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With varying effectiveness, regulations seek to shield banks from 
problems encountered by holding companies' nonbank affiliates, and 

to prohibit BHCs from engaging in high-risk activities. But legislation is 
afoot that could relax these constraints, as well as broaden the range 

of activities a BHC may undertake. 

Bank holding companies and their nonbank 
affiliates are regulated within the system that 
protects bank safety. Among these regulations are 
restrictions to prevent bank holding companies 
(BHCs) from engaging in excessively risky nonbank 
activities, from taking excessive risks through their 
affiliates, and from transferring nonbank losses to 
bank affiliates.1 Many BHCs are trying to have 
these restrictions relaxed, especially the restric-
tions on activities, and federal bank regulators 
generally agree that activity deregulation would be 
desirable. The Treasury Department has distilled 

The author is a member of the Atlanta Fed's Research 
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a great deal of thought on bank holding company 
affiliate relationships into specific proposals that 
would remove restrictions on activities and at 
the same time add restrictions on bank trans-
actions with affiliates. Some of these proposed 
changes are embodied in Senate Bill 2181, 
which was introduced during 1983. 

Protecting the safety of the banking system is 
critical because of its key role in the payments 
mechanism and in the transmission of monetary 
policy. Protecting individual banks also is important 
because the government insures deposits. Regu-
lations protecting bank safety and soundness are 
essential because the safety net that protects 
banks (deposit insurance and access to the 
discount window) reduces incentives for the 
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financial markets to control bank risk.2Nonbank 
affiliates are regulated in part because of a 
concern that nonbank problems will affect a 
BHC's bank affiliates. For instance, affiliates can 
be affected if the BHC diverts resources from its 
banks to assist nonbank affiliates. The problems 
of nonbank affiliates can also spill over into 
banks if nonbank failures undermine depositor 
confidence in bank affiliates, or if nonbank failures 
result in the loss of an important service to the 
bank affiliates. 

This study will discuss constraints on BHC 
activities and other regulations that serve to 
insulate banks from their nonbank affiliates. W e 
find that the restrictions on BHC activities do 
limit their expansion, but it is not obvious that 
these controls reduce BHC riskiness. Regulations 
influencing the riskiness of approved nonbank 
subsidiaries can address problems that have 

significant implications for bank safety and sound-
ness, yet otherwise leave responsibility for con-
trolling risk with shareholders and creditors. 
Regulations limiting bank transactions with non-
bank affiliates limit the danger of nonbank prob-
lems spilling over into bank subsidiaries, but 
banks still can be affected by their subsidiaries' 
problems. In sum, although regulation reduces 
banks' exposure to problems in their nonbank 
affiliates, significant exposure remains. The an-
alysis that follows indicates that some proposed 
changes in regulation of intra-holding company 
transactions are unlikely to have a significant 
effect on bank safety and soundness. 

Riskiness of New Nonbank Affiliates 
The first line of defense shielding banks from 

their affiliates consists of regulations designed to 
prevent BHCs from engaging in activities believed 
to be excessively risky. These include restrictions 
on the types of activities that bank affiliates can 
undertake, and the requirement that each BHC 
expansion into new activities receive approval of 

the Federal Reserve System's Board of Governors. 
Activity Restraints. Two sets of activities have 

been approved for BHCs. One set of approved 
activities exists for BHCs' domestic operations 
and another, less restrictive set covers foreign 
operations. 

BHC domestic operations are limited to ac-
tivities "which the Federal Reserve Board after 
due notice and opportunity for hearing has 
determined (by order or regulation) to be so 
closely related to banking or managing or con-
trolling a bank as to be a proper incident thereto."3 

The Board's power to authorize domestic activities 
for BHCs is limited also by Glass-Steagall restrictions 
on the affiliation of commercial and domestic 
investment banks and by restrictions on BHC 
domestic insurance activities.4 

The restraints on BHCs' domestic activities do 
not apply to "any company which does no 

business in the United States except as an 
incident to its international or foreign business."5 

The Board allows BHCs to perform any activity 
permitted to Edge Act and agreement corpo-
rations in Regulation K. Activities authorized 
under Regulation K are more extensive because 
Congress has declared its intent to grant inter-
national banking and financial corporations oper-
ating under federal supervision sufficient powers 
"to enable them to compete effectively with 
similar foreign-owned institutions in the United 
States and abroad."6 Among the activities pro-
hibited domestically but permitted in foreign 
countries are managing a mutual fund (if the 
fund's shares are not sold in the United States or 
to U.S. citizens); underwriting, distributing, and 
dealing in debt and equity; underwriting life 
insurance; and operating a travel agency.7 

Available data provide little evidence that 
activity constraints force BHCs to be less risky 
than they otherwise would be. Larry D. Wall and 
Robert A. Eisenbeis (1984) point out that BHCs' 
risk exposure is determined by their manage 
ment, for BHCs can take as much risk as they 

"In sum, although regulation reduces banks' exposure 
to problems in their nonbank affiliates, significant 

exposure remains." 
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want exercising traditional banking powers.8 The 
researchers see no reason to expect that BHGs 
would take more risks merely because they 
receive permission to engage in additional ac-
tivities. In fact, they cite evidence indicating that 
BHCs could reduce risk if permitted to diversify 
into new domestic activities. A review of the 
literature for this study found no studies of the 
riskiness of foreign activities. 

