by the state supervisory agencies. See
1989 House Hearings, supra note 5, at 160-62, 164 (testimony of Chairman L. William
Seidman of the FDIC); id. at 216 (testimony on behalf of CSBS by Jill M. Considine,
New York Superintendent of Banks).

588. The classic "race for the bottom" argument with respect to state competition in
corporate chartering was made in Cary, Federalism and Corporate Law: Reflections upon
Delaware, 83 Yale L.J. 663, 705 (1974). For critical responses to Cary's argument, see,
e.g., Winter, State Law, Shareholder Protection, and the Theory of the Corporation, 6 J.
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response to the argument in the corporate chartering context is that the
securities markets discourage states from authorizing excessively risky
powers for corporations. If State A permits its corporations to engage in
high-risk activities, corporations that do so imprudently are likely to fail.
Over time the markets will recognize the higher failure rate of corpora-
tions incorporated in State A, and investors will demand higher returns
before investing in corporations chartered by State A. This investor re-
sponse will place corporations chartered in State A at a competitive dis-
advantage in competing for capital investment with corporations
chartered in a state with a lower risk profile in relation to corporate earn-
ings. In an extreme case, corporations chartered in State A will
reincorporate to a more favorable state unless State A changes its corpo-
rate laws.589

Thus, investor discipline places a significant restraint on the desire of
states to compete for corporate charters by granting risky new powers.
Of course, the analogy between state chartering of corporations and state
chartering of banks is only an approximate one. The granting of bank
charters is restricted by several criteria (such as safety and soundness,
and the convenience and needs of the community to be served) that do
not apply to corporate charters. In addition, a bank can generally carry
on a deposit-taking business in only one state because of federal and state
prohibitions against interstate branching.590

However, as discussed above, nearly all states allow acquisitions of lo-
cal banks by out-of-state bank holding companies under certain condi-
tions, and individuals can also own banks in different states. 591

Accordingly, multistate bank holding companies and individuals do have
a wide range of choices in deciding where to acquire a subsidiary bank.
Moreover, the states are increasingly competing with one another in at-
tracting entry by out-of-state bank holding companies, and the granting
of expanded powers to state banks is an important part of this competi-

Legal Stud. 251 (1977); Romano, The State Competition Debate in Corporate Law, 8 Car-
dozo L. Rev. 709, 752-53 (1987) (taking a position between Cary and Winter but "closer"
to Winter in view of "the important advantages derived from having a federal system");
see also Fisehel, Rosenfeld & Stillman, supra note 16, at 335 n.99 (contending that Cary's
argument "has now been discredited both theoretically and empirically").

589. See, e.g., Amanda Acquisition Corp., v. Universal Foods Corp., 877 F.2d 496,
507-08 (7th Cir.) (Easterbrook, J.), cert, denied, 110 S. Ct. 367 (1989); Fisehel, From
MITE to CTS: State Anti-Takeover Statutes, The Williams Act, The Commerce Clause,
and Insider Trading, 1987 Sup. Ct. Rev. 47, 84-85; Romano, supra note 588, at 711-12,
717-20, 752-53 (acknowledging merit in Winter's argument, but noting that Winter relies
on debatable theory that markets are efficient in pricing shares and understates transac-
tion costs involved in reincorporation); Winter, supra note 588, passim.

590. See Butler & Macey, supra note 11, at 686-88; Miller, supra note 19, at 15.
591. For a discussion of state laws permitting acquisitions of local banks by out-of-

state bank holding companies, see supra notes 38-40 and accompanying text. Individuals
or groups of individuals may own a "chain" of banks located in more than one state
without regard to the BHC Act's restrictions on interstate ownership of banks by bank
holding companies, as long as the individual owners are not deemed to be a "company"
as defined in 12 U.S.C. § 1841(b). E. Symons & J. White, supra note 79, at 44.
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tion.59 2 Thus, it appears that a meaningful competition between states in
bank chartering is already occurring.

