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Banking 1987: A year of reckoning

George Gregorash and Theresa Ford
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Figure 3 _ o activities. The costs of this separation in terms
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Figure 10 Figure 11

Nonperforming assets Asset portfolio changes—ag banks
(Districts 7-8-9-10) (Districts 7-8-9-10)
percent of loans 1980

Table 3

Asset portfolio changes
Districts 7, 8, 9, 10 ag banks

percent of total assets
Loans  Securities Other

1980 52.95 30.40 16.65
1981 50.43 32.18 17.39
1982 50.40 32.91 16.61
1983 50.50 35.03 14.47
1984 48.64 37.68 13.68
1985 46.36 35.29 18.35
1986 41.72 38.81 19.44
1987 41.71 41.77 16.52
seasonal adjustments during the final quarter Punted for 14 erc to LI U.S. hanks and
of 1987, most7 ercent of a ank assets.
gl 1o e ¢ G ﬂaﬁ K om0
The Southwest cIme to —100 percent, do from —0.46 per-

The gains recorded by Midweser ag  CENLIn 1960, Neatv .ﬁ% > tcion.Over.
bangsdvvberebmol{e thaﬂ offse hby the Iosselg - head expense aIsogconﬂlbuted % 80r eamings,
corded by banks In the Southwest. Banks In Increasing to 3.16 percent o vera%e aSSEHS

Texas and portions of Louisiana and New — comnar ercent a vear ago.

e 9 Al-
Mexico continued to struggle with |mPa|red tho relatlve% ]]ow noninterést income rose
asset quality, as the energy and real estate sec s. Hﬁ from 0 é’ 1 percent of average assets In
tors remalned depressed.”” Over 40 percent of 1986 to 0.94 percent in 198/~ Net interest
the region’s banks reported net losses in 1967 margms contmue to shrink,”down from 3.46
Esee Figure 12). A third of all unprofitable U.S. gercent in 1985, and 3.19 percent in 1986, to
anks were located in this region, which ac- 11 percent in 198,
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Figure 12
Banks with net losses—by region

percent of total banks in region
500 r

North- Mid- South- Mid- South- West us.
east Atlantic east west west

Asset quaIrtY also deteriorated further for

banks In the Southwest, NonPerformrng loans
gualled 0.0 percent of total

50 percent of grrmary capital.

In the Southeast and Mid-Atlantic re-

gions, profitability remained high and credit

0ans and nearly

3 uality strong, even with the loan loss Bro
|sron of the Tegions’ Iarﬂﬁr hanks ésee Figures
13 and 14 In the Northeast an Wes a
r[rre gate rg i rmance was omrnat ¥I e

OWer ility of th
Ee R the Nor}/heast } [< wrt% under %1
llign in" assets reported strong earnjngs an

ﬁre It ualrt?/ In the West, hanks of tﬁrs srz|
a re trve wea earnings and credit qua

|t3/ but showed improvement over 1986 per-
formance.

Seventh District in review

BagkrnP FEerformance |mproved in tne Seventg
Federal” Reserve District, made up. of lowa an
ortions, of Illrnors ndrana ichigan, and
isconsin.  Exclud rngnte largest banks, Dis-
trrct banks rep orted igher profits for 1987
The dis arr{g erf ormanc between ag and
nonag narrowed and the number of
biank with net %)sses eclrp sharﬁg/ In Towa
along, tenum er of hanks with nt losses de-
crease percent See Frgure
% reqate R or the’ Severith District
fell shightly from 087 percent n 1986 to 0.81

Figure 13
Regions in the U. S.
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Figure 14 Figure 16

Return on assets—by region and size Return on assets—Seventh District
ent of average assets percent of average assets
100 r 1.00
North- Mid- South- Mid- South- West 1982 1983 1984 1985 1986 1987
east Atlantic east west west
. Figure 17
Figure 15 o Nonperforming assets by asset size—Seventh
Banks with net losses—Seventh District District

number of banks percent of average assets
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Iaddltl to earnln cre It ua for |str|ct ban s relied less on secuntles qams to
the smal est banks was much Improved oo t| come. ngeveh fhe leas g
performing loans as a percent o total oans nks in the Seventh District dgreater
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A market view

, ¥]ear marke tremendous
vol tr in the stoc arket ban
stoc shad lac Iuster ear, Contrnue
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t u
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ated from thee ectso e changes In

P e o e sl
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That 15 say the o

actor CAP
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market In 1987 and staf)

it o
t\est er ormanceo naiviayal fir
are values 1 at}ve 0. the market an
to the rest of the Tinancial industry.