Further Tests. All BHCs seeking acquisitions or 
expanding into new nonbank activities must 
obtain the prior approval of the Federal Reserve 
Board, even if the activity has been approved by 
regulation. Before approval the Board must con-
sider whether the activities to be acquired "can 
reasonably be expected to produce benefits to 
the public, such as greater convenience, increased 
competition, or gains in efficiency that outweigh 

nonbank affiliates. These tools include a variety 
of means of dealing with unsafe or unsound 
practices, and capital adequacy guidelines. The 
Board can also require that BHCs and nonbank 
subsidiaries submit reports and undergo inspections 
so their financial condition can be monitored. 

Unsafe and Unsound Practices. The Board of 
Governors can use a variety of enforcement 
mechanisms to prevent BHCs and people as-
sociated with them from engaging in practices 
that are unsafe, unsound, or in violation of 
applicable laws or regulations. The Board can 
enter written agreements with individuals or 
BHCs that agree to change their practices. If the 
involved parties refuse to do so, the Board can 
initiate proceedings to issue a cease-and-desist 
order.12 If the cease-and-desist procedure proves 
too lengthy and the Board determines that failure 

"Researchers see no reason to expect that BHCs would 
take more risks merely because they receive permission 

to engage in additional activities. In fact, they cite 
evidence indicating that BHCs could reduce risk if 
permitted to diversify into new domestic activities." 

possible adverse effects such as undue concen-
tration of resources, conflicts of interests or un-
sound banking practices."9 The Board has used 
this power to consider both the financial condition 
of parties to the transaction and the condition of 
affiliated parties that are not direct parties.10 

The prior approval requirement affects BHCs 
that wish to expand, even though the Board 
approves almost all such requests to acquire 
another firm or expand into a new activity.11 In 
most cases a BHC knows whether it will win 
approval before it comes to the Fed since the 
Board follows precedents established by its earlier 
decisions and Federal Reserve staff will help in 
interpreting any ambiguities. Few BHCs submit 
applications that they believe the Federal Reserve 
Board will reject. 

Regulating Nonbank Affiliates 
The Federal Reserve Board has several tools for 

influencing the risk position of BHCs and their 

to act is "likely to cause insolvency or substantial 
dissipation of assets or earnings" it can issue a 
temporary order until a final order is issued. The 
Board may assess cash penalties for violations of 
a cease-and-desist order or of the Bank Holding 
Company Act 

The Board can begin procedures to remove a 
director or officer of a BHC if: (1) the person has 
violated a law, regulation, or cease-and-desist 
order, engaged in unsafe or unsound practices, 
or breached his fiduciary duty; (2) the act has or 
probably will cause substantial loss or other 
financial damage, has seriously prejudiced the 
interests of depositors, or has resulted in the 
individual's financial gain; and (3) the act involved 
personal dishonesty or a willful disregard for the 
safety or soundness of the bank.13 

BHCs can be required to terminate their involve-
ment with specific activities. The Board can 
direct a BHC to end its involvement if the activity 
poses a "serious risk to the financial safety, 
soundness or stability of a bank holding company 
subsidiary bank" and if it is inconsistent with 
sound banking principles.14 BHCs that are ordered 

20 SEPTEMBER 1984, E C O N O M I C REV IEW 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1984



to terminate an activity can stop performing it, 
sell the activity to an unaffiliated party, or spin 
the activity off into a new corporation owned by 
the BHC's shareholders. 

These powers allow the Board to deal with 
unusual situations but leave most of the control 
over risk to the BHCs' owners and creditors. The 
Board cannot impose small penalties for moder-
ate risk taking and larger penalties for extreme 
cases. Each of the Board's options can be costly 
to the BHC or individuals involved. For example, 
a Board order to terminate an activity can seriously 
disrupt a BHC, and even a cease-and-desist 
order can have considerable consequences. A 
publicly traded BHC must disclose these orders, 
and so could face funding problems if the Federal 
Reserve Board determined it was engaging in 
unsafe or unsound activities. Thus the Board 

reserves these penalties for serious abuses.15 

Most of the responsibility for limiting risk lies 
with BHC owners and creditors. 

