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Mr. Robert deV. Frierson

Secretary

Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue, N.W.
Washington, D.C. 20551

Re:  Comment Letter on the Advance Notice of Proposed Rulemaking on
Complementary Activities, Merchant Banking Activities, and Other Activities of
Financial Holding Companies Related to Physical Commodities (Docket No. R-1479;
RIN 7100 AE-10)

Ladies and Gentlemen:

The Securities Industry and Financial Markets Association (“SIFMA”), The American
Bankers Association, Financial Services Forum, Financial Services Roundtable and Institute of
International Bankers (collectively, the “Associations™)' welcome the opportunity to comment
on the Advance Notice of Proposed Rulemaking issued by the Board of Governors of the Federal
Reserve System (the “Board”), entitled Complementary Activities, Merchant Banking Activities,
and Other Activities of Financial Holding Companies Related to Physical Commodities, and
published in the Federal Register on January 21, 2014 (the “Notice”).>

The Notice announced that the Board has commenced a review of the authority of
financial holding companies (“FHCs”) to engage in physical commodities activities® under the

! See Appendix H for a description of each of the Associations.

%79 Fed. Reg. 3329 (Jan. 21, 2014). The Associations also participated in the preparation of and endorse
the comment letter prepared by The Clearing House Association L.L.C. and submitted jointly with The American
Bankers Association, Financial Services Forum, Financial Services Roundtable and Institute of International
Bankers.

* Id. at 3330; Statement of Michael S. Gibson, Director, Division of Banking, Supervision and Regulation,
Physical Commodities, Hearing Before the Subcommittee on Financial Institutions and Consumer Protection, Senate
Committee on Banking, Housing, and Urban Affairs (Jan. 15, 2014) (announcing that “[t]he Federal Reserve has
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Bank Holding Company Act of 1956 (the “BHC Act”).* According to the Notice, “the activities
under review include physical commodities activities that have been found to be ‘complementary
to a financial activity’ under section 4(k)(1)(B) of the [BHC Act] [“Complementary
Commodities Activities”], investment activity [in commodities portfolio companies] under
section 4(k)(4)(H) of the BHC Act [“Merchant Banking Commodities Investments”], and
physical commodity activities grandfathered under section 4(0) of the BHC Act
[“Grandfathered Commodities Activities”].””

The Notice invited “public comment on various issues related to physical commodity
activities conducted by [FHCs] and the restrictions imposed on these activities to ensure they are
conducted in a safe and sound manner and consistent with applicable law.”® The Notice
specifically invited comments on “the risks and benefits of allowing FHCs to conduct physical
commodity activities under the various provisions of the BHC Act”’ and especially what it
described as “the unique and significant risks that physical commodities activities may pose to
financial holding companies, their insured depository institution [“IDI’’] affiliates, and U.S.
financial stability.”® It expressed particular concern about the “tail risks™ associated with
“environmentally sensitive commodities” such as oil, natural gas and nuclear power, which were
described as “unique in type, scope and size” because they can “cause fatalities and economic
damages well in excess of the market value of the commodities involved or the committed
capital and insurance policies of market participants.”'® Specifically, it noted that “recent events
(including the financial crisis) demonstrate that low probability events [i.e., tail risks] can pose a
danger to large organizations as well as to the financial stability of the United States.”"' For
example, the Notice suggested that merchant banking investments in portfolio companies that
own or operate “factories that use substances that are hazardous to public health or the

been conducting a detailed policy review of the commodities activities and investments of financial holding
companies.”).

* Bank Holding Company Act of 1956, Pub. L. No. 84-511, 70 Stat. 133 (codified as amended at 12 U.S.C.
§§ 1841-1850).

> 79 Fed. Reg. at 3329.
S 1d.

7 Id. at 3330.

¥ Id. at 3329.

? Tail risk refers to a low-probability event that is represented by a data point in the left tail (probability of
losses) of a statistical distribution curve of gains and losses from a particular activity. PIMCO, Understanding Tail
Risk (2013).

1279 Fed. Reg. at 3331. See Nassim Nicholas Taleb, THE BLACK SWAN: THE IMPACT OF THE HIGHLY
IMPROBABLE (2007) (describing how low probability events can result in losses that are much larger than the
expected value at risk because the probability of loss has been underestimated). When the probability of an event is
higher than expected, the left tail (probability of losses) of a statistical distribution curve of gains and losses is fatter
than expected. PIMCO, supra note 9.

179 Fed. Reg. at 3335.



Board of Governors of the Federal Reserve System
April 16, 2014
Page 3

environment” may expose an FHC to risks that “greatly exceed the [portfolio] company’s
a2
equity.

Observing that all but one of the FHCs currently permitted to engage in physical
commodities activities in the United States have been designated as global systemically
important banking groups (“G-SIBs™)," the Notice also expressed concern that such tail risk,
when combined with the interest of G-SIBs in preserving their reputations, could result in the
sort of market contagion that destabilized the U.S. financial system in 2008."*

Finally, the Notice requested comment on whether the Complementary Commodities
Activities involved any conflicts of interest that are not addressed by existing law,'” and whether
the potential adverse effects from the Complementary Commodities Activities, such as undue
concentration of resources, decreased or unfair competition, conflicts of interest, unsound
banking practices, or risk to the stability of the United States, outweigh their public benefits.'°

According to the Notice, a review of the physical commodities activities conducted by
FHC:s is timely because the scope and volume of such activities have increased significantly
since enactment of the Gramm-Leach-Bliley Act of 1999 (the “GLB Act”),'” and especially
since 2007,'® while during the same period “a variety of events and developments . . . suggest
that the risks of conducting these activities are changing and the steps that firms may take to
limit these risks are more limited.”"” This increase in the scope and volume of these activities has
resulted principally from the number of FHCs that have received permission from the Board to
engage in Complementary Commodities Activities since 2003,%° the Board-approved
acquisitions by FHCs of certain troubled or failing investment banking groups during the global

214

" Jd. at 3332. The Financial Stability Board has designated 29 U.S. and non-U.S. banking groups as G-
SIBs, including Bank of America, Barclays, BNP Paribas, Citigroup, Credit Suisse, Deutsche Bank, Goldman Sachs,
JPMorgan Chase, Morgan Stanley, Royal Bank of Scotland, Société Générale, UBS and Wells Fargo, which are all
but one of the FHCs that currently have the authority to engage in physical commodities activities in the United
States pursuant to either Section 4(k)(1)(B) or 4(o) of the BHC Act. Financial Stability Board, 2013 update of group
of global systemically important banks (G-SIBs), Annex I (Nov. 11, 2013) (list of G-SIBs); Complementary Powers
Orders, infra notes 81 and 82. The Bank of Nova Scotia is the only FHC that has the authority to engage in physical
commodities activities in the United States, but is not a G-SIB. See Financial Stability Board, 2013 update of G-
SIBs and infra note 82.

