
How Should Bank Holding 
Companies Be Regulated? 

Proposals to restructure bank holding company regulation by focusing 
more on banking subsidiaries than on the company as a whole are 

likely to increase regulation. If banking organizations are to remain an 
important force in financial markets, measures must be taken to put 

them on an equal competitive footing with less regulated firms. 

The question of how bank holding companies 
should be regulated and supervised is both 
t imely and impor tan t It has been elevated to a 
high profi le by recent proposals to restructure 
bank holding company regulation.1 The analytic 
cornerstone of many proposals is a belief that it 
is both feasible and practical to separate bank 
hold ing companies into regulated and unregu-
lated components and, most critically, to insulate 
the former from risk-taking in the rest of the 
organization. Thus, BHCs wou ld be d iv ided 
into two segments: a regulated portion consisting 
of banking subsidiaries and an unregulated 
component consisting of nonbanking subsid-
iaries. Financial transactions between regulated 
and unregulated segments of the holding com-
pany wou ld be restricted. Such restrictions, 
proponents argue, wou ld all bu t el iminate the 
need for federal oversight and supervision of 
the hold ing company's unregulated elements. 

Such an approach to bank holding company 
regulation is bound to be self-defeating. More-
over, the long-run consequence wou ld be to 
increase regulation when we should be at-
tempt ing to reduce regulatory burdens and 
give banking organizations the f lexibi l i ty to 
adjust to changing economic condit ions. This 
article first wil l review briefly how regulation 
affects bank hold ing companies and how they 
have responded to regulatory constraints. It 
then wi l l investigate how bank holding com-
panies have organized their activities operation-
ally to determine whether subsidiaries are truly 

' The Treasury recently sponsored legislation that would have broadened 
BHC's ability to offer investment banking and related services. Lawrence 
(1982) has offered a plan to liberalize substantially BHC activities. 

separable into independent segments as pro-
ponents have suggested. Finally, it wi l l explore 
the impl icat ions of this analysis for structur ing -
effective BHC supervisory and regulatory policies. 

The Impact of Regulation 
on Banking Organizations 

The key to evaluating alternative bank regu-
latory policies is understanding how banks are 
affected by regulation. Since banking regulation . 
imposes costs and limits prof i t -making alterna-
tives, Edward Kane (1981) and others have -
argued convincingly that such regulation pro-
vides powerfu l financial incentives for banks to 
innovate to avoid as many regulatory costs as 
they can. In particular, banks were induced to 
form hold ing companies because of their ad-
vantages in regulatory avoidance. Bank ho ld ing 
companies thus may be v iewed as just another 
financial innovation to avoid regulation. A num-
ber of factors support this conclusion. 

During the 1970s, increased compet i t ion for 
funds w i th the open market and wi th less- , 
regulated institutions, coupled wi th b ind ing 
rate ceilings, left banks less f lexible than their t 

compet i tors in adjusting to changing market \ 
condit ions. The need to meet this compet i t ion, , 
to maintain market share and to operate profit- | 
ably dur ing periods of rising rates prov ided j 
great incentives for banks to seek a less regulated i 
environment. Thus many banks adopted the | 
bank holding company form to avoid constrain-
ing regulations. For example, by engaging in 
certain funding and loan operations in a holding '* 
company or in a nonbank subsidiary, rather 
than in a subsidiary bank, a management cou ld 
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escape deposit rate ceilings and reserve require-
ments. Moreover, mult ibank holding companies 
provided a convenient subst i tute for branches 
in states wi th restrictive branching laws. Clearly, 
the abi l i ty to expand through nonbanking sub-
sidiaries and thereby to avoid both N e w York 
state branching prohibit ions and federal restric-
tions on interstate banking and product diversi-
fication was the principal reason Citicorp formed 
a one-bank ho ld ing company in 1968. 