Technically, the model is as fol-
lows:

R =at+ Mint Rj+ ¢
Where

2 = daily return on stock of firm 1
= daily return on the S&P 500

market rettrm)

A = daily return on the NY Financial

Iridex

a = constant factor (intercept point)

bx = relationship between firm and
market returns

= relationship between firm and in-
Ustry returns

€ = error term
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Firm specific stock value changes—
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marka place as r weakest deteri- on the books ftnese firms did not seem
orate urtherg ert an te Ver- to cause muyc astrr in the market’s
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Figure 18
Net return on assets—owa
(91.6 percent of lowa's banks)
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Nonperforming loans—owa by size
(91.6 percent of lowa's banks)
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Bank risk from nonbank activities

Elijah Brewer, 111, Diana Fortier, and Christine Pavel
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Table 1
Status of nonbank activities

Permissible Activities
By regulation

Mortgage banking

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

Factoring

Industrial banking

Investment, financial, and economic adivsory services

Leasing

Community development

Data processing

Insurance agency or broker per Garn St. Germain

Insurance underwriting for credit life, credit
accident, and health

Fiduciary and trust

Courier services

Management consulting for depository institutions

Travelers checks, issuance or sale

Payment instruments, issuance or sale

Real estate and personal property appraisals

Arranging equity financing

Discount broker

Underwriting government and other securities

Arrange and advise foreign exchange transactions

Futures commission merchant

Consumer financial planning

Tax planning and preparation

Collection agency

Credit bureau

By order

Savings and loan (limited)

Savings bank

Pool reserve plan

Precious metal (buy and sell for customers)

Securities agent

Offshore commercial banking

New York investment company

Employee benefits consulting

Nonbank bank

Cash management services

Underwrite and deal in commercial paper

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

Other

Impermissible Activities
Not closely related

Travel agency

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

Contract key entry services

Property and casualty insurance

Commodities dealing

Independent actuarial services

Closely related but not
proper incident

Savings and loan

Foreign exchange options specialist
Underwriting mortgage guarantee insurance
Investment note activity

Not closely related and
not proper incident

Management consulting

Pit arbitrage

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

Real estate brokerage, investment, development,
and syndication

Life insurance

Equity funding

Property management, generally

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

sociates, Inc., Washington, DC.
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Table 2
Review of selected studies of the risk of nonbank activities*

Time Do nonbank activities
Study Period Methodology** reduce BHC risk?

Accounting

Industry data

Heggestad(1975) 1953-67 cov Yes. Impermissible activities: insurance agents, and
brokers and real estate agents, brokers, managers, hold-
ings and investment companies, and lessors of R.R., oil
and mining properties. Banking is among the riskiest
activities based on the coefficient variation in profits.
(Studied activities of one-BHCs prior to 1970 BHC Act
amendments.)

Johnson and

Meinster(1974) 1954-1969 COV and Yes. Impermissible activities: insurance agents and
(annual portfolio brokers, holding and investment companies, and real
data) analysis estate agents, brokers and managers. Studies 13 acti-

vities. Portfolio analysis based on earnings and cash
flow conclude there are diversification benefits into

nonbank activities but that the benefits are sensitive
to the percentage of assets in each activity.

Wall and Eisenbeis Yes. Impermissible activities: S&Ls, security brokers

(1984) 1970-80 cov and dealers, life insurance, general merchandise stores,
lessor of R.R. property. Permissible activities: per-
sonal and business credit agency. Banking neither high-
est nor lowest risk based on coefficient of variation.
Results are sensitive to time period.

Firm data
Jessee and Seelig cov No. Risk reduction is not related to share of nonbank
(1977) investment.

Meinster and

Johnson(1979) 1973-77 ROF Yes. BHCs effectively diversified but slightly increased
probability of capital impairment with debt financing.
(Sample of only 2 BHCs in 7 permissible activities of
leasing, consumer finance, mortgage banking, bank man-
agement consulting, financial services, and foreign
bank services.)

