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In this article, economist Paul Gary Wyckoff
examines the pros and cons assocjated with
three alternative measures of capital-stock
needs: technical estimates, based on the |
judgments of experts (such as safety engi-,
neers and urban plannersz; simple compari-
son studies, which look at the expenditures of
other, similar cities; and economic estimates,
which result from an approach developed b
the author in an earlier working paper. In
constructing economic estimates, the author
compares the,exPendlt_ures of each C|t¥ with
those of a tyfmca city in the sample, after
accounting for the féatures of the city that
affect the need for capital stock T(for example,
population, land area, and age of capital
stock). The article illustrates these three
alternatives, using brldg%e condition and
highway spending data Trom ten midwest-
eri urban areas.

Nonpanking Operations of
Bank Holding Companies ... 11

Under current law, bankln? organizations
are free to enter a variety of nonbanking activ-
ities. Proponents and opponents of this trend
have identified a large number of potential
benefits and costs, but there have heen rela-
tively few empirical studies of the nonbanking
operations of hanking organizations. To pro-
vide insight on this issue, economist Gary
Whalen éxamines the performance of the non-
bankln([]I subsidiaries of the 25 largest and

60 smaller regional bank holding Companies
over the 1981-82 interval.
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Economist Paul Gary
W%c,koffstudles the
public sector for

the Federal Reserve
Bank of Cleveland.

1. Here Choate and
Walter are sum-
marizing the results
ofa government
study. For details,
see Harrison J.
Goldin, Deteriorat-
ing Infrastructure
in Urban and Rural
Areas, Subcommit-
tee on Economic
Growth and Stabili-
zation, Joint Eco-
nomic Committee,
96 Cong. 1 Sess.
Washington: U.S.
Government Print-
ing Office, 1979,
pp. 42-53.

2. For details about
this rating system
andfor an explana-
tion of the terms
used, see Govern-
ment Accounting

Office (3GAOE2eReport

B-201433, Better
Targeting of Federal
Funds Needed to
Eliminate Unsafe
Bridges, August 11,
1981, Chapter 4.
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Smannd e
Needs: Methods,
and Controversies

by Paul Gary Wyckoff

Federal Reserve Bank of Cleveland

Federal Reserve Bank of St. Louis

Americans today are reading more and
more about the problems of our nation’s
Infrastructure—our public capital stock
of roads, bridges, sewers, transit systems, .
and government buildings. Having been hit
back-to-back recessions and high interest
rates, many state and local governments have
Ion? postponed infrastructure expenditures.
Unfortunately, however, studies of the prob-
lem have shown that more may be needed
than just catching up with a few P/ears of
deferred maintenance, For example, the Con-
?ﬁess_lonal Budget Office (1983) estimated
at it would cost $53 billion per year nation-
wide to ensure that our hlgfhways, transit
systems, sewer and water Tacilities, and
airports are, in its words, “adequate.” In a
widely quoted study, Choate and Walter (1981)
stated that, in the next decade, servicing
the infrastructure needs of New York City
alone would require $40 billion.1 =~
At the heart of decisions about funding the
nation’s infrastructure lies the elusive con-
_cePt of capital-stock needs. _Lackln&complete
information about the desires of their con-
stituents and_ the consequences of various
spending decisions, policymakers have asked
researchiers and other experts for guidance
in determmmP the “proper” level Of each
kind of capital stock. In providing this help,
the aim of the analyst is modest: to arrive
at a benchmark that will enable authorities
to begin debate on capltal-spendmg plans,
rather than to develop. a mathematical for-
mula that will determine the final and
optimal allocation of resources in any city.
The problem of setting appropriate policy
goals is perhﬁqs most acute in the older
Cities of the Midwest, where an agflng infra-
structure and ch_an(l;mg demands for public
services strain tight government budgets.
Presumably, reduced population and Slower
rates of income growth In these cities might
influence the desirable amount of capital
spending, but sorting out such influences
is difficult. _ _
This article explalns the three different
types of needs estimates that are available,
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3. Because of the
Interest In reviving
Clevelands econ-
omy, these cities were
chosen to provide a
basis for compar-
ison with Cleveland.
The cities chosen
bracket Cleveland in
latitude, 'longitude,
and population. The
sample omits some
important cities (for
example, Indianapo-
lis and ColumbusgJ
because ofa lack of
data on the age of
bridges in those
cities. This infor-
mation is required
to construct the eco-
nomic estimates

of need below.

including a new apProach developed by the
author. The strengths and weaknesses of
each method are examined, and the different
approaches are illustrated with examples of
hlqhway,needs estimates for ten urban areas
In‘the Midwest. The article concludes with
suggestions for the best application for

each method.

