Bank risk from nonbank activities
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Banking organizations are permitted to
engage in more than 50 nonbank activities, in-
cluding commercial and consumer finance,
mortgage banking, and leasing. However, they
are precluded from engaging in some other fi-
nancial activities. These include insurance, se-
curities underwriting and real estate, which
many believe are essential to banking firms if
they are to compete effectively in the financial
services industry (see Table 1).! However, it is
feared that the removal of the legal barriers
that prevent the entry of banks and bank
holding companies (BHCs) into these activities
will increase bank risk.

This article reviews previous studies and
presents new information on the riskiness of
various permissible and impermissible nonbank
activities. The first section discusses the issues
concerning nonbank risk. The second section
describes the current regulatory framework
within which banking firms must operate in
expanding their nonbank activities. The third
section reviews the various economic and
methodological issues that arise when analyzing
the risk implications of nonbank activities. The
fourth section examines the track record of
regulators by looking at the risk implications
of currently permissible nonbank activities of
bank holding companies. The fifth section looks
to the future and examines the risk implications
of currently impermissible activities. New evi-
dence, as well as previous research, regarding
the riskiness of nonbank activities are presented
in the latter two sections. A summary and the
policy implications are presented in the final
section.

In brief, we find that the potential for
bank holding companies to reduce overall risk
through diversification into individual nonbank
activities is limited. We also find that regu-
lations and laws have permitted BHCs to en-
gage in activities that are likely to increase
BHC risk, while they have not permitted BHCs
to engage in a few activities that would likely
reduce BHC risk or at least not increase it as
much as some currently permissible activities.

But, the regulatory process is designed to
control the risk of nonbank activities. The im-
pact of this process can only be judged by ex-
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amining actual nonbank activities that have
been undertaken by BHCs. We find that
overall investment in nonbank activities has
reduced the volatility of BHC returns even
though the potential for risk reduction seems
limited when individual nonbank activities are
examined separately.

Issues concerning nonbank risk

Banks and other federally insured deposi-
tory institutions have access to a unique “safety
net.” The safety net has three components: the
ability to borrow on a collateralized basis from
the Federal Reserve’s discount window; the
ability to issue federally insured deposits; and
occasional eligibility for open bank assistance
and forbearance programs. These elements of
the safety net give banks an advantage in
holding risky assets and can, in some instances,
create incentives for banks to take on undesir-
able amounts of risk.

New powers for banking organizations
can be granted either to the bank itself or to
an affiliate of the bank under the umbrella of
a BHC. The concern about risk is quite clear
when the question is whether to grant addi-
tional powers to banks. Granting additional
powers directly to banks can result in an in-
crease in the risk of the bank and in the FDIC’s
exposure.

When the issue is whether to grant powers
to a subsidiary of a BHC, the reasons for con-
cern about risk are less clear. If the bank can
be financially insulated from the rest of the
holding company, then the risk of the holding
company should not be an issue. However,
there are several reasons why this insulation
may be less than perfect.

It may be difficult to financially insulate
the bank from activities elsewhere in the hold-
ing company.” Problems may arise if high-risk
assets of a nonbank are transferred to a bank
affliliate or if a bank provides an excessive
amount of funds to its affiliate. Problems also
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Table 1
Status of nonbank activities”

Permissible Activities

By regulation

Mortgage banking

Finance company: general, consumer, commercial,
insurance premium, mobile homes, agriculture

Factoring

Industrial banking

Investment, financial, and economic adivsory services

Leasing

Community development

Data processing

Insurance agency or broker per Garn St. Germain

Insurance underwriting for credit life, ciedit
accident, and health

Fiduciary and trust

Courier services

Management consulting for depository institutions

Travelers checks, issuance or sale

Payment instruments, issuance or sale

Real estate and personal property appraisals

Arranging equity financing

Discount broker

Underwriting government and other securities

Arrange and advise foreign exchange transactions

Futures commission merchant

Consumer financial planning

Tax planning and preparation

Collection agency

Credit bureau

By order

Savings and loan (limited)

Savings bank

Pool reserve plan

Precious metal (buy and sell for customers)

Securities agent

Offshore commercial banking

New York investment company

Employee benefits consulting

Nonbank bank

Cash management services

Underwrite and deal in commercial paper

Underwrite and deal in municipal revenue bonds,
commercial paper, mortage related securities,
and consumer receivable related securities

Other

Impermissible Activities

Not closely related

Travel agency

Sale or underwriting of insurance other
than the seven exemptions under
Garn St. Germain

Contract key entry services

Property and casualty insurance

Commodities dealing

Independent actuarial services

Closely related but not
proper incident

Savings and loan

Foreign exchange options specialist
Underwriting mortgage guarantee insurance
Investment note activity

Not closely related and
not proper incident

Management consulting

Pit arbitrage

Public credit ratings on bonds, preferred stock,
and commercial paper

Real estate brokerage, investment, development,
and syndication

Life insurance

Equity funding

Property management, generally

*Prohibited activities are those proposed or those applied for but denied as not being closely related to banking and/or not being a
proper incident thereto (as of November 1987). Additional information on specific Federal Reserve Bulletin citations and applications
may be found in Special Reference Section: “Permitted and Prohibited 4(c)(8) Activities.” Bank Expansion Quarterly. Golembe As-

sociates, Inc., Washington, DC.

may develop when a nonbank is a major pro-
vider of services to its affiliated banks; if the
nonbank fails, services to the banks may be
disrupted. Furthermore, loss of public confi-
dence in affiliated banks and consequent social
costs may occur when a bank’s affiliated non-
bank firm fails.’