Litan(1985) 1978-83 cov As likely to reduce volatility of BHC income as to
increase it. (Sample of 31 large BHCs.)

Wall(1986) 1976-84 ROF Nonbank activity either decreases BHC risk slightly or
has no impact. The positive relationship between nonbank
risk and BHC risk, BHC leverage, and bank risk is con-
sistent with the possibility that management preferences
influence the riskiness of the BHC's subsidiaries and de-
termine the use of leverage to influence overall risk.

Boyd and Graham

(1986) 1971-83, ROF Entire period: no significant relationship between non-
(1971-77 bank activity and any risk or return measures. Less
and stringent policy period (1971-77): no, nonbank activity
1978-83) is positively related to risk. More stringent policy

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

Boyd and Graham

(1988) 1971-84 COV/ROF/MS Study covers six impermissible activities. Yes for life
(annual insurance. The standard deviation and bankruptcy risk
data) measures indicate risk is likely to increase for real

estate development, securities firms, and property/cas-
ualty insurance activities, and increase slightly for
other real estate and insurance agency and brokerage
activities. BHC is lowest risk activity.

Brewer(1988) 1979-1985 cov Yes. One standard deviation increase in investment
in nonbank subsidiaries leads to 6 basis point drop in
BHC risk (approximately 7 percent).
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Study

Industry and firm data
Stover(1982)

Boyd, Hanweck and
Pithyachariyakul
(1980)

Market data
Industry data
Eisemann(1976)

Firm data
Wall (1984)

Wall and
Eisenbeis(1984)

Boyd and Graham
(1988)

Brewer(1988)

Brewer, Fortier
and Pavel(1988)

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

Time

Period Methodology**

1959-68 Wealth
maximization;
debt capacity

1971-77 COVI/ROF

1961-68 Industry

(monthly (portfolio)

data) selection
model
(cov)

Select Bond

dates returns

Select Bond

dates returns

(monthly

data)

1971-84 COV/ROF/MS

(annual

data)

1979-85 cov

(daily

data)

1980, 1982 COVIMS

and 1986

and
1979-1983

Do nonbank activities
reduce BHC risk?

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

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

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

Yes. Banking is minimum risk activity.

Lowest risk BHC includes permissible activity of

sales finance and impermissible activities of

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

No significant effect.

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

Studies six impermissible activities. Yes for life

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

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

period studied.

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

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

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

study.

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

* « COV—analysis of coefficient of variation of rates of return of banking and nonbanking activities.
ROF—isk of failure (bankruptcy) analysis; MS—simulated merger analysis.
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ISIICS of ngnbank ﬁctrvfres alone ang 1 comaol Usin trPter accounting or market data

aso I T]Ce r'ep orted
0

na lon wit eac er and wih ban rn? the_choice etween a\ta at tﬂe rndrvrdualqevel

% Lna henetit from drversrfrcatr n_into or industr evell IS also |m or an }n ustr
nonhan ctrvrtresr teY can rncreaset err re- ata reveal cyclical varratr ro brIrt
turns wh re ecrefas, 9 varia rrtg of those ut ﬁoncFa Intra-industy Iy varra rry w ereas
returns Risk-0 aruestudres ana eterm irm-leve ata capture Tirm-speciic profit var-

of engaging In nor ank actrvrtres o the  lations. _Industry data almost always |ead to

Barra rrt?/ the BH?S cash flow, A red ucé %n underestimation of the riskiness of activities bg

In cash ow variabilj ouId Improve debt blasin thf variance of returns downward an

capacrtt{ []educe fa ure grobabr tl)es the corre atron betweerh returns rom
Althougn various methods have been used zero.  Several authors have also

in prior studres the%/ nave all emploryed one of forrelatroHs of returns were substagtra y drf
av(r:r“VItyggs_aoccgatﬁmo méetaasuge] thren arf(krneasétg uesrent when firm and industry 0ata " were
Eith ert e 0f lata fias its problems, Almost all %fthe studies usi r%;accountrng