As in the case of corporate chartering, investor discipline could play a
substantial role in restraining state competition in bank chartering, pro-
vided that state banks are required to maintain substantial amounts of
equity capital. When a bank fails, the FDIC rescues the depositors but
generally the shareholders lose most or all of their investment. There-
fore, the securities markets should have an incentive to identify those
states that create a greater probability of bank failure by granting exces-
sively risky powers to state banks. Shareholders should refrain from in-
vesting in banks chartered in those states unless premium returns are
offered. And if the risks of failure exceed the likely returns from the
expanded activities, banks chartered in a state with high-risk powers
should be placed at a competitive disadvantage in competing for capital
with banks chartered in lower-risk states.593

In sum, over the longer term, investor discipline should help to re-
strain the states in granting higher-risk powers to state banks. Of course,
the presence of federal deposit insurance requires appropriate supervi-
sory vigilance, at both the federal and state levels, to ensure that under-
capitalized state banks are not tempted to gamble with risky powers over
the short term at the expense of the FDIC's fund. But corporate theory,
like the available evidence, suggests that state experimentation with ex-
panded bank powers is not likely to result in a competition in laxity,
provided that prudent capital standards and regulatory oversight are
maintained.

B. The "Myth of Competition" Critique

Professors Butler and Macey have denied the existence of any mean-
ingful regulatory competition within the dual banking system. They con-
tend that federal preemption and the competitive equality doctrine 94

592. See, e.g., State Regulation of Banks, supra note 90, at 17-18; Delaware Passes Bill
to Let Banks Sell, Underwrite Insurance Nationwide, 54 Banking Rep. (BNA) No. 21, at
905 (May 28, 1990) (new Delaware law allowing banks to engage in nationwide insur-
ance business was promoted as "an economic development measure" that would en-
courage out-of-state bank holding companies to establish new banks in Delaware, thereby
increasing state jobs and tax revenues).

593. For discussion of the substantial or complete investment loss generally exper-
ienced by bank shareholders when the FDIC rescues a failing bank, see, for example 1987
Senate Hearings, supra note 63, at 316 (testimony of Chairman L. William Seidman of
the FDIC); Corrigan, A Perspective on Recent Financial Disruptions, Q. Rev., Fed. Res.
Bank of N.Y., Winter 1989-90, at 8, 12-13. For a discussion of empirical studies indicat-
ing that securities analysts and bank shareholders do exert market discipline on bank
managers based on publicly-available information, see Garten, Banking On the Market:
Relying On Depositors to Control Bank Risks, 4 Yale J. Reg. 129, 143-45 (1988).

594. As explained supra in note 110, and infra at notes 613-20 and accompanying text,
the Supreme Court and other courts have applied the principle of "competitive equality"
between national banks and state banks in determining the extent to which national
banks may branch under the McFadden Act.
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stifle any possibility for regulatory innovation by the states. In addition,
they maintain that the federal and state banking regulators have actually
cooperated in maintaining anticompetitive barriers to bank entry and ge-
ographic expansion.5 95 They therefore dismiss, as a "myth," the argu-
ment that "effective competition exists in the dual banking system., 596

The "myth of competition" critique is contrary to much of the histori-
cal and current evidence discussed above. Butler and Macey consistently
understate the amount of regulatory innovation that has occurred in the
dual banking system. They acknowledge, for example, that the success-
ful introduction of NOW accounts by several states led to federal author-
ization of these accounts for all depository institutions,5 97 but they
overlook many other banking innovations that have been pioneered by
the states. 98

Moreover, Butler and Macey make little or no reference to the fact
that the states have taken significant initiatives in permitting interstate
acquisitions of banks by bank holding companies and in authorizing new
powers for state banks.5 9 9 As described above, these state initiatives have
been especially noteworthy in comparison to the relative inaction by
Congress.' In addition, as shown above, state adoption of laws permit-
ting interstate acquisitions and expanded powers has created a substan-
tial competition among states in granting bank charters to multistate
bank holding companies." °

