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ABSTRACT 

 

Following the stock market crash and the Great Depression in 1930s, many have blamed this bad 

times in the world’s history on the mixing of commercial and investment banking activities. The 

U.S. Congress responded by passing the Glass-Steagall Act (GSA) also referred to as the 

Banking Act of 1933 in order to correct the faulty financial system of the U.S. at the time and to 

restore investor confidence in the people of America. This paper examined the roles of both 

commercial and investment banking activities and assessed the arguments for and against the 

separation of commercial and investment banking. The paper also assessed how the repeal of the 

GSA may have contributed to the recent financial crisis in 2007-10. Consequently, the paper 

proposed that federal deposit guarantees must either vanish so as to lessen the cost on taxpayers 

when financial institutions fails or must find a way of redefining their areas of protection on 

banks who excessively engages in investment banking activities. 
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INTRODUCTION 

A bank is a financial intermediary whose core activity is to provide loans to borrowers and to 

collect deposits from savers. Banks in the past have performed specific legally permissible 

activities, charging legally mandated maximums and incurring legally determined costs 

according to Gardner, Mills and Cooperman (2000). From the regulators point of view, a bank is 

an institution whose current operations consist of granting loans to and receiving deposits from 

its customers. According to Dermine (2003), bank specific activities listed in the Second 

Banking Directive of the European Commission include deposit taking and other forms of 

borrowing, lending, financial leasing, money transmission services, issuing, and administering 

means of payments (credit cards, travelers’ checks, and bankers drafts), guaranty and 

commitments, trading for own account or the account of customers in money market 

instruments, foreign exchange, financial futures and options, exchange and interest rate 

instruments, securities, participation in share issues and the provision of services related to such 

issues, money booking portfolio management and advice, and safe custody services. However, a 

contemporary banking theory specifically classifies the functions of a bank into four (4) main 

broad categories as; managing costs; offering liquidity and payment services; transforming 

assets; processing information and monitoring borrowers. 

On the other hand, investment bank is a financial institution that specifically deals with trading 

securities, raising capital and managing corporate mergers and acquisition. Ohoukoh (2011) 

indicates that investment banks raise money through issuing securities in the capital market and 

insuring bond (Selling CDO) as well as providing advice on transactions such as mergers and 

acquisitions. Therefore, investment banking embraces all activities of the capital market starting 

from underwriting and corporate finance to mergers and acquisitions, venture capital and fund 

management. Ohoukoh (2011) mention that investment banking includes merchant banking (that 
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is working and investing for own account) and the nonretail trading of blocks of securities for 

financial institutions. 

According to Ohoukoh (2011), investment banks broadly perform the following functions.   

1. Advising: This involves the assessment of funding needs of clients, analysis of market 

conditions and timing, costs and benefits analysis of various alternatives of raising funds, the 

suggestion of funding mechanism and structure which best suit the client’s needs and if 

possible the recommendation of institutions that could possible assemble package 

recommended.  

2. Administration: This basically refers to the handling of details associated with a new issue 

such as title transfer, recordkeeping, tax and regulatory filing on behalf of the issuing firm, 

and assistance as to the completion of the legal documents for the Security and Exchange 

Commission; 

3. Underwriting: This covers the process of bringing a new issue to the market on behalf of the 

client, guaranteeing a fixed price to the security issuing firm in exchange to securities, with 

adequate valuation based on current information. However, there are exceptions here where 

the underwriter (investment bank) may not guarantee fixed security price to the issuing firm, 

and this is refer to as best effort agreements between the two parties. 

4. Distribution: Having access to large pools of fund is based on a good distribution network, 

which determines ability to reduce risks quickly and ensures price stability. Investment 

bankers usually do so through syndicates and this makes the distribution process an 

important part of the whole underwriting process. 

The button line between commercial banks and investment banks is that with the commercial 

banks, they risk their own capital whereas investment banks arrange financial transaction and 

earn fees in the process. 
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Therefore, it is quite clear that the roles of investment banks are completely different from those 

of commercial banks to some significant extent. However, the term universal bank is used to 

refer to a bank that performs both commercial and investment bank services.  