ﬁ market ret rns as a measure o{ data conclude . that rnvestmendt some nor-

BHC Va fue alre Irmrte tq a relatively sma %nk subsidiaries tends to reduce BHC f
samrf% ? g Irms. - Such rgtu ns are [rot }Ig few stur?res using mar‘<et ata genera ay
avallanle maller, untra or  less no signiticant discernible impact ot pro
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Table 3 Table 3 rndrcate that increases rn nonhank

The relationship between BHC risk and activity tend to ower BHC risk sl |f|(;?
BHC nonbank activity e asg estimated our mo ter re-
(1979-1983) acrn? the 8en ent variable, the standard
evjatfon of stock returns, with tﬁstandar
Market data Accounting data eV(Ja |0n 0 ret mS On aﬁsets T IS STCOH
(Cross-section (Cross-section) WaS Vlrtua Iy Identha tO t at emp Oye
time series) Y fa ’)]3 Un lke the
intercept 0.0141 0.0239 oher au hors we foun ﬁstro ? Negatiye cor-
(2.889) (4.521) h ﬁjron etween noEban activities and bank
el @50 @810 DR COOEMetent siudy by Boyd and
(2.581) (2.810)
Total Assets 0.0005 0.0010 Graham 1988) used boh a/nnug | accountin
(1.718) (3.936) ata and rke data for the 197 1984R ro
Nonbank Iscern the n&oact of rn Ividual ponban
(2.217) (2.093) aetrvltres on BH X conducte
. 00056 B ation atuda/ othetr al mergers o
(5.139) _ I(?g_[ r anIZﬁtlonS Over
1050+ 6.0030 ] erro 110 1 4 The results weesrmrar
(2.572) _ ut not r entrca when accountrng ata were
) used en mar et data wer]e used. For
(5411) _ exampe Lre%tr Its from bot accountrHP
Losar 0 0000 ) data and market data Indicate that BHC
(©.818) _ versrfrca&on Into re rnsurance would red Ui:
o 0a17a - 0aat dﬁ owever thelr m arket afa results
N < 200 N < 40 also indicate that r\)N BF tg asua ty Insur-
Sample mean 0.1173 0.1173 r}]c? rﬁjerwrltmﬁ 0 |SO|' uce C rl?]k
while the accounting data Indicate qurte t
demion 00494 00mT cont raTr merrts of accoun reIatrve to

“Dummy variable. gon Iversification, therefore are

uct diversification by BHCs into nonbank  ac- etermineg.  Our results ‘stig est th a& vy) H

trvrtres as measured Ktemarketspercerved totaI nonbank Investment IS na yzed, not

value of the BHC or the level of BHC risk data sources prod uce similar resu ts oy and
No previous study using market data was ~ Granam (1988), however, dIC ethattrs S

S0 similar to an accoUnting data study as to  nott ¢ e én Invidtal nonbank acivie

Hrake It rilearbwhﬁther Qr no% éhe results were are consiaere

riven sole e choice of data. However,

arlelcent sty % Boy dhand (?[)aht%m (1 9882 2  Track record

well as our own researc used both accountin

data and market data to examine the effects 0 In attem ““% 10 ﬁredrct the |mr%act of

fur%hJ f até

d
marﬁgrtlk %ta In assessrng I?( |m f

investments 1n nonbank activities on BHC risk. rl eXpans o owers, It

We examined the impact of total invest- 0y tg exg)g‘s't’}ﬁgthgatgﬁ porvevce(r]g of regctr\%?rre%
ment In nonbenk achvites, reqarcless of he Pat J A Sfitng. bank PRIECS .o hacyiie
specrfrc activities involved. We pooled data on approved, t%gn BHC risk would [)e expected to
40 large bank holdin companres for the years r?(Prease unless sypervision ang regu?atron of

1979 through 1983, “Using these pooled data,
we first estrgmated the reIatgrlonshrp pbetween the ﬁoorﬁe.cag Yé}é%%.é‘;'&hm'zh%réh% T Sﬁé.dé’{eﬁch

t
standard deviation of stock returns and the asseS?jn the impact o%nonbanﬁ activities were
Broportron of a BHC’s assets devoted to non- significant,
ank activities, controlling for the BHC’s no N in TabI ﬁ?ral studies ex-
capital-to-asset ratio.  The™ results, shown in amined whether or not ank olding company
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Table 4