Butler and Macey also overstate the degree of federal preemption in
banking regulation. To be sure, federal preemption has increased in re-
cent years, most notably in 1980 when Congress extended reserve re-
quirements to all depository institutions. 2 However, Butler and Macey
exaggerate the amount of preemption accomplished by other federal stat-

595. See Butler & Macey, supra note 11, at 678-80, 683-710.
596. Id. at 712.
597. See id. at 688 n.49. For discussion of the federal response to the state introduc-

tion of NOW accounts, see supra notes 99 & 101 and accompanying text.
598. For numerous examples of new banking products or regulatory approaches that

the states have introduced, see supra notes 97-102 and accompanying text.
599. For discussion of state laws permitting interstate acquisitions of banks by bank

holding companies, see supra notes 38-40, 100 & 102 and accompanying text. For discus-
sion of state laws authorizing state banks to engage in securities, insurance and real estate
activities, see supra Part II(D).

600. For discussion of the failure of Congress to allow new geographic expansion op-
portunities for banking organizations, see supra notes 87 & 102 and accompanying text.
For discussion of the failure of Congress to authorize new bank powers, see supra Part
II(C).

601. For a discussion of the growing competition among states in attracting entry by
out-of-state bank holding companies, see supra notes 591-92 and accompanying text.
Butler and Macey reject any analogy between state competition in corporate chartering
and the dual banking system. See Butler & Macey, supra note 11, at 686-89. Yet they
admit that Delaware and South Dakota have successfully attracted entry by out-of-state
bank holding companies for the purpose of establishing credit card banks. Butler and
Macey further concede that the actions of states like Delaware and South Dakota are
likely to exert competitive pressure on other states. See id. at 689 n.52.

602. See Butler & Macey, supra note 11, at 693-96 (citing 12 U.S.C. § 461 (1988)).
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utes. For example, they point out that Section 103 of CEBA for the first
time applied Sections 20 and 32 of the Glass-Steagall Act to state non-
member banks.60 3 They neglect to add, however, that these provisions
enacted only a temporary moratorium that expired on March 1, 1988.6'

Similarly, Butler and Macey claim that the BHC Act "grants the
[FRB] complete control over the definition of the activities that a bank
holding company's subsidiaries may conduct."6 "5 They specifically as-
sert that the BHC Act "impos[es] activity restrictions on state banks"
that are owned by bank holding companies.60 6 As demonstrated above,
however, the FRB does not have general authority under the BHC Act to
restrict the activities of holding company-owned state banks.6 "7

Butler and Macey also point to regulatory controls placed by the
FDIC on FDIC-insured state banks.6"8 As shown above, however, the
FDIC (like the FRB) cannot deny to state banks, as a general matter,
powers that have been authorized by state law.60 9

In addition, Butler and Macey exaggerate the impact of the competi-
tive equality doctrine in homogenizing the powers of national and state
banks and limiting competition between them.610 The courts have ap-
plied the principle of competitive equality only in cases in which the fed-
eral statute governing national banks has expressly incorporated state
banking law as the applicable standard.61 1 In other situations, where the
federal statute does not make state banking law the governing rule, the
courts have not protected state banks under the competitive equality
doctrine.612

Moreover, even in the area of national bank branching under the Mc-
Fadden Act, where the competitive equality doctrine has received its ful-
lest elaboration,613 that doctrine has been significantly restricted in two

603. See id. at 697 (citing CEBA, supra note 183, § 103, 101 Stat. 566-67). For discus-
sion of the prohibitions contained in Sections 20 and 32 of the Glass-Steagall Act, see
supra notes 127-29 and accompanying text.

604. See CEBA, supra note 183, § 103, 101 Stat. 567. For a discussion of the limited
effect of the temporary moratorium enacted by CEBA, see supra notes 182-84 and ac-
companying text.