Capital Adequacy Guidelines. A second way 
the Federal Reserve might influence BHCs' risk 
position is through its capital guidelines, which 
apply to the consolidated BHC rather than its 
individual components. The guidelines are in-
tended to limit the riskiness of the BHC as a 
whole.16 

If the guidelines obligate BHCs to hold more 
capital than they otherwise would, then they can 
reduce BHC risks. An increase in capital can 
provide holding companies with a larger cushion 
to absorb losses. Capital guidelines also increase 
the private sector's incentive to monitor risk by 
enlarging the amount of private funds that can be 
lost if a BHC fails. 

Whether the guidelines significantly reduce 
holding company risk depends on their effect on 
the amount of capital held by BHCs and on the 
effect of additional capital on their risk positions. 
Studies of the regulators' effect on bank capital 
adequacy before the guidelines were established 

suggest that regulators were relatively ineffective 
in influencing BHC capital positions.17 Casual 
observation of BHC actions since then suggests 
that the guidelines may be effective. For example, 
several large BHCs that were below the guide-
lines have issued capital and now meet the 
guidelines. This evidence is inconclusive, how-
ever, since financial markets' demands may have 
been responsible for at least part of the capital 
increase. 

The claim that increases in BHC capital man-
dated by regulators cause BHCs to reduce their 
risk significantly can be challenged on two grounds: 
the required increases are too small to have a 
significant effect and they may lead BHCs to 
enlarge their risk exposure elsewhere. The losses 
in a bank failure often swamp the institution's 
capital by a wide margin. These banks would not 

be saved by capital adequacy guidelines. Michael 
Koehn and Anthony M. Santomerro (1980) and 
Maureen O'Hara (1983) argue that increases in 
bank capital may lead banks to widen their risk 
exposure in other ways. Their studies can be 
interpreted as implying that banks try to main-
tain some optimum amount of risk per unit of 
capital. When increases in capital force a bank to 
depart from this optimum, it will assume ad-
ditional risk (e.g., by making riskier loans ortaking 
more interest rate risks) to restore the original 
ratio. 

Nonbank Reporting and Examination Require-
ments. If the Federal Reserve is to carry out its 
supervisory role it must obtain information on 
the BHCs it regulates. Congress has authorized 
the Fed to require BHCs and their nonbank 
affiliates to submit reports and allow examination.18 

The Federal Reserve currently requires BHCs 
and nonbank affiliates to file annual reports on 
theirfinancial condition. Fed policy is toexamine 
most large BHCs and those smallerorganizations 
with significant nonbank assets at least every 18 
months. Other BHCs are examined at least every 

"Studies can be interpreted as implying that banks try to 
maintain some optimum amount of risk per unit of 

capital. When increases in capital force a bank to depart 
from this optimum, it will assume additional risk (e.g., 

by making riskier loans or taking more interest rate risks) 
to restore the original ratio." 
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three years.19 These examinations focus on the 
parent BHC and its nonbank subsidiaries, since 
banking subsidiaries are examined separately by 
an appropriate federal banking regulatory agency. 

In addition to Fed reporting requirements, 
publicly traded BHCs must also meet the Securities 
and Exchange Commission's requirements for 
public disclosure.20 These standards are intended 
to help investors evaluate the risks and returns 
from investing in a B H C s securities. They reduce 
BHCs' riskiness to the extent that creditors and 
shareholders use the information to avoid investing 
in risky companies.21 The SEC standards often 
require fuller disclosure than do those of the 
Federal Reserve. 

Little work has been done evaluating the 
effectiveness of BHC disclosure and examination. 
George J. Benston (1984) suggests that bank 
examiners might be auditing banks insufficiently 
for fraud and misreported data. He notes a study 
by John F. Bovenzi, James A. Marino, and Frank E. 
McFadden (1983) that found bank examination 

data added little to the predictive power of 
publicly disclosed data in models that predict 
bank failure. He also cited his own 1973 study 
that indicated most bank failures were due to 
embezzlement or change of management con-
trol between examinations. Benston acknow-
ledges, however, that the benefits from additional 
auditing may not exceed its cost 

Gary G. Gilbert (1983) implicitly questions the 
regulatory benefit of requiring additional dis-
closure to financial markets.22 He says the "exis-
tence and potential of 'true' market discipline is 
not persuasive enough" to justify substituting it 
for regulator discipline. Benston (1984) questions 
the desirability to BHC shareholders and bond-
holders of government-imposed reporting require-
ments, arguing that both parties can demand 
sufficient information before they purchase a 
bank's securities. He further contends that banks 
will disclose adequate information in order to 

obtain funds at the lowest cost. But government 
disclosure requirements may force banks to provide 
information even when the costs exceed the 
benefits. Benston concludes that if management 
is honest it will disclose the optimal amount of 
information. Larry D. Wall (1984b) argues that 
managers may be reluctant to let others monitor 
their performance, and so some minimal dis-
closure requirements may be appropriate to 
overcome their reticence. His v iewpoint is 
strengthened by two investment analysts, James 
H. Wooden and Thaddeus W. Paluszek (1983), 
who contend that they "often lack sufficient 
information to assess properly" BHC nonbank 
affiliates. 