|. Technical Estimates of Need

The most common type of capital-stock
needs estimate is a technical ong, involving
an extensive review of the quality and quan-
'[IIY of existing public capital, The difference
between the actual stock and a benchmark
or standard level of performance is labeled
the needs gap. AIthou?h x: _
level used’is often no exRImlt, the level is

usually based on either the analyst’s subjec-

tive détermination of the “proper” amount of

public capital, or on standards rooted in the
opinions of technical experts, such as civil
en%meers or urban planners.

able 1Presents a t¥plcal example of such
a technical estimate of infrastructure needs.
To allocate federal funds, the Federal High-
way Administration (FHWA) maintains

Table 1 Bridge Needs, Determined by
Federal Highway Administration
Federal Bridge Inventory, 1980

Struc-

tur l?y Fune- Total
Number de%- tlona?l neeqin
oerrqgges cient, % obsolete?,% repa&r,gm

City

Buffalo 136 55 4 59
Chicago 464 7 11 18
Cincinnati 215 10 3 13
Cleveland 279 23 0 23
Detroit 412 5 2 7
Louisville 217 1 17 18

Milwaukee 769 21 5 32
Minneapolis 291 21 10 37
Pittsburgh 207 35 4 39
Rochester 102 51 6 57

SOURCE: Peterson et al. (1984), table 5.
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the exact benchmark

a national bridge inventory in which bridges
are rated according to structural and func-
tional adequacy. A'bridge is considered
as structurally deficient If it needs immediate
repair. According to FHWA bridge inspectors,
Immediate regalr IS necessary ifthe super-
structure, substructure, or culvert is rated by
brld(%e inspectors as being 3 or less (on a scale
of 0 hrouqh 9, with 0 being the worst) or if
the general appraisal or waterway adequacy
ratings are 2 or less. A bridge is considered as
functionally obsolete if its deck geometry, ap-
proach, roadway allginmentJ or load-carrying
capacity cannot safe ){ service the road
system’that it’s a part of—maore precisely,
when bridge inspectors rate the deck geome-
trly, underclearance, approach roadway
alignment, overall appraisal, or waterivay
ade(%uacy 30r less.2

Of the brldPes that were structurally
or functionally inadequate in ten large mid-
western cities in 1980, the most serious
brld%e problems appeared to be in Buffalo
and Rochester, where more than one-half of
the brld?_es_ were rated as deficient.3Struc-
tural de_mwncKAwas a larger problem for
bridges in the Midwest than functional obso-
lescénce, but this fact may be inherent in
the rating process used bY FHWA, When a
bridge becomes structura I%de,flment It auto-
matically is dropped from the list of func-
tionally obsolete hridges. . _

Although technical estimates of this type
are_certainly necessary, especially in allo-
cating budgeted funds among different Rro-
jects, they have two drawbacks. First, the
standard$ used are arbitrary. For exami)le,
why should a bridge become functionally
ohsolete when the FHWA rates it 3, rather
than 2 or 4? Every capital-spending needs
estimate contains an element of subjectivity.
What the analyst is really _olomgI IS presenting
one particular set of spending plans as being
better than others. Given that the goal of
needs estimates is to inform policymakers,
the best an anal¥st can do is base the esti-
mates on a set of values widely held by the
clientele group. The analyst then translates
those values Into a set of benchmark spend-
mgi plans, quantifying how they compare
with actual conditions. The problem with



4. See GAO Report ) ) .
B-201433. g these technical estimates is that th,e}/ fre- example, the FHWA has ruled that, to receive
%uently embody values that may differ from  federal funds, states need not always repair
o S Deparment e felg b}/ policymakers and"hence are highways éother than freeways) according
Federa|ﬁighway’ of little use to'themi. To cite another example, to Standards required for new construction.5
Administration, the federal government has developed a suf-  This departure allows states to minimize
“Design Standards ~ ficiency rating for each bridge in the FHWA  expenditures on projects that are less
for Highways: Re- inventory to allocate bridge rehabilitation than essential.

surtacing, Restora-——ang reconstruction grants. The structural

litation of Streets  adequacy and safety of the bridge determine || Average ExPenditures

it DG iy L

Federal Register, - and economic necessity accounts for 15 per- A second type of benchmark that might be
e 101080 cent.4 However, states might prioritize each of used by po%wymakers is a simple comparison
D, 25268-75. these objectives differently, and thus find this  of their own Capital expenditures with those

system of allocating funds to be of little value. of similar cities, While this approach dogs not
Astate vitally interested in economic devel-  clarify how to allocate funds between differ-
opment, for instance, might weight economic  ent infrastructure projects, it does serve as a
necessity more heavily than 15 percent. rough indicator of the appropriateness of a