There are also power fu l tax incentives for 
expansion-minded firms to form BHCs. They 

i include not only the abil i ty to repay BHC 
parent acquisi t ion debt w i th tax-deduct ib le 
dividends from subsidiary banks, but also the 
favorable t reatment of income earned abroad 
by proper ly organized subsidiaries. BHCs can 
avoid certain local city and state taxes as well. 
Finally, through a device called double leverage, 
BHCs have been able to leverage themselves 
beyond what the regulators wou ld have per-
mi t ted to a bank itself. This has resulted in part 
from the fact that no capital adequacy standards 
had been formally put forward for BHCs unti l 
December 1981. 

.V 

Past BHC Regulatory 
and Supervisory Policies 

Interestingly, early BHC regulatory and super-
visory pol icy reinforced and unintent ional ly 
encouraged the conduct of certain activities in 
other parts of the company rather than wi th in 
bank subsidiaries. For example, fo l lowing the 
1970 Amendments to the Bank Ho ld ing Com-
pany Act of 1956, regulatory pol icy in fact was 
designed to compar tmenta l ize BHCs into t w o 
segments. Those were a regulated componen t 
consisting of the federally insured bank subsid-

f iaries and a less regulated component consisting 
of the parent hold ing company and its non-
banking subsidiaries. The object ive was to 
isolate and protect banks f rom risk taking and 
abuse and thus l imit deposit insurance risks 
f lowing from the rest of the organization, which 
was permitted to operate in a relatively unsuper-
vised manner. 

At the same time, parent BHCs were expected 
to be "sources of strength" to their bank affiliates. 
There was an a t tempt to permi t any benefits 
f rom bank hold ing company aff i l iat ion to be 
passed downstream to bank subsidiaries. Hence, 
double leveraging was permi t ted, since the 

f inancing capabil i t ies of the parent were pre-
sumably being rel ied upon to inject equi ty into 
subsidiary banks. As long as bank affiliates 
were effectively isolated by laws and regulations, 
such as Section 23A of the Federal Reserve Act, 
it was bel ieved that the corporate veil wou ld 
not be pierced in the event of bankruptcy or 
o ther legal act ion—and that no harm wou ld 
befall subsidiary banks.2,3 

Such a pol icy might be appropr iate if it were 
truly possible to isolate BHC bank subsidiaries 
from the rest of the organization.4 Separation 
wou ld clearly be feasible if a ho ld ing company 
func t ioned as a mutual fund, a passive investor 
exercising no management, operat ional or fi-
nancial influence over independent ly operated 
firms. Even a casual inspect ion of how bank 
ho ld ing companies typical ly operate, however, 
suggests that virtually none operates as a passive 
investor. 

Available research supports the v iew that 
BHCs tend to operate more as integrated firms. 
The parent company dictates key aspects of its 
bank subsidiaries' operations, such as organi-
zational structure, f inancial and managerial 
phi losophy, as wel l as specif ic functions, such 
as funds management, correspondent relation-
ships, asset and liabil ity management, capital-
ization and budgets.5 

Moreover , BHC nonbanking subsidiaries ap-
pear to be even more integrated and t ight ly 
controlled than bank subsidiaries. Murray (1978) 
cites a number of reasons for this integration. In 
addi t ion to the regulatory avoidance incentives 
discussed above, he notes that certain techno-
logical changes, such as computers and elec-
tronic accounting, have permitted some activities 
to be central ized to take advantage of opera-
t ional efficiencies. He also emphasizes that the 
1973 recession exposed weaknesses in many 
BHC subsidiaries and heightened the need to 
exercise more control over costs, risk taking 

2Sect ion 23A is a nonsymmetr ical statute designed to prevent abuse of 
bank subsidiaries; it is not designed to prevent banks from abusing their 
nonbanking affiliates. For a discussion of 23A and reform proposals, see 
Rose and Talley (1978! 

3 See Chase (1971) for a discussion of this view of BHC regulat ion and the 
issue of whether the corporate veil provides adequate protection. 

'He re the emphasis is on economic isolation and not legal isolation in the 
event of bankruptcy or other legal actions, for it wil l be argued later that it is 
the economic realities of how institutions actually operate and are 
perceived in the market that are important for shaping regulatory 
policy. 