4 1d. at 3331-3332, 3333.
15 Id. at 3334, Question 16.
' Id. at 3334, Question 17.

7 Id. at 3329-3330, 3332. Gramm-Leach-Bliley Act of 1999, Pub. L. No. 106-102, 113 Stat. 1338 (codified
as amended in scattered sections of 12 U.S.C. and 15 U.S.C.).

8 1d. at 3332.
Y 1d. at 3329-3330.

2 1d. at 3332. See infra notes 81 and 82. The first order permitting an FHC to engage in physical
commodities activities as complementary to financial activities was the 2003 Citi Order, infra note 81.
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financial crisis of 2008,?! and the Board-approved conversions into FHCs of the parents of
certain investment banking groups during the financial crisis.**

In addition to requesting comment on the benefits and risks of physical commodities
activities, the Notice also requested comment on whether the physical commodities activities
previously determined by the Board to be complementary to financial activities continue to be
complementary in light of the recent decisions by certain FHCs to sell or scale back some of
their physical commodities businesses.”

The Board indicated that the purpose of the review is to determine “whether it is
appropriate to impose limitations or conditions on the conduct of physical commodity activities
by BHCs and their subsidiaries under authority granted under the BHC Act to ensure these
activities are conducted in a manner that is consistent with safety and soundness and financial
stability.”** As a result, the Notice was soliciting public comment on “whether the risks to the
safety and soundness of a FHC and its affiliated [IDIs] and to the financial system warrant Board
action to impose limitations on the scope of authorized activities and/or the manner in which
those activities are conducted, and if so, what those limits should be.”* The Notice concluded
that “[o]nce the Board has completed its review of this information, it will consider what further
actions, including a rulemaking, are warranted.”*

The Associations strongly believe that the public benefits of continuing to permit FHCs
and their non-bank affiliates to engage in physical commodities activities greatly outweigh the
potential risks of those activities, whether conducted under the complementary, grandfathering or
merchant banking authorities.

The Associations do not believe that the tail risks associated with providing market
making and other client intermediation services in physical commodities, including making or
taking physical delivery of, maintaining inventories in, or contracting in the ordinary course for
the storage, transportation or other handling of physical commodities (“Commodity
Intermediation Activities”), pose “unique and [more] significant risks to financial holding
companies, their insured depository institution affiliates or U.S. financial stability” than any
number of other permissible banking and other financial activities, including the core banking

2179 Fed. Reg. at 3332. These Board-approved transactions included the acquisitions of Bear Stearns,
Lehman Brothers and Merrill Lynch, along with their physical commodities businesses, by JPMorgan Chase,
Barclays PLC and Bank of America, respectively, in March or September of 2008.

*? Id. These Board-approved conversions included the conversion of the parent holding companies of
Goldman Sachs and Morgan Stanley, which were engaged in extensive physical commodities activities, into FHCs
in September of 2008.

¥ Id. at 3334 and notes 45 and 47 (mentioning the announcements by Deutsche Bank, JPMorgan Chase and
Morgan Stanley to sell or scale back at least some of their physical commodities businesses).

2 I1d. at 3330.
BId.

2 Id. See also Statement of Michael S. Gibson, supra note 3.
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activity of maturity transformation®’ or the core financial activity of market making in financial
instruments. Since FHCs transact in commodities as intermediaries, they generally do not
maintain net directional positions in physical commodities of a size that would be material to the
institution. Furthermore, the exposure of FHCs to an unexpected decline in the market value of
any inventory is limited because of regulatory limits on the size of such inventories as a
percentage of consolidated Tier 1 capital or assets, as well as the enhanced Basel III capital
requirements that apply to FHCs.?® IDI affiliates are also protected against an unexpected drop in
such prices by the limitations on the authority of such IDIs to acquire physical commodities and
by their compliance with Sections 23A and 23B of the Federal Reserve Act, which limit their
credit and other exposures to affiliates engaged in commodities activities.

Indeed, the Associations believe that the price, credit, liquidity, legal, operational and
reputational risks associated with Commodity Intermediation Activities, including with respect
to environmentally sensitive commodities, are not fundamentally different from or inherently
greater than the corresponding risks associated with any number of permissible banking or other
financial activities, including market making in financial instruments. Moreover, the owners of
the underlying commodities and the parents and other affiliates of any such companies, including
those that in the ordinary course contract for the storage, transportation or other handling of
physical commodities, would generally not be held liable as a result of their Commodity
Intermediation Activities, unless they fail to comply with certain appropriate safeguards, such as
those described in Appendix C, when appropriate to do so.

The tail risks associated with the operation of certain facilities involved in the extraction,
storage, processing, transportation or other handling of environmentally sensitive commodities
(“Environmentally Sensitive Commodities Handling Activities”), however, can be greater
than the market value of the commodities or facilities involved.” As explained more fully in the
joint memorandum of law prepared for the Associations at their request by Covington & Burling
LLP, Davis Polk & Wardwell LLP, Sullivan & Cromwell LLP and Vinson & Elkins LLP (the
“Joint Memorandum of Law”) attached as Appendix B, the owners and operators of such
facilities can be liable for discharges of and other incidents involving environmentally sensitive
commodities under their control. The parents and other affiliates of any companies that own and
operate such facilities, however, generally would not be held liable, unless they fail to comply
with certain appropriate safeguards, including standards of corporate separateness, such as those
described in Appendix C, when appropriate to do so. As a result, the Associations believe that
FHCs can avoid or substantially mitigate the tail risks of Environmentally Sensitive
Commodities Handling Activities to a level consistent with each FHC’s risk tolerance, as
established by its board of directors, and its risk management framework, each of which is

*7 Maturity transformation refers to the socially beneficial process by which banks create money by taking
demand deposits and using the funds raised from those activities to make long-term loans or invest in other illiquid
assets, and has long been considered a core function of banks. See infra note 54.

¥ See, e.g., 2003 Citi Order, infra note 81, at 510; 12 U.S.C. § 1843(0)(2); 12 C.F.R. § 217.52
(standardized approach); 12 C.F.R. §§ 217.152, 217.153 (advanced approaches).

% In contrast, the storage, transportation and other handling of commodities that are not environmentally
sensitive, such as agricultural commodities, precious metals and most industrial metals, do not involve such tail risks.
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subject to the Federal Reserve’s supervision and examination and safety and soundness standards,
by complying with such safeguards.