A second disadvantage of technical esti- ~— city’s overall capital-spending plan. Figure 1
mates is that they offer no guidelines for allo-  {l]Ustrates a needs estimate in which the
cating resources when budgets are severely — highway spending of each urban area in our
constrained. Many cities, eSpecially those ten-city sample i comFared with the average
in the Northeast and Midwest, simiply lack ~ for the entire sample. It should be empha-
enough funds to meet their needs, not only ~ sized that these estimates are not directly
for capital spending but also for other needs.  comparable with the technical estimates
Of the nation’s 153cities with a 1970 pogu- given in table 1 First, expenditures on the
lation grea,te_r than 100,000, Bradbury (1382) ~ entire highway and road system, not just
found 23 cities to be sufferm% budge aryfiscal  those gn Dridges, are being compared.” Also,
distress in 1977. Nineteen of these 23 cifies these f|%ures represent annual averages of
were in the Northeast or North Central expenditures between 1965 and 1976 rather
regions. Moreover, two of these cities, New than conditions in 1980 ﬂthe date of the fig-
York and Cleveland, moved from distressto ures in table 1). Finally, the unjt of analysis
crisis in the, 1970s—that is, they were unable in figure 1is not individual cities, but the
to meet their financial obligations. Lacking  aggregate expenditures of all local govern-
appropriate henchmarks for budgetln%_ meénts within an urban county. THis adjust-
purposes, the dan_?er,ls that communities ment reflects the tendency of states to assign
will abandon capifal investment planning responsibility for h|ghways to different levels
altogether, pursuing instead a pay-as-you-go  of government; in some states, counties take
or, more accurately, Ray-as-lt-breaks strategy.  more re,sponmbﬂﬂg,fpr this than in others. To

Recognizing that the resources of state maintain comparability, spending must be
and local governments are limited, the federal ~aggregated over all local governments within
([yovemment has recently made rule changes  a eographic area. .
hat, in effect, relax needs standards. For _ arqe disparities exist in hthay spend-

ing between urban counties. Milwaukee
County, W, spends almost five times as
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much per capita as Jefferson County (Louis-,  roads than Milwaukee, perhaps accounting
ville), KY. BemgI the southernmost City in this  for part of the difference. Even among coun-
sample, Louisville may use less salt on its ties with similar climates, however, distinc-

Fig. 1 Highway Spending in Ten Urban Counties Average,
Angnual averzgges, 1%65-p76 ’ entlrgezlsoazmple

1972 dollars per capita

SOURCES: Department of Commerce, Census Bureau, Local Government Finances in Selected Metropolitan Areas and Large Counties (annual).

Economic Review « Spring 1984
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



6. Statistics on
snowfall arefrom
U.S. Department of
Commerce, Bureau
ofthe Census, Sta-
tistical Abstract

of the United
States (1982-83),

103rd ed., Washing-

ton: U.S, Govern-
ment Printing
Office, p. 218.
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tions persist. Erie County spends only about
two-thirds as much as Milwaukee County,
despite the fact that Buffalo gets almost
twice as much snow per year.6

[11. Economic Measures of Need

What factors are resgonsmle for disparities
of such magnitude? Should we consider them
when making a needs estimate? An urban
county’s land area, for example, probably
influences the cost of prowde highways—
the more dispersed the populafion, the higher
the cost of linking the county by highway.
Indeed, the central problem with the average
measure of infrastructure needs is that no
two Ccities or counties are exactlfy alike, and
they may differ in ways that affect capital-
stock needs. What is fequired, then, is a
method of adjusting the estimates to account
for the particular circumstances faced by
each jurisdiction. The result would be athird
type of capital-stock-needs estimate. This,
approach mjght be called an economic esti-
mate of capltal-stock needs, in the sense that
it reflects the characteristics of each area
affecting the demand for public capital stock.