Riskiness of banking vs.
nonbank activities: 1980, 1982, and 1986

Variances

average

Banking

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

Impermissible nonbank activities
Savings and loan associations
Securities brokers and dealers
Insurance agents and brokers
Life insurance underwriters
Health and accident insurance

underwriters
Property/casualty insurance
underwriters
Real estate
Management consulting

UCGt th
ey af e

of

daily
returns

0.220

2.068
1.510
4.575
1.918
1.367

1.409
9.449
0.654
1.392
3.671

0.659

1.515
1.711

Potentra risk reduction

nto non Ei(ﬂ ctivities. Ina drtron f
S reauctron gpsgrtrénrt

3 not trnd them In th
teIess mgre than one stu
umer CL

C rrs

wrt tan In rretrurnsn anrs
groﬁe]restlirvom tehgenS Od |
mdﬁrv%dua% ué?—l 0s Xn §

h%treturns the corre

|ca mer ers are betwee
I-’] a] representat
rat erL etwegn actua
non an rrms ang We ana

a BHC engaging In more
actrvrtre}s agatr €.

Irms and 170 banking fir

It an commercrall frnanc

determine which. nonb
are Irke?y f0 reduce risk and whrc
|ncr ase it, we examrne ,

rrsk
?f Bor(d an Graham
E)ck m
onbank
amined 13 nonbank activities, wh ereas
ang Graham examined only six; our h

a

3
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att el' IS

the variance
lons of those re
the impact 0

our stu

€1m

Rk

Correlations

of

average

daily
returns

1.000

.345
.380
.245
.379
457

.647
.296
419
274
.284

.668

477
445

drve 3rfrc tion into  permissible a tivities re-
risk. 4r|e these studreg

; Og(%CP ée '[?I

er wrth re-
Ferro
imited
Ificat
0se th
es genera
ac s. Never-
that con-
e reduced

e
b

198
rket dgta for

rms we ex

firm”

o
potnet-
“repe entatrve

ve nonban
BHC an actual

Yhan f

ata used are from Interactrve

?ervrces Inc, f a(n aver [% a

e of 325 nonban
s, which were ac-

Table 5
Ranks of nonbank activities according
to risk and correlation with banking:
1980, 1982, and 1986

Risk Correlation

Permissible nonbank activities
Consumer finance 4
Commercial finance 8
Mortgage banking 2 13
Consumer credit reporting 5
Leasing 11

Impermissible nonbank activities

Savings and loan associations 9 2

Securities brokers and dealers 1 10

Insurance agents and brokers 12 6

Life insurance underwriters 10 12

Health and accident insurance 3 1
underwriters

Property/casualty insurance 13 1
underwriters

Real estate 7 3

Management consulting 6 5

lively traded, fgr eact} of three time sBerroas

1980, 1987, ‘and 1986).4 These thme erg S
ere chosen to repr sent gif eret ases of t
usdness cycle nonpank firm |s cater]r?r-

Into on actrvrt categorres a

irm enga}g |n more than one ‘activity with
P rc] om,natrn then the firm was e>i-
Lid ). Daily st marhet dr urns were ca
cu ated for each firm.1) ally returns were
then avera across |r[ns within each cate-
? ¥ to yielo average dal returns for each ac-
vity

(gfo t% nonk nk actrv les studied, five arﬁ
urrentl e |ssr own In Table 4
ve er ssr en ban actrvrtres are rrskrer
an ban |s efined aﬁ he variance
8 the av rae ar Ffturns The rskrn%ss of
an IP ? ever, re ects the ct that ans
edera by msurF gre ore,
%rnesso ankrn rms |s Pra? downwar
The same js frue for the results for savings and
loan associations.
mentroned earlier, an activity can be
|skertan ank{ utwen combrned wrth
an |n cou q{ on the
Eortron redt#ce eov II rrs mEss ofthe %r

D=

anization the corr ation  between
eturns s Iess than unrty Some ctrvrtrestat
%re fisky have Vv rY correlations wi
ankrn and could therefor mcrease the
versitication of the | E

enou to reduce Its ris ables4

Qmpan
W

e)r(narg[r]t the f In/rtga rmrsbsfillglelnngonbanlj7 ctnrsrtrlggt
%ut It"has the? Bvest correlation wit at)ankrng
21