Transactions Between Banks and Their 
Nonbank Affiliates 

Restrictions on transactions between banks 
and nonbank affiliates constitute the final line of 

defense protecting the banks. These restrictions 
are intended to protect banks from their nonbank 
affiliates; however, they do not protect nonbank 
firms from their bank affiliates. Indeed, one 
reason BHCs are allowed to diversify into non-
bank activities is a hope that the nonbank firms 
will help their bank affiliates in times of trouble.23 

The restrictions that limit banks' exposure to 
nonbank risk can be divided into three main 
categories: pricing restrictions, other transaction 
restrictions, and capital transfer restrictions. The 
pricing restrictions limit banks' ability to transfer 
resources to their affiliates through the pricing of 
interaffiliate transactions. The other transaction 
restrictions seek to prevent risks from being 
transferred to the bank through credit extensions. 
The capital transfer restrictions limit reductions in 
bank capital. The capital restrictions are designed 
to protect all banks, and are not directed specifi-
cally at BHC bank subsidiaries. 

"The restrictions that limit banks' exposure to nonbank 
risk can be divided into three main categories: pricing 
restrictions, other transaction restrictions, and capital 

transfer restrictions." 

22 SEPTEMBER 1984, E C O N O M I C REV IEW 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1984



Pricing Restrictions. BHC bank subsidiaries 
can divert income to their affiliates by overpaying 
for the assets, services, and liabilities they buy 
from those firms and accepting underpayment 
for the assets, services, and liabilities they sell to 
them. A deceptive BHC may manipulate inter-
affiliate pricing in order to provide covert aid to 
ailing affiliates or to exploit minority shareholders 
in a bank.24 

The Federal Reserve has taken the position 
that any transfer of income should be accom-
plished through bank dividends and not through 
the pricing of interaffiliate transactions. While 
the Fed does not attempt to monitor every trans-
action, it has the power to deal with clear abuses. 

Two important tools for dealing with large 
diversions are the cease-and-desist order and 
the power to remove officers and directors 
associated with unsafe or unsound activities. The 
Board has noted specifically that cease-and-
desist orders may be appropriate to stop diversion 
of bank income to nonbank affiliates including 

the parent BHC. In its June 1981 revision to 
Regulation Y it cited the charging of excessive 
fees for services provided, balances maintained 
by subsidiary banks in support of parent bor-
rowing, prepayment of fees, and non-reimburse-
ment of expenses incurred by a bank for its 
nonbank affiliates, calling such practices "in-
appropriate and, potentially, unsafe and unsound." 
Formal action (written agreeements or cease-
and-desist orders) was prescribed when the 
practices have a material and adverse effect on 
the bank25 The Board did not discuss the possibility 
of removing officers and directors associated 
with major diversion of bank resources, but pre-
sumably this power could also be used if a bank's 
financial stability was threatened. 

The Board can respond to diversions of bank 
income through the BHC application process by 
treating the diversions as an adverse factor in 
assessing a holding company's management. 

The Board did this in 1972 when it rejected a 
merger application by a BHC that had been 
charging excessive management fees.26 

The Board has also warned BHC chief executive 
officers that under certain circumstances, holding 
company transactions with affiliated banks can 
expose officers and directors to criminal liability. 
The Board cited the example of assets being 
purchased from subsidiaries for substantially 
more than they would be valued in an arm's-
length commercial transaction. In the Board's 
view, this may constitute'^ misapplication of bank 
funds" subject to criminal penalties under 12 
USC 656.27 

In addition to the Federal Reserve's ability to 
handle major diversions, minority shareholders 
in banks can also take legal action.28 Minority 
shareholders have a right to their proportionate 
share of a bank's profits. If the prices charged by a 
BHC's affiliates are too high (or the prices paid to 
the bank are too low), then bank profits in effect 
are transferred from minority shareholders to the 

BHC. Courts generally avoid questioning a cor-
poration's business judgment but they will act in 
cases of unfair pricing. The exact responsibilities 
imposed on majority shareholders vary among 
the different states. Probably the weakest standard 
is the requirement that majority shareholders' 
actions not be"gross and palpable overreaching 
behavior."29 Some states go much further and 
impose a fiduciary duty on majority shareholders.30 

The pricing restrictions have not stopped all 
diversions of bank income, but then the Federal 
Reserve does not attempt to do that.31 What the 
Fed wishes to stop are those diversions that 
might have a material effect on a bank's financial 
condition. 