Commercial and investment banks that merge use services offered by one another, and if they are 

the same entity, they will use this opportunity to transfer funds from surplus to deficit units 

(Cargill 1988). Furthermore, Cargill (1988, p. 27) indicates that as a result, “commercial banks 

have gradually assumed investment bank functions throughout the development of the U.S.A. 

financial system until the passage of Glass- Steagall Act (GSA) in 1933”. The GSA also called 

the “Banking Act of 1933” in the USA demanded the separation or splitting of commercial banks 

activities from those of the investment bank activities as many stakeholders believed at the time 

that the combined activities posed a significant risk for depositors of commercial banks and that 

this sort of merger was primarily responsible for the Great Depression in 1929/30s. 

The separation of commercial and investment banking activities, as it is known legally by the 

GSA, has been the product of the U.S.  Congress in 1933, as some congressmen realized that the 

dangers of the unification of these entities with different financial structures posed significant 

risks to investors, and responded by passing the GSA. Following the stock market crash and the 

great depression, which led to the failure of one out of every five Banks, was blamed on the 

convergence of commercial and investment banking (Benston, 1989). 

In response to the passage of the GSA, Stiglitz (2010c) states that the GSA was an important law 

and that separation of commercial and investment banking has a vital purpose to play. He argues 

that commercial banking should be conservative and risk averse, and act as a provider of 

financial services such as lending, borrowing, and payment services. Commercial banks he noted 

handle ordinary people’s money and should therefore act accordingly to their customers’ 

expectations and demands. Investment banks, on the contrary, manage rich people’s money. Rich 
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people he defines as those who have a surplus of money, with which they are willing to speculate 

by taking on higher risk. Stiglitz (2010c) therefore argues that by converging commercial and 

investment banking, this created conflicts of interest. 

The GSA, which was adjudged as being in the public interest, faced a lot of resistance and 

criticisms. For instance, Tabarrok (1998, P. 9) speculate that GSA was passed in order to benefit 

commercial and or investment bankers specifically; he indicated that a combination of public 

outrage and political maneuvering by the Rockefellers was responsible for the separation of 

commercial and investment banking. 

Indeed, intense lobbying by bankers finally resulted in the repeal of the GSA in 1999, when the 

Financial Services Modernization Act of 1999 known as (Gramm-Leach-Bliley Act in 1999) was 

enacted. The modernization act made it easier for banks, security firms and insurance companies 

to merge into gigantic conglomerates with a hope that it would dominate the U.S. financial 

industry and boost the U.S. economy (Crawford, 2011) as cited in Khan (2012). The objective of 

this paper is to assess the current debate whether commercial and investment banking activities 

should be separated or the convergence should continue in the foreseeable future. 

HISTORY OF GSA AND BANKING REGULATION  

The U.S Congress responded to the economic meltdown popularly referred to as the Great 

Depression in the 1929 by passing the GSA. The GSA is technical also referred to as the 

Banking Act of 1933 which consisted of sections 16, 20, 21 and 32. The GSA was seen primarily 

to be of a public interest measure designed to avoid banking system problems and to combat 

financial crises according to (Tabarrok, 1998). This was in response to the fact that from 

December 1929 to December 1933 the number of U.S. banks decreased by 39 percent from 24, 

633 to 15,015 according to the Federal Reserve Board (1943), and almost one quarter of the U.S 

workforce was out of job cited in (Reinholdson and Olsson, 2012). Therefore, GSA is a product 
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of the U.S. Congress as part of the reforms introduced by Roosevelt administration when it took 

office in 1933, in order to correct the faulty financial system of the U.S. at the time and to restore 

investor confidence in the people of America. Thus, GSA prohibited any member of the Federal 

Reserve from purchasing, dealing in, or underwriting non-government securities for their own 

account, or affiliating with any corporation principally engaged in these activities (Cargill, 1988; 

Reinholdson and Olsson, 2012). Additionally, GSA prohibited investment banks from accepting 

demand deposits (Cargill, 1988). Therefore, effectively the GSA was the first law in the U.S.A. 

to separate commercial and investment banking activities. This means that in principle the 

integration of the activities of commercial and investment banking was allowed Pre-GSA era, 

since there was no law separating the two. 