A Model of Infrastructure Spending

The mechanics of implementing an eco-
nomic approach to capital-stock needs are
described in Wyckoff (1984). Basically, a two-
step methodology was employed. First, a pos-
itive model of public capital Spending was
deveIoPed and tested, using hl(t;hway spend-
ing data from 1965 to 1976 for the tén urban
counties listed in figure 1 Investment in
public capital was modeled as a conscious
choice made by public authorities, based on
available resources and characteristics of the
urban area. We made no particular assump-
tion about the nature of this public-choice
mechanism. In other words, the question of
what particular group controls a city—voters,
a_PolltlcaI party, a special interest group, or
city workers—was [eft open. .

ur model of infrastructure sPendlng was
completed using standard tools from the eco-

Federal Reserve Bank of Cleveland
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nomic literature on investment, consumer
demand, and local public finance. However,
we combined these techniques in a unique
way. The desired level of public caﬂltal was
taken to be a function of Income, the price of
public capital (including mterest,rates?, the
age and, value of the existing capital sfock,
population, area, and the amount of aid
received by the community. The functional
form for this relationship’was taken from, the
Almost Ideal Demand System (AIDS), which
Is well known in the litérature on testlng,
the theory of the consumer. Actual spending
was thenrelated to desired stocks through
a.common stock adjustment function, which
simply states that each city spends enough
to maintain its capital stock and to eliminate
some part of the ?ap between desired and
existing capital stock, _

One important problem addressed in
Wyckoff (1984) concerns the choice of the
unit of analysis for such a study. Use of data
that are aggregated over all governments
within aé;e_ographlc area presents a dilemma
to those doing econometric research. Pre-
viously, researchers could never be sure that
ag rePate,data were representative of indi-
vidual units. If, instead, they used data for
individual units, they avoided this aggre?a-
tion problem but risked additional efror from
the above-mentioned nonuniformity in the
type and level of services offered by individ-
ual governments. Baltimore and St. Louis,
for é&xample, have |nte%rated city and county
governments, so that these govérnments have
greater responsibilities thanthe city gnovern-
ments_of Detroit or Cleveland. Thus, by
using jurisdictions with different levels of
responsibility in a cross-section estimation
procedure, the researcher risks confusing
expenditure differences because of vary-
ing levels of responsibility with additional
expenditures made by one jurisdiction
because of changing Circumstances within
that city.



7..Since writing
this article, it has
come to the authors3
attention that this
approach to esti-
mating expenditure
needs, with some
modification, has
been used to esti-
mate Intergovern-
mental grant
needs in Europe.
See Organization
for Economic Co-
operation and
Development
(OE_CD?_, Mea-
suring Local Gov-
ernment Expendi-
ture Needs: The
Copenhagen Work-
shop, Parls,
France, 1981.
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Fortunately, innovation in modern demand
theory has led to the development of func-
tional forms that fit the data well and aggre-
gate Berfectly—that IS, aggregate deman

can be showin to be determined by the eco-
nomic conditions facing the average city in
the sample. The AIDS demand functionis

are generally of this type. Thus, aggregate
demand canbe utilized without concern
about its representativeness. Wyckoff (1984)
shows that this property is preserved, even
when noneconomic variables such as popula-
tion, area, and age of the capital stock are
introduced into the demand function, as long
as the following conditions hold: (1) across
time and acros$ counties, the intra-county
distributions of mtg per capita income are
proportional, and (2) across cities within each
county, age of capital stock, area, and popu-
lation” are independent of income. These
assumptions were tested statistically and
were not rejected bK the data. These results
allowed testing of the model with character-
Istics of the average city in each county,
rather than having to Know the condifions
faced by each AUFI_SdICtIOﬂ in the county.

For two of the mdependent variables, estj-
mates rather than actual values for the series
had to be em?_loyed. The value of the cafltal
stock was estimated from data back to 1941,
based on the highway spending of the largest
cities in each county. On av_eratge the expen-
ditures of these cities contributed about
one-half of the spending for the county as
awhole. The age of the bridges in the’central
city of each urban county was utilized as a
proxy for the age of the caPltaI stock.

_The most significant determinants of
hlghwaY spending were found to be popula-
tion, value of the existing capital stock, land
area of the jurisdiction, and amount of aid
received from higher levels of government. In
addition, local decision-makers appeared to
be more concerned with repairing and replacing
existing capital stock than with building
new roads and bridges to meet changed needs
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in their communities. A larger population
necessitated a proportional Tngrease in high-
way spending, so that, other things bemg,
equal, per capita highway expenditures did
not vary much across cities of different sizes.
And, as expected, the larger the land area,
the greater the expenditures on highways.
Weaker and less consistent relationships
were found between highway spending and
per capita income, the, Prlce of capital goods,
and the age of the capital stock.