Table 6
The risk effects of hypothetical nonbank acquisitions

Variance w/ Variance w/ Variance w/
5% nonbank 10% nonbank 25% nonbank
Permissible nonbank activities
Consumer finance .226 241 .340
Commercial finance .223 .233 .300
Mortgage banking .233 .268 .502
Consumer credit reporting 227 .242 .336
Leasing .226 237 .303
Impermissible nonbank activities
Savings and loan associations .236 .257 .347
Securities brokers and dealers .263 .350 874
Insurance agents and brokers 217 217 231
Life insurance underwriters .216 219 .268
Health and accident insurance underwriters 232 .261 449
Property/casualty insurance underwriters .224 231 .260
Real estate 227 .240 .315
Management consulting 229 .244 .333
Leasrng |s the Igast risky of the permissi Ie stance |t IS p[)ob le Hossrble {0, frnd C0 br
E [‘I( but 1t 1S more Ign COH ate nat I?n of a N ECUII'[IES mt
an mort age bd Woug be rrfskJ g, ang It I h] % ?8
grve e varran es that woulg Bossr e to fing, suc acom |nat| ou
restr]lt ere esentative BHC were combine e rr& Bncreasrng anagers an uato&
£ac o rrﬂ)resentatrve nonbank firms woul %re likel choose t 15
bn our sagtfﬁ |ft 8 correlation %ft e returns redHcrn g combination; therefore hg othetical
etween H In? grvfen nonpan %CIIVII}/ ranaom or represent]atgve combrg ans ma
1S greater t an the rati the standard dev overstate the potential for increased risk. Fur-

gtroEs of the r turns to bankin ﬂnd the non- thermore current re] uIatory and supervisor
ank activity, then even very smia progortrons g ICIes m P{baffectt BHC mar-

of the noh] ctivity erI nlcre se the es |ts nonhank acértlvres suc tat INCreases
riskir efs of the ban |ng one risk are mrnrmrzg

MmISS| nonbank actrvrtY omme cra A recent stu K b Brewer g1988 deals
financial—does not fall. nfo this cateﬁ wrtr] this rI)robIem y €x mg the impact of
Nevertheless, as shown in_the first colurin of total investment. in nonbank  aCtivities, regard-

Table § an ac ursrtrnn of% of th avein less ofth)e Specific actrvrtre% mv&lved Usrnng
Rer |ss!<b|e nonbank firms, that would result in market-nased measure of IS ? e
onbank_ activit Muntrn [or 5 percent. or cross-section and fime series d ta on4 Ta%e
less of the eﬂurt the res Itrnrer ortganrz%tron BHCs for the 1979- 19812 erro Brewer finds
th Léd not incréase the varignc that Increases in no bank dctivity te to lower
o ?I company . {0, an sr ni |cant extent. BHC risk, His resu ts Inglicate, as ours u?]
Similarly, an‘a ursrtron ft ermrs |n a different time period, that BHCs wit
siole norhban Irms woul tﬁpprecra In- aove e n/e | st ents in no bank activ-
Crease % Irm’s. fis’ even If the Itles Wi verae rrs Further-
onban actrvrt counted for 10 percent ?{ more, the Impl |e encs in risk are not
the resulting or anrzatron At 25 percent, a trrvra1 Aone standar evi |on mcreas in a
of the permissible norf] ﬁnk act%rtres would in- S inv stment In_non subsial rres
crease the risin Sf the new banking organ- udtrans ate Into @ 8 t0 11 asprrnt
|zat|on consr era nY aoout 5 to 7 percent) in BHC risk, Tnerefore,
wrth hggothettcakmerger ven though some B rmrssrble activities, when
%tirdres |s that they do not r ?nrzet examlne |n ISolation, seem |ker 0 increase
that mapagérs and requlators may be i- r1K, eg/ alpﬂear n rea lity, (50 have ac-
aseqr. fowards ~ choosing - and  approving tuaI decreased Whether the drop in 11s
acquisitions that are risk-reducing. ~ For in- can be attributable to regulation, management
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efficiency gains, or pure diversification Is not among activities, therefore, are as important to
Clear. V0 d i ﬁ I %etw rﬁ)