Calomiris (2010) reported that following the stock market crash on “Black Thursday”, October 

24, 1929, an investigation was opened to investigate its causes, and as a result, Congress 

hearings, commonly referred to as the “Pecora Hearings” were held in 1932. These hearings 

uncovered the causes among which banks were accused of fooling naive public investors into 

taking positions in poor issues. Calomiris (2010) and Cargill (1988) both argue that the Pecora 

Hearings ultimately had a great impact upon the enactment of the GSA, which was directly 

designed to prevent conflicts of interest between commercial and investment banking during the 

1920s. Recently, Krugman (2010) argued that “the U.S. managed to avoid major financial crises 

for half a century after the Pecora hearings were held and Congress enacted major banking 

reforms. It was only after we forgot those lessons, and dismantled effective regulation, that our 

financial system went back to being dangerously unstable”. 

However, the critics of GSA accused it of making U.S banking industry uncompetitive in 

relation to its global peers. To this end, Calomiris (2000) argued that the separation of 

commercial and investment banking activities weakened US banks relative to foreign rivals who 
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were not constrained by those limitations. After almost 66 years of being in operation, GSA was 

finally in 1999 repealed as a result of lobbying efforts from the commercial banking industry. 

GSA therefore was replaced with GLBA of 1999 by the Clinton’s administration.  

CORPORATE SOCIAL RESPONSIBILITY ISSUES 

Although there are several definitions to corporate social responsibility (CSR), Baker (2004) 

defines CSR as how companies’ manage the business processes to produce an overall positives 

impact on society. In my own pinion, I see CSR to mean businesses making business decisions 

that are morally acceptable and in excess of legal requirements on a continuing basis to the 

benefits of all stakeholders. 

The Banking Act of 1933, sometimes referred to as the Glass-Steagall Act, separated commercial 

and investment banking, instituted Federal deposit insurance, prohibited interest payments on 

demand deposits, and reorganized the Federal Reserve (Tabarrok, 1998). GSA was therefore, a 

measure designed to protect the public interest in the U.S as the Great Depression resulted in the 

failure of most banks in U.S to the detriment of the ordinary taxpayer and declined economic 

growth. Corporate and individual greed many stakeholders attributed to the financial crises that 

have occurred so far in the world’s history. For instance, Tabarrok (1998) argued that the 

separation of commercial and investment banking can be better understood as an attempt by the 

Rockefeller banking group to raise the cost of their rivals, the House of Morgan. Furthermore, 

Tabarrok (1998, p.7) states that at the peak of the 1933 Great Depression, 15 million workers 

were unemployed, real gross national product had fallen by nearly 30% since its peak in 1929, 

and gross investment was virtually nil. 

As a result, in his inauguration speech, Roosevelt attacked the “money changers” as “callous”, 

“unscrupulous”, and “Selfish”, at the same time as he called for unprecedented power for himself 

and “a trained and loyal army willing to sacrifice for the good of a common discipline” 
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(Tabarrok, 1998). Similarly, the Pecora hearings uncovered that Jack Morgan had paid no 

income tax since 1930, and that none of the twenty Morgan partners had paid income tax in 1931 

or 1932 (Chernow 1990, P.366) as cited in Tabarrok (1998 P.7). This is obviously not in line 

with any CSR doctrines or principles when commercial banks use depositor’s money to gain 

very volatile returns while they pay a fixed return to depositors, whilst depositors are the only 

people bearing the risk in times of this crisis. 

At the end of 2007, when the Global Financial Crisis  writing was already writ large on the wall, 

in large part due to the greed-hyped activities of Lehman  and other financial institutions, CEO 

Fuld and president Joseph Gregory paid themselves stock bonuses of $35 million and $29 

million respectively (Visser, 2010). 

President Clinton came under intense pressure to repeal GSA of 1933 from commercial banks. 

For instance, when Clinton resisted initially one of the banks in 1998, Citicorp, decided to flaunt 

the law, announcing a $70 billion merger with Travelers Insurance. Clinton tried to block it but 

failed in the Senate, despite the fact that the merger was technically illegal (Vesser, 2010). 