Predicted Values as Estimates of Need7

The first step of the analysis resulted ina
model that explained how a typical city
in the sample reacted to changes in its eco-
nomic characteristics. The second step com-
pared the actual spendln? of each individual
city with that of a typical city under the same
econgmic conditions. We plugged the indjvid-
ual city’s values for the independent vari-
ables into the equation estimated in step one,
and calculated the estimate of spending that
resulted, subject to an adjustment to neutral-
ize the effect of aid on spending. The thinking
here is that income, price of capital goods,
current capital-goods stock, population, area,
and age of capital stock ought to be consid-
ered in determining hl(};hway needs and were
therefore allowed {0 influence the needs esti-
mate. It might easily be argued, however, that
the need for hlghways_ls simply independent
of the source of financing available to the
community. Does a city need more roads
simply beCause the federal or the state gov-
ernmént is willing to pay for them? Forthis
reason, in determining needs estimates, each
city was assigned an amount of aid equal to
the average for all cities in the sample.
The advantage of the resulting estimates is
that they are customized for each city in the
s_ami)le. hat is, they reflect each aréa’s par-
ticular urban characteristics. These esti-
mates, then, answer a question of importance
to policymakers: what would a typical city in
our region do if confronted by circumstances
similar to ours?



In figure 2, the average actual and needed actual and needed expenditures look small
real pef capita highway Spending are shown  op the chart, but in some cases they represent
for each urban county. The gaps between significant sums of money. It turns out that

Fig. 2 Real Per Cagita Expenditures on Highways
Annual averages, 1965-7

(predicted value of the adjusted model)
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the two westernmost areas in our sample—
Hennepin County, MN, and Milwaukee County,
Wi—are farthest above their needs estimates,
while two older, industrial, more eastern
counties—Erie County, NY, and Cuyahoga
Cougt¥, OH—have the largest capifal-spend-
ing de
tlvge, the Cuyahoga County deficit amounts to
about 5 percent of actual éxpenditures, or
approximately $2 million per year. The Mil-
waukee Courity surplus, on the other hand,
accounts for 6'percent of actual expenditures,
or approximately $3 million annually.

These differences can only partly be ex-
R/Ilamed by differences in aid (se¢ table 2).

ilwaukée and Hennepin counties do have
the second and third highest aid per capita;
however, Cuyahoga Colnty receives more
than the average amount of aid 3|xth_h|g1h-
est), and Erie County gets only the third Tow-
est level of aid, Clearly, some of these differ-
ences remain to be explained b?{ other factors.

More surprising perhaps is the wide range

Table 2 Average Real Per Capita Aid
in Ten Urban Counties, 1965-763

Average,

County State Major city dollars

All counties, all years 18.24
Erie New York  Buffalo 13.10
Cook [llinois Chicago 20.69
Hamilton ~ Ohio Cincinnati 19.66
Cuyahoga  Ohio | Cleveland 19.48
Wayne Michigan ~ Detroit 28.75
Jefferson Kentucky  Louisville 9.76
Milwaukee ~ Wisconsin  Milwaukee 22.85
Hennepin ~ Minnesota  Minneapolis 22.61
Allegheny  Pennsylvania Pittshurgh 14.37
Monroe New York  Rochester 1

a. Aid incIudesPeneraI revenue sharing, grants for highways, and direct

expenditures o

state highway departments on local roads and streets

in each urhan county.

SOURCES: Department of Commerce, Census Bureau, Local Govern-
ment Finances in Selected Metropolitan Areasand Large Connties (annual);
and special releases from the Department of Transportation, Federal
Highway Administration.
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icits. To put these numbers in perspec-

of per capita needs levels specified by this
procedure. Since the highway spending pro-
cess is dominated by repair and replace-

ment considerations, these levels are deter-
mined, to a I,ar?e extent, by the value of the
existing capital stock that'must be main-
tained. Thus, Jefferson County, KY, has the
smallest highway ,“ending néed of $11.75 per
person because of its low per capita income
and its small, relatively new capital stock.
Milwaukee County, on'the other hand,
despite having thé smallest land area in the
samPIe and arelatively new capital stock, has
the largest capltal-sRendmg need ($46.50 per
personibec_ause of the size of the capital
stock that it must maintain. This large varia-
tion in highway-spending needs also points
up how misleading a simple average expendi-
ture figure can be as a measure of capital-
spending needs, since it does not adjust

for thesé differences in maintenance needs.

. These new estimates of capital-spend-

ing needs are not without controvers%/. It
might be argued that the heavy emphasis in
these estimates, on re;r)]alr and replacement
indicates mY_opla on the part of local decision-
makers, a blind concern for preserving phys-
ical capital rather than serving the needs

of their constituents. However; using this
argument would necessitate showing how
these politicians and administrators consis-
tently misjudged the amount of the public
capital required. Although It Is easy to a[?ue
that one city miscalculated the needs of ifs
citizens, it is much more difficult to show
that an entire region under- or over-estimated
its capital-stock needs. One of the strengths
of this economic approach is that the typical
responses of a large group of policymakers
constityte the benchimark against which actual
expenditures in each area are measured.
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IV. Conclusion

What kind of infrastructure needs estimate
IS best? The answer depends on the kind

of information that_policymakers want. In
many cases, the opinion of experts is invalu-
able, especially in aIIocat_mq funds among
various projects. Increasingly, however, ROH-
cymakers hiave become disillusioned wit
experts’ technical estimates, not only because
their studies are based on arbitrary Stand-
ards but also because these estimates fail to
recognize the limitations of city budgets.