Transaction Restrictions. Banks' transactions 
with their nonbank affiliates are regulated by 
Section 23A of the Federal Reserve Act32 Section 
23A limits the amount of transactions and im-
poses collateral requirements on transactions 

"BHC bank subsidiaries can divert income to their 
affiliates by overpaying for the assets, services, and 
liabilities they buy from those firms and accepting 

underpayment for the assets, services, and liabilities 
they sell to them." 
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that do or could result in a bank supplying credit 
to one of its nonbank affiliates. The section 
prohibits banks from purchasing a low-quality 
asset from an affiliate unless the bank had 
conducted an independent credit evaluation 
and committed itself to purchase the asset prior 
to the time the affiliate acquired it Bank trans-
actions with affiliates are also required to be on 
terms and conditions that are consistent with 
safe and sound banking. 

Bank transactions with nonbank affiliates are 
subject to restrictions that do not apply to 
transactions with bank affiliates. The restrictions 
apply to five types of transactions: (1) a loan or 
extension of credit to the affiliate, (2) a purchase 
of or an investment in securities issued by the 
affiliate, (3) a purchase of assets, includingassets 
subject to an agreement to repurchase, (4) the 
acceptance of securities issued by the affiliate as 
collateral security for a loan or extension of credit 
to any person or company; and (5) the issuance 

loophole was closed by the Bank Affiliates Act of 
1982, but the REIT problems serve asareminder 
that every law has its loopholes. 

Restrictions on Capital Reduction. Bank capital 
reductions are restricted by limitations on bank 
dividend payments, stock repurchases, and by 
capital adequacy guidelines. The first two types 
of regulations limit bank capital reductions at any 
given time, while the third limits total reductions 
in bank capital. 

In the absence of prior regulatory approval, all 
national and member bank dividends are restricted 
to the sum of the current yeaKs earnings and the 
prior two years' retained earnings.36 Insured 
state nonmember bank dividends generally are 
limited by state regulations. BHC banks may not 
repurchase their stock without prior approval of 
their federal bank regulator.37 

Capital adequacy guidelines limit the total 
amount of capital that can be withdrawn from a 
bank. The guidelines for national and state member 

"In the past BHCs have shown great ingenuity in getting 
around other restrictions, and the possibility remains 
that a loophole still exists in the current regulations 

limiting transactions." 

of a guarantee, acceptance, or letter of credit, 
including an endorsement or standby letter of 
credit on behalf of an affiliate.33 

The amount of covered transactions between 
a bank and its nonbank affiliates is limited. 
Transactions with individual affiliates may not 
exceed 10 percent of capital stock and surplus 
and all covered transactions with affiliates may 
not exceed 20 percent. Moreover, every loan, 
extension of credit to, or guarantee, acceptance 
or letter of credit issued on behalf of a nonbank 
affiliate by a bank must be secured by collateral 
at the time of the transactions. Low-quality assets 
are unacceptable as collateral.34 

The real estate investment trust (REIT) prob-
lems of the mid-1970s demonstrated a flaw in 
the old Section 23A: firms managed but not 
owned by BHCs were not subject to 23A.35 

BHCs felt that REIT failures would adversely 
affect the holding companies' image and there-
fore funneled aid to prevent their demise. This 

banks are similar to those for BHCs. Insured state 
nonmember banks must maintain equity capital 
equal to at least 5 percent of assets.38 

The restrictions on bank capital reductions 
cannot prevent BHCs from reducing capital ade-
quacy ratios of affiliated banks to support non-
bank operations. The restrictions do, however, 
slow the rate at which capital can be withdrawn 
and prevent withdrawals that would leave a bank 
with inadequate capital. Affiliated banks are 
protected from failure attributable to excessive 
dividend payments and stock repurchases. 

Do Transaction Restrictions Protect Affiliated 
Banks? Restrictions on transactions with affiliated 
banks can reduce the prospects of a B H C s 
nonbank problems spilling over but they cannot 
totally isolate the bank. In the past BHCs have 
shown great ingenuity in getting around other 
restrictions, and the possibility remains that a 
loophole still exists in the current regulations 
limiting transactions. Furthermore, banks can be 
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affected in several ways by problems in affiliates 
even if no improper transactions are involved.39 

One way banks can be affected by affiliates' 
problems is if the BHC demands that the bank 
increase its earnings and dividends. Bank divi-
dend payments are often limited by earnings, 
but a bank can boost its payments by increasing 
those earnings. Assuming the bank is efficiently 
run, the only way it can improve earnings is by 
making higher risk, higher return loans. Thus, a bank 
may be called upon to make a greater than usual 
number of risky loans so it can pay large dividends. 
If this happensand the bank is lucky, its loans will 
reap higher earnings. Otherwise, the bank could 
experience lower earnings and even lose money. 

Bank regulators can prevent a bank from taking 
excessive risk, but only if they detect the in-
creased risk-taking. If a bank's increased risk-
taking places it in an unsafe or unsound position, 
then its supervisor can enter a written agreement 
with the bank or issue a cease-and-desist order. 