As noted, a year later in 1999, Clinton bowed to the rising pressure and repealed the GSA with a 

replacement with Gramm-Leach- Bliley Act of 1999 thereby paving way for universal banking 

in the U.S. To conclude, individual and corporate greed has resulted in poor business decisions 

that caused several institutions to fail raising corporate responsibility issues as discussed above.  

DISCUSSION AND ANALYSIS OF THE FACTS AND ISSUES 

Even though there are several reasons to why separation of commercial and investment banking 

makes sense there are also reasons to why these activities could be unified (Reinholdson and 

Olsson, 2012). 
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SOME REASONS FOR THE SEPARATION OF COMMERCIAL AND INVESTMENT 

BANKING 

 One of the main arguments that originally led to the passage of the GSA in 1933 was the 

conflict of interest issue. Even though conflict of interest can arise in many ways, the main 

concern by some law makers and other stakeholders who supported GSA were of the view that 

the banks may mislead naive investors and customers to their own advantage by issuing security 

of poor quality. Reinholdson and Olsson (2012) states “conflicts of interest can arise in various 

forms but the main issue is that the bank uses the information advantage it gains from conducting 

both activities to its own advantage. If a bank has outstanding loans to a corporation, and prior to 

public knowledge finds out that the firm is in financial trouble, a bank may underwrite bonds on 

behalf of this firm and require the corporation to use the proceeds to repay the loan. This practice 

effectively shifts the increased default risk from the bank to the securities market and its 

investors (Hebb and Frazer, 2002) as cited in Reinholdson and Olsson (2012).  

The stock market meltdown of 1929 resulted in some spectacular bank collapses and the advent 

of the Great Depression were attributed to the marriage of commercial and investment banking 

activities. Many stakeholders blamed this crash on the excessive speculation in the stock market 

institutions associated with securities markets, including the securities affiliates of large 

commercial banks, were guilty of the convergence. Senator Carter Glass of Virginia led the 

charge against the bank security affiliates. Neely (2010) reported that during the course of 

several hearings Glass convened in the early 1930s, bankers were accused, among other things of 

making bad loans to their corporate borrowers, then dumping other customers into buying 

securities issued by these firms, with the proceeds going to pay off the loans. This resulted in the 

passage of the GSA. However, even after the repeal of the GSA, and re-enacting GLBA, the 

recent financial crisis of 2007-10 is attributed to the repeal of GSA in 1999. The question then is 
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why did law makers in the U.S. repeal the GSA in the first place? Is these motivated by political 

influences or pressures from corporate lobbyist? 

Commercial banks also known as depository institutions are meant to be managed in order to 

limit risk, and as such may not be well positioned to operate in a speculative market like the 

market for security trading. Indeed, proponents of GSA believed that depositors do not have to 

bear the risk since many may view the deposits as risk-free assets. Therefore, to have the 

commercial banks engaged in speculative activities will fundamentally alter the idea of deposits 

being risk free assets.  

 Azadinamin (2011) states that some may claim that there is no risk involved because the 

commercial bank plays with the house money, but he notes that the house money indeed is the 

depositors’ money.  

As one of the supporters of GSA, Crawford (2011) states that depository institutions otherwise 

known as commercial banks, possess enormous financial power by having the possession of 

peoples deposits, and therefore, commercial banks must be looked upon as institutions or 

markets for funds, whether loans or investments. Therefore to look at commercial banks as 

markets for fund may undermine the very nature of commercial banks. 

Mandle and Orenbuch (1997) indicated that the income streams from investment banking 

activities are more volatile, and thus more risky. This Azadinamin (2011) argues could threaten 

the integrity of customers’ deposits. On the contrary, in times of a bank failure or collapse, the 

Federal Depositing Insurance Corporation, (FDIC), which is financed by the taxpayers, will have 

to bear bigger losses, this many believe it’s unfair for the taxpayers to bear the cost of 

commercial banks failure, if they are indeed consciously involved in risky activities. To this end, 

GSA proponents sought to protect depositors and taxpayers in order to promote economic 

growth and bring sanity into the financial system. 
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The aggressive entry of commercial banks into the securities markets during the 1920s 

encouraged a reckless underwriting of risky loans and speculative securities by banks and 

security firms; the huge expansion of credit produced by such loans and securities promoted an 

unsustainable economic boom, followed by a devastating bust that crippled banks, ruined the 

economy, and inflicted heavy losses on unsophisticated and ill-informed investors (Wilmarth, 

2009). 