Although we agree that the volume of physical commodities activities conducted by
FHCs and their non-banking affiliates has continued to change since 1999, the Associations do
not believe that the volume of these activities has only risen steadily or, for the reasons set forth
in Appendix B, that “the steps that firms may take to limit these risks are more limited.”*"

The track record of FHCs in complying with appropriate safeguards, and the
effectiveness of those safeguards, is evidenced by the fact that none of the FHCs permitted to
engage in Complementary Commodities Activities, Grandfathered Commodities Activities or
Merchant Banking Commodities Investments has ever suffered a material loss as a result of any
discharge of environmentally sensitive physical commodities. As further evidence, according to
operational risk data published by the Operational Riskdata eXchange Association (“ORX”),
based on data submitted by 66 major U.S. and non-U.S. banking organizations, and attached as
Appendix F, the aggregate losses suffered by ORX members from 2006 through 2011 arising
from legal liability for the loss event category that includes environmental events were less than
EUR 337 million. As described in Appendix F, the category of operation risk loss data under
which liability for environmental events would be reported includes all events related to
“disasters & public safety” and encompasses losses related not just to environmental events but
also to accidents causing personal injury to members of the public (such as slip and fall accidents
on bank premises), natural disasters and acts of terrorism. Therefore, the aggregate amount of
losses arising from legal liability for environmental events reported to ORX during the six-year
period was certainly less than EUR 337 million.

Nothing that occurred during the financial crisis of 2008 suggested that the significant
public benefits of allowing FHCs to engage in physical commodities activities were or might in
the future be outweighed by their potential risks or in any other way affected that calculus. There
is no evidence that physical commodities activities played any role in causing the market
contagion that destabilized the U.S. financial system in 2008, and physical commodities
activities may have actually played a role in mitigating that contagion by providing diversified
assets and revenues. Nor are these activities likely to result in such market contagion in the
future for the reasons described in Section IV.B.6.e below. Allowing FHCs to engage in physical
commodities activities should contribute to financial stability by enabling FHCs to diversify their
consolidated assets and revenue streams to include a source of asset value and revenue that may
not be as correlated with the asset values and revenues from their other financial activities.

Moreover, the Associations believe that it is extremely unlikely that Commodity
Intermediation Activities, including with respect to environmentally sensitive commodities, or
Environmentally Sensitive Commodities Handling Activities, would result in the sort of market
contagion that destabilized the U.S. financial system in 2008 for two very different reasons. First,
Commodity Intermediation Activities, including with respect to environmentally sensitive
commodities, are unlikely to do so because an unexpected decline in the market value of

30 See 79 Fed. Reg. at 3329-3330.
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commodities is unlikely to produce the sort of common shock that would result in a general lack
of public confidence in the solvency of FHCs throughout the U.S. financial system the way the
unexpected drop in real estate prices and the value of investments in real estate-related
securitization vehicles did during the financial crisis of 2008 because of the limits on the volume
of physical commodities activities discussed above. FHCs maintain limited net positions in
physical commodities, and the amount of their net positions is limited by regulation. Second,
Environmentally Sensitive Commodities Handling Activities are unlikely to do so because
discharges or accidents involving one FHC are unlikely to be correlated with similar discharges
or accidents involving other FHCs.

% ok ok % %

Part | of this letter sets forth an executive summary of our principal comments. Part 11
discusses the historical relationship between banking, physical commodities and physical
commodities activities. It shows that there has always been a close relationship between these
activities and explains why the risks associated with Commodity Intermediation Activities are
not fundamentally different from or greater than the risks associated with any number of other
permissible banking or other financial activities, including market making in financial
instruments. Part I11 discusses the physical commodities activities that the Board has previously
determined to be complementary to financial activities, that Congress grandfathered in the GLB
Act or that may be conducted by portfolio companies acquired as a merchant banking investment.
It explains why the activities previously determined to be complementary to financial activities
continue to be so despite the recent decisions by certain FHCs to sell or scale back some of their
physical commodities businesses. Part 1V explains why the benefits of continuing to permit
FHCs to engage in physical commodities activities should continue to produce public benefits
that outweigh their potential risks, as previously determined by the Board and Congress.

% %k ok ok 3k

Appendix A contains a list of selected questions asked in the Notice, together with
responses or cross-references to responses in the body of this comment letter. Appendix B is the
Joint Memorandum of Law, summarizing the current state of U.S. Federal and State law with
respect to potential legal liabilities arising out of the statutory and common-law legal regime,
including the doctrine of piercing the corporate veil, the safeguards that can mitigate those risks
and the effectiveness of those safeguards. Appendix C includes a list of practices which, if
implemented when appropriate, should be effective to avoid or substantially mitigate the risk of
potential legal liabilities arising out of physical commodities activities to a level consistent with
each FHC’s risk tolerance, as established by its board of directors, and its risk management
framework, each of which is subject to the Federal Reserve’s supervision and examination and
safety and soundness standards. Appendix D includes a summary of certain international
conventions that govern potential legal liabilities arising out of cross-border commodities
activities. Appendix E contains a recommended process for evaluating, estimating and
establishing safeguards against the risks of potential legal liabilities under non-U.S. law arising
out of cross-border commodities activities as well as the effectiveness of those safeguards.
Appendix F contains data about the losses arising out of any legal liability for physical
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commodities activities that have been reported by 66 U.S. and non-U.S. banking organizations to
ORX since 2006. Appendix G includes a study prepared by IHS Global, Inc. at the request of
SIFMA on the role of banks in physical commodities. Appendix H includes a description of
each of the Associations.

% %k ok ok 3k

I. Executive Summary

The Associations have five principal comments on the issues raised by the Notice:

1. There has always been a close relationship between banking, physical
commodities and physical commodities activities. The risks associated with
Commodity Intermediation Activities, including with respect to
environmentally sensitive commodities, are not fundamentally different from
or inherently greater than the risks of any number of other permissible
banking and other financial activities, including market making or other
client intermediation services with respect to financial instruments. The
history of banking, physical commodities and physical commodities activities
shows that there has always been a close relationship among these activities. That
history, combined with the legal analysis in Appendix B, also shows that the
market, credit, liquidity, legal, operational and reputational risks associated with
Commodity Intermediation Activities, including with respect to environmentally
sensitive commodities, or the storage, transportation or other handling of
commodities that are not environmentally sensitive, are not fundamentally
different from or inherently greater than the risks associated with any number of
other permissible banking or other financial activities.

2. The Complementary Commodities Activities remain complementary to
otherwise permissible financial activities. The Associations believe that the
Complementary Commodities Activities remain complementary to a variety of
permissible banking and other financial activities, including entering into
derivatives contracts with respect to Commodity Derivatives Activities (as
defined in Section III.A below) or providing Commodity Advisory Services (as
defined in Section III.A below). For example, it continues to be essential to the
competitiveness of an FHC’s Commodity Derivatives Activities to be able to
make and take physical delivery of physical commodities and to be able to
maintain inventories in physical commodities to provide the most efficient
financing terms and hedging strategies. The fact that some FHCs have announced
that they plan to sell or scale back some of their physical commodities businesses
does not alter this reality. Moreover, the FHCs cited in the Notice are not
necessarily selling their entire physical commodities businesses, but may be
scaling them back for a variety of reasons, such as new regulatory and political
risks, capital requirements or the reduced profitability of some of these businesses
for the time being. Indeed, FHCs routinely enter or exit businesses based on a
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variety of factors. For instance, many of them have recently sold or scaled back
their mortgage servicing and credit card businesses — without raising any
concerns about whether these businesses are no longer financial activities.