The odds of the bank's regulators detecting the 
increased risk can be improved if they know 
which parents may call upon banks to provide 
additional earnings. Thus, the requirement that 
nonbank affiliates file reports with the Federal 
Reserve and submit to Fed examinations is an 
important part of the bank supervision process. 

A second way a bank can be endangered is if its 
nonbank affiliates' problems trigger a run by 
bank depositors, as in the case of Beverly Hills 
National Bank40 Depositors know BHCs can 
demand that a bank take greater risks in an 
attempt to earn more. They may also construe 
the problems of a nonbank subsidiary as indica-
tive of the past and future quality of a bank's 
management. The success of prior bank manage-
ment is called into question by any management 
ineptitude demonstrated by the nonbank prob-
lems. The excellence of future management is in 
doubt because nonbank problems could divert 
top executives' attention away from running the 

bank. Regardless of whether the bank is in any 
danger, depositors may decide that prudence 
requires them to withdraw deposits until the 
bank can be reevaluated. 

A third way a bank can suffer is if the problems 
of its nonbank affiliates cause it to lose vital 
services. BHC nonbank affiliates provide im-
portant services to affiliated banks, such as data 
processing, and some deregulatory proposals 
call for BHCs to be given authority to offer 
significant financial services. Banks as well as 
their customers may come to depend on the 
services provided by the BHC's nonbank affiliates. 
The failure of such affiliates could adversely 
affect a bank's relationship with its customers 
and even hurt the bank's own financial condition. 
This risk could be reduced by prohibiting banks 
from offering products to customers in conjunction 
with their nonbank affiliates. But hindering tandem 
offerings of services by banks and nonbank 
affiliates would destroy one of the fundamental 

reasons for deregulating BHCs: improving banks' 
competitiveness so they can maintain their domi-
nant position in the payments system and money 
supply.41 

Even though restrictions on bank transactions 
with nonbank affiliates can reduce the potential 
risks to banks, they do not eliminate risk. BHCs 
may push banks to take excessive risks to provide 
additional earnings that can bail out nonbank 
subsidiaries. Depositors may withdraw their de-
posits from the banking affiliates of troubled 
BHCs, and banks and their customers could lose 
valuable services. 

Reform Proposals 
Senate Bill 2181 incorporates a number of 

changes in BHC regulation that had been pro-
posed in earlier sessions of Congress. The intent 
of these reforms is to broaden banks' ability to 

"Hindering tandem offerings of services by banks and 
nonbank affiliates would destroy one of the fundamental 
reasons for deregulating BHCs: improving banks' com-
petitiveness so they can maintain their dominant position 

in the payments system and money supply." 
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compete effectively in the financial services 
industry without increasing their risk exposure. 
The most important change is to allow BHC 
nonbank affiliates to engage in additional activities 
including underwriting municipal revenue bonds 
and mortgage-backed securities, insurance under-
writing and brokerage, and real estate investment, 
development, and brokerage. The bill would also 
allow the Federal Reserve Board to authorize 
BHCs to engage in additional activities of a 
financial nature. 

In orderto limit risk-taking, the proposal would 
restrict bank transactions with affiliates further. It 
would require that the terms of bank transactions 
with affiliates be at least as favorable to the bank 
as those prevailing at the time for comparable 
transactions with nonaffiliated corporations. Banks 
are currently prohibited from advertising or in 
any way suggesting that they will be responsible 
for their affiliates' obligations; however, the pro-
posal would permit affiliates to use similar names. 
Finally, the proposal would prohibit a bank from 
buying those securities for which one of its 
affiliates is a principal underwriter. 

Under the proposed bill, the Federal Reserve 
System could continue to require reports from 
nonbank affiliates and to examine them, but the 
Federal Reserve's information-gathering authority 
would be curtailed somewhat. The proposal 
would limit routine reporting requirements for 
BHCs and nonbank affiliates to the type of 
reports that firms must file with the Securities 
and Exchange Commission. The System also 
would be directed to minimize the scope and 
frequency of examinations of BHC nonbank 
affiliates to the extent feasible. 

The purpose of modifying the information-
gathering authority of the Fed is to limit those 
costs borne by nonbank BHC affiliates that are 
not also borne by unaffiliated competitors. Federal 
Reserve reporting and examination imposes costs 
on BHC nonbank affiliates that reduce their 
ability to compete with unaffiliated firms. 

Increased restrictions on transactions between 
bank holding companies and their affiliates prob-
ably would have little significant effect on the 
riskiness of affiliated banks, and expanding the 
activities permitted to BHCs is unlikely to prompt 
them to increase their risk exposure. Restrictions 

on transactions with affiliates are unlikely to 
improve the safety of banks. The Federal Reserve 
already has broad power to deal with transactions 
that create an unsafe and unsound situation. 
Restrictions that impose additional limits on 
transactions should have a material effect on 
affiliated banks' financial condition. Moreover, 
any attempt by the Federal Reserve to enforce 
stricter requirements would require that it ex-
tend its review of interaffiliate transactions. An 
in-depth review of more BHC transactions un-
doubtedly would prove expensive to both the 
Fed and to BHCs. Consequently, it would thwart 
the cost reductions proposed in S 2181. Re-
strictions on bank purchases of securities under-
written by affiliates would be desirable, however, if 
BHCs are granted new securities authority. 