5For a detai led review of this l i terature see Rose (1978). More recent 
research by Whalen (1982 a, b) also confirms this view of BHC control. 
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and internal operat ing policies. Finally, he cites 
the acceleration of new legislation such as the 
Commun i t y Reinvestment Act, The Truth-in-
Lending Act, the Electronic Funds Transfer Act, 
FIRA and addi t ional report ing requirements. 
They have imposed important compl iance re-
qui rements wi th stiff penalties, in the form of 
fines and vulnerabi l i ty to class action suits, if 
they are not met. These problems could best 
be controlled and coordinated by BHCs through 
central ized operations. 

What is the lesson to be learned from the 
regulatory experience of the 1970s? When the 
activities of BHC parents, affiliates and other 
subsidiaries are either strongly inf luenced or 
determined by centralized policies and are 
supported by even an impl ic i t association w i th 
subsidiary banks, it becomes increasingly diffi-
cult—if not impossible—to isolate aff i l iated 
banks f rom risk taking in the rest of the organi-
zation. Moreover, the fact that most of our 
largest bank holding companies are dominated 
by their banking subsidiaries, both in resources 
and management, makes this implicit association 
especially strong in the eyes of the market.6 

Furthermore, the 1973-74 recession clearly 
demonstrated that BHCs wi l l draw on the 
resources of the entire organization, including 
subsidiary banks, to avoid the failure of an 
important affi l iate or subsidiary. The failure of 
Hami l ton Bankshares makes this point in the 
extreme and indicates that under certain cir-
cumstances, 23A-type restrictions, w i thout ef-
fective moni tor ing and enforcement, are of 
little practical value.7 The failure of Beverly 
Hills Bancorp provides a graphic example of the 
problems the publ ic can have in separating the 
risk exposure of bank subsidiaries from the rest 
of the organization. 

Perhaps the clearest illustration, however, is 
provided by the problems with bank-sponsored 
and advised real estate investment trusts, or 
REITs. As these REITs began to experience 
diff iculties, BHCs provided loans and revolv-
ing credit in an a t tempt 10 avoid bankruptcy.8 

BHCs were moved to risk substantial losses to 
protect and support sponsored and advised 
REITs to which they were not l inked by an 

6 ln the aggregate, BHC nonbanking assets account for about 5 percent of 
bank holding company resources. 

' S e e Sinkey (1979). 
8The situation with respect to bank sponsored REITs is discussed in Sinkey 
(1979). 

ownership or affi l iate relationship. Therefore, it 
is even more likely they wou ld be induced to 
stand beh ind more closely associated subsid-
iaries that encountered trouble.9 ,1 0 

The conclusion is that when BHCs operate as 
integrated firms, rather than as a col lect ion of 
truly independent companies sharing only a 
common mutual fund type owner, regulatory 
policies designed to force compartmentalization 
are l ikely to be self-defeating in the long run. The 
very a t tempt to isolate its more heavily regulated 
subsidiary banks f rom the rest of the hold ing 
company only encourages the organization to 
circumvent banking regulations by spinning more 
and more activities ou t of the bank subsidiaries 
into less heavily regulated segments of the organi-
zation. This conclusion fol lows logically because 
an integrated f i rm seeks to maximize total profits 
of the organization, not necessarily the profits of 
individual subsidiaries. Therefore, it matters l itt le 
to the BHC where a particular funct ion is con-
ducted wi th in the organization as long as it 
contr ibutes to total profits. 

Regulatory policies designed to force compart-
mental izat ion are likely to have two long-run 
consequences. First, the regulated components, 
especially subsidiary banks, wil l shrink as activities 
are shifted to less regulated segments. Second, 
operational and other in te rdependences wi th in 
the f irm are likely to increase, particularly if 
customer relationships are served by coordinating 
the products offered by di f ferent subsidiaries. 
The shift ing of banking services into other seg-
ments of the BHC entity may reshuffle functionally 
related or customer related activities into sepa-
rate divisions and therefore require new coordi-
nation. Because of these structural changes, the 
entire holding company is l ikely to become more 
integrated wi th respect t o risk taking. 