The public benefits of continuing to permit FHCs and their non-bank
affiliates to engage in physical commodities activities are likely to greatly
outweigh the potential risks of those activities. The Board expressly determined
in a series of orders beginning in 2003 (the “Complementary Powers Orders”)*!
that the public benefits of the Complementary Commodities Activities
outweighed their potential risks, when conducted in compliance with certain
safeguards. It initially did so by direct Board action, but starting in 2006 decided
that the determinations were sufficiently routine that they could be made by
delegated authority to the Director of the Division of Banking Supervision and
Regulation, unless a particular application raised novel issues that required
direct Board action.**

Congress similarly determined in 1999 that the public benefits of permitting
Merchant Banking Commodities Investments and the Grandfathered
Commodities Activities outweighed the potential risks of those activities when it
authorized both types of activities, subject to certain statutory conditions and the
Board’s general authority to place limits on otherwise permissible activities to
prevent them from being conducted in a manner that amounts to an unsafe or
unsound practice,® but without any general reevaluation of the public benefits
and potential risks of these activities by the Board. In the case of the
Grandfathered Commodities Activities, Congress provided that the grandfathered
commodities activities should be “construed broadly,” that they “shall include
owning and operating properties and facilities required to extract, process, store
and transport commodities,”*® and that the purpose of the grandfathering
provision was to allow qualified FHCs to continue engaging in physical
commodities activities as long as certain conditions were satisfied.>’

31 See infra notes 81 and 82.

32 See infra note 81.

3 See infra note 82.
* See, e.g., 2008 Fortis Order, infra note 81; 2008 RBS Order, infra note 81.
 See 12 U.S.C. § 1818(b); Federal Reserve Bank Holding Company Supervision Manual, § 2110 (Jan.

2013).

** H.R. Rep. No. 104-127, Part 1, at 97 (May 18, 1995) (emphasis added).

37 Amendment No. 9 by Senator Gramm (Mar. 4, 1999), available at
http://banking.senate.gov/docs/reports/fsmod99/gramm9.htm.
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4. Public Benefits

The Board expressly determined in the Complementary Powers Orders
as recently as 2011 that the Complementary Commodities Activities
could reasonably be expected to produce the following public benefits:

o

Greater Convenience. Greater convenience to customers by enhancing
the ability of FHCs to provide a full range of commodity-related services;

Increased Competition. Increased competition by enabling FHCs to
improve their understanding of the physical commodities and commodity
derivatives markets and their ability to serve as an effective competitor in
the relevant markets; and

Gains in Efficiency. Gains in efficiency by allowing FHCs to compete in
physically settled over-the-counter (“OTC”) derivative markets more
economically and to hedge risks more efficiently.

The determinations by the Board and Congress® were correct when
made and are still correct today, for the reasons set forth in Section
1V.AA4.

Continuing to permit FHCs to engage in physical commaodities activities
regardless of the source of legal authority for those activities should
continue to produce a variety of additional public benefits, including the
following:

(0}

Increased Liquidity in the Commodities Markets. Permitting FHCs
and their non-bank affiliates to make markets in physical commodities has
increased and should continue to increase the liquidity of the commodities
markets, reducing the spread in bid and ask prices and increasing the
volume of commodities that can be bought and sold without moving
market prices.

Increased Price Convergence Between the Cash and Derivatives
Markets. Allowing FHCs to engage in physical commodities activities in
both the cash and derivatives markets has helped foster and should
continue to foster convergence of prices in the cash and derivatives
markets, resulting in more efficient commodities markets, with lower price
volatility and increased certainty.

3 See 2011 Letter to Andrew Baer, infra note 82; 2003 Citi Order, infra note 81.

39 See supra notes 31-37 and accompanying text.
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More Publicly Transparent Commodities Markets. Because FHCs and
their non-bank affiliates are subject to more and better reporting and
disclosure requirements than the privately held commodity trading and
investment firms that would dominate the sector if FHCs were forced to
exit the physical commodities markets, FHC participation in these markets
provides the public and U.S. regulators, including the Financial Stability
Oversight Council, with a better window into the U.S. physical
commodities markets than they otherwise would have and fosters more
publicly transparent commodities markets.

More Economical Financing of Inventories by End Users. FHCs can
play an important role in helping businesses to reduce their operating costs,
efficiently manage their cash flow and reduce their working capital by
providing more economical financing of inventories.

Reliable Supplies, Steady Prices and Specified Inputs Through
Customized Hedging. Many consumers and producers require
customized OTC contracts with specialized terms in order to meet their
risk management needs and to secure supply or price. Without these
customized contracts, producers and consumers would face higher basis
risk — the risk that the hedge does not perfectly offset the physical
position being hedged. An FHC’s ability to hold physical commodities
supports its ability to offer its clients customized hedges to meet their risk
management needs, and to offset the risk the FHC assumes through a
mixture of financial contracts and physical holdings.

Help Small and Mid-Size Businesses Expand Their Scale and
Geographic Reach. FHCs can use their scale and global reach to achieve
better terms for end users than the clients could obtain on their own.
Hedging agreements with FHCs have allowed these end users to make
significant investments in development, helping to expand the diversity of
the U.S. energy supply and create jobs for U.S. workers. In addition, an
FHC can be a lower cost provider of certain services to end users because
it has existing relationships with overseas producers and because it can
more cheaply hedge the residual risk.

Merchant Banking Financing to Small and Mid-Size Companies,
Including Start-Ups. As recognized by Congress in passing the GLB Act,
merchant banking investments can play an important role as a source of
finance for small and mid-size companies, including start-ups. Merchant
banking investments have financed wind farms, solar panels and other
renewable forms of energy.

Contribute to the Development of New Technologies and Renewable
or “Green” Energy Infrastructure in North America. The North
American energy industry is undergoing a fundamental transformation.
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The overwhelming direction of the shift has been toward a market-based
infrastructure, emphasizing increased reliance on new technologies and
renewable energy. FHCs have played an important role in helping to
facilitate this transformation, which has led to significant benefits to the
global economy and particularly North American corporations. In
particular, merchant banking investments by FHCs in wind farms, solar
energy and other renewable energy projects have helped to provide capital
and other funding to these projects. Without access to physical markets, or
the ability to make merchant banking investments in these projects, FHCs
could not have contributed to this growth in renewable energy to the same
extent.

Increased Resiliency of FHCs by Providing Greater Diversification of
Assets and Revenue Streams. Allowing FHCs to engage in physical
commodities activities increases their resiliency by diversifying their
consolidated assets and revenue streams to include a source of asset values
and revenue that may not be as correlated with the asset values and
revenues from their other financial activities.