Conclusion 
A wide variety of regulations attempt to insulate 

banks from problems in their BHC affiliates. The 
first line of defense consists of regulations de-
signed to prohibit banks from affiliating with 
firms involved in what are thought to be risky 
activities. Second, regulations can be used to 
limit the riskiness of permitted bank affiliates. 
The final line of defense is composed of regulations 
that limit bank transactions with affiliates. 

The importance of the first line is questionable, 
in large part because it is not obvious that BHCs 
would increase their risk exposure as a result of 
expanding into new activities. The second line 
gives the Federal Reserve the ability to deal with 
unsafe and unsound situations, while most of the 
responsibility for controlling risk is left with BHC 
shareholders and creditors. The third line re-
duces bank exposure to problems residing in its 
nonbank affiliates but does not, indeed cannot, 
fully eliminate the risk. Nonbank problems can 
spill over into banking affiliates even if no improper 
transactions are involved. Thus, current regulations 
reduce banks' exposure to problems in their 
nonbank affiliates, but by no means do they 
eliminate the exposure. Proposals to eliminate 
some of the restrictions on BHC activities and 
strengthen the limitations on BHC transactions 
with affiliates are unlikely to weaken the first line 
of defense or to strengthen the third. 
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NOTES 

'Some of the restrictions on BHC activities also exist because of 
concerns about conflict of interest and concentration of financial power 
See the Economic Review of the Federal Reserve Bank of Atlanta I May 
1984) for a further discussion of these issues 

2See Wall (1984a) and Wall (1984b). 
•>12 United Slates Code (USC) 1843 (c)(8). 
"The Federal Reserve Board's Regulation Y contains the list of activities 
approved by regulation. Among these activities are making and servicing 
loans; industrial banking; trust company functions; investment or 
financial advice; leasing personal or real property; community develop-
ment; data processing; insurance sales; underwriting credit life, health, 
and accident insurance; courier services, management consulting to 
depository institutions; issuing and selling money orders, savings 
bonds and travelers checks; appraising real estate, arranging com-
mercial real estate equity investment; brokering securities; under-
writing and dealing in government obligations and money market 
instruments, providing foreign exchange advisory and transactional 
services; and acting as a futures commodity merchant. With many of 
these activities, approval depends on the B H C s agreement to limits on 
the conduct of the activity that are specified in Regulation Y 

'12 USC 1843(c) (13). 
-12 USC 611(a). 
12 Code of Federal Regulations (CFR)211 3(d) 

•'For example, banks can take very large risks in speculating on interest 
rate and foreign exchange movements. 

"12 USC 1843 (c)(8). 
"-See Bankshares of Indiana/Goodwin Brothers Leasing,' Federal Reserve 

Bulletin, vol. 60 (December 1974), p. 872. 
"The Boards 1983 annual report shows 1,091 nonbank acquisition 

requests approved and none denied (Board of Governors of the 
Federal Reserve System, 70th Annual Report. 1983 |1984| ). 

"12 USC 1818(b) et seq. 
I J12 USC 1818(e). 
" 1 2 USC 1844(e)(1) 
"At the end of 1983 the Federal Reserve was supervising 5,371 bank 

holding companies. During 1983 the Board's staff initiated a total of 36 
cease-and-desist orders and written agreements to BHCs or their 
subsidiaries The Board issued one temporary cease-and-desist order 
to a BHC. Eleven cease-and-desist orders were initiated involving 
individuals participating in the affairs of the financial institutions 
(BHCs and state nonmember banks). It collected on one civil money 
penalty from a BHC according to the 1983 annual report of the Board of 
Governors of the Federal Reserve System. 

' °BHCs are divided into three groups for purposes of the capital 
adequacy guidelines; multinational BHCs (as designated by the Fed; in 
practice, the 17 largest BHCs), regional BHCs (all other BHCs with 
assets in excess of $1 billion), and community BHCs (those with less 
than 31 billion in assets) The guidelines are applied to two definitions 
of capital, primary and total. Primary capital consists of common stock; 
perpetual preferred stock; surplus; undivided profits; reserves for 
contingencies and other capital reserves; mandatory convertible 
instruments (capital instruments with covenants mandating conversion 
into common or perpetual preferred stock); and allowance for possible 
loan losses. Total capital includes the primary capital components plus 
limited-life preferred stock and qualifying subordinated notes and 
debentures. Regional and multinational BHCs are expected to main-
tain a primary capital ratio of at least 5 percent community organizations 
at least 6 percent. 