In addition to the risk implications of
nonbank activities, regulators must also be
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careful not to confer unfair competitive advan-
tages on the nonbank activities of bank holding
companies. By allowing banking firms to en-
gage in nonbank activities that compete with
nonbank firms, BHCs may be given a compet-
itive advantage over other financial services
providers through deposit insurance and the
discount window. In that case, the playing
field has not been leveled; the bumps have



merely been moved from one side of the field
to the other.

The regulation of nonbank activities

The rationale for restricting nonbank ac-
tivities of bank holding companies centers on
three concerns: 1) safety and soundness of the
banking system; 2) undue concentration of fi-
nancial power and conflicts of interest; and 3)
extensions of deposit insurance and the dis-
count window to banks’ uninsured affiliates.

The Bank Holding Company Act of 1956
and its 1970 amendments, as well as the Glass-
Steagall Act of 1933, which separates invest-
ment from commercial banking, are the
primary laws that prescribe permissible non-
bank activities for banking organizations. The
intent of these laws seems to be to limit con-
centration of power and conflicts of interest
more than to ensure the safety and soundness
of the banking system.*

Sections 5(c), 16, 20, 21, and 32 of the
Glass-Steagall Act prescribe what securities ac-
tivities are permissible for banks and bank
holding companies. The sum of these sections,
in brief, is that a bank that is a member of the
Federal Reserve System and any affiliate of
such a bank cannot be “principally engaged
in” the dealing or underwriting of “ineligible”
securities.’

Section 4(c)(8) of the Bank Holding
Company Act defines and regulates all non-
bank activities in which BHCs may engage,
including securities-related activities, directly
or indirectly through a subsidiary.  For the
Federal Reserve Board to deem a new activity
permissible either by regulation or Board order,
it must be proven to be “closely related to
banking or managing or controlling banks as
to be a proper incident thereto.”® That is, it
must pass 1) the closely related and 2) the
proper incident (public benefits) tests.

In finding an activity to be closely related
to banking, the Board considers three criteria:
1) banks engage in the proposed activity; 2)
banks generally provide services that are oper-
ationally or functionally so similar to the pro-
posed activity as to equip them particularly
well to provide the proposed activity; or 3)
banks generally provide services that are so in-
tegrally related to the proposed activity as to
require their provision in a specialized form.
The Board also has the discretion to consider

other criteria when evaluating an activity.
This provides a reasonable basis for determin-
ing whether a particular nonbank activity has
a close relationship to banking.’

Using the proper incident test, the Board
considers whether or not the performance of the
activity by the BHC can reasonably be ex-
pected to produce benefits to the public. The
Board looks for benefits such as greater con-
venience, increased competition, and gains in
efficiency that outweigh possible adverse effects,
such as undue concentration of resources, de-
creased or unfair competition, conflicts of in-
terest, and unsound banking practices. Because
the BHC is to serve as a source of strength to
its banking subsidiaries, the Board also takes
into account the financial and managerial re-
sources of the BHC, its affiliates, and, in the
case of an acquisition, the company to be ac-
quired, as well as the effect of the proposed ac-
quisition on those resources.

Many of the activities in which bank
holding companies would like to engage have
already been found to be “closely related to
banking” (Table 1). We concentrate here on
one aspect of the “proper incident” test for
nonbank activities. Specifically, we focus on
the riskiness of nonbank activities.

Economic and methodological issues

In analyzing the implications of nonbank
activities for BHC risk, two questions must be
addressed. First, is banking less risky than
nonbanking activities? Second, does the com-
bination of a nonbanking activity with bank-
ing, or with banking and other nonbanking
activities in which BHCs currently engage, sig-
nificantly increase BHC risk?

If the returns from banking are perfectly
correlated with the returns from a particular
nonbank activity, then banking and that non-
bank activity are identical based on rates of
return. In such a case, risk will be reduced
only if the nonbank activity is less risky than
banking. Otherwise, the BHC would be, in ef-
fect, putting more eggs in one basket: diver-
sification would be decreased and risk
increased. The “closely related to banking”
test seems to imply that any nonbank activity
deemed permissible would be highly, although
not necessarily perfectly, positively correlated
with banking. But, an activity might be riskier
than banking, and reduce the overall risk of the
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Study

Accounting

Industry data
Heggestad(1975)

Johnson and
Meinster(1974)

Wall and Eisenbeis
(1984)

Firm data
Jessee and Seelig
(1977)

Meinster and
Johnson(1979)

Litan(1985)

Wall(1986)

Boyd and Graham
(1986)

Boyd and Graham
(1988)

Brewer(1988)

Table 2

Review of selected studies of the risk of nonbank activities*

Time
Period

1953-67

1954-1969
(annual
data)

1970-80

1973-77

1978-83

1976-84

1971-83,
(1971-77
and
1978-83)

1971-84
(annual
data)

1979-1985

Federal Reserve Bank of Chicago

Methodology**

cov

COV and
portfolio
analysis

cov

cov

ROF

cov

ROF

ROF

COV/ROF/MS

cov

Do nonbank activities
reduce BHC risk?

Yes. Impermissible activities: insurance agents, and
brokers and real estate agents, brokers, managers, hold-
ings and investment companies, and lessors of R.R., oil
and mining properties. Banking is among the riskiest
activities based on the coefficient variation in profits.
(Studied activities of one-BHCs prior to 1970 BHC Act
amendments.)

Yes. Impermissible activities: insurance agents and
brokers, holding and investment companies, and real
estate agents, brokers and managers. Studies 13 acti-
vities. Portfolio analysis based on earnings and cash
flow conclude there are diversification benefits into
nonbank activities but that the benefits are sensitive
to the percentage of assets in each activity.

Yes. Impermissible activities: S&Ls, security brokers
and dealers, life insurance, general merchandise stores,
lessor of R.R. property. Permissible activities: per-
sonal and business credit agency. Banking neither high-
est nor lowest risk based on coefficient of variation.
Results are sensitive to time period.

No. Risk reduction is not related to share of nonbank
investment.

Yes. BHCs effectively diversified but slightly increased
probability of capital impairment with debt financing.
(Sample of only 2 BHCs in 7 permissible activities of
leasing, consumer finance, mortgage banking, bank man-
agement consulting, financial services, and foreign

bank services.)

As likely to reduce volatility of BHC income as to
increase it. (Sample of 31 large BHCs.)

Nonbank activity either decreases BHC risk slightly or

has no impact. The positive relationship between nonbank
risk and BHC risk, BHC leverage, and bank risk is con-
sistent with the possibility that management preferences
influence the riskiness of the BHC's subsidiaries and de-
termine the use of leverage to influence overall risk.

Entire period: no significant relationship between non-
bank activity and any risk or return measures. Less
stringent policy period (1971-77): no, nonbank activity
is positively related to risk. More stringent policy

period (1978-83). weak negative relationship between
nonbank activity and risk.

Study covers six impermissible activities. Yes for life
insurance. The standard deviation and bankruptcy risk
measures indicate risk is likely to increase for real
estate development, securities firms, and property/cas-
ualty insurance activities, and increase slightly for
other real estate and insurance agency and brokerage
activities. BHC is lowest risk activity.

Yes. One standard deviation increase in investment
in nonbank subsidiaries leads to 6 basis point drop in
BHC risk (approximately 7 percent).



Study

Industry and firm data
Stover(1982)

Boyd, Hanweck and
Pithyachariyakul
(1980)

Market data

Industry data
Eisemann(1976)

Firm data

Wall(1984)

Wall and
Eisenbeis(1984)

Boyd and Graham
(1988)

Brewer(1988)

Brewer, Fortier
and Pavel(1988)

Table 2 (cont’d)
Review of selected studies of the risk of nonbank activities*

Time

Period Methodology**

1959-68 Wealth
maximization;
debt capacity

1971-77 COV/ROF

1961-68 Industry

(monthly (portfolio)

data) selection
model
(Cov)

Select Bond

dates returns

Select Bond

dates returns

(monthly

data)

1971-84 COV/ROF/MS

(annual

data)

1979-85 cov

(daily

data)

1980, 1982 COV/MS

and 1986
and
1979-1983

Do nonbank activities

reduce BHC risk?

Yes. Impermissible activities: S&Ls, investment
banking, land development, fire and casualty insurance.
Measures equity returns and diversification benefits of
14 permissible and impermissible activities in wealth
maximization model.

Yes, but limited. Permissible activities: mortgage
banking, factoring, consumer finance, credit card, loan
servicing, investment advisors, leasing(except auto),
community welfare, data processing, credit life, accident
and health insurance agents and underwriters, and
management consulting.

No (any investment increases probability of bankruptcy).
Permissible activities: commercial and sales finance,
industrial banks, trust services, auto leasing. (Study
only covered permissible activities.)

Yes. Banking is minimum risk activity.

Lowest risk BHC includes permissible activity of

sales finance and impermissible activities of

insurance investment banking. Highest risk BHC includes
permissible activity of data processing. Studies 20
activities.

No significant effect.

No. (Study only covered permissible activity of discount
brokerage).

Studies six impermissible activities. Yes for life

insurance, insurance agency and brokerage, and property/
casualty insurance. Risk likely to increase for real estate
development and securities firms, and increase slightly for
other real estate. Based on standard deviation, bankruptcy,
and beta risk measures BHC is not lowest risk activity. In-
surance agency and brokerage, and property and casuality
insurance are lowest risk activities.

Yes. One standard deviation increase in investment in
nonbank subsidiaries leads to an 8-11 percent basis point
drop in BHC risk. Results are sensitive to the time

period studied.

Yes. Impermissible activities of insurance agents and
brokers, property and casualty and life insurance under-
writing. Investment of 5 percent or less for any of the
tested activities would not increase the variance of the
BHC significantly, but investment of 25 percent or more
for all but the above listed activities would increase

the riskiness of the BHC significantly. Examination of
the impact of total investment in nonbank activities re-
gardless of the specific activities finds increases in
nonbank activity tends to lower BHC risk significantly.

* Permissible activities refer to those nonbank activities currently permissible (May 1988), whether or not they were permissible at the time of the

study.

Impermissible activities also include activities not yet ruled upon by the Board at the time of the study.

* * COV—analysis of coefficient of variation of rates of return of banking and nonbanking activities,
ROF—risk of failure (bankruptcy) analysis; MS—simulated merger analysis.
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organization when combined with banking if
the correlation between the returns is negative
or imperfect.

Numerous studies have addressed the
question of the riskiness of selected nonbank
activities (see Table 2).° A review of these
studies indicates that the methodology, type of
data (i.e., accounting or market), level of ag-
gregation (i.e., firm or industry), and the sam-
ple period significantly affect the results.
Nevertheless, most of the studies conclude that
diversification of risk through nonbank activ-
ities is limited.

In addition, studies on nonbank risk gen-
erally do not account for synergies from BHC
affiliations. There may be systematic differ-
ences in the operations of certain nonbank ac-
tivities as conducted in unaffiliated firms and
BHC-affiliated companies.'” Additionally, the
impact of financing alternatives for acquisitions
and the managerial and financial character-
istics associated with specific acquisitions have
been ignored. While it may be difficult to ac-
count for these factors, it is important to note
that failure to consider their effects may influ-
ence the results.

Previous studies have employed different
methods to analyze the impact of nonbank ac-
tivities on BHC diversification. The two most
frequently used statistical methods are
variance/covariance analysis and risk-of-failure
analysis. Variance/covariance studies use the
variability of returns from banking and various
nonbank activities and the correlations among
those activities to assess risk-return character-
istics of nonbank activities alone and in combi-
nation with each other and with banking.
BHCs may benefit from diversification into
nonbank activities if they can increase their re-
turns while decreasing the variability of those
returns. Risk-of-failure studies analyze the im-
pact of engaging in nonbank activities on the
variability of the BHCs’ cash flow. A reduction
in cash flow variability should improve debt
capacity and reduce failure probabilities.

Although various methods have been used
in prior studies, they have all employed one of
two types of data to measure the riskiness of
activities—accounting data and market data.
Either type of data has its problems.

Stock market returns as a measure of
BHC value are limited to a relatively small
sample of banking firms. Such returns are not
available for smaller, untraded or less
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frequently-traded, BHCs. In addition, most of
the stock data available are for holding com-
panies that are involved in activities other than
banking, and it is not possible to obtain data
on many bank stocks alone. Using these data
leads to upwardly biased correlations between
the returns to permissible activities and those
of bank holding companies that already engage
in the permissible activities. The variances of
the BHC returns will also be biased—upward if
the nonbank activity increases risk and down-
ward if it decreases risk. Another problem with
using stock data is that SIC classifications may
not allow sufficient disaggregation of activities.
This problem also arises with accounting data.

Other problems arise from the use of
consolidated accounting data for BHCs and
their subsidiaries. Accounting data reflect his-
torical costs and values, rather than current
market values. Furthermore, the pricing of
interaffiliate transactions, which may or may
not be at market prices, affects the reported
income of both the bank and the nonbank af-
filiates. In addition, for subsidiaries acquired
by the purchase method of accounting, the re-
ported income and equity may not be the same
on the books of the parent BHC and subsid-
iaries. BHC double leverage policies and BHC
parent activities will also influence reported
consolidated income and equity, leading to ac-
counting data with reduced volatility of re-
turns.! In using these data, studies make an
explicit or implicit assumption that reported
income is a true reflection of the organization’s
economic income.

Using either accounting or market data,
the choice between data at the individual level
or industry level is also important. Industry
data reveal cyclical variations in profitability
but conceal intra-industry variability, whereas
firm-level data capture firm-specific profit var-
iations. Industry data almost always lead to
underestimation of the riskiness of activities by
biasing the variance of returns downward and
the correlation between returns away from
zero. Several authors have also found that
correlations of returns were substantially dif-
ferent when firm and industry data were
used.'?

Almost all of the studies using accounting
data conclude that investment in some non-
bank subsidiaries tends to reduce BHC risk.
The few studies using market data generally
find no significant discernible impact of prod-
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Table 3
The relationship between BHC risk and
BHC nonbank activity
(1979-1983)

Market data
(Cross-section

Accounting data
(Cross-section)

time series)
Intercept 0.0141 0.0239
(2.889) (4.521)
Capital —-0.0595 -0.0960
(2.581) (2.810)
Total Assets 0.0005 -0.0010
(1.716) (3.936)
Nonbank -0.0175 -0.0138
(2.217) (2.093)
1979* —-0.0059 —
(5.139) —
1980* —0.0030 —
(2.572) —
1981* —0.0039 -
(3.411) —
1982* —0.0009 —
(0.818) —
R2= 02174 R2=0.3216
N = 200 N =40
Sample mean 0.1173 0.1173
Sample standard
deviation 0.0494 0.0417

*Dummy variable.

uct diversification by BHCs into nonbank ac-
tivities as measured by the market’s perceived
value of the BHC or the level of BHC risk.

No previous study using market data was
so similar to an accounting data study as to
make it clear whether or not the results were
driven solely by the choice of data. However,
a recent study by Boyd and Graham (1988) as
well as our own research used both accounting
data and market data to examine the effects of
investments in nonbank activities on BHC risk.

We examined the impact of total invest-
ment in nonbank activities, regardless of the
specific activities involved. We pooled data on
40 large bank holding companies for the years
1979 through 1983. Using these pooled data,
we first estimated the relationship between the
standard deviation of stock returns and the
proportion of a BHC’s assets devoted to non-
bank activities, controlling for the BHC’s
capital-to-asset ratio. The results, shown in
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Table 3, indicate that increases in nonbank
activity tend to lower BHC risk significantly

We also estimated our model after re-
placing the dependent variable, the standard
deviation of stock returns, with the standard
deviation of returns on assets. This second
model was virtually identical to that employed
by Boyd and Graham (1986)." Unlike the
other authors, we found, a strong negative cor-
relation between nonbank activities and bank
holding company risk.

A more recent study by Boyd and
Graham (1988) used both annual accounting
data and market data for the 1971-1984 period
to discern the impact of individual nonbank
activities on BHC risk. They conducted a
simulation study of hypothetical mergers of
banking and nonbank organizations over the
period 1971 to 1984. Their results were similar
but not identical when accounting data were
used and when market data were used. For
example, their results from both accounting
data and market data indicate that BHC di-
versification into life insurance would reduce
BHC risk. However, their market data results
also indicate that property and casualty insur-
ance underwriting would also reduce BHC risk,
while the accounting data indicate quite the
contrary.

The merits of accounting data relative to
market data in assessing the likely impact of
nonbank diversification, therefore, are still un-
determined. Our results suggest that when
total nonbank investment is analyzed, both
data sources produce similar results. Boyd and
Graham (1988), however, indicate that this is
not the case when individual nonbank activities
are considered.

Track record

In attempting to predict the impact of
further expansion of bank powers, it may be
useful to examine the track record of regulatory
policy on existing bank powers. If activities
that are likely to increase BHC risk have been
approved, then BHC risk would be expected to
increase unless supervision and regulation of
those activities minimized the impact, or eco-
nomic efficiencies that were not considered in
assessing the impact of nonbank activities were
significant.

As shown in Table 2, several studies ex-
amined whether or not bank holding company
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Table 4
Riskiness of banking vs.
nonbank activities: 1980, 1982, and 1986

Variances Correlations
of of
average average
daily daily
returns returns
Banking 0.220 1.000
Permissible nonbank activities
Consumer finance 2.068 .345
Commercial finance 1.510 .380
Mortgage banking 4.575 .245
Consumer credit reporting 1.918 .379
Leasing 1.367 .457
Impermissible nonbank activities
Savings and loan associations 1.409 .647
Securities brokers and dealers 9.449 .296
Insurance agents and brokers 0.654 419
Life insurance underwriters 1.392 274
Health and accident insurance 3.671 .284
underwriters
Property/casualty insurance 0.659 .668
underwriters
Real estate 1.515 477
Management consulting 1.711 445

diversification into permissible activities re-
duced risk. While these studies differ with re-
spect to methodology, data, and sample period,
they all generally conclude that there is limited
potential for risk reduction via diversification
into nonbank activities. In addition, those that
found risk-reduction opportunities generally
did not find them in the same places. Never-
theless, more than one study found that con-
sumer credit and commercial finance reduced
BHC risk.

To determine which nonbank activities
are likely to reduce risk and which are likely to
increase it, we examined the variances of
market returns, the correlations of those returns
with banking returns, and the impact of hy-
pothetical mergers on BHC risk. Our study
differs from that of Boyd and Graham (1988)
in that we used only daily stock market data for
individual BHCs and nonbank firms; we ex-
amined 13 nonbank activities, whereas Boyd
and Graham examined only six; our hypothet-
ical mergers are between a “repesentative
BHC” and a “representative nonbank firm”
rather than between actual BHCs and actual
nonbank firms; and we analyzed the impact of
a BHC engaging in more than two nonbank
activities at a time.

The data used are from Interactive Data
Services, Inc. for an average of 325 nonbank
firms and 170 banking firms, which were ac-
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Table 5
Ranks of nonbank activities according
to risk and correlation with banking:
1980, 1982, and 1986

Risk Correlation

Permissible nonbank activities
Consumer finance
Commercial finance
Mortgage banking
Consumer credit reporting
Leasing 1
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Impermissible nonbank activities
Savings and loan associations
Securities brokers and dealers
Insurance agents and brokers
Life insurance underwriters
Health and accident insurance

underwriters
Property/casualty insurance
underwriters
Real estate
Management consulting
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tively traded, for each of three time periods
(1980, 1982, and 1986)."* These time periods
were chosen to represent different phases of the
business cycle. Each nonbank firm is categor-
ized into one of 13 activity categories. (If a
firm engaged in more than one activity with
no one dominating, then the firm was ex-
cluded.) Daily stock market returns were cal-
culated for each firm.”” The daily returns were
then averaged across firms within each cate-
gory to yield average daily returns for each ac-
tivity group.

Of the nonbank activities studied, five are
currently permissible. As shown in Table 4, all
five permissible nonbank activities are riskier
than banking. Risk is defined as the variance
of the average daily returns. The riskiness of
banking, however, reflects the fact that banks
are federally insured and, therefore, the
riskiness of banking firms is biased downward.
The same is true for the results for savings and
loan associations.

As mentioned earlier, an activity can be
riskier than banking, but when combined with
banking it could, depending on the pro-
portions, reduce the overall riskiness of the or-
ganization if the correlation between the
returns is less than unity. Some activities that
are risky have very low correlations with
banking and could therefore increase the di-
versification of the bank holding company
enough to reduce its risk (Tables 4 and 5). For
example, mortgage banking is the riskiest
among the five permissible nonbank activities,
but it has the lowest correlation with banking.



Table 6
The risk effects of hypothetical nonbank acquisitions

Permissible nonbank activities
Consumer finance
Commercial finance
Mortgage banking
Consumer credit reporting
Leasing

Impermissible nonbank activities
Savings and loan associations
Securities brokers and dealers
Insurance agents and brokers
Life insurance underwriters
Health and accident insurance underwriters
Property/casualty insurance underwriters
Real estate
Management consulting

Leasing is the least risky of the permissible ac-
tivities, but it is more highly correlated with
banking than mortgage banking is.

Table 6 gives the variances that would
result if the representative BHC were combined
with each of the representative nonbank firms
in our sample. If the correlation of the returns
between banking and a given nonbank activity
is greater than the ratio of the standard devi-
ations of the returns to banking and the non-
bank activity, then even very small proportions
of the nonbank activity will increase the
riskiness of the banking firm. Only one per-
missible nonbank activity—commercial
financial—does not fall into this category.
Nevertheless, as shown in the first column of
Table 6, an acquisition of any of the average
permissible nonbank firms that would result in
nonbank activity accounting for 5 percent or
less of the equity of the resulting organization
would not increase the variance of the bank
holding company to any significant extent.
Similarly, an acquisition of any of the permis-
sible nonbank firms would not appreciably in-
crease the banking firm’s risk even if the
nonbank activity accounted for 10 percent of
the resulting organization. At 25 percent, all
of the permissible nonbank activities would in-
crease the riskiness of the new banking organ-
ization considerably.

One problem with hypothetical-merger
studies is that they do not recognize the possi-
bility that managers and regulators may be bi-
ased towards choosing and approving
acquisitions that are risk-reducing. For in-

D

Variance w/ Variance w/ Variance w/

5% nonbank 10% nonbank 25% nonbank
.226 .241 .340
.223 .233 .300
.233 .268 .502
227 .242 .336
.226 .237 .303
.236 .257 .347
.263 .350 .874
217 217 231
216 219 .268
.232 .261 449
224 .231 .260
2217 .240 .315
.229 244 .333

stance, it is probably possible to find a combi-
nation of a bank and a securities firm that
would be risk-reducing, and it is probably also
possible to find such a combination that would
be risk-increasing. Managers and regulators
would be more likely to choose the risk-
reducing combination; therefore, hypothetical
random or “representative” combinations may
overstate the potential for increased risk. Fur-
thermore, current regulatory and supervisory
policies may affect the way that a BHC man-
ages its nonbank actitivies such that increases
in risk are minimized.

A recent study by Brewer (1988) deals
with this problem by examing the impact of
total investment in nonbank activities, regard-
less of the specific activities involved. Using a
market-based measure of risk and pooled
cross-section and time series data on 40 large
BHCs for the 1979-1985 period, Brewer finds
that increases in nonbank activity tend to lower
BHC risk. His results indicate, as did ours us-
ing a different time period, that BHCs with
above-average investments in nonbank activ-
ities will have below-average risk. Further-
more, the implied differences in risk are not
trivial. A one-standard-deviation increase in a
BHC’s investment in nonbank subsidiaries
would translate into a 8 to 11 basis point drop
(about 5 to 7 percent) in BHC risk. Therefore,
even though some permissible activities, when
examined in isolation, seem likely to increase
BHC risk, they appear, in reality, to have ac-
tually decreased risk. Whether the drop in risk
can be attributable to regulation, management,
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efficiency gains, or pure diversification is not
clear.