5. Potential Risks

The Board expressly determined in the Complementary Powers Orders
as recently as 2011* that the Complementary Commodities Activities
would not pose excessive risks to the FHCs engaged in such activities,
their IDI subsidiaries or the U.S. financial system, if conducted in
compliance with certain safeguards.*

The determinations by the Board and Congress** were correct when
made and are still correct today.

o Commodity Intermediation Activities. The risks associated with

Commodity Intermediation Activities, including with respect to
environmentally sensitive commodities, are not fundamentally different
from or inherently greater than the risks associated with any number of
other permissible banking or other financial activities, including market
making and other client intermediation services with respect to financial
instruments.

Environmentally Sensitive Commodities Handling Activities.
Although the tail risks associated with Environmentally Sensitive
Commodities Handling Activities can be greater than the market value of

40 See infra notes 81 and 82.

! See infra Section III.A.1.d.

2 See supra notes 31-37 and accompanying text.
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the commodities or facilities involved, FHCs can avoid or substantially
mitigate those tail risks to a level consistent with each FHC’s risk
tolerance, as established by its board of directors, and its risk management
framework, each of which is subject to the Federal Reserve's supervision
and examination and safety and soundness standards, by complying with
certain appropriate safeguards, including those described in Appendix C,
when appropriate to do so.

No Material Risk of Market Contagion. Nothing that occurred during the
financial crisis of 2008 suggested that physical commodities activities played
any role in causing the market contagion that destabilized the U.S. financial
system in 2008, and physical commodities activities may have actually played
a role in mitigating that contagion by providing diversified assets and
revenues. It is extremely unlikely that Commodity Intermediation Activities,
including Complementary Commodities Activities, or Environmentally
Sensitive Commodities Handling Activities would result in the sort of market
contagion that destabilized the U.S. financial system during the financial crisis
of 2008.

No Conflicts of Interest or Other Potential Adverse Effects Not
Addressed by Existing Law. Allowing FHCs to engage in physical
commodities activities has not resulted and should not result in any undue
concentration of resources, unfair competition, conflicts of interest or unsound
banking practices that are not adequately addressed by existing law.

I1. Historical Relationship Between Banking, Physical Commodities and Physical
Commodities Activities

This section illustrates the historical relationship between banking, physical commodities
and physical commodities activities by discussing the history of money, commodities merchant
activities and banking in America and Western Europe.* One of the purposes of this section is to
show that there has always been a close relationship between banking, physical commodities and
physical commodities activities. Banks and other depository institutions whose deposits have
been insured by the Federal Deposit Insurance Corporate (“FDIC”’) and their non-bank affiliates
have always been permitted to buy and sell gold, silver and other precious metal commodities**
and to acquire assets of, or ownership interests in, companies engaged in physical commodities

* A selected bibliography of sources for the discussion in this section is attached as Appendix I.

# See 12 U.S.C. § 24(Seventh) (incidental powers clause). See also 79 Fed. Reg. at 3329 note 1 (“In
addition, national banks owned by BHCs may engage in certain limited types of physical commodity activities under
authority granted under the National Bank Act. State-chartered banks also may be authorized to engage in the same
activities under state statutes.”); Statement of Michael S. Gibson, supra note 3, at 1 (banking and closely related to
banking activities include buying, selling and storing “certain precious metals (for example, gold, silver, platinum,
and palladium) and copper”).
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activities in satisfaction of a debt previously contracted.* In addition, they or their non-bank
affiliates have long been able to trade financial contracts based on physical commodities.*® The
non-bank affiliates of insured banks were permitted to trade physical commodities before 1956,*
those of one-bank BHCs until 1970,* those of unitary thrift holding companies until 1999,*" and
those of grandfathered unitary thrift holding companies to this day, subject to certain conditions
imposed in 2010 by the Dodd-Frank Wall Street Reform and Consumer Protection Act (the
“Dodd-Frank Act”), such as a requirement to hold banking and non-banking companies through
separate ownership chains.’® In addition, BHCs and their non-bank affiliates have always been
permitted to engage in physical commodities activities to a limited extent.”' Finally,

* See 12 U.S.C. § 24(Seventh) (incidental powers clause); OCC Interpretive Letter No. 643, reprinted in
Fed. Banking L. Rep. (CCH) § 83, 551 (July 1, 1992); OCC Interpretive Letter No. 511, reprinted in [1990-1991
Transfer Binder] Fed. Banking L. Rep. (CCH) q 83,213 (June 20, 1990); OCC Interpretive Letter No. 1007
(September 7, 2004); Comptroller of the Currency, Administrator of National Banks, Activities Permissible for a
National Bank, Cumulative, at 86 (2011 Annual Edition, Apr. 2012); 12 U.S.C. § 1831a (generally limiting activities
and equity investments of insured state banks to those that are permissible for national banks); see also 12 U.S.C. §
1843(c)(2); 12 C.F.R. § 225.22(d)(1).

% See, e.g., 12 C.F.R. § 225.28(b)(8).

*" The BHC Act imposed restrictions on the physical commodities activities of BHCs in 1956, other than
one-bank BHCs. Bank Holding Company Act of 1956, Pub. L. No. 84-511, 70 Stat. 133 (codified as amended at 12
U.S.C. §§ 1841-1850).

* The restrictions of the BHC Act on physical commodities activities were extended to one-bank BHCs in
1970 by the Bank Holding Company Act Amendments of 1970, Pub. L. No. 91-607, 84 Stat. 1760 (codified as
amended at 12 U.S.C. §§ 1841-1850).

* The GLB Act extended the restrictions of the Savings and Loan Holding Company Act on physical
commodities activities to unitary thrift holding companies other than grandfathered unitary thrift holding companies.
Gramm-Leach-Bliley Act of 1999, Pub. L. No. 106-102, 113 Stat. 1338 (codified as amended in scattered sections
of 12 U.S.C. and 15 U.S.C.).

3 Pub. L. No. 111-203, § 626.

>! For example, they are permitted to acquire up to 100% of the physical commodities assets of, or
ownership interests in, companies engaged in physical commodities activities in satisfaction of debt previously
contracted in good faith under Section 4(c)(2) of the BHC Act, which allows such commodities or ownership
interests to be held for 2 years (with possible extensions up to a total of 10 years). See 12 U.S.C. § 1843(c)(2); 12
C.F.R. §225.22(d)(1). Sections 4(c)(6) and 4(c)(7) of the BHC Act permit BHCs to own or control up to 4.9% of
the voting securities and up to 33.3% of the total equity of a company engaged in physical commodities activities.
Section 4(c)(5) of the BHC Act and Regulation Y permit small business investment corporation subsidiaries of
BHC:s to invest in up to 50% of a portfolio company engaged in physical commodities activities provided the
portfolio company is a small business — subject to an aggregate investment limit of 5% of the BHC’s capital and
surplus. Regulation K permits BHC subsidiaries that are Edge Act or Agreement corporations or that comply with
Section 4(c)(13) of the BHC Act to invest in up to 19.9% of the voting securities and up to 40% of the total equity of
a portfolio company engaged in physical commodities activities, except for companies “engaged in the general
business of selling goods, wares, merchandise or commodities in the United States.” Federal Reserve Act, §
25A(6)(c) (codified at 12 U.S.C. § 615(c)) (emphasis added). Section 225.85(a)(3) of Regulation Y permits
temporary investments in up to 100% of the equity of a company engaged in physical commodities activities as long
as the company is predominantly engaged in financial activities. This regulation allows such investments to be held
for 2 years until they must be conformed to the requirement that the company be exclusively engaged in activities
that are financial in nature or incidental to a financial activity. Securities affiliates and financial subsidiaries of
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merchant/investment banks were permitted to engage in physical commodities trading both
before and after passage of the Glass-Steagall Act of 1933 and the GLB Act of 1999. Thus, the
authority granted by the GLB Act to allow FHCs to engage in Complementary Commodities
Activities and to make Merchant Banking Commodities Investments, and to grandfather the
physical commodities activities of the merchant/investment banks that became FHCs after 1999,
was a continuation of this history or at most an incremental adjustment, and was not a radical
break with American history or tradition, or any foundational American principles, as some have
argued.’” Congress understood this history when the GLB Act was enacted by large bipartisan
majorities in Congress and signed by the President in 1999.