BHC Tisk as the correlations banking
and nonbank actrvrtres
A look ahead We analyzed the anact on risk when a
dies it enfed e{)nnaercnnr e Inal B
me. previous su es ave asese g
risk- re(? ctrorr)r otentra aIIowrn Motlh We non%ara c%cvta\”gr?ge\éveo? gg Usin the

the ayerag
ch ca ory, We S0 veg For
concur that al owrn? BHCs to enter new acAw east risky. ban comgan over tg
educe r. i< However thosesft es ears studied. This in _woul
that do tential for risk reduction find 1t nvje(SI 876 ercent oflts eﬂ Ity In an ing, ag

Iﬂfﬁerr%?%‘ 12'a3a.vmes T studres”a?”%a bl r??nn”%
most oftf It meurance agency and broker- daitional dBpercent In Insy anc? ?ents an

age, .real estate, life Insurance, and securities ro ers, . an ercem In_lite insur nce
attivities. un erwrrtrng This would reduce th e s
The reasons for this frndmg fcan be seeE the BHC by about 3 erceni ﬁt the same
rom data on the aver% ge re%urn r nonban time, the average retur would fall by 3 per-
hnancra firms erlgage In { el %actrvrtres cent.
at arﬁ currentg ermrssr or BHCs .
Usin evarran? 50 r et rates of returp Summary and policy implications
'flso r eaere 0 rrsr we find that banking Is
ess risky than. at least eight |m ermrss I cIarm that th%y are raduaII srn
nonban activities. Howeve asshownin T marketsare In their tradit eas
le 4, for ever}/) germrssr le actrvrt there exrs deposit t mgn ere Qre ee to
an |mrt)erm|ssr ne fnat Is ess oy e(curr an into several nonban actrvr les that are
fles activities are the riskiest of all ndnba

rentl ry Im ermrssr e. One of teconcerns
D equlators, Pa/vever IS that ﬁse non-
Ect Iities would increase t e rrs Iness of

Ing._companies and th XDOSe
,, 0f the permrlssrble e|r an?< aqff %e@afweall asfee (?e osit
rTgrhest correfaion msuragce and the discount wrn w to In-
Ve (rjrlrjrrper ssible activities creased risk.

Irc%relatrons ﬂ eb ee perroga Prevrous research has bee inconclysive
stu |e ese includ esecur s [0 erag (f on tpe Impa tnon |arle ave
lea |n ife_Insurance, ab accl enJ on the ov ra rls mess o %
msura Ce, insurance. at ents and rokers, an t bee

trvrtres tseﬁurrtres activities are not as |P gg 8¥
correlated with banking as are several other’le
risky activities (Ta b
As shown in T e]
acti vrt!)es easing hast
ankin

more, prior studies, have ”ﬂ nentrre con
management consultrn Brst Nt in determining the _relative risk of
mongnteerﬁh im ermrssrble activities hn g an mdrvr&i acthvrtres Recent re-
Irst(ed In Tanle 6, [ife '”(f rl<ce underw |t|n earch, however, lﬂ icates that indjvidual non-
msurance a encny an era?e would ank actrvrtres e e] ave no or n;te Impact
duce BHC risk combrped with the re re on risk that a very small investment
sentative BHC In our sample. A combination In a few non an activities—nsurance agents
of a BHC and any of the Phher %rx activitie and brokers and roPerty and casua!jr an Irﬁe
woul Irkelrf Increase rrs ough not.sig nr msurance underwri mg?—would reddice T1is
|cantg afs P g as the nonban ﬂctrvrtﬁ Further, % 10 percent Tnvestment | J‘ most ac-
counted tor lesS than 5 percent_of the restlting trvrtle other than securme% -related activities,
\ﬂamzatron An Investm gnt in securmes ac woul not Increase risk signi |cant
i) tres of 10 p erfent woul mcrease BH risk Most, researchers. have ci cluﬂed that
significantl 8 an Investmen OJ ercent some erml)ssr le actrvrtre are riskier than so
0 morew Uld increase BHC rrs rastr 8/ Impermissible ones, We ound |saso If te
BHCs will not neces rryer%gial%e In n riskiness of ermrssrble ac%vrtres refets the risk
one nonbank activit ag% s usuall tﬁlerance o TA Lors then It can ear ue
orPerate many non ?nksu sidiaries that enﬁag that BHCs ?ho e al ﬂwed to engage [
many permissible activities. ~ Corre Impermissible activities that are less risky than
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permr?srble ones. The potential costs and ben- Re%ul tors, therefo[] il ahctuallgr eed

rg comé)etrtrve effe ts and ef rcrehl\c/y epena tre]st at t ave tterr

?ams an Josses must . also \f(/er% 2 nP % Further res{rr lons, . sych as

ound that Inyestment {r non ? tivities, re- £s on the reIatrve SIZ (o ?nbank Invest-