Diversification simply means to the layman as not putting one’s eggs in one basket. The 

principle of diversification is to spread investment portfolios in one investment vehicle in order 

to reduce risk and maximize returns. However, Proponents of GSA believe that the marriage of 

commercial and investment banking activities will not result in any form of diversification 

benefits and as such the marriage should be divorced. Several academics including Herring and 

Santomero (1990), Cairns et al (2002), indicate that corporations and customers do not want a 

one-stop shop for banking. Instead, they will pick the “best breed” in each product category and 

choose specialists that can customize the product to the individual’s preferences. Furthermore, as 

cited in Reinholdson and Olsson (2012), Barth et al (2000a) argue that universal banks may be 

less affected when firms bypass banks and raise funds directly in the capital markets through 

corporate bonds; the decline lending activities may be offset by an increase in securities 

activities. Freixas et al (2007) found that financial conglomerates utilize excessive risk-taking 

due to the access to the safety net, and that this effect wipes out any diversification benefits. 

Similarly, after the passing of the GLBA, Yeager et al (2007) failed to find significant 

diversification benefits within the financial services industry in the US. To this end, GSA should 

not have been repealed.  
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SOME ARGUMENTS AGAINST THE SEPARATION OF COMMERCIAL AND 

INVESTMENT BANKING  

Whereas proponents of GSA outlined the positives for the preservation of the GSA, the 

opponents of the GSA and perhaps proponents of Gramm-Leach-Bliley Act (GLBA), which led 

to the repeal of GSA in 1999 advanced the following arguments; 

As mentioned before, one of the main arguments as to why commercial and investment banks 

should be separated is the concern that conflict of interest may influence commercial banks to 

mislead customers and investors. However, opponents of GSA maintain that this was a weak 

argument which was not supported by valid evidence. Consequently, Kroszner and Rajan (1994) 

investigated whether commercial bank underwritten issues performed differently compared to 

investment bank underwritten issue based on data from the Great Depreciation era. They 

indicated that if commercial banks systematically misled naive public investors into investing in 

low-quality issues, then these issues would have performed poorly. Kroszner and Rajan (1994) 

found that commercial bank under written issues defaulted significantly less often than 

comparable investment bank underwritten issue. They concluded that commercial bank 

underwritten issues also tended to be higher quality and hence commercial banks do not seem to 

have misled the public into investing in low quality issues. Tabarrok (1998) states that “the more 

an investment advisor has to lose by offering bad advice, the less likely this is to occur. 

Additionally, the conflict of interest argument is also contradicted by investor behavior. This is 

because investors are able to threaten stronger punitive action if they invest with a unified bank 

than if they invest with an investment bank alone (Tabarrok, 1998, p. 2).   

Unification banks (banks with affiliates or security operations) were rapidly increasing their 

share of the bond issuing market in the 1920s. For instance, in 1927, commercial banks and their 

affiliates were responsible for 36.8 percent of all issues and in 1930 for 61.2 percent of all issues 
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(Peach, 1941, p. 110) as cited in Tabarrok (1998, p. 2). Tabarrok (1998) concludes that to explain 

the GSA, requires either that Congress acted in great error or that the motivation behind the Act 

was not the public interest. 

The proponents of Gramm-Leach-Bliley Act (GLBA) and opponents of GSA cited the 

diversification argument as to why universal banking should be allowed in the US. Reinholdson 

and Olsson (2012) argue that the benefits from diversification would strengthen the financial 

industry and makes banks more competitive and less likely to fail. Similarly, Wieandt and 