Another purpose of this section is to establish a basis for showing that the market, credit,
liquidity, legal, operational and reputational risks associated with Commodity Intermediation
Activities, including with respect to environmentally sensitive commodities, are not
fundamentally different from or inherently greater than the risks associated with any number of
banking and other permissible financial activities, including market making or providing other
client intermediation services with respect to financial instruments. Both physical commodities
and modern forms of money and other financial instruments are fungible and divisible, their
market values are transparent, their price volatility is relatively easy to hedge on established
markets, and their markets are generally more liquid than the markets for manufactured products,
real estate and other heterogeneous products.

The historical relationship between banking, physical commodities and physical
commodities activities can be illustrated by the history of money and banking in America and
Western Europe. The core function of a modern bank is to engage in maturity transformation —
that is, to create money by taking demand deposits or issuing bank notes and using the funds
raised from those activities to make long-term loans or invest in other illiquid assets.”* Physical

national banks are permitted to underwrite and deal in ownership interests in companies engaged in physical
commodities activities.

32 See, e.g., Saule T. Omarova, The Merchants of Wall Street: Banking, Commerce, and Commodities, 2013
MINN. L. REV. 265, 268-269; Examining Financial Holding Companies: Should Banks Control Power Plants,
Warehouses, and Oil Refineries?, Hearing Before the Subcommittee on Financial Institutions and Consumer
Protection of the Senate Committee on Banking, Housing, and Urban Affairs, 130" Cong., 1¥ Sess. at 1-3, 17-20,
26-29 (July 23, 2013) (“Commodities Handling Facilities Hearing”) (statements of Senators Brown, Merkley and
Warren); Prepared Statement of Saule T. Omarova, Associate Professor of Law, University of North Carolina at
Chapel Hill, Commodities Handling Facilities Hearing 35-36; Physical Commodities, Hearing Before the
Subcommittee on Financial Institutions and Consumer Protection of the Senate Committee on Banking, Housing,
and Urban Affairs, 130™ Cong., 1% Sess. at 2-4 (Jan. 15, 2014) (statement of Senator Brown).

3 The GLB Act, including the provisions that authorized the Complementary Commodities Activities, the
Grandfathered Commodities Activities and Merchant Banking Commodities Investments, was approved by a vote of
90-8 in the Senate and a vote of 362-57 in the House and promptly signed by President Clinton, who strongly
supported and pushed for enactment of the GLB Act. See 145 Cong. Rec. at S. 13917 (Nov. 4, 1999); 145 Cong.
Rec. at H. 11551 (Nov. 4, 1999); President William J. Clinton, Remarks on Signing Legislation to Reform the
Financial System, 35 Weekly Compilation of Presidential Documents 2361 (Nov. 12, 1999).

>* For example, the National Bank Act defines the business of banking as including the taking of deposits,
the buying and selling of precious metals, the making of loans and the issuance of bank notes. 12 U.S.C. § 24(7). See
also Samuel G. Hanson, Andrei Shleifer, Jeremy C. Stein & Robert W. Vishny, Banks as Patient Fixed Income
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commodities and various warehouse receipts, bills of exchange and other claims for physical
commodities, in addition to gold and silver, functioned as money in Europe for centuries. While
gold and silver, or bank notes convertible into one of these precious metals, were the principal
forms of money in America for much of its history, a wide variety of other physical commodities,
warehouse receipts or other claims for such commodities functioned as money at one time or
another. For example, warehouse receipts or deposit claims for tobacco issued by commodities
merchants served as the principal form of money in Virginia during the eighteenth century and
well into the nineteenth century. Various colonies, including Massachusetts and South Carolina,
enacted statutes making various forms of grain, furs and other physical commodities legal tender
because gold and silver were in short supply. Even today, warehouse receipts for grain function
as money-like instruments in the American wholesale banking markets.”

Even though physical commodities other than precious metals are generally not used as
money today, their characteristics are strikingly similar to those of modern forms of money, such
as paper currency and demand deposits at central banks or commercial banks. Money is
generally defined as a unit of account, medium of exchange and a store of value.’® Among the
characteristics that make paper currency and demand deposits an efficient unit of account and
medium of exchange are their divisibility and fungibility — that is, their ability to be divided

Investors, 1-4, Finance and Economics Discussion Series, Divisions of Research & Statistics and Monetary Affairs,
Federal Reserve Board, Washington, D.C. (First draft: Feb. 2014) (describing “business of banking” as consisting of
the synergy between creating “safe, ‘money-like’ claims” against the bank and investing in loans and other illiquid
assets); Douglas W. Diamond & Philip H. Dybvig, Bank Runs, Deposit Insurance, and Liquidity, 91 JOURNAL OF
PoLITICAL ECONOMY 401, 403, 405 (1983) (banks “transform” illiquid assets such as loans by offering liabilities
such as demand deposits “with a different, smoother pattern of returns over time than the illiquid assets offer”); Gary
B. Gorton, MISUNDERSTANDING FINANCIAL CRISES: WHY WE DON’T SEE THEM COMING, at 5-6 (2012) (major
outputs of banks are deposits and other money-like, information-insensitive liabilities, and their major inputs are
loans and other illiquid assets); Bipartisan Policy Center, Too Big to Fail: The Path to a Solution, at 36-42 (May
2013) (describing maturity transformation as socially useful). Insured depository institutions are permitted to engage
in maturity transformation even though maturity transformation — more than anything else — makes them
vulnerable to runs and the sort of contagion that can destabilize the financial system. See, e.g., Diamond & Dybvig,
at 403 (banks are vulnerable to runs because their assets are illiquid and their liabilities are liquid); Ben S. Bernanke,
Chairman, Board of Governors of the Federal Reserve System, The Federal Reserve and the Financial Crisis:
Lectures by Ben S. Bernanke, at 5 (2013) (using the James Stewart movie, “It’s a Wonderful Life,” to illustrate why
the banking system is vulnerable to runs and financial panics); Bipartisan Policy Center, at 36-42 (describing why
maturity transformation makes the financial system vulnerable to contagion).