605. Butler & Macey, supra note 11, at 698.
606. Id. at 710.
607. See supra Part IV(C).
608. See Butler & Macey, supra note 11, at 699-700.
609. See supra Part IV(B)(2)-(4).
610. See Butler & Macey supra note 11, at 701-05.
611. See, e.g., First Nat'l Bank in Plant City v. Dickinson, 396 U.S. 122, 131-33 (1969)

(applying 12 U.S.C. § 36 (1988)); Lewis v. Fidelity & Deposit Co., 292 U.S. 559, 564-65
(1934) (applying 12 U.S.C. § 90 (1988)); St. Louis County Nat'l Bank v. Mercantile Trust
Co. Nat'l Ass'n, 548 F.2d 716, 720 (8th Cir. 1976), cert. denied, 433 U.S. 909 (1977)
(applying 12 U.S.C. § 92a (1988)).

612. See, e.g., Marquette Nat'l Bank v. First of Omaha Service Corp., 439 U.S. 299,
313-14 (1978) (interpreting 12 U.S.C. § 85 (1988)); Conference of State Bank Supervisors
v. Conover, 710 F.2d 878, 884-85 (1983) (interpreting 12 U.S.C. § 371 (1988)).

613. See, e.g., Plant City, 396 U.S. at 131-33 (applying 12 U.S.C. § 36 (1988)); In-
dependent Bankers Ass'n of Am. v. Smith, 534 F.2d 921, 930-37 (D.C. Cir.) (same), cert.
denied, 429 U.S. 862 (1976).
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recent decisions. First, the Supreme Court limited the doctrine in Clarke
v. SIA by holding that the McFadden Act "requir[es] 'competitive equal-
ity' only in core banking functions." '614 Thus, the Court held, the Mc-
Fadden Act's branching restrictions do not reach "all activities in which
national banks are specifically authorized to engage."61

Second, the Fifth Circuit Court of Appeals held in Deposit Guaranty
that state-chartered thrifts are "State banks" for purposes of the McFad-
den Act.616 This decision has enabled national banks to branch to the
same extent that state-chartered thrifts may branch under state law, even
if state commercial banks are more limited in their branching rights.617

As Professor Butler has pointed out in another article, Deposit Guaranty
has already pressured several states to grant statewide branching powers
to commercial banks and, therefore, may well destroy "the last vestiges
of intrastate restrictions . . . on geographic expansion by national
banks.

618

Thus, the competitive equality doctrine no longer plays a major role in
restraining the intrastate expansion or product development opportuni-
ties of national banks. Moreover, the doctrine never eliminated rivalry
between the state banking regulators and the OCC. Contrary to the sug-
gestion of Butler and Macey that the federal regulators welcomed the
McFadden Act,619 in fact the OCC consistently tried to find loopholes in
the McFadden Act that would enable national banks to escape intrastate
restrictions on branching. While several of the OCC's earlier attempts
were unsuccessful, 6u0 the decisions in Clarke v. SIA and Deposit Guaranty
have largely fulfilled the OCC's strategy.

In sum, Butler and Macey's contention that the dual banking system
stifles competition between federal and state bank regulators does not
accord with the historical record. Of course, such competition could be
ended by the enactment of a federal law preempting the authority of the
states to determine the scope of state bank powers. Indeed, that is one of
the proposals made by Butler and Macey, based on their fear that the
states will authorize excessively risky powers at the expense of the federal
deposit insurance fund.62 1 As explained above, there is no substantial

614. Clarke v. Securities Indus. Ass'n, 479 U.S. 388, 409 (1987). Butler and Macey
note Clarke but do not take fully into account its significant impact in limiting the com-
petitive equality doctrine. See Butler & Macey, supra note 11, at 701 n.103, 705 n.l 17.

615. Clarke, 479 U.S. at 406. In this regard, the Supreme Court held that national
banks could open offices providing discount brokerage services (an authorized banking
activity) without reference to the McFadden Act. See id. at 408-09.

616. See Deposit Guaranty, 809 F.2d 266, 269-71 (interpreting 12 U.S.C. § 36(h)
(1988)), cert. denied, 483 U.S. 1010 (1987).

617. See id. at 268 (noting that state-chartered thrifts in Mississippi were given greater
branching rights than state commercial banks).