Hces BHC rrs overall: therefore, reg atroE nts may also he needed betore BHCs are

rcrerhg Iversification, must be at wor owed t0°engage In new actrvrtres

Never ess, carefy consr eration myst be

magde eoreRerPrHtrng Cstoen gaﬁernnew

activities even It they “are less risky” than some uld enoted that thebnkrn
érvrdsegp £ Issue 8\ EXJ) gowgr

ankers arnn h

indystry is
ermissible one
P founa ave others, that some ent 0 dFd% suldr

non eyr\r/k a trvrthes couT redgce BHC Hk hut e[rr]stron h par? e rsFSeod)P ?unﬁtron
we found that éere r? Imited, potential for ris lon and.the ree 8 tes TIonts re-
reduction via diversification into non an ac- B ﬁt(rng dc vrtre]s . state-chartered nonmember
i g R
TN & the centa s ets eregulati 00"

%evotdto each. non t E?]rsr 1S
F ner n fhr Rober
restrrctrn reS rceolawe é/ ize 0f nonpan %t?irse ehe al, %SCUS U f Sksﬁo b2 obert

ve ents, r EXpa aun late evrevv %ezge%)'a'
e g.rﬁeﬁt.rgaere;[ TGS I e

us studies, as Well & our own r
search, have examined The fsk 255 rateg wih %AHEQO yEam ”aanS‘e’theESeneé” y% ﬁfthe

|nve$t|n n nonbank aCt|V|t|eS but t 0no ;?? Om an ono ers Ve
rains, on ﬁ Ing subsjdiaries that may resu era? serve ank Lghrcago %é 5

consia er9 the ﬁﬁtentra %rgergres o]r the gotentrc

rom Intera rate fransters. ~ Therefore, in ad-

dition to the restrl(ctrons on the size, of invest- %ﬁsr{ rD (yr\@lh o RO %ﬁ A %Kﬁf uFérng
ments In nonbank activities, | restrictions .0 r&e ETAI Rese Bank of Aflarta

_U
==

f—O-—c—I-

_)

SR T b
5Re here has,been much debate, Qv

restrictions not. . destroy  potentia
? ner es Afthoggg additional r 9 tor ESQ& prrncrpaslly engaged " and ﬁ'g\%
rm be needdd  to ensure tha depostrn Bank H drn Compan Sect
surance. and e discoun rnﬂow are ot rn ding Sompany Adt
Hdrrectlg/ used to protect no sub rdrarre J](Pke%% 'V '?é
the currént system maey eto e\n le muc rs onsr cting on %‘on
of termpa%t of Incr ?se ho rn? com- ankrng rcatrons

potentia concentratron of finan-

B%TYP{)IS% an These urd Irnes shed ing lor}ad
Sectronf 23A and 23B of thebFederaI Re- rrry
serve Act ﬁacf? restrictions. on _banks trans 5
actions with affiliates. ~ Section %3A limits th hstrt
?nr]aotgnttoald/ pmecne]nte roP ne bcgrrr]k ena tr(tafm o rvr F
ot P STl ‘i 2 by
enfororen Section 23A the Fe jwars) the abrlrt %e ﬁefé W?%EU f|h
to mnitidte cease-and-desist orders and cas f016 ﬁ § g d g X ecenlontsr ﬁg
8enaltres and.to remove directors if gt fegl i the PRy 53 whave et
% BIZ&'[IOH IS operat gern ﬁn unsafe an ifications g and e remai er
er. However rcaPH s or acouIsIti P eXISt] g

man[r Qh i ES€ Measures are ave
not currently used to the fullest extent. concerns? bers are unofrical estima
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