If officials want a rule of thumb from
which to be?m budget discussions about
overall capifal spending, they may want to
sample the opinions of their counterparts
In similar cities by looking at average expen-
diture data. This can be very misleading,
however, because every city‘contains special
features that are not acknowledged in these
comparisons. As an alternative, we have
proposed economic estimates of s‘p_endmg
needs, in which estimated needs Tigures are
essentially the predicted values of a model
that accounts for these special features,

In this way, needs estimates can be individ-
ualized to reflect the matrix of characteristics
peculiar to each local area.

The economic needs approach has two advan-

tages over technical estimates. The cost of
an economic needs estimate is only a fraction
of the_cost of a technical study, sifice no ex-
haustive inventory of physicdl units is neces-
sary. The results also may be of greater
interest to policymakers, since arbltrar}/ and
sometimes impaossible-to-attain needs stan-
dards are avoided.

Federal Reserve Bank of Cleveland

Federal Reserve Bank of St. Louis

References

Bradbury, Katherine L. “Fiscal Distress in .
Large'U.S. Cities,” New England Economic
Review, Federal Reserve Bank of Boston,
November/December 1982, pp. 33-43.

Choate, Pat, and Susan Walter. America in
Ruins: Beyond the Public Works Pork
Barrel, Washington, DC: The Council of
State Planning Agencies, 1981,

Conqressmnal Budget Office. Public Works

Infrastructure: Policy Considerationsfor the
1980s, Washington, DC; U.S. Government
Printing Office, April 1983,

Humphrea/, Nan, and Peter Wilson. Capital

Stock Condition in Twenty-eight Cities, Pro-
cessed. Washington, DC:"The Urban Insti-
tute, February 15, 1980,

Peterson, George E., et al. Guide to Bench-

marks of Urban Capital Condition, Wash-
mgton,,DCz The Urban Institute, in col-
laboration with Public Technologies, Inc.,
May 1984,

Wyckoff, Paul Gar)(. “Economic Estimates
of Urban Infrastructure Needs,” Federal
Reserve Bank of Cleveland, Working
Paper 8401, June 1984,
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1. There also have by Gary Whalen

been concerns voiced
about possible con-
flicts of interest,
unfair competition,
and undue concen-
tration of resources.
It |s_%enerally not
possible to examine
these assertions
empirically.

2. Unlike banks,
nonbanking sub-
sidiaries of bank
holding companies
are notgenerally
subjecttoeither intra-
or interstate geo-
graphic restrictions
on office locations.

3 Forexamgle,
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Bankmg organizations, first evidenced a
strong desife to move into nonpanking activ-
ities in the early 1970s. Ever since, the appro-
Frlate types.and scale of such activities and
he appropriate mode of entry (that is, bank
holding company subsidiary vs. bank sub-
sidiary'vs. bank) have been hotly debated. Both
proponents and opponents of banking expan-
sion into nonhanking areas (banking regu-
lators, in particular) have always been con-
cerned about the likely impact of nonbanking
activities on the soundness of directly in-
volved and related banking organizations.1
In_recent years, these concerns have multi-
plied as bankers contemBIate_en_try Into more
nontraditional, presumanly riskier, fields.
Twao diametrically opposed, extreme, ex-
pected impact scenarios have heen depicted
over the years. One view is that en?agmg In
nonbanklng_actlvmes_Wo_uld permit partici-
Ratlng banking organizations to earn returns
igher than those obtainable in traditional
banking and/or diversify and so reduce their
rlsk.ZPart|C|Fa_t|ng banking organizations, as
well as co-af |I|ate,s,,enﬂag_|ng in such activi-
ties would be sufficiently insulated from
operating problems encountered when par-
ticular nonbanking fields were entered, as
long as they did so through separately incor-
porated subsidiaries. _ ,
The op osmg view emphasizes the possi-
bl|lt¥ that non an_km? activities could turn
out to be less profitable and/or more risky
than exBected._ This could ultimately weaken
related banks if their resources hadto be.
used, either because of legal or moral obliga-
tions, to suppart troubled nonbankln? com-
panies. Diversification benefits might not
materialize if the nonbanking fields entered
were cllo_sel)( related to banking. _
Empirical evidence on these issues is scant,
mixed, and dated.31n light of the recent debate
about the appropriateness of bank entry into
other nontraditional fields, this study explores
the extent of involvement of bank holdin
companies in nonbanking activities and the



4. In the text, the
25 largest compa-
nies are referred to
as large, and the 60
other companies as
small or regionals.
The states are Ala-
bama, Florida, Mas-
sachusetts, Michi-
?an, Missouri, New
ersey, Ohio, Ten-
nessee, Texas, Vir-
ginia, and Wisconsin.