This shift ing of activities to nonbanking subsid-
iaries poses special publ ic policy problems when 
a parent company or its nonbank affil iates issues 
uninsured liabilities that are close substitutes or 
the insured liabilities of subsidiary banks. As a 

«McConnell and Marcias (1975) indicated that "...the extent to which some 
bank holding companies have already gone to aid their REITs is far beyond 
the normal bounds of the traditional conservative American banking 
industry." 

'"This is not to suggest that the banks' actions in the case of the REITs were 
inappropriate or irrational. In fact, banking industry support probably 
prevented the financial col lapse of the REIT industry which might have 
been even more costly to the public and to conf idence in f inancial markets. 
The point is simply to emphasize how the economic incentives tend to 
operate. 
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greater propor t ion of f inancial liabilities shifts 
f rom insured to uninsured status, the stabil izing 
benefits of deposit insurance may be lost unless 
the government chooses to ex tend guarantees 
to such claims. This, in fact, appears to be what 
has been done, at least in the handl ing of larger 
t roubled or fai led banking organizations.11 W i t h 
this extension of impl ic i t guarantees, however, 
also goes the legit imate concern by bank regu-
lators and the FDIC for moni tor ing and l imit ing 
undue risk taking in nonbank segments of a 
holding company. 

To date, regulators have responded predictably 
to the shif t ing of certain fund ing and other 
activities to nonbank components and to the 
realization that it is impossible to isolate a bank 
subsidiary f rom what goes on in the rest of an 
organization. In particular, they have begun to 
extend bank-type supervision to parent BHCs 
and their nonbank ing subsidiaries. In fact, super-
vision of BHCs' nonbank subsidiaries and in-
spection of BHCs themselves was almost non-
existent before the banking prob lem of 1973-
74.12 However, in reaction to such cases as 
Hamil ton Bankshares and the REITs, a formal 
inspection program was ini t iated recognizing the 
in terdependency of bank and nonbank subs. 
From almost zero in 1974, the Federal Reserve's 
cost of BHC examinations and inspections cl imbed 
to nearly $2.5 mil l ion in 1977 and to $5.8 mil l ion 
by 1981. 

In addit ion, regulation and report ing was ex-
panded on a selective basis t o former ly unregu-
lated segments of bank ho ld ing companies. The 
object ive was bo th to moni tor and l imit risk 

. taking and to facil i tate monetary control. The 
application of Regulations D and Q to BHC 
commercial paper and short- term debt and the 
newly revised and more comprehensive approach 
to BHC examinations are clear examples. 

Implications for Future BHC Regulation 
This analysis leads to several general conclusions 

that have important implications for the structure 
of future BHC regulation and supervision. First, 
regulation imposes costs and stimulates financial 

" T h e most notable exception to this was the payout of Penn Square Bank. 
N A in which uninsured liability holders were not covered by FDIC 
guarantees. 

"See , for example, Rose and Rutz (1981) for a discussion of supervisory 
policies toward nonbanking subsidiaries. 

innovat ion which, in turn, leads to further regu-
lation. Second, t o the extent that such regulation 
also reduces profits and creates a compet i t i ve 
disadvantage, unconstrained institutions will con-
t inue to grow at the expense of regulated firms. 
Third, heavily regulated firms tend to have less 
f lexibi l i ty for adapt ing to changing economic 
condi t ions than less regulated firms. The pl ight of 
thrift institutions illustrates how vulnerable heavily 
regulated firms may become dur ing periods of 
economic distress. 

Fourth, if banking organizations are to remain 
an impor tant force in financial markets, then 
measures must be taken to pu t them on an equal 
compet i t ive foot ing w i th less regulated firms. 
This means that unnecessary and costly regulations, 
such as Regulation Q, have to be e l iminated and 
some expansion of permissible powers may be 
in order. In addit ion, steps must be taken to 
reduce the costs associated wi th necessary regu-
lations. For example, some way must be found 
both to pay interest on all transaction accounts 
and to reduce the costs of reserve requirements, 
such as the payment of interest on required 
reserves. 