Moenninghoff (2011) argue that large diversified global banks offering a broad range of services 

can contribute to economic growth. They further indicate that these banks contribute to more 

efficient stock, bond and foreign exchange markets while at the same time they realize 

economies of scope. Universal banks according to Wieandt and Moenninghoff (2011) can 

thereby share infrastructure, know-how and information, and therefore reduce costs in areas such 

as IT, back-office and regulatory requirements. Furthermore, while Neale et al (2010) recognizes 

the benefit of one-stop shopping, Barth et al (2000a) recognizes that diversification by universal 

banks can pass along lower prices and offer more products and services to their customers. In the 

light of the diversification argument, many believe that GSA created market concentration and 

made U. S. banks uncompetitive globally. To this end, Ohoukoh (2011) states that GSA created 

market concentration and as a consequence market power, anti-competitive practices, and social 

welfare losses. For Wilmarth (2009) the repeal of GSA and the subsequent enactment of GLB 

Financial Modernization Act of 1999 was a step in the right direction as this will enable financial 

holding companies to earn higher profits based on favorable economic of scale and scope, 

allowing financial holding companies to achieve greater safety by diversifying their activities 

permitting financial holding companies to offer one “one-stop shopping” for financial services, 
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resulting in increased convergence and lower costs for business and customers, and finally 

enhancing the ability of U. S. financial institutions to compete with foreign universal banks. 

Just like the Great Depression and the stock market crash in the 1930s, which led to the passage 

of the GSA by Congress of the U. S., after the repeal of GSA in 1999, history repeated itself with 

the recent financial meltdown in 2007-10. Many stakeholders including some law makers in the 

USA and around the world believed strongly that the marriage of commercial and investment 

banking activities were the root cause and as a result raising questions why GSA was repealed. 

However, this assertion by stakeholders have been debunked by overwhelming academic 

empirical evidence indicating that the repeal of the GSA was not the cause of the recent financial 

crisis but instead it was attributed to the American housing bubble which was at the center of the 

crisis. For instance, White (2010) states that the bubble was caused by allowing under-qualified 

households to commit to residential mortgages well above the market value. White (2010) argues 

that all market participants had overconfidence in housing prices continuing to rise and that the 

heart of the problem was the commercial banks’ overly excessive sub-prime lending to 

underfinanced households. On the other hand, Calomiris (2010) attribute the problem of rating 

agencies, “whose opinions had been at the heart of the capital standards arbitrage that allowed 

banks to back subprime mortgages with so little equity capital”. Similarly, the rating agencies 

played a critical role by converting C-rated subprime mortgages into A-rated securities, thus 

allowing these securities to be held by pension funds and ensuring the continuous flow of 

liquidity to the mortgage market (Stiglitz, 2010c). In the light of the above, a separation of 

commercial and investment banking would not have eliminated the sources for financial 

instability that caused the crisis. White (2010) further argues that the losses arose due to bad 

investments in mortgage related securities, not due to losses from commercial banks 

underwriting corporate securities. White (2010) then concludes by indicating that critics of 
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GLBA are mistaken in attributing a connection between the GLBA and the recent financial 

crisis. In fact, the GLBA had very little to do with the recent financial crisis and that the GLBA 

did not go far enough when deregulating the U.S. financial system. 

Proponents of GSA had argued that the marriage of commercial and investment banking 

activities result in banks increasingly becoming “too big to fail” (TBTF) in principle but 

practically failed thereby causing instability in the economy. Saunders and Walter (1994) noted 

that a bank becomes TBTF when its failure could create a severe credit freeze on the financial 

market, and since the bank is simply too large and too interconnected with other banks on the 

market, its failure can lead to market contagion where other banks may fall with it. This means 

that contagion could potentially lead to long-standing and severe consequences for the whole 

economy, and as such, the cost of letting the bank fail may exceed the cost of saving it. 

Associated with the TBTF problem is also the moral hazard argument. For instance, Grant 

(2010) argues that the safety net creates adverse incentives when a banks’ balance sheet has been 

weakened by financial losses. In addition, if the bank knows that it will be saved due to its 

simply being too big to fail; it may have incentives to pursue excessive risk-taking in order to 

receive higher returns (Grant, 2010). To this end, GSA, and its proponents believed was crucial 

in dealing with this situation as presented. 