35 Larry Allen, THE ENCYCLOPEDIA OF MONEY 81-82, 428-429 (ABC-CLIO, 2%ed. 2009); William F.
Spalding, THE FUNCTIONS OF MONEY: A HANDBOOK DEALING WITH THE SUBJECT IN ITS PRACTICAL, THEORETICAL,
AND HISTORICAL ASPECTS 7-8, 16-21 (Sir Isaac Pitman & Sons, 1921); Adam Smith, AN INQUIRY INTO THE NATURE
AND CAUSES OF THE WEALTH OF NATIONS, Book I, Chapter IV (1776); THE NEW PALGRAVE DICTIONARY OF
MONEY & FINANCE, Vol. 2, at 771 (Palgrave Macmillan, 1994); Murray N. Rothbard, A HISTORY OF MONEY AND
BANKING IN THE UNITED STATES: THE COLONIAL ERA TO WORLD WAR II 48 (Ludwig von Mises Inst., 2005); John
H. Hickcox, A HISTORY OF THE BILLS OF CREDIT 3 (1866); Glyn Davis, A HISTORY OF MONEY 27-28 (2002); Dan
Morgan, MERCHANTS OF GRAIN: THE POWER AND PROFITS OF THE FIVE GIANT COMPANIES AT THE CENTER OF THE
WORLD’S FOOD SUPPLY 177 (1979).

%6 Palgrave, supra note 55, at 771; Frederic S. Mishkin, THE ECONOMICS OF MONEY, BANKING, AND
FINANCIAL MARKETS 49-51 (Addison Wesley, 5™ ed. 1998); N. Gregory Mankiw, Macroeconomics 81-82 (Worth
Publishers, 8" ed. 2013).
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into very small units that are interchangeable with each other.”” Among the characteristics that
make them a good store of value are their transparency, stability and liquidity — the ability to
know their market value at all times, the stability of their market value or the ability to readily
hedge it, and the ability to buy or sell large amounts of them without affecting their market
value. °® Physical commodities such as grain, industrial metals, oil, natural gas and electricity
typically share all or substantially all of these characteristics. Such commodities are divisible into
very small units that are fungible with each other, at least within certain defined categories. In
addition, such physical commodities are often transparent, stable and liquid — that is, their
market prices are determined on public markets, their market prices are stable or can be readily
hedged, and a person can buy and sell large amounts of them without any material impact on
their market prices.”’

Modern banking began in Italy in the 13t century as an incident to the international
commodities trading businesses of the Italian grain and wool merchants headquartered in
Lombardy.®® The first banks were not separate, standalone companies, but rather unincorporated
divisions of these commodities merchants. They were originally custody banks, or banks of
deposit, but gradually developed into something more akin to the fractional reserve banks of
modern times. These banking divisions of the Italian commodities merchants developed the first
derivative contracts in order to reduce the risks associated with the international physical
commodities business. One of the first derivatives was the “bill of exchange.”®' Bills of
exchange were a type of forward contract entered into with the Italian commodities merchants,
as intermediaries, that reduced the risks and costs of settling long-distance and often international
commodities transactions. It gave merchants in different countries who did not know each other
the confidence to trade with each other, based on their confidence in the Italian intermediary to
honor its obligations to make payment under the bills of exchange. The Italian commodities
merchants dominated the market as intermediaries on most bills of exchange during this period.®

The bills of exchange issued by the Italian commodities merchants eventually became so
widely accepted that they began to function as an early form of paper money, although various

37 See, e.g., Mishkin, supra note 56, at 50.
58 See, e.g., id. at 51-52.

% See, e. g., James R. Kearl, ECONOMICS AND PUBLIC POLICY: AN ANALYTICAL APPROACH 112-113
(Pearson, 6" ed. 201 1) (wheat); Armen Alchian & William R. Allen, EXCHANGE AND PRODUCTION: COMPETITION,
COORDINATION AND CONTROL 265 (Wadsworth Publishing Company, 2d ed. 1977) (wheat, oats, corn, soybeans,
cotton, etc.).

80 See, e. 2., Edwin S. Hunt, THE MEDIEVAL SUPER-COMPANIES: STUDY OF THE PERUZZI COMPANY OF
FLORENCE 63-64 (Cambridge University Press, 1997); John F. Padgett & Walter W. Powell, THE EMERGENCE OF
ORGANIZATIONS AND MARKETS 136-137 (Princeton University Press, 2012); Raymond de Roover, THE RISE AND
DECLINE OF THE MEDICI BANK: 1397-1494, at 1-3 (Beard Books, 1999); Valentine V. Craig, Merchant Banking:
Past and Present, 14 FDIC BANKING REVIEW 29, 29-30 (2001); Erik Banks, THE RISE AND FALL OF THE MERCHANT
BANKS 1-2 (Reuters & Kogan Page, 1999).

o1 See, e. g., Banks, supra note 60, at 3.
62 1d.; Allen supra note 55, at 45-46.
63 Allen, supra note 55, at 45-46.
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types of physical commodities, especially gold and silver, continued to function as the principal
sources of the general money supply. The Italian commodities merchants also began to lend
commodities, most notably gold and silver to European sovereigns, in return for trading
privileges in grain, wool and other commodities. Some of these Italian commodities merchants
established offices in various cities throughout Europe, including London. Indeed, the place
where they were required to live and transact business since the late 13" century was called
Lombard Street because of their origins in Lombardy. **

Local banks developed in England as an incident to the commodities trading businesses
of the English goldsmiths. Toward the middle of the 17" century, wealthy landowners started
depositing their gold and silver with the English goldsmiths for safekeeping in return for deposit
receipts and sometimes interest. Some of the deposit receipts issued by the goldsmiths reflected a
traditional custody relationship. Other receipts authorized the goldsmiths to use the deposited
commodities to make loans and other investments, essentially establishing a debtor/creditor
relationship. This latter category of notes was assignable and eventually began to function as a
form of paper money, known as “goldsmith notes.” The goldsmiths learned over time that they
could safely issue goldsmith notes promising to deliver more gold or silver than they had on
deposit because only a fraction of the holders of such notes demanded that the notes be converted
into gold or silver at any point in time.®

The Bank of England was established in 1694 as a joint-stock company, or chartered
banking corporation. It was authorized to issue bank notes that were convertible into gold or
silver commodities and to discount bills of exchange, and it was prohibited from trading in goods,
wares or merchandise, except to the extent necessary to liquidate any such property delivered as
collateral for a loan upon default. It was not a mere custody bank or bank of deposit. Instead, it
was a fractional reserve bank that was only required to hold a fraction of the gold or silver
necessary to satisfy its obligations on its bank notes.®