618. Butler, supra note 113, at 704 (quote), 724-28.
619. See Butler & Macey, supra note 11, at 702-03, 707-08.
620. For examples of earlier unsuccessful attempts by the OCC to evade state restric-

tions on branching, see supra note 110.
621. See Butler & Macey, supra note 11, at 712-13.
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evidence to date indicating that the states have permitted state banks to
engage in excessive risk-taking.6 22  Moreover, Butler and Macey ac-
knowledge that federal preemption would transform the current dual
regulatory system into a centralized federal regulatory "monopoly" that
would have "no incentive to liberalize the restrictions on entry into the
banking industry, to develop innovative ways to solve contracting
problems banks face, or to respond rationally to technological
changes. "623

As an alternative to federal preemption, Butler and Macey suggest that
the current system of federal deposit insurance and federal regulation of
banks could be replaced by a free bank chartering system under which
banks could obtain charters in any state and would operate without any
substantial regulation except for that imposed by the banks' contracts
with private deposit insurers.624 This proposal seems unworkable given
the collapse of private deposit insurance plans in recent years and the
unlikelihood (especially in view of the FSLIC crisis) that the public
would have confidence in any deposit insurance system not backed by the
federal government.625

As an intermediate proposal, Butler and Macey suggest that a free
bank chartering system under state law could operate under federal de-
posit insurance if appropriate risk-based deposit insurance premiums
were introduced. However, they do not explain how the degree of federal
regulation required to protect the federal deposit insurance fund could
coexist in harmony with a free (and thus largely unregulated) bank char-
tering system at the state level. In addition, Butler and Macey admit that
federal risk-based deposit insurance would involve problems of pricing by
the federal government as the monopoly provider of such insurance.626

622. See supra Part V(A).
623. Butler & Macey, supra note 11, at 713. For commentaries opposing centralized

federal control over bank regulation, see Frankel, supra note 90, at 58, 61; Scott, supra
note 8, at 34-35.

624. See Butler & Macey, supra note 11, at 714-17.
625. For authorities discussing the collapse in 1985 of private insurance systems for

state-chartered thrifts in Ohio and Maryland, and concluding that a federal guarantee of
deposit insurance is required to provide sufficient public credibility, see Scott, Deposit
Insurance-The Appropriate Roles for State and Federal Governments, 53 Brooklyn L.
Rev. 27, 28, 42-43 (1987); Lapidus, State and Federal Deposit Insurance Schemes, 53
Brooklyn L. Rev. 45, 48-52 (1987) (agreeing that only a federal deposit insurance system
would be credible as a sole or primary insurer of bank deposits, but suggesting that a state
insurance fund could play a useful role in providing excess coverage for large deposits
that are not federally insured); Safe Banking Perspectives, supra note 15, at 191.

[Editor's Note: A recent survey indicates that nine out of the 12 members of the Euro-
pean Community ("EC") have adopted government-sponsored deposit insurance pro-
grams, and the remaining three countries will soon do so under pressure from the
European Commission. The general adoption of government deposit insurance in the EC
is a significant departure from past banking practices in most EC countries and appears
to be a response to international competitive pressures and consumer concerns about
bank safety. Sibley, How The Europeans Do It, Wall St. J., Aug. 29, 1990, at AI0, col. 4.]

626. Other commentators have pointed out that federal risk-based deposit insurance
would give the FDIC great power to influence the composition of bank assets and would
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In sum, it appears that federal deposit insurance and federal regulation
of banks are likely to remain features of our banking system for the indef-
inite future.627 As long as this is the case, the existence of a state charter-
ing and regulatory option for banks will provide important benefits in
bringing a significant degree of competition and innovation into a highly
regulated industry.62"

CONCLUSION

The dual banking system has fostered a significant degree of competi-
tion between the federal and state banking regulators in providing re-
sponsive and innovative supervision. Although this regulatory
competition is restrained by considerations of bank safety and soundness,
the dual regulatory system for banks stands in marked contrast to other
regulated industries where the federal government has exercised a mo-
nopoly of supervision. The recent state initiatives in expanding state
bank powers are promising developments, especially when viewed in
comparison with the inability of Congress to act on the question of bank-
ing powers. Accordingly, these state experiments should not be pre-
empted by federal legislation in the absence of substantial evidence
indicating that expanded state powers involve excessive risks of bank
failure.