5. Under section
4(c18_0fthe Bank
Holding Compan%
Act, the Federal Re-
serve Board specifies
the types of non-
banking activities in
which bank holding
companies may be-
come involved. ghe
Comptroller of the
Currency has sim-
ilar authority for
national banksg In
eneral, the Federal
eserve i)ermns
bank holding com-
panies to en?age in
activities “closely
related to banking”
that are expected
fo result in net bene-
fits for the public.
The approved activ-
ities constitute the
so-called laundry
list; see Whitehead
(1983), pp. 10-11.

6. The reasons that
holding companies
choose to structure
their nonbank sub-
sidiaries as parent
vs. bank subsidiar-
ies are not clear, nor
is a clear pattern of
organization or
trend in organiza-
tion evident.
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discernible impacts of this involvement on

the parent holding companies and their sub-
sidiary banks. The nonrandom samFIe of hold-
Ing companies examined consists of the 25
largest bank holding comgz)anles in the United
Staes Sas of year-enid 1982) and 60 smaller
regional companies in 11 different states
with an average consolidated asset size of
$3.8 billion.4

| Involvement in. _ .
Nonbanking Activities

We can determine the general types of non-
banking activities that'bank halding compa-
nies engage in by examining their annual
reports or other published materials. These
sources show that the sample companies
most frequentI){ were involved in consumer
and commercial finance (including indus-
trial hanks), mortqa?e banking, l€asing, and
insurance Sales relafed to exténsions
credit.5Fewer, ?en,erally larger h0|dlnﬂ com-
panies own factoring operations, smafl bus-
Iness investment companies, or discount
brokers: operate futures subsidiaries or
troubled S&LS; or engage in other autho-
rized nonbanking activities. _
However, it is much more difficult to obtain
precise quantitative estimates of holding com-
pany involvement (and the returns earned)
In each type of nonbanking activity. Hold-
mg_cpmpan[es can engage In most_nonbank
activities, either throtgh a subsidiary of the
parent company or through a subsidiary of
a bank affiliate, or both.6Banks that own non-
bankm(]; subsidiaries are not required to pro-
vide balance-sheet and income-statement data
for each subsidiary |_nd|V|duaII¥., Banks may
even engage in ceftain nonbanking activities
dllrectl¥ (for example, operate a leasing divi-
sion). Thus, their no_nbankm? oiperatlons
become an unidentifiable part of their own
consolidated reports of income and condition.
Further, a nonbanking subsidiary of the
parent may engage in"a variety of nonbank-
Ing activities and is not required to report
disaggregated performance data. The hest
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available quantitative information on the
nonbanking operations of bank holding com-
panies is ajgregated data for all the nonbank-
Ing subsidaries of the parent holding com-
Eany contained in Y-9 reports filed with the,
ederal Reserve. (Y-9 reports contain consoli-
dated and parent company balance sheets and
income statements.) This is the source of the
data presented in the tables in this article.
Accordingly, the extent of bank holding com-
pany involvement in nonbanking activities is
understated to some unknown extent.

The data in table 1indicate that bank
holding companies Eenerally are not heavily
involved in nonban mgz,actlvmes. The large
companies are more actively enqaged in these
activities than the regionals, but consider-
able variation exists even within each group.
Equity investments in nonbanking subsid-
jaries avera?ed only 4.9 percent of parent
company tofal assets at the 25 largest com-
ganles at year-end 1982; this figure was just

2 percent for the small companies., Because
of the wide variation in this ratio within each
group, even the relatively low mean ratios
exaggerate the typical level of holding com-
pany involvement in nonbanking activities
somewhat, The substantial within-group
variation is indicated by, the relatively large
size of the standard deviation of the ratio of
nonhank equity/parent company total assets
relative to the mean and the wide range in
this ratio for each group: 14.7 percentage
points for the large companies and 19.1 per-
centage points for the regionals. _

Under such circumstances the median
value of this ratio is a superior indicator of
the typical extent of holding company involve-
ment In nonbanking activities. It is just
3.8 Percent for large companies and 1.3 per-
cent for regionals.