BHCs are classified into one of three zones based on their total 
capital ratio. Regional and multinational BHCs with total capital ratios 
above 6.5 percent and community banks with ratios above 7 percent 
are classified as Zone 1 BHCs Regionals and multinationals with 
ratios between 5.5 and 6.5 percent, along with community BHCs with 
ratios between 6 and 7 percent, are classified as Zone 2 BHCs. 
Regionals and multinationals below 5.5 percent and community BHCs 
below 6 percent fall into Zone 3. BHCs in Zone 1 are presumed to have 
adequate total capital. BHCs in Zone 2 are presumed to be under-
capitalized and must submit an acceptable comprehensive capital 
plan to the Federal Reserve. BHCs in Zone 3 have a strong presumption 
of undercapitalization, must also submit an acceptable plan, and are 
subiect to "continuous analysis, monitoring and supervision.'' 12 CFR 

225 Appendix A. The Board has proposed modifying these require-
ments so that all BHCs are expected to meet a 5.5 percent minimum 
primary capital to assets ratio and a 6 percent total capital to assets 
ratio-

"These studies include Peltzman (1970), Mingo (1975), Dietrich 
and James (1983), and Marcus (1983). 

'»12 USC 1844(c). 
'"The 1983 annual report of the Board of Governors of the Federal 

Reserve System. 
' "See Coulson (1983) for a description of the SEC's disclosure require-

ments for BHCs. 
"Benston (1984) argues that shareholders may use the information to 

help them invest in more risky firms rather than less risky ones. 
' 'His discussion focused on the merits of bank disclosure. 
"This hope is demonstrated by the Board's frequently expressed desire for 

BHCs to serve as a source of strength to their bank subsidiaries. 
'-All shareholders in a firm are supposed to share the firm's profits in 

proportion to their ownership share Resource transfers through 
pricing allow the BHC to obtain part of a banks profits without sharing 
them with minority shareholders in a bank 

25Federal Reserve Regulatory Service, 4-876 
'""First Southwest Bancorporation, Inc./Bellmead State Bank and Three 

Other Banks,' Federal Reserve Bulletin, vol. 58 (1972), p. 301 
-"The letter is quoted in Federal Banking Law Reports on December 2, 

1976, p. 81.879 
'"This potential source of discipline exists only in banks that have 

shareholders that are unaffiliated with the BHC. The shares of many 
BHC banks, including most of the very large banks, are entirely owned 
by the BHC (except for directors qualifying shares). 

'''Trans World Airlines v Summa Corp., vol. 374, page 789 of the 
Delaware Chancery Reports 3.74 A 2d 789 (Del. Ch. 1967). 

J,-See Furst (19/9) and DeLaGruz(1980) for a more extensive discussion of 
majority shareholders duties to minority shareholders 

•"Theonlywaytostop all diversions would be for the Fed to review carefully 
all bank transactions with affiliates. Such a review would be very 
expensive. 

J 2See Rose and Talley(1983) for a more extensive discussion of Section 
23A 

J"12 USC 371(c). 
"The market value of the collateral must equal at least the following 100 

percent of the amount if the collateral is an obligation of the United States 
or its agencies, or an obligation fully guaranteed as to principal and 
interest by the United States or its agencies, or is a note draft, bill of 
exchange, or bankers acceptance eligible for rediscount or purchase by 
a Federal Reserve Bank, or a segregated, earmarked deposit account 
with the Dank; 110 percent if the collateral is an obligation of any state or 
political suDdivision of the state. 1 20 percent if the collateral is composed 
of other debt instruments, including receivables, or 130 percent if the 
collateral is composed of stock leases or other real personal property 

J r ,See Sinkey (1979) for a further discussion of banks REIT problems. 
•"12 USC 60(b) restricts national bank dividends. 12 USC 324 restricts 

member bank dividends. 
"All BHC banks are subiect to federal regulation as they are required to 

obtain FDIC insurance by the Bank Holding Company Act (1 2 USC 1842 
lei). 

"•"Federal bank regulators have proposed new standards that consist of a 
5 5 percent primary capital to assets ratio and a 6 percent total capital to 
assets ratio. These new standards would apply to all banks. 

J"See Eisenbeis (1983) for a more extensive discussion of the merits of 
trvino to isolate risk in nonbankina subsidiaries. 

'"Golembe Associates (1982) point out that the run was due in part to 
similarities in the two firms names: Beverly Hills Bancorp and Beverly 
Hills National Bank. They also note that the bank was selling small 
denomination commercial paper of the holding company across the 
banks counters Both of these circumstances could be eliminated by 
regulation without significantly affecting either banks or BHCs. 

•"The payments system and money supply are important to the efficient 
operation of the economy The dominant position of banks is important 
because banks unlike most other nonbank firms, are subject to safety 
and soundness regulation and receive special protection from failure 
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