A look ahead

Some previous studies have assessed the
risk-reduction potential of allowing bank hold-
ing companies to engage in currently
impermissible activities. These studies do not
concur that allowing BHCs to enter new activ-
ities would reduce risk. However, those studies
that do find potential for risk reduction find it
most often with insurance agency and broker-
age, real estate, life insurance, and securities
activities.

The reasons for this finding can be seen
from data on the average returns for nonbank
financial firms engaged in the eight activities
that are currently impermissible for BHCs.
Using the variances of market rates of return
as our measure of risk, we find that banking is
less risky than at least eight impermissible
nonbank activities. However, as shown in Ta-
ble 4, for every permissible activity, there exists
an impermissible one that is less risky. Securi-
ties activities are the riskiest of all nonbank ac-
tivities, but securities activities are not as highly
correlated with banking as are several other less
risky activities (Table 5).

As shown in Table 4, of the permissible
activities, leasing has the highest correlation
with banking. Five impermissible activities
had lowér correlations during the three periods
studied. These include securities brokerage and
dealing, life insurance, health and accident
insurance, insurance agents and brokers, and
management consulting.

Among the eight impermissible activities
listed in Table 6, life insurance underwriting
and insurance agency and brokerage would re-
duce BHC risk when combined with the repre-
sentative BHC in our sample. A combination
of a BHC and any of the other six activities
would likely increase risk, although not signif-
icantly as long as the nonbank activity ac-
counted for less than 5 percent of the resulting
organization. An investment in securities ac-
tivities of 10 percent would increase BHC risk
significantly, and an investment of 25 percent
or more would increase BHC risk drastically.

BHCs will not necessarily engage in only
one nonbank activity, and large BHCs usually
operate many nonbank subsidiaries that engage
in many permissible activities. Correlations
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among activities, therefore, are as important to
BHC risk as the correlations between banking
and nonbank activities.

We analyzed the impact on risk when a
BHC engaged in more than one nonbank ac-
tivity. We allowed a BHC to engage in all 13
of the nonbank activities we studied. Using the
variances and covariances of the average non-
bank firm in each category, we solved for the
least risky bank holding company over the
years studied. This holding company would
invest 87.6 percent of its equity in banking, an
additional 7.5 percent in insurance agents and
brokers, and 4.9 percent in life insurance
underwriting. This would reduce the risk of
the BHC by about 3 percent. At the same
time, the average return would fall by 3 per-
cent.

Summary and policy implications

Banks claim that they are gradually losing
market share in their traditional areas of lend-
ing and deposit taking and therefore need to
expand into several nonbank activities that are
currently impermissible. One of the concerns
of the regulators, however, is that these non-
bank activities would increase the riskiness of
bank holding companies and therefore expose
their bank affiliates as well as federal deposit
insurance and the discount window to in-
creased risk.

Previous research has been inconclusive
on the impact that nonbank subsidiaries have
on the overall riskiness of the BHC. Further-
more, prior studies have not been entirely con-
sistent in determining the relative risk of
banking and individual activities. Recent re-
search, however, indicates that individual non-
bank activities either have no or little impact
on risk. We found that a very small investment
in a few nonbank activities—insurance agents
and brokers and property and casualty and life
insurance underwriting—would reduce risk.
Further, a 10 percent investment in most ac-
tivities, other than securities-related activities,
would not increase risk significantly.

Most researchers have concluded that
some permissible activities are riskier than some
impermissible ones. We found this also. If the
riskiness of permissible activities reflects the risk
tolerance of regulators, then it can be argued
that BHCs should be allowed to engage in all
impermissible activities that are less risky than
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permissible ones. The potential costs and ben-
efits from competitive effects and efficiency
gains and losses must also be weighed. We
found that investment in nonbank activities re-
duces BHC risk overall; therefore, regulation,
efficiency, or diversification must be at work.
Nevertheless, careful consideration must be
made before permitting BHCs to engage in new
activities even if they are less risky than some
permissible ones.

We found, as have others, ‘that some
nonbank activities could reduce BHC risk, but
we found that there is limited potential for risk
reduction via diversification into nonbank ac-
tivities when activities are considered sepa-
rately. However, an important element in risk
determination is the percentage of BHC assets
devoted to each nonbank activity. This implies
that, by restricting the relative size of nonbank
investments, regulators could expand the laun-
dry list of permissible activities without fear of
significantly increasing BHC risk.

Previous studies, as well as our own re-
search, have examined the risk associated with
investing in nonbank activities, but they do not
consider the potential synergies or the potential
drains on banking subsidiaries that may result
from interaffiliate transfers. Therefore, in ad-
dition to the restrictions on the size of invest-
ments in nonbank activities, restrictions on
transactions between banks and nonbank affil-
iates would probably be necessary, but such
restrictions should not destroy potential
synergies. Although additional regulatory re-
form may be needed to ensure that deposit in-
surance and the discount window are not
indirectly used to protect nonbank subsidiaries,
the current system may be able to handle much
of the impact of increased bank holding com-
pany risk and potential concentration of finan-
cial power.

Sections 23A and 23B of the Federal Re-
serve Act place restrictions on banks’ trans-
actions with affiliates. Section 23A limits the
amount any member bank can lend to an af-
filiate to 10 percent of the bank’s capital, and
the sum of all extensions to affiliates by a
member bank cannot exceed 20 percent. In
enforcing Section 23A, the Fed has the ability
to initiate cease-and-desist orders and cash
penalties and to remove directors if it feels the
organization is operating in an unsafe and un-
sound manner. However, these measures are
not currently used to the fullest extent.
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Regulators, therefore, will actually need
to impose the penalties that they have at their
disposal now. Further restrictions, such as
limits on the relative size of nonbank invest-
ments, may also be needed before BHCs are
allowed to engage in new activities.

! It should be noted that the banking industry is
divided on the issue of expanded powers. The In-
dependent Bankers Association has opposed such
expansion, due in part to the issue of functional
regulation and the preemption of states rights re-
garding activities of state-chartered nonmember
banks. For another view on nonbank activities, see
also Robert E. Litan. “Taking the Dangers out of
Bank Deregulation.” The Brookings Review (Fall
1986).

? For a general discussion of this issue, see Robert
A. Eisenbeis. “How should bank holding compa-
nies be regulated?” Economic Review, 69, Federal
Reserve Bank of Atlanta, (January 1983) pp.
42-47.

. Anthony Cornyn, and others. “An Analysis of the
Concept of Corporate Separateness in BHC Regu-
lation from an Economic Perspective.” Proceedings
of a Conference on Bank Structure and Competition, Fed-
eral Reserve Bank of Chicago, 1986, pp. 174-212.

¢ Larry D. Wall, and Robert A. Eisenbeis. “Risk
Considerations in Deregulating Bank Activities.”
Economic Review, Federal Reserve Bank of Atlanta,
(May 1984) p. 9.

’ Recently, there has been much debate over what
constitutes “principally engaged in” and “eligible”
securities.

® See Bank Holding Company Act, Section

4—Interests in Nonbanking Organizations, (12
USC 1843); and Regulation Y, Section
225.24—Factors Considered in Acting on Non-
banking Applications.

7 These guidelines were established in National
Courier Association v. Board of Governors, 516 F.2d
1229 (D.C. Cir., 1975); Securities Industry Ass’n v.
Board of Governors, 468 U.S. 207, 210-11 n.5 (1984);
Board of Governors v. Investment Company Institute, 450
U.S. 46, 56-58 nn. 20-23 (1981); and Association of
Data Processing Service Organizations, Inc. v. Board of
Governors, 745 F.2d 677 (D.C. Cir. 1984).

¥ See, for example, Security Pacific Corporation,
Vol. 73 Federal Reserve Bulletin (1987) p. 815. It is
also noteworthy that eighty-six percent of the
11,162 4(c)(8) applications and notifications filed
from January 1, 1971 to June 30, 1987 have been
de novo notifications (9,686), and the remainder
have been applications for acquisitions of existing
concerns (1,476). (Numbers are unoffical estimates
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from Bank Expansion Quarterly, Second Quarter
1987, Vol. XXXVII Num.2, Golembe Associates,
Inc., Washington, DC.)

® Most early studies analyzed the activities of one-
bank holding companies. One-bank holding com-
panies were not covered under the original Bank
Holding Company Act, thus they were able to en-
gage in activities that were impermissible for
multibank holding companies under Regulation Y,
until the 1970 amendments to the BHC Act.

10 See, for example, Stephen A. Rhoades, and
Gregory Boczar. “The Performance of Bank Hold-
ing Company-Affiliated Finance Companies.” Staff
Economic Studies, Board of Governors of the Federal
Reserve System, 1976; Stephen A. Rhoades. “The
Performance of Bank Holding Companies in
Equipment Leasing.” Staff Economic Studies, Board
of Governors of the Federal Reserve System, 1978;
and Samuel H. Talley. “Bank Holding Company
Performance in Consumer Finance and Mortgage
Banking.” The Magazine of Bank Administration (July
1976) pp. 42-44.

u Larry D. Wall. “Nonbank Activities and Risk.”
Economic Review, Federal Reserve Bank of Atlanta
(October 1986) pp. 19-33.

2 See Arnold A. Heggestad. “Riskiness of Invest-
ments in Nonbank Activities by Bank Holding
Companies.” Fournal of Economics and Business, Vol.
27 (Spring 1975) pp. 219-223; and John H. Boyd,
Gerald A. Hanweck, and Pipat Pithyachariyakul.
“Bank Holding Company Diversification.” Pro-
ceedings of a Conference on Bank Structure and Competi-
tion, Federal Reserve Bank of Chicago, 1980 pp.
102-121.

" In our study the values of the financial variables
for each year were obtained by averaging quarterly
Reports of Condition data. These estimated dollar
amounts were then averaged over the 1979-1983
period. The financial ratios were calculated from
these averages. In the Boyd and Graham (1986)
study, the data were averaged only over the annual
observations.

" An “actively traded” stock is defined as one that
traded, on average, at least 3 times per week.

b Daily market return is the percentage change in
price after correcting for dividends and stock splits.
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