An additional 19.7 percent of the assets of
large parent companies, on average, consisted
of advances to (that is, debt of) nonbanking
subsidiaries. At smaller companies the mean



7. Forperspective,
the mean ratio of
equity investment
in bank subsidiaries
to parent company
total assets was

49.6 percent and
71.2 percentat larger
and small cpm[pa-
nies, respectively
The mean ratios of
advances to bank
subsidiaries relative

to parent company
total assets were
4.1 percentand
2.7 percent, respec-
tively.

ratio was just 4,2 percent. Once a%aln, mea-
sures of dispersion indicate that this ratio
differs considerably across companies, both
between and within groups. The ratio is gen-
erally higher and less variable for the large
companies, sug%estmg that they typically
assist their nonbank affiliates in raising
funds. Fifteen of the regionals made no-ad-
vances at all to their nonbank subsidiaries.”
_ Alternatively, e%uny in nonbank subsid-
laries constituted 9.8 percent of large com-
pany equity investments in all subSidiaries,
on average, in 1982. Total ga_re_nt company
investment in_nonbank subsidiaries (ecf;uny
Plus advancesr) averaged 29.7 percent of

otal large parent company investment in all
subsidiaries in the same year. Comparable
figures for the regional companies are 2.8 per-
cént and 7.2 percent, respectively. Again
because of the skewed nature of the data,

the median values of these ratios are slightly
below the respective mean for hoth large

and small companies.

Interestingly, comparison of the 1982 ratio
of equity investment in nonbanking activi-
ties Qequny investment in all subSidiaries
with its level in 1978 indicates that many
regional companies are less involved.in non-
bank activities now than they were in the
past. This ratio actually declined at 27 of these
companies over the period. The mean change
in the 1982 ratio minus the 1978 ratio was
5.0 percentage points for the large companies
and a negative 0.4 percentage point for the
smaller ones.

I. Performance o
Nonbankmg Subsf|diaries

The impact of nonbank subsidiaries on the
holdm? company and related hanks de?_ends
not only on the Scale of nonbank operations
but also on the performance, of these sub-
sidiaries over time. One indicator of nonhank
performance is net income earned by these
subsidiaries relative to the equity investment

Table 1 Measures of HoIdingZCompany Involvement in Nonbanking Activities

Figures in percentage points; 19

Ratio

Equity investment in
ngnbayn %

year-end data

Large holding companies

Median 3@%?335%
3.75 4.02

Mean

4.90

k subsidiaries/

Parent company
otal assets

Advances to nonbank

1974 1548 1818

subsidiaries/
Parent company
otal assets

Equity investment in

9.17 8.60 8.22

nonbank subsidiaries/

al

equit investment in
subsidiaries

Parent company

2968 2545  21.06

investment'in ~
nonbank subsidiaries/
parent company
investment in

all subsidiaries
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Regional holding companies

. gtandard
Range Mean Median deviation  Range
14,67 2.20 1.30 3.13 19.10
58.22 422 0.85 1.87 40.39
3157 281 1.53 3.70 2152
65.70 1.24 3.46 9.50 4477



8. Calculation of : -
nonbank net income  Of the parent company .in.nonbank activities.8

BresumeS.that.non- Various summary statistics for this perfor-

nanksubsidiariesare mance measure defined over various time

oy e parent intervals appear in table 2. Again, it should

holding companies. D€ noted that i)e,rformance of nonbank sub-
sidiaries of ho dma company hanks is not
reflected in the Y-9 data used to construct
these measures. _

Examination of the mean and median values

of this ratio reveals that the nonbankm% sub-
sidiaries of larger companies generally have
been more profitable than those of snialler
companies. The exception is 1982, when the
median return on nonbank equity of regionals
was slightly above that of large Companies.

Table 2 Measures of Nonbank Performance
Figures In percentage points
Large companies

However, we cannot reject the hypothesis that
the mean returns of the two groups of com-
panies are equal for any time period exam-
Ined usmfg formal statistical tests.

None of the largest companies realized losses
on their nonbanking operations_in 1982, down
from four in the previous year, The flgures
for the regional companiesare 10and 17, respec-
tively. The 1978-82 mean nonbank returns
of two Iar({e and thirteen smaller companies
were negaive. o

The rate-of-return data indicate that 1981
was a particularly difficult f/ear for the non-
bank subsidiaries of virtually all holding
companies. Market interest rates attained

Regional companies

, atandard
Mean  Median deviation Range

1134 1297 2492 -66.4 - 663

Ratio Mean  Median 32%'.‘5’353 Range

L. Nonbank subsidiary net income/equity investment in nonbank subsidiaