
Risk Considerations in 
Deregulating Bank Activities 
Easing restrictions on bank products may carry risks if an 
institution's activities are poorly managed, but perpetuating those 
limitations poses dangers as well. Here's a look at the arguments 
on both sides of the di lemma 

Bank activities have long been heavily regulated, 
not only because of concern over potential 
conflicts of interest, unfair competit ion, and 
undue concentration of resources, but more 
important, for safety and soundness reasons.1 

Safety and soundness regulations limit banking 
organizations' asset and liability portfolios, pro-
vide for examinations, provide deposit insurance 
and offer access to the discount window at the 
Federal Reserve. 

Proponents of deregulation argue that con-
tinued regulation of activities adds noth ingtothe 
system protecting bank safety and soundness. 
They .further contend that regulation places banks 

at a competit ive disadvantage and will allow less-
regulated nonbank competitors to assume banks' 
role in our financial system. Advocates of continued 
regulation argue that deregulation would strain 
the rest of the safety and soundness system 
and could even undermine the banking system. 

We have reviewed the argument that continued 
regulation jeopardizes banks' competitive position 
and then considered the risks of allowing new 
activities. Our conclusion is that deregulation 
poses no threat to the stability of the financial 
system but that failure to deregulate does pose 
such a threat. The risks inherent in deregulation 
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arise because the deposit insurance agency and 
the discount window bear much of the costs of 
bank failure. We have examined three regulatory 
reforms suggested as substitutes for activity de-
regulation but found significant problems with 
each. 

We then considered the effect on bank risk of 
allowing banks to expand into currently prohibited 
financial activities. Our findings suggest that, had 
banking organizations been passive owners of 
some prohibited activities, their earnings might 
have been less volat i le dur ing the 1 970s. But 
their earnings might have been more volatile had 
they been passive owners of some other activities. 

We also found no evidence to indicate that the 
bond market anticipates significant changes in 
the riskiness of acquirers of various financial 
firms. 

Risks of Continued Regulation 
The system set up to maintain bank safety and 

soundness exists in large part because banks' 
deposit-taking activities play such an impor-
tant role in the economy. Banks traditionally 
have dominated payments services, and we 
learned during the 1800s and early 1900s that 
protecting bank safety was critical to a smoothly 
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functioning economy. This dominance is being 
challenged, however, by competitors from outside 
the banking industry.2 These competitors generally 
are not sheltered by the protective system covering 
banks. Thus, regulation that weakens banks' com-
petitive posi t ion—even if it strengthens bank 
safety—can weaken the economy by increasing 
the growth rate of institutions that offer liabilities 
serving as money but that lack access to federal 
deposit insurance or the discount window. 

Some proponents of deregulation, such as 
Charles S. Sanford, Jr. of Bankers Trust Company, 
argue that regulation threatens banks' competitive 
position. Sanford (1984) contends that com-
mercial and investment banking are becoming 

"Our conclusion is that deregulation 
poses no threat to the stability of the 

financial system but that failure to 
deregulate does pose such a threat." 

indistinguishable. He also argues that current 
restrictions increase banks' riskiness by limiting 
their ability to employ risk-management tech-
niques such as selling off credit risk. Other 
bankers point to the growing list of retail products 
offered by Merrill Lynch, Sears, Prudential and 
others as evidence that they need to expand into 
new activities to compete effectively. 

Given current regulation, the threat nonbank 
challengers pose to commercial banks' com-
petitive position depends on consumer prefer-
ences and the ability of less regulated firms to 
generate synergies between different financial 
services. Evidence on individual and corporate 
preferences is reviewed elsewhere in this issue. 
Also in this issue, Samuel Hayes (1984) discusses 
the importance of synergies in various aspects of 
investment banking. Regardless of the conclusions 
drawn from available evidence, the risk of regu-
lating commercial banks and unknowingly affecting 
the structure of the financial system must be con-
sidered. Maintaining the soundness of individual 
banks is only a means to an end; the ultimate goal 
is a safe and sound financial system. 

The Risk Rationale for 
Activity Restrictions 

Two major types of restrictions on the affiliation 
of commercial banks with other firms have been 
imposed at different times for different reasons. 
Specific restrictions barring commercial banks 
from affiliating wi th investment banking were 
adopted shortly after the banking crisis of 1933 
and were in part a reaction to that crisis. The 
general restrictions on commercial bank affiliations 
with other banks and nonbanking firms are 
based on the 1956 Bank Holding Company Act 
and its 1970 amendments. These restrictions 
appear to have been justified primarily by a 
desire to prevent concentration of financial power 
and conflicts of interest Risk considerations 
played a less significant role. 

Advocates of continued activity regulation fre-
quently argue that commercial and investment 
bankingwere separated by the Glass-Steagall Act 
in 1933 to protect commercial banks' safety. A 
review of the record suggests, however, that 
conflict of interest considerations played a larger 
role in the separation. During the late 1920s and 
early 1930s, commercial bank affiliates could 
engage in investment banking. During this period 
some investment banking affiliates engaged in 
operations that appeared unethical (though they 
were legal at that time).3 

Furthermore, commercial banks were making 
loans for securities purchases, and some people 
believe the banks were feeding the "...speculative 
fever of the late 1920s."4 The fever ended with a 
stock market crash in 1929. The early 1930s saw 
a wave of bank failures, culminating in a 1933 
panic that struck both strong and weak banks. 
That panic forced President Roosevelt to declare 
a nationwide bank holiday shortly after he was 
inaugurated. Congress responded to the collapse 
by passing a series of banking laws, including the 
Glass-Steagall Act, which prohibits commercial 
banks and their affiliates from engaging in invest-
ment banking. 

The 1930s collapse of the banking system was 
tragic, but it did not prove that the safety and 
soundness of the current banking system de-
pends on activity regulation. Many contemporary 
analysts doubt that the 1933 collapse was due to 
banks' affiliation with securities firms.5 Most 
banks that failed during the 1920s and early 
1930s were small and had no large securities 
affiliates.6 The prominent commercial banks whose 
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affiliates' unethical behavior had upset Congress 
remained in business. 

Another reason for doubting a current safety-
activity regulation connection is the develop-
ment of deposit insurance and the more active 
role taken by the discount window since 1933. 
The 1933 banking crisis occurred because even 
sound banks became illiquid when the public 
lost confidence and withdrew deposits. The 
creation of deposit insurance reduced the in-
centives for people to withdraw money if they 
think a bank will fail. Furthermore, as a conse-
quence of changes in Federal Reserve policies 
for administering the discount window, the Fed 
now provides sound banks with the resources 
they need to survive a liquidity crisis. 

Federal deposit insurance and strengthening 
the Federal Reserve discount window have 
reduced the probability of a banking system 
collapse, but they have created new problems. As 
Edward Kane (1983 and 1984) points out, the 
government now bears much of the risk of bank 
failures. If banks are allowed to engage in new 
activities that increase bank risk, then the govern-
ment will bear those risks. 

One problem with the government's bearing 
the risk of bank failure is the effect on competition 
between firms. If the market believes that banking 
organizations' liabilities all have implicit govern-
ment backing, then it will charge lower risk 
premiums on those liabilities. This will give banking 
organizations a competitive advantage over firms 
not associated with a commercial bank.7 

Fear of concentration of power and conflicts 
of interest were far more responsible for the 
Bank Holding Company Act of 1956 and its 1970 
amendments than was the financial risk of non-
banking activities.8 Prior to 1956, BHCs could 
acquire banks outside their home state and 
commercial firms without obtaining permission 
from the state of the acquiring bank. Some BHCs 
were building interstate networks of banks and 
commercial firms. For example, Will iam Upshaw 
(1968) notes that Transamerica held 38 percent 
of all commercial bank deposits in five western 
states in 1946. In 1956, following the Supreme 
Court's refusal to uphold the Federal Reserve's 
attempt to force a divestiture of Transamerica's 
interstate holdings, Congress turned its attention 
to BHC activities. It found some BHCs building a 
conglomeration of bank and nonbank firms that 
raised concerns about the concentration of fi-
nancial power. A Senate Banking and Currency 

Committee report on the proposed act makes it 
clear that the primary rationale for restricting 
BHCs was a fear of concentrated power. 

" I t is not the committee's contention that 
bank holding companies are evil of themselves. 
However, because of the importance of the 
banking system to the national economy, 
adequate safeguards should be prov ided 
against undue concentration of control of 
banking activities." 

Further support for the concentration of power 
theory is given by the fact that the act covered 
only multi-bank holding companies. If the primary 
concern had been bank safety, one would expect 
the controls also would have been placed on 

"Federal deposit insurance and 
strengthening the Federal Reserve 
discount window have reduced the 

probability of a banking system collapse, 
but they have created new problems." 

one-bank holding companies, but no such re-
strictions were placed on them. The Senate 
report justified this by arguing that: 

"Your committee did not deem it necessary to 
include within the scope of this bill any 
company which manges or controls no more 
than a single bank. It is possible to conjure up 
visions of monopolistic control of banking in a 
given area through ownership of a single bank 
with many and widespread branches. How-
ever, in the opinion of your committee no 
present danger of such control through the 
bank holding company device threatens to a 
degree sufficient to warrant inclusion of such a 
company within the scope of this bill." 

Starting in early 1968, many large banks began to 
form one-bank holding companies to exploit the 
potential diversification opportunities This alarmed 
many observers, including then Federal Reserve 
Chairman Will iam Martin, who argued in 1969 
that: "...if we allow the line between bankingand 
commerce to be eased, we run the risk of 
cartelizing our economy."9 This concern dealt 
more with the potential for problems than the 
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reality of any problems. As the Senate Banking 
Committee's report on the 1970 BHC act amend-
ments notes: 

" In making this decision, the committee wishes 
to note its agreement with all of the govern-
ment regulatory agencies who testified that 
there have been no major abuses effectuated 
through the one-bank holding company device. 
It is clearly understood that the legislation is to 
prevent possible future problems rather than 
to solve existing ones." 

Essentially, the one-bank holding company move-
ment exposed a major loophole in the 1956 
restrictions and Congress wanted to extend the 
restrictions to prevent undue concentration of 
power. This interpretation of the 1970 amend-
ments is further bolstered by the statement of 
the House managers in the conference committee 
report on the amendments. The report details its 
concerns wi th the concentrat ion of economic 
resources and power, decreased or unfair com-
petition, adverse competit ive effects, and tie-ins. 
It then says that the Federal Reserve Board also 
should consider potential conflicts of interest 
and unsound banking practices when it authorizes 
a new activity. Congress was concerned about 
bank safety and soundness when it passed the 
1970 amendments, but these appear to have 
been secondary concerns. 

Thus safety and soundness considerations do 
not appear to have been the primary factor 
behind either the Glass-Steagall restrictions or 
the BHC act's activity restrictions. Furthermore, 
the development of deposit insurance and the 
revision of discount window administration mini-
mized the risk of a banking system collapse. The 
real problem with removing activity restrictions is 
that it could shift risks to the government Such a 
shift could strain the safety and soundness system 
and give banks a competit ive advantage in their 
nonbanking endeavors. 

The potential problem of allowing traditional 
banking organizations to enter into currently 
prohibited activities is not one-dimensional. Firms 
currently operating in activities prohibited to 
banks are acquiring savings and loans and non-
bank banks.10 These thrifts and nonbank insti-
tutions can provide most of the asset and liability 
services, such as transaction accounts and com-
mercial loans, that have in the past made banks 
uniquely important in our financial system. Further-
more, nonbank institutions can be insured by the 
federal government and can gain access to the 

discount window, so their problems can also 
impose costs on the system designed to protect 
traditional banking organizations. These non-
bank bank acquisitions raise the same funda-
mental questions posed by proposals to expand 
permissible bank activities. The conclusions drawn 
below, therefore, apply to acquirers of thrifts and 
nonbank banks.11 

Other Methods of Maintaining 
Bank Safety 

The above analysis argues that, given deposit 
insurance and the discount window, activity 
restraints are not necessary to protect the banking 
system from col lapse—but they may have a role 
in limiting the risks borne by the government 
safety and soundness programs when insurance 
is not properly priced.12 This suggests that reform 
of the safety and soundness system could substi-
tute for activity regulation.13 Possible reforms 
include proposals to deregulate the activities of 
BHC nonbank subsidiaries, proposals to reform 
deposit insurance so that banks are charged risk-
based premiums, and proposals to increase the 
risk borne by private creditors of banks. 

"The real problem with removing activity 
restrictions is that it could shift risks to 

the government (which could) strain 
the safety and soundness system and 
give banks a competitive advantage in 

their nonbanking endeavors" 

One proposal to allow activity deregulation 
through expanding the permissible activities of 
BHC subsidiaries was made by the Treasury De-
partment a couple of years ago.14 It attempts to 
ensure safety and soundness by restricting trans-
actions between bank and nonbank subsidiaries 
to insulate banks from the risks borne by their 
affiliates. It assumes that individual nonbank 
subsidiaries within a BHC could fail without 
affecting the health of the banking subsidiaries. 

This proposal is attractive because it claims to 
eliminate the safety and soundness problems 
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associated wi th expanded BHC activity. Unfor-
tunately, as Robert Eisenbeis (1983) points out, 
subsidiary banks' risk exposure can be indepen-
dent of the exposure of its affiliates only if the 
BHC is run as a passive mutual fund. If the BHC 
controls or coordinates the activities of its sub-
sidiaries to maximize joint (or consolidated) 
profit then BHC affiliates' problems will inevitably 
affect the bank subsidiaries. Furthermore, existing 
evidence suggests that BHCs operate as inte-
grated entities.15 

An important problem is that BHCs have 
shown a tendency to draw on all of their resources 
to help troubled subsidiaries. For example, BHCs 
risked substantial losses in the 1970s to prevent 
the real estate investment trusts they sponsored 
from failing, even though the BHCs did not even 
have substantial ownership interest in those REITs. 
The primary stake to individual BHCs in an REIT 
failure was their reputation. BHCs logically would 
do at least as much for units they own, especially 
if those units generate important synergies with 
the BHCs' banking subsidiaries. The Treasury 
Department argues that regulations can be de-
veloped to prevent BHCs from using banks to 
help nonbank subsidiaries. Eisenbeis argues, how-
ever, that such regulation imposes costs on the 

"We imposed deposit insurance to 
prevent bank panics, but now are 

considering reimposing market 
discipline through the threat of runs to 
limit the risk exposure of the insurance 

system." 

BHC and will induce it to shift activities from 
subsidiary banks to nonbank affiliates. These 
shifts would increase bank dependence on 
nonbank affiliates for customer services and op-
erational support. Thus, attempting to isolate 
banks from their subsidiaries could increase their 
dependence on subsidiaries. 

The risk borne by the government if a bank or 
an affiliate is allowed to engage in a new activity 
could be controlled by charging the bank a 
variable-rate insurance premium based on risk 
exposure. The government bears some of the 
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cost of a failure because it fails to charge premiums 
based on the banking organization's risk. Thus, 
individual banks are in a position to take large 
gambles knowing that the bank can keep its 
earnings if the risk pays off and that the govern-
ment will cover the losses if it fails. Furthermore, 
even banks not inclined to gamble have less of 
an incentive to control their risk exposure than 
they would if they were charged for the risks they 
take. As Mark Flannery (1982) notes: "...FDIC's 
fixed-rate premium structure is unusual and this 
constitutes the raison d'etre for other bank 
regulations." 

Variable-rate insurance may work well in some 
theoretical models, but risk-based premiums 
would be difficult to implement. In its report to 
Congress, for example, the FDIC said that an 
"ideal system" wi th premiums closely tied to 
(commercial bank) risk" is simply notfeasible." If 
relating insurance premiums to risk for banks is 
difficult, it must be even more difficult within a 
holding company framework.10 

A third way of deregulating while limiting the 
risk exposure of government is to shift more of 
the risk exposure to the private sector. The FDIC 
recently began experimenting with this approach 
by limiting full payment on deposits to$100,000 
per depositor for selected bank failures. u ' 
Other possible ways of transferringthe r isktothe 
private sector include substituting private for 
government insurance, and requiring banking 
organizations to use more equity and subordinated 
debt funding. 

Before the government can shift more risk to 
the private sector, several problems must be 
addressed. One is that shifting risk to depositors 
and private deposit insurers means that uninsured 
depositors will be more likely to panic when 
bank solvency becomes a question.10 As noted 
above, the banking collapse of 1933 was due in 
part to a loss of public confidence in the system. 
Deposit insurance was created in part to prevent 
bank runs, and it (along with the discount win-
dow) has prevented the reoccurrence of wide-
spread runs. Thus, reducing deposit insurance 
coverage to limit bank risk would create an 
anomalous situation. We imposed deposit in-
surance to prevent such panics, but now are 
considering reimposing market discipline through 
the threat of runs to limit the risk exposure of the 
insurance system.19 

A second problem with shifting risk is that in 
order to do so the government must be perceived 
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as willing, and must in fact be willing, to let 
troubled banking organizations fail.20 The private 
sector will not control bank risk exposure effectively 
if it believes the government may not allow 
banks to fail.21 The FDIC report notes that, at 
present, many large depositors doubt that multi-
billion dollar institutions will be closed.22 The 
public's view of large bank failures is represented 
in a recent article by Robert A. Bennett in the 
New York Times. Bennett states that "...big 
banks...are too important to be allowed to collapse. 
Public policy has for decades affirmed this doctrine 
by keeping banks from going far afield into other 
businesses and by propping them up when they 
get in trouble." 

Each of the three methods of minimizing the 
government's exposure to potential losses from 
expanded banking activities would be desirable 
if they worked as intended. Unfortunately, each 
of the three has problems. The separate subsidiary 
approach can work only if BHCs operate as 
passive mutual funds or if regulations are imposed 
to force them to operate that way. The FDIC has 
difficulty measuring bank risk now, and these 
problems would be increased as banks expanded 
into new activities. Finally, greater reliance on the 
public sector may be possible, but the issues of 
bank runs and the closing of very large banks 
must be addressed first. 

A n a l y z i n g T h e R isk iness of 
Prohibited Activit ies 

There is reason, then, to be concerned about 
the riskiness of currently prohibited activities. 
Ideally, these concerns would be reduced by 
reforming the safety and soundness system. 
Unfortunately, no reform proposal appears both 
workable and easy to implement. Furthermore, 
the financial services industry is evolving too fast 
to allow us to take several years to reform the 
system. As an interim measure, we could permit 
banking organizations to engage in financial 
activities that seem unlikely to increase signifi-
cantly the risk of failure. Limiting the range of 
permitted activities to financial activit ies would 
allow banks to compete with the aspiring fi-
nancial supermarkets, while limiting the types of 
risks borne by the government. Prohibiting ac-
quisition of activities likely to increase banking 
organizations' risk would further limit the govern-
ment's exposure. 

If risk is to be a criterion for activity reform, 
then some method of measurement is needed. A 

naive approach would be to compare each 
activity's variability of earnings and failure rate 
with those of banks. A more sophisticated ap-
proach is suggested by David Meinster and 
Rodney Johnson (1979). Their approach looks at 
the effect of diversification on banking organi-
zations' cash flow. It is clearly superior to the 
naive approach because it recognizes that some 

"Studies that examine earnings data 
often find that banking is one of the 
riskiest activities and that bank risk 
exposure would be reduced if they 

diversified." 

"risky" activities can actually curtail risk by re-
ducing the variability of a combined organi-
zation's cash flow. For example, a risky activity 
could produce most of its cash f low when bank 
cash flow is weak but produce little when the 
bank's cash flow is strong. The variations in flow 
from the risky activity would offset variations in 
the bank's flow and their combined cash flow 
would be less variable than either of their indi-
vidual flows. 

While Meinster and Johnson's approach is an 
improvement, it still has some weaknesses. Their 
focus on liquidity rather than solvency is inap-
propriate for most larger banking organizations. 
These organizations rely on liability management 
for their l iquidity rather than cash flows from 
operations. Another weakness is the authors' con-
cern about the combined organization's capital-
ization. Bank regulators can offset any attempt to 
undercapitalize the new activities by imposing 
capital standards on the bank or BHC. Thus 
capitalization appears irrelevant in deciding 
whether to allow banking organizations to per-
form a particular activity.23 

The Meinster and Johnson study's focus on the 
effects of diversification is an appropriate first 
step in reviewing the risks of allowing banks to 
expand into new activities. One way to analyze 
the diversification effects is to look at the level 
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and variance of earnings of banking and other 
activities, and then look at the correlation be-
tween those earnings. Nonbankingactivities can 
reduce the riskiness of banking organizations if 
either (1) the earnings from a nonbank activity 
are less volatile than in banking, or (2) earnings 
from the nonbanking activity are negatively cor-
related wi th those in banking (that is, if nonbank-
ing profitability is highest when bank profits are 
at their lowest and vice versa). A banking organi-
zation's risk could increase if it acquires financial 
activities that have more volatile earnings than 
banking and whose returns are highly correlated 
with banking. 

Analysis of those diversification effects are 
important, but they are not the sole criteria on 
which a decision should be based. The way an 
activity is managed can also affect its risk signifi-
cantly. Cautious managers can turn a risky activity 
into a safe one, while an aggressive or inept 
management can jeopardize a safe activity. Banks 
already can take huge, undiversified risks by 
speculating on interest rate and foreign exchange 
movements, but few banks have failed for these 
reasons. This suggests that regulators should 
scrutinize a bank's management when considering 
whether to let it expand into new activities. 
Some activities that may be too risky for banks in 
general could be acceptable for a bank that has a 
plan for maintaining reasonable risk levels. In 
other cases, a bank wi th weak management 
might not be permitted to perform an activity 
allowed to most other banks.24 

Riskiness of New Activities: 
Prior Studies 

Two types of studies may shed some light on 
the effect on bank risk of expanding permitted 
activities. One type uses accounting data to 
study the riskiness of selected activities by them-
selves and their riskiness in combination wi th a 
banking organization. These studies typically 
have assumed that the bank and its prospective 
nonbank affiliates were held by a passive holding 
company that did not interfere in their operations. 
The evidence from these studies suggests that 
allowing banks to engage in additional activities 
may reduce their riskiness. The other type of 
study examines stock market reactions to the 
changing activity restrictions and to mergers of 
bank and nonbank firms. Studies of stock market 
reactions are useful because of their prospective 

nature. The market evaluates a company's ex-
pected future earnings and risk, taking account 
of any anticipated operating changes. These 
studies have found evidence that stock returns 
increase when a BHC can undertake geographic 
diversification, but that stocks neither gain nor 
lose on product diversification. 

One of the earliest studies comparing the risks 
of banking and nonbanking organizations was 
conducted by Arnold Heggestad (1975). Hegge-
stad used industry data to examine a variety of 
activities that one-bank holding companies en-
gaged in prior to 19 7 0.25 He noted that one 
weakness of using industry data is that it captures 
only cyclical variations in profitability and not 
firm specific variations in profits. Heggestad 
found that commercial banking is one of the 
most risky activities when risk is measured as the 
coefficient of variation in profits. He also found 
that the returns to some activities (including real 
estate agents, brokers and managers and insurance 
brokers and agents) are negatively correlated 
with banking. These findings suggest that banks 
could reduce their risk exposure by diversifying 
into new activities. 

Johnson and Meinster (1974) also used industry 
data and reached conclusions similar to Hegge-
stad's. They also simulated ^various portfolio com-
binations and found that BHCs that expand 
into nonbank activities can be less risky than 
BHCs that confine their activities to banking. 

Peter Eisemann (1976) looked at a small sample 
of firms in different industry groupings and con-
cluded that banking is one of the lowest risk 
activities based on profit variability. John Rose 
(1978b) reexamined Eisemann's results and con-
cluded that banks were more risky taking into 
account both profit levels and variability (using 
coefficient of variation in profits). Interestingly, 
Eisemann's simulation found that insurance bro-
kerage was in the simulated portfolio that gave 
the highest return for low and medium risk 
organizations. 

Michael Jessee and Steven Seelig (1977) com-
pared the coefficient of variation of profits for 
selected BHCs and independent banks to de-
termine whether BHCs were less risky and whether 
differences in diversification across BHCs reduced 
risk. They found that risk is not lower in BHCs 
than independent banks nor is it lower in BHCs 
that have a greater share of nonbanking assets. 
Rose (1978b) argued, however, that Jessee and 
Seeli^s results may reflect econometric problems 
with their model. Rose also argued that the 
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reduction in risk due to the BHC diversification 
may be offset by increased risk-taking by the 
bank and its nonbanking affiliates. 

Roger Stover (1982) examined the effect on a 
BHC's value of establishing a portfolio of banks 
and assorted nonbank subsidiaries. He began by 
determining the debt capacity of a portfolio of 
bank and nonbank assets given a fixed probability 
of failure. He then assumed that an organization's 
value increases as its debt capacity increases. His 
results also have implications for the portfolio's 
risk. In his model, an increase in debt capacity 
would imply a decrease in the riskiness of the 
firm with leverage held constant. The model was 
estimated using both industry average data and 
data from specific firms. Stover found that BHC 
diversification outside of banking increased the 
organization's value. His analysis of companies 
found that fire and casualty insurance, investment 
banking, land development and savings and loan 
companies should be included in a portfolio 
along with banking organizations because they 
increase its debt capacity and, by implication, 
lower its risk given constant leverage. 

John Boyd, Gerald Hanweck, and Pipat Pithya-
chariyakul (1980) point out an important prob-
lem with using industry data when analyzing 
risk. Their study uses data on existing BHC 
subsidiaries. They found that the risk is almost 
always underestimated when one uses industry 
data rather than data for individual companies. 
They also found that the correlations of returns 
can even change signs when one uses individual 
company data rather than industry data. Their 
results suggest that we should not read too 
much into analysis using industrywide data. 

The effect of one-bank holding company for-
mations (and the impact of the 1970 amend-
ments to the Bank Holding Company Act) on 
bank stock returns is examined by Robert 
Eisenbeis, Robert Harris and Josef Lakonishok 
(1982). Prior to the 1970 amendments, a one-
bank holding company could engage in any 
activity except investment banking. Thus, the 
stock market's reaction to holding company 
formation during the sample period would 
reflect the market's opinion of the value of 
diversification. The researchers found that the 
stock market valued the potential for one-bank 
holding companies to provide for geographic 
diversification, but they found little evidence 
that the stock market valued product diversifi-
cation. 

The effect on the stock price of nonbank 
organizations acquiring so-called "nonbank 
banks" is examined by Jeffery Born, Robert 
Eisenbeis and Robert Harris (1983). Presumably, 
if banking is less risky than nonbank activities, 
then acquiring nonbank banks should lower a 
nonbank organization's risk. That study found 
positive, but statistically insignificant, returns 
to the shares of nonbank organizations. 

These studies of stock market returns provide 
some information on change in the firms' value. 
The results, however, are ambiguous concerning 
the perceived change in risk of an acquiring 
firm. Stock prices can increase even if the 
combined organization is more risky, provided 
the firm's expected returns also increase. Con-
versely, stock prices can fall for the acquirer 
even if the combined organization is less risky, 
provided the combined organization's expected 
returns are lower. 

Studies that examine earnings data often find 
that banking is one of the riskiest activities and 
that banks' risk exposure would be reduced if 
they diversified. These studies use the best 
available data, but they must be interpreted with 
caution. Boyd, Hanweck and Pithyachariyakul 
demonstrate the problems with using industry 
data and the studies that used data from 
individual companies relied on small samples. 
Studies that looked at stock market returns have 
found no evidence to demonstrate that banks 
will become either more or less risky. 

Evidence on Risk: 
Analysis of Earnings 

Table 1 provides a detailed look at the variability 
of returns from the Corporate Source Book of 
Income similar to those examined by Hegge-
stad.26 Heggestad's data covered the 1953-
1967 period, prior to passage of the 1970 
amendments to the BHC Act. He examined the 
variability of both the ratio of average profits to 
capital and the ratio of net income to total 
assets. Given what has subsequently proved to 
be a significant difference in the capitalization 
of BHC subsidiaries compared to independent 
firms and the widespread use of double leverage 
by holding companies, only the variability of 
net income to assets from nonbanking activities 
is examined in Table I.2 7 The 1970-1980 data 
allow a comparison with those of Heggestad of 
any differences that may have occurred over a 
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Table 1. Coefficients of Variation and Determination for Selected Banking Activities (1970-1980) 

Coefficient 
Variation 

Coefficient 
Determination 

Banking 0.173503 
Mutual Savings Banks 0.296098 
Banks and Trusts Except Mutual Savings Banks 0.211527 

Credit Agencies Other than Banks 0.229455 
Savings and Loans 0.337307 
Personal Credit Agencies 0.326252 
Business Credit Agencies 0.253581 
Other Credit Agencies and Finance Companies Not Allocable 0.146301 

Security and Commodity Brokers, Dealers, etc. 0.350792 
Security Brokers, Dealers, etc. 0 .406553 
Commodity Brokers, Dealers, etc. 0 .213660 

Insurance 0.183474 
Life Insurance 0.100957 
Mutual Insurance 0.487323 
Other Insurance Companies 0.427181 

Insurance Agents, Brokers, Service 0.118640 

Real Estate 0.216494 
Real Estate Operators, Lessors of Buildings 0.200242 
Lessors of Mining, Oil, e tc 0.434163 
Lessors of RR Property, Other Property Not Allocable 0.124316 
Condominium Management, Co-op Housing Associations 0.542500 
Subdividers and Developers 0.306568 
Other Real Estate 0.184351 

Holding and Other Investment Companies 0.259857 
Regulated Investment Companies 0.247479 
Real Estate Investment Trusts 0.609843 
Small Business Investment Companies 0.627969 
Other Holding and Investment Companies Except BHCs 0.156598 
General Merchandise Stores ' 0 .385963 
Food Stores 0.106876 

Bank Holding Companies 0.198433 

0.622278 
-0.43451 

1 

-0.26771 
-0.20784 
-0.49144 
0.586265 

-0.05962 

-0.16108 
-0.17821 
0.431596 

0.167736 
-0.163621 
0.095143 
0.202264 

0.487375 

0.605346 
0.645042 
0.370005 

-0.36543 
0.928662 
0.560607 
0.310724 

0 . / 9 2 7 8 9 
0.599360 
0.421816 
0.808927 
0.686523 

-0.24442 
0.456074 

0.621591 

The coeff icient of variation is a measure of risk of the activity by itself. The coeff icient of determination is a measure ot the correlation of 
earnings of the f irms with banking. 

period of rapid change in the banking industry. 
These expanded tabulations also permit a pre-
liminary examination of securities, insurance 
and related activities now being considered as 
possible permissible activities for bank holding 
companies. 

Several observations are worth noting. First, 
if the coefficient of variation is used as a risk 
measure then we conclude that banking 

(whether looking only at banks or at bank 
holding companies) is neither the most nor 
least risky activity. Second, conclusions about 
risk are influenced by the period under investi-
gation. For example, using these same measures, 
Heggestad found that "lessors of railroad proper-
ty" were among the riskiest firms investigated, 
while the present results suggest they are 
among the least risky. Third, many of the 
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activities presently under consideration, such 
as securities, insurance, and certain real estate 
activities are more risky than banking. On the 
other hand, these activities appear somewhat 
less risky than other activities (such as consumer 
and commercial finance, operating small busi-
ness investment corporations, and owning S&Ls), 
already permissible to banking organizations, 
which have not necessarily caused substantial 
problems. Examination of the coefficients of 
determination, however, reveals that several 
activities that appear more risky than banking 
(S&Ls, personal credit agencies, security broker-
ages and dealers, life insurance, and general 
merchandise) have returns that are negatively 
correlated with those of banking. This would 
suggest that such activities would be risk-
reducing and imply the potential for beneficial 
diversification. 

As Heggestad noted, we must exercise care in 
interpreting these data. They look only at cyclical 
variability of returns without weighing any syn-
ergies that may accrue; the fact that bank holding 
companies (not controlling for size) seem to 
have a smaller coefficient of variation than com-
mercial banks alone suggests that such syn-
ergies may exist, possibly because certain risk-
reducing activities have been authorized. Nor do 
the data imply anything about the riskiness of 
specific acquisitions. Finally, no attention is paid 
to cash flows. Rather, those data raise more 
questions than they answer concerning, for ex-
ample, the stability of such measures over time. 
Also, the importance of negative correlation among 
banking and various nonbanking activities 
deserves further investigation. 

Evidence on Risk: 
Bond Market React ions 

What about the return on bonds of firms that 
have recently acquired a financial services firm? 
Can it provide additional information on the 
riskiness of different financial services? The 
bond markets, in determining the price of a 
company's bonds, consider the factors that can 
influence its riskiness. Thus, the market will 
provide information on the expected effect of 
management on the riskiness of the new com-
bination.28 If the bond markets expect the new firm 
to be more risky, after considering all factors 
including management, then the price of the 
firm's bonds will fall. If the new firm is expected 
to be less risky, prices will rise.29 

Unfortuanately most of the cases where one 
firm entered a new aspect of the financial services 
industry did not involve banking organization 
acquisitions. Therefore, most of the acquiring 
organizations we looked at are nonbankfinancial 
firms and nonfinancial firms. This analysis should 
shed some light on which combinations of services 
in the financial services industry are the most 
risky and whether the financial services industry 
is less risky than some nonfinancial industries. 

For this study we used the monthly returns on 
the bonds of 11 companies.30 We separated the 
sample into four groups based on the characteristics 
of the acquiring and acquired firms. The composi-
t ion of the four groups and the merger dates are 
given in Table 2. 

"The threat that activity deregulation 
will destabilize the financial system is 

minimal given the rest of the safety 
and soundness system, especially 

deposit insurance and discount-window 
access" 

The returns on a company's bonds normally 
fluctuate, so we needed some method to dis-
tinguish abnormally large fluctuations due to a 
merger from random fluctuations. We utilized 
the comparison period returns approach that 
Stephen Brown and Jerold Warner (1980) used 
in analyzing changes in stock returns.31 This method 
compares fluctuations in returns duringa control 
period with their fluctuations at the t ime of 
acquisitions. If the fluctuations are significantly 
larger at the t ime of acquisition than during the 
comparison period, the acquisition is assumed to 
have had a significant effect on bond prices. The 
control period extends from six months prior to 
the acquisition to two months prior and from one 
month after to six months after. The abnormal 
returns are measured overthe month before and 
month of the acquisition. 

Some of the abnormal bond returns in Table 3 
are quantitatively large, but all are statistically 
insignificant. Neither were the abnormal returns 
of the individual acquiring firms significant. The 
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Table 2. List of Firms in Bond Study by Characteristics of Acquired and Acquiring Company 

Group 
Acquiring 
Company 

Acquired 
Company 

Announcement 
Date 

Bond 
Rating 

Nonfinancial 
firms acquiring 
financial 
firms 

American Can 

Sears, Roebuck & Co. 
Dana Corp. 
Xerox 

Associated Madison 
Co. 1 / 8 /82 Baa 

Dean Witter Reynolds 10/8/81 Aa 
General Ohio S&L Corp. 1 /2 /81 Aa 
Crum & Foster 9 /22 /82 Aaa 

Banks acquiring 
discount 
brokers 

United Jersey Banks 
Bank America 

Richard Blackman & Co. 9 /29 /82 N/A 
Charles Schwab & Co. 11 /25 /81 Aaa 

Financial firm 
acquiring another 
financial firm 

American General Credithrift Financial 
Inc. 9 /21 /81 

Financial firms 
acquiring a 
nonbank bank 

Household International 
Aetna Life & Casualty 
Walter E Heller Intl. Corp 

National Steel Corp. 

Valley National Bank 7 /13 /81 Aa 
Samuel Montagu & Co. 7 /23 /82 Aaa 
American National Bank 

& Trust 7 / 1 4 / 7 2 N/A 
United Financial Corp. 3 /7 /79 Aa 

Table 3. Mean Abnormal Bond Returns of Firms 
Acquiring a New Financial Activity 

Group 

Nonfinancial firm acquiring 
a financial firm 

Banks acquiring a discount 
broker 

Financial firm acquiring 
another financial firm 

Financial firm acquiring 
a nonbank bank 

Annualized Return 
(t-statistic) 

- . 0 0 2 0 2 

( - 1 0 4 ) 

- . 1 9 7 3 7 
- . 7 0 2 8 9 

.25844 
(.24117) 

- . 1 9 0 8 9 
( - .48717) 

large size of some of the abnormal returns 
appears to reflect volatility in long-term rates 
during this period. The insignificance of the 
abnormal returns suggests that bondholders did 
not perceive the acquisitions to have a significant 
effect on the acquiring firm's risk position. 

Conclusion 
Bank activity regulation is part of a larger 

system designed to protect the stability of the 
U.S. financial system. The threat that activity 
deregulation will destabilize the financial system 
is minimal given the rest of the safety and 
soundness system, especially deposit insurance 
and discount-window access. The problem with 
activity deregulation is that the government now 
bears much of the risk of bank failure. Thus, the 
government will bear additional risk to the extent 
that deregulation increases the riskiness of banks. 
We cannot avoid all risks, however, by maintaining 
existing activity regulation. Banks are regulated 
to protect the financial system. Regulation may 
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allow important bank functions to be assumed 
by institutions whose safety is less protected. If 
this happens, we would defeat the very purpose 
of regulating and protecting banks. 

One alternative to regulating activities is to 
reform the safety and soundness system so that 
the private sector, and not the government, 
bears the risks of new ventures. Each of the three 
reforms under consideration have important prob-
lems that must be resolved. The first reform we 
considered would allow the new activities to be 
performed in BHC nonbank subsidiaries, and 
then use regulations to insulate the banking 
subsidiaries from their nonbank affiliates. Unfortu-
nately, the health of the banking subsidiaries 
necessarily will depend on the health of their 
nonbank affiliates so long as the BHC uses its 
control over subsidiaries to maximize synergies 
and profits. 

Another possible reform would charge risk-
based premiums for government deposit insurance. 
The problem is that the FDIC says it cannot link 
premiums closely to risk for traditional banks, 
and the task is certain to be more difficult as the 
range of covered activities expands. A third 
possible reform would be to transfer more of the 
risk of bank failure to the private sector. This may 
have some merit, but first we must consider what 
to do about dealing with bank runs and about 
allowing very large banks to fail. 

Since the decision to maintain existing regu-
lations and the decision to reduce activity regu-
lation both carry risks, one possible interim 
measure would be to allow banking organizations 
to offer additional financial services that are 
unlikely to increase their risk significantly. We 
explored this possibility by looking at the evidence 
on the effect of deregulation on risk. The evidence, 
based on historical earnings data, suggests that 
banking organizations' risk would have been 
lower in the 1970s had they been passive owners 
of some activities, but it would have increased 
for other activities. 

This evidence is incomplete, however, because 
management can have a significant effect on risk. 
Cautious bank managers can make a risky activity 
relatively safe, but aggressive or inept managers 
can make a safe activity become risky. An analysis 
of bond market reactions to the acquisition of 
financial firms suggests that the bond market 
doubts that these acquisitions significantly change 
the risk exposure of the acquiring firm. This 
evidence also is incomplete, however, because 
examples of banks acquiring firms performing 
prohibited activities are, by definition, unavailable. 

— Larry D. Wall 
and Robert A. Eisenbeis 

The authors wish to thank Felicia bellows and Rebel Cole lor their research 
assistance 

'See Rose (1984) for an overview of the rationale for bank activity 
regulation. 

'For example, banks lost substantial consumer deposits to the money 
market funds when bank deposit rates were limited by Regulation Q. 

•"For example, an affiliate of National City Bank sold Peruvian bonds 
without notifying the public that its agents had reported that Peru was a 
bad credit risk. The value of these bonds fell from 96'/2 with a spread of 
5.03 points when issued in 1927 to 7 in February 1933. See Kennedy 
(1 973), especially Chapter 5, tor a discussion of the unethical behavior. 

"The Supreme Court commenting on the reasons for the passage of Glass-
Steagall in I.C.I vs. Camp decision, 91 S. Ct 1091 (1971). 

JBenston (1982), for example, argues that the primary purpose behind the 
legislation was to restrict competition. 

•Kennedy notes that the overwhelming majority of small banks were small, 
rural and located in unit banking states 

'Sanford argues that commercial banks are charged a lower risk premium 
than other firms because regulation reduces their risk 

"Some restrictions on bank holding company affiliates were passed in the 
1933 Banking Act, but these restriction were weak. They only limited BHC 
affiliation with an investment banking firm and limited BHCs ability to 
vote the shares of any Federal Reserve member banks 

"Senate Banking Committee s 1970 report. 
,0The Bank Holding Company Act of 1956, as amended, defines a bank 

as an institution that accepts demand deposits and makes commercial 
loans. A nonbank bank is an insured and regulated commercial bank, 
but it does not offer either demand deposits or commercial loans. It 
does not therefore, meet the legal definition of a bank for the purposes 
of the Bank Holding Company Act 

" S e e Eisenbeis (1984) for a further discussion of the issues raised by 
nonbank banks. 

' 'See also Karekan and Wallace (1978). 
'••Ignoring for the moment the concentration of financial power and conflict 

ot interest problems. 
'"Chase and Waage (1983) also argue that banking subsidiaries can be 

protected from the problems of their nonbank affil iates 
" S e e Walen (1982a, b), Rose (1978) and Murray (1978). 
'"See Wall (1 984a) for a review of the FDIC report and Wall (1984b) for 

further discussion of the problems with a risk based insurance premium 
scheme run by the government. 

" T h e first failure to be handled with the modified purchase and assumption 
method that exposes depositors to risk was the failure of Seminole State 
Bank. See Murray and Paltrow (1 984). 

'"Private deposit insurance will not stop bank runs unless the solvency and 
liquidity of the private insurer are guaranteed by someone with un-
questionable solvency and liquidity. See Leff and Park (1977) for 
discussion of the collapse of the Mississippi savings and loan insurance 
fund. 

'9Wall (1984b) discusses the potential for overcoming the problem by 
requiring banks to issue additional subordinated debt. Subordinated 
debt holders can redeem their claims only when the debt matures and 
they are therefore unable to participate in bank runs He also points out, 
however, that the amount of subordinated debt that can be issued in the 
short run (and perhaps in the long run) will be limited due to practical 
problems 

'"Mayer (1975) and Longstreth (1983) both discuss reasons why the 
government may not want to let large organizations fail. 

2 ' See Wall (1 984b) for a further discussion of the issues involved in shifting 
the risk of loss to the private sector. 

" E v e n if depositors private insurers or other parties are nominally at risk, 
the government can prevent a bank from failing if it wishes The Federal 
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Reserve can keep an illiquid bank open by providing loans to the bank but 
this will result in a subsidy by the government to the extent the rates on 
the loans are below those the market would charge the bank. 

' J This concern is obviously relevant to the agencies, however, when they 
modify current s tandards 

"•This suggestion wou ld effectively extend current restrictions on BHC 
expansion to BHC expansion into new activities. 

" T h e activities of one-bank holding companies were not restricted prior to 
the passage of the 1970 amendments to the Bank Holding Company Act 
except for the Glass-Steagall restrictions on investment banking. 

•"•Source: Internal Revenue Service, various years 1970-1980. 
•"See for example, the studies reviewed in The Bank H o l d i n g C o m p a n y 

M o v e m e n t to 1978 : A C o m p e n d i u m , A study by the staff of the Board of 
Governors of the Federal Reserve System, Washington, D C„ 1978. 

" T h e effect of management on risk could also be examined by looking at 
the earnings of the combined firms after the acquisition. This is not done 
in this study because the mergers being analyzed have taken place since 

1979, which is too recently to have produced enough information on 
earnings. 

" T h e unambiguous effect of risk on bond prices contrasts with the 
ambiguous effect of risk on stock prices. If an increase in the risk of a 
stock is more than offset by an increase in expected return, then the price 
of a stock will go up, and vice versa for a decrease in risk. In contrast, the 
maximum return on bonds is fixed, so bondholders concentrate on risk 
and can ignore changes in expected returns. 

J 0An initial list of companies was obtained from Rosenblum and Siegel, 
Information Access Corporation, Trade and Industry Index (DIALOG 
ONLINE FILE 148) and Born, Eisenbeis and Harris. The list was then 
pared down to those acquisit ions involving a new entry or dramatic 
increase in current posit ion of the acquir ing firm in some aspect of the 
f inancial services industry. The firms actually used are those in the 
reduced sample wi th publicly traded bonds that were listed in Moody's 
Bond Guide. 

•"Masul is and Woolr idge also use this method to examine bond returns 
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