Fifth, a t tempts to regulate firms operat ing 
under a single object ive funct ion by d iv id ing 
them into regulated and unregulated segments 
wi l l shift activit ies into the nonregulated port ions 
of the organizations whenever a regulation be-
comes a b ind ing and costly constraint. The impl i-
cation is that it is not practical, or possible, to 
segment risk taking or to separate the f inancial 
health of parts of the organizat ion f rom the 
whole. Thus, it is also unrealistic to act as if the 
parent wou ld permi t significant subsidiaries to 
fail. The only way to isolate subsidiaries wou ld be 
to impose regulations to make them total ly 
independent , except for the parent's passive 
ownership of shares. The prob lem w i th such a 
policy, however, is that it wou ld negate the basic 
rationale for establishing a hold ing company to 
take advantage of any beneficial synergistic or 
other relationships that might result f rom con-
glomeration. 

So long as it is publ ic pol icy to min imize the 
l ike l ihood of f inancial crisis by insuring deposit-
type liabilities, then w e must min imize induce-
ments to shift funds f rom insured to uninsured 
status. Moreover, the need to monitor and control 
the insurer's risk exposure suggests that any 
changes in powers should take place w i th in the 
insured entity. 
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Policy Alternatives 

From these general conclusions it is possible to 
draw some specific inferences for BHC super-
vision and regulation. Two alternative sets of 
regulatory policies could achieve the longer run 
goals of safety and soundness. These policies, 
when combined w i th the broader objectives of 
el iminat ing unnecessary regulations, and wi th 
the payment of interest on reserves, could be 
responsive to the competi t ive pressures affecting 
banking organizations. 

The first alternative wou ld be to reorient regu-
latory and supervisory policy away from primary 
emphasis on subsidiary banks and to focus on 
the consol idated BHC as the single decision-
making entity. Taking this pol icy to its logical 
conclusion, there wou ld be no need to be 
concerned, for safety and soundness reasons, 
wi th the financial relationships among subsidiaries 
or wi th maintaining their independence. Under 
this alternative the holding company organization 
could be regulated, examined and supervised 
analogous to a branch system, wi th the structure 
of the parent and its subsidiaries simply repre-
senting ways for the f irm to organize its internal 
account ing and control procedures. If regulated 
in this manner, BHCs could evolve—in a deregu-
lated environment—into the functional equivalent 
of banks. 

For the purposes of monetary control, a BHC 
could be treated as a single ent i ty wi th its 
consol idated liabilities subject to the same limits 
and reserve requirements as banks. This pol icy 
approach wou ld also avoid the problems of 
a t tempt ing to trace the sources and uses of 
intrafirm transactions to determine their regulatory 
status. It wou ld also el iminate the need to 
innovate different types of intra-institutional fund 
transfers and investments to avoid reserve require 
ment-related constraints and wou ld reduce as-
sociated report ing burdens. 

This single ent i ty approach also wou ld obviate 
the need for regulations inst i tuted to force sepa-
ration or to l imit transactions among subsidiaries. 
For example, Section 23A of the Federal Reserve 
Act could be dropped, as could regulations, 
supervisory conventions, rules, and report ing 
requirements pertaining to intercompany trans-
fers of funds and tax liabilities. Moreover, reporting 
burdens for supervisory purposes could be dras-
tically reduced since only consol idated-ent i ty 
data wou ld need to be collected. 

A principal argument raised against this single-
ent i ty approach is that it w o u l d require an r e 

extension of bank-type regulation to the non- ^ a 

banking activities of BHCs. This might place the E 
organization at a compet i t ive disadvantage to p 
the extent that it compe ted w i th nonregulated f 
firms. It should be remembered, however, that % s 
wi th only a couple of minor exceptions, BHC 1 
nonbankingact iv i t ies are really bankingact iv i t ies r 

that could legally be conduc ted w i th in a bank. . < 
Therefore, the single ent i ty approach wou ld not < 
really be extending regulations but simply pre- ; 
venting the organization from avoiding regulation , ; 
by use of the BHC form. But the valid po int < 
remains that regulated firms are at a compet i t ive . 
disadvantage relative to less regulated firms. I 
Therefore the long-run goal should be to l imit the 
extent that BHCs are constrained by regulation, 
to eliminate the regulatory incentives for nonbank 
firms to enter f inancial markets and to provide 
banking organizations w i t h the f lexibi l i ty t o meet 
changing economic condit ions. 