This creates corporate social responsibility issues and as such Stiglitz (2010c) indicated that if 

the bank succeeds with these risky investments, the managers and shareholders take the profits, 

but if they fail, it is the government who picks up the pieces. Furthermore, monopoly power is 

also identified by Herring and Santomero (1990) as a concern when large financial 

conglomerates are allowed to offer a full range of financial products. The concern really is that 

these conglomerates may be able to acquire and exercise monopoly power thereby creating 

barriers to entry. 
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However, opponents of GSA were never persuaded with the TBTF argument and corporate 

lobbies particularly the banks for the repeal of GSA. The day the GSA was repealed, Senator 

Reed, a proponent of the GLBA, highlighted the TBTF issue in the US Congress as cited in 

Reinholdson and Olsson (2012, p. 37) below; 

“As we celebrate passage today, we should also underscore and point out areas that bear close 

watching. Fundamental changes as we are proposing today include consequences which may 

have adverse effects if they are not anticipated and watched carefully. Among those is the issue 

of the consolidation of our financial services industry. We are witnessing the megamergers that 

are transforming our financial services industry from small multiple providers to large providers 

that are very few in number. We run the risk of the doctrine “too – big to fail;’’ that the financial 

institutions will become so large we will have to save them even if they are unwise and foolish in 

their policies. We have seen this before. We have to be very careful about this”. 

CONCLUSIONS 

There is little or no doubt at all that both commercial and investment banks perform critical roles 

in the economic growth and development of the U.S. as well as the world economy at large. It is 

also clear that regulating the financial services industry is a huge task for regulators around the 

world and the USA in particular. As put by Khan (2012), the U. S. financial crisis such as the 

sub-prime mortgage market meltdown and the associated credit crunch that emerged in 2007-

2010 posed a question on its legislative and regulatory system, which has seen a shift from 

specialized to universal banking as a result of changes in Acts (GSA-GLBA).  

As to whether the repeal of GSA attributed to the recent financial crisis may be cannot be 

answered definitively, as discussed in this paper. However, the arguments opposing the repeal of 

GSA were very much compelling. The repeal of GSA, as discussed in this paper, has caused a 

fundamental problem in the U.S. financial system since 1999. Indeed, consolidating the activities 
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of two specialized entities with different functions in which one grants credit and the other 

invests by receiving the credit has presented strong incentives to take risk and involves 

commercial banks into risky activities than they will have ordinarily done without the 

consolidation. 

In times of institutional failures, there is a heavy burden of DFIC. Depositors’ in many countries 

around the world including the UK, view deposits as risk-free asset and many stakeholders 

believe merging the two entities may reduce considerably the clients’ confidence in  the bank. 

On top of all arguments for and against separation of commercial and investment banking 

activities assessed in this paper, many stakeholders posed a question whether is fair when gamble 

done by commercial banks in risky activities are done so with the depositors’ money, whilst the 

depositors will receive a fixed rate on their deposits? 

As analyzed and discussed in this paper, having TBTF institutions failing will also bear cost on 

other financially safe and capital adequate institutions and as a result increase the market’s risk 

of doing business (systematic risk). TBTF institutions when failed will certainly impose costs on 

all institutions because all companies and their market interest are the same and thus, the system 

as a whole will be vulnerable and it would most likely sustain the loss. Usually, when these 

TBTF entities fail it triggers a chain reaction as they are interconnected with several other 

entities. 

Stiglitz (2010c) therefore argues that the TBTF problem is one of the major systematic issues of 

today’s financial system, and he recognizes the problem of having a large number of small banks 

since this can also give rise to systematic risk. It is therefore important to have neither a system 

dominated by many small banks nor a system dominated by too large banks. The government 

and its regulators therefore have an important agenda to set the rules for the system (Stiglitz, 

2010c). 
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This paper examined the roles of both commercial and investment banking activities and 

assessed the arguments for and against the separation of investment and commercial banking. 

RECOMMENDATIONS 

Throughout the paper, the arguments for and against separation of commercial and investment 

banking activities are mixed and inclusive; for every argument advanced for a separation there is 

an equivalent counter argument. Therefore, this paper recommends that the federal deposit 

guarantees must either varnish so as to lessen the cost on taxpayers when financial institutions 

fail or must find a way of redefining their areas of protection on banks who excessively engages 

in investment banking activities. This would address one of the major issues as to who bears the 

risk when banks fail and the motivation of banks to engage in risky investment activities. 
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