There is a further reason for allowing state experimentation with bank
powers to continue. At present, there is substantial debate over the ques-
tion of whether expanded securities, insurance or real estate activities
present unreasonable risks for banks.629 In addition, there are arguments
about the degree to which banks can be insulated from the risks inherent

also require the FDIC to perform the difficult task of assessing the risks inherent in bank
loans before repayment problems are experienced. See, e.g., 1989 House Hearings, supra
note 5, at 25 (testimony of Chairman L. William Seidman of the FDIC, indicating the
considerable power that risk-based deposit insurance would confer upon the FDIC, and
noting the difficulty in predicting bank risks, since the large Texas banks that failed in the
late 1980s because of loan problems had been highly profitable only a few years before);
R. Litan, supra note 15, at 153-56 (explaining the difficulty of assessing the risks inherent
in a bank's loan portfolio, before loan problems occur, in order to establish risk-based
deposit insurance premiums); Safe Banking Perspectives, supra note 15, at 235-38 (recog-
nizing same difficulty but suggesting that risk-related premiums might be workable).

627. There is a general consensus that the existence of federal deposit insurance re-
quires a system of federal regulation designed to protect the insurance fund against the
costs of bank failures. See, e.g., Garten, supra note 5, at 504 & n. 11; Safe Banking Per-
spectives, supra note 15, at 246.

628. For a discussion of the benefits provided by the dual banking system, see supra
Part II(A)(2). Professor Scott has pointed out that, while federal and state banking regu-
lators have not allowed free entry into the banking industry, their record is far different
from that of the former Civil Aeronautics Board, which enjoyed a regulatory monopoly
over air passenger carriers, and did not authorize a single new trunkline air carrier during
the four decades that followed the agency's creation. See Scott, supra note 8, at 34-35.

629. For authorities expressing differing views on the desirability and safety of bank
involvement in expanded securities, insurance or real estate activities, see supra notes 63-
77 and accompanying text.
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in nontraditional activities if the activities are conducted through sepa-
rate subsidiaries or affiliates.63° State experiments with new bank powers
should provide helpful evidence in addressing these issues, because, as
described above, the states have taken differing approaches in authoriz-
ing new activities, in placing limitations on the amount of bank resources
that can be devoted to them, and, in some cases, by requiring such activi-
ties to be conducted through subsidiaries or affiliates.631 Thus, as has
often been true during the history of our dual banking system, state inno-
vation may provide the basis for a new federal approach to bank regula-
tion and the appropriate scope of bank powers.

630. For differing views on the extent to which banks can be protected from the risks
of activities conducted through separate subsidiaries or affiliates, see Mandate for Change,
supra note 17, at 65-75, 86-96, reprinted in 1987 House Hearings, supra note 17, at 206-
16, 227-37 (expressing the FDIC's view that banks can be adequately insulated from risk
if nontraditional activities are placed in a subsidiary of the bank); S. Rep. No. 305, supra
note 23, at 130 (additional views of Senators Garn and Bond, taking same position); id. at
16-17 (majority views, maintaining that the placing of securities activities in a separate
nonbank subsidiary of the parent bank holding company would be "a much sounder
alternative" (id. at 16) than allowing direct subsidiaries of banks to conduct securities
activities); 1987 Senate Hearings, supra note 63, at 93-95 (testimony of Chairman Alan
Greenspan of the FRB, taking same position); Safe Banking Perspectives, supra note 15,
at 146-58, 305-06 (contending that banks cannot be adequately insulated from the risks of
nontraditional activities conducted by nonbank subsidiaries or affiliates; regulation there-
fore must address the consolidated risk of the entire banking organization); Garten, supra
note 5, at 553-58, 568-69 (taking similar position).

631. See supra Part II(D).
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