Despite the potential appeal of this approach, it 
faces substantial transit ional and legal problems. 
For example, al though subsidiaries might be 
operated as part of a single entity, they remain 
legally separate in that the minor i ty shareholders 
and debt holders may have claims on their 
resources. Ownership of assets and set t lement 
of claims might greatly compl icate the resolution 
of failures. Also state and local regulatory and tax 
policies might confl ict w i th federal regulatory 
policy. There could also be a need to reevaluate 
federal policy towards insurance of BHC liabilities. ^ 
Despite these problems, the single-entity regu-
latory policy could provide guidance to needed K 

legislative and regulatory changes that ul t imately 
wou ld al low a parent BHC all the powers per- ' 
mi t ted to its subsidiaries. 

The trend in BHC supervision already seems to 
be evolving in the direct ion of t reat inga BHC as a 7 

consolidated entity. The Federal Reserve recently 
has inst i tuted a BHC surveillance and computer- j 
based moni tor ing system that focuses almost 
exclusively on the hold ing company as a con-
solidated organization. The chairman of the FDIC 
and a past Comptro l ler of the Currency have J 
argued that, because of the interrelated nature of 
the holding company and its subsidiaries, it is k 

impossible for them to assess the riskiness and 
financial condi t ion of the nonmember and na-
t ional bank subsidiaries of BHCs w i thou t infor-
mation on the entire organization. 
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How could we avoid some of the problems— 
especially the legal problems—that might be 
associated w i th consol idat ion and regulation of 
BHCs as single entities? A second alternative 
policy is to provide the necessary inducements 
for a BHC to consol idate its operat ions into a 
single bank subsidiary, regulated as a single firm. 
The principal areas affected for most of the 
nation's BHCs could be the f inancing and oper-
ations of nonbanking subsidiaries, especially those 
extending across state lines. The simplest way to 
accomplish this wou ld be to provide banks w i th 
all the powers of their nonbank subsidiaries. This 
approach wou ld sharpen the controversy con-
cerning interstate banking. It would, however, 
have several advantages. 

First, as ment ioned previously, the nonbanking 
activities involved are—with only minor excep-
tions—really banking activities that banks are 
able to engage in directly. Thus, consol idat ion 
wou ld not disrupt the financial operat ion of a 
bank or the tradit ional concept of what banking 
really is. Furthermore, nonbanking activit ies ac-
count for only a small propor t ion of banking 
organizat ions' resources (abou t 5 pe rcen t in 
the aggregate). Therefore, consol idat ion wou ld 
be technical ly feasible, in most cases, w i thou t 

disrupting the organizational structure or portfol io 
composi t ion of the resulting bank. 

Second, inducing consol idat ion for the most 
part wou ld involve removing or reducing regu-
lation. In most instances BHC activities, especially 
f inancingactivi t ies, cou ld l ikely beaccompl ished 
more eff ic ient ly w i th in a bank subsidiary except 
that Regulation Q and other constraints make it 
uneconomical to do so. Third, reduced regulation 
has the beneficial side effect of increasing banking 
organizations' f lexibi l i ty to meet the compet i t i on 
of nonbank ing firms and to adjust t o the stress of 
economic cycles. Fourth, relaxation of regulation 
wou ld tend to break d o w n the barriers that 
provide incentives for nonregulated firms to 
offer f inancial services. Fifth, consol idat ion of a 
BHC into a bank subsidiary simplifies and reduces 
the burden of supervision since only a single 
ent i ty wou ld need to be examined. This wou ld 
el iminate, or reduce substantially, the regulatory 
jur isdict ional problems that presently exist be-
cause several banking agencies may have authority 
over parts of existing hold ing companies. 

And finally, consol idat ion wou ld focus publ ic 
debate on the proper scope of banking functions, 
both in terms of permissible activities and also 
w i th respect to the McFadden Act, Douglas 
Amendment , and Glass-Steagall. 
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