The development of the first banks in the United States followed a similar pattern. The
earliest banks were formed by local merchants who pooled their resources to create mercantile
banking corporations chartered by state legislatures. These early mercantile banks issued paper
money convertible into gold or silver and made loans to local merchants to finance their
inventory. The loans typically matured within 60-90 days — the amount of time it usually took
for merchants to turn over their inventory. Later, agricultural banking corporations were
chartered that made loans of one year or more, because farmers needed loans that covered the
entire growing season. Over time, American banks evolved into institutions that engaged in full-

% William F. Spalding, THE LONDON MONEY MARKET: A PRACTICAL GUIDE TO WHAT IT IS, WHERE IT IS,
AND THE OPERATIONS CONDUCTED IN IT 12-13 (Sir Isaac Pitman & Sons, Ltd., 1922). Even today, Lombard Street is
considered the heart of the U.K. banking system as symbolized by Bagehot’s classic book on the money market and
central banking. Walter Bagehot, LOMBARD STREET: A DESCRIPTION OF THE MONEY MARKET (1873).

65 Spalding, supra note 64, at 16-30; Banks, supra note 60, at 4.
5 Bank of England Act 1694, XXVI-XXVII.
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fledged maturity transformation — i.e., the taking of demand deposits and investing the proceeds
in long-term loans or other illiquid assets.®’

Large grain, metals and other commodities merchants did not develop in the United
States until the second half of the 19™ century, and large oil, gas and electricity companies did
not develop until well into the twentieth century. These commodities merchants were permitted
to have one or more bank affiliates, including insured bank affiliates, until 1956, a single insured
bank affiliate until 1970, a single insured thrift affiliate until 1999 and a single grandfathered
thrift affiliate to this day subject to certain conditions imposed in 2010, without any legal
restrictions on their physical commodities activities.®®

The authority of U.S. incorporated banks to engage in physical commodities activities
varied from state to state, and from charter to charter, but BHCs and their non-bank affiliates
were not subject to any limitations on their physical commodities activities until 1956, unitary
BHC:s until 1970, unitary thrift holding companies until 1999, and grandfathered unitary thrift
holding companies to this day.®

U.S. unincorporated banks (e.g., partnerships) — or private banks — had the legal
authority to engage in, and did engage in, merchant banking activities, including physical
commodities activities, throughout the nineteenth century and well into the twentieth century.
But because the physical commodities trading markets were centered in London or other
financial centers in Europe during that period, the U.S. merchant banks generally engaged in
physical commodities trading through their London or other European operations,”’ although
nothing prohibited them from doing so in the United States.

After the Glass-Steagall Act of 1933 prohibited insured banks that were members of the
Federal Reserve System and eventually all insured depository institutions from underwriting or
dealing in corporate securities or having investment banking affiliates principally engaged in
those activities, the newly insured member banks spun off their merchant/investment banking
arms into separately incorporated, unaffiliated merchant/investment banks.

By the early 1980s, the U.S. capital markets had grown exponentially and displaced
insured banks as the primary suppliers of credit and other financing to corporate America. This
development fueled demand for the underwriting and dealing services of the
merchant/investment banks, but reduced demand for insured bank lending. The insured banks
faced the prospect of a shrinking pool of less creditworthy borrowers. At the same time, they
faced intense competition on the liabilities side of their balance sheets. Money market mutual
funds and other non-bank financial institutions were able to provide money market instruments

%7 Bray Hammond, BANKS AND POLITICS IN AMERICA: FROM THE REVOLUTION TO THE CIVIL WAR 65-74
(Princeton University Press, 1957).

88 See supra notes 47-50.
®1d.

0 See, e. g., Vincent P. Carosso, THE MORGANS: PRIVATE INTERNATIONAL BANKERS, 1854-1913, at 6-12,
51-53,76-77, 111-115, 159-162 (Harvard University Press, 1987).
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that were functionally equivalent to deposits issued by commercial banks, except that they were
able to pay interest, which the insured banks were forbidden or limited in their ability to do.

At about the same time, the cash and derivatives markets for physical commodities
started to change, especially the markets related to oil, gas, electricity and other energy
commodities. Clients started demanding a wide range of customized derivative contracts that
were not identical to those authorized for trading on commodities exchanges. They also
demanded more efficient ways to finance the production, processing, transportation, storage,
sales and purchases of physical commodities, and to manage the risks of those activities,
including price volatility, supply chain uncertainties and other risks associated with physical
commodities. As a result, most of the U.S. merchant/investment banks expanded their physical
commodities activities, especially with respect to energy commodities, starting in the early 1980s.

The insured banks responded to these market developments by establishing securities
affiliates that engaged in underwriting and dealing in corporate securities to a limited extent, but
without amounting to their principal activity, as then permitted by the Glass-Steagall Act. The
bank regulators phased out the limits on interest rates payable on time deposits, and Congress
eventually repealed the prohibition on paying interest on demand deposits. Congress decided to
respond to these market developments by enacting the GLB Act, which created what was
referred to widely at the time as a “two-way street” for insured banks and merchant/investment
banks. Insured banks were permitted to acquire separately incorporated merchant/investment
bank affiliates engaged principally in securities underwriting and dealing (one way on the street).
And merchant/investment banks were permitted to acquire insured bank affiliates (the other way
on the street). This two-way street was, in both cases, conditioned on the parent holding
companies qualifying as FHCs and the insured banks complying with Sections 23A and 23B of
the Federal Reserve Act with respect to any extensions of credit to, purchase of assets from, or
other “covered transactions” with their merchant/investment bank affiliates.

The GLB Act also authorized the Federal Reserve to permit separately incorporated non-
banking affiliates of insured banks to engage in physical commodities activities as a complement
to their banking and other financial activities, provided that their parent holding companies
qualified as FHCs and Sections 23A and 23B were complied with. The GLB Act also permitted
FHCs and their non-bank affiliates to make merchant banking investments in companies engaged
in any non-financial activity, including physical commodities activities. Finally, the GLB Act
grandfathered the physical commodities activities of any merchant/investment bank that became
affiliated with an insured bank after the passage of the GLB Act. Far from being a radical break
with American history or tradition or any foundational American principles as some have
argued,”" these provisions of the GLB Act, which was duly enacted by large bipartisan majorities
in Congress and strongly supported and signed by President Clinton,”” are consistent with the
history of money, commodities activities and banking in America or at most reflect an
incremental adjustment to that history.

! See supra note 52.

2 See supra note 53.
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In fact, if the Federal Reserve tried to turn back the clock by restricting the commodities
intermediation powers of FHCs in any significant way, it would not restore the world as it stood
on the eve of the GLB Act. On the eve of the GLB Act, the needs of end users for commodities
intermediation services were largely being met by the merchant/investment banks and to a more
limited extent the BHCs. The GLB Act was enacted to modernize the legal infrastructure so that
it took account of the fundamental changes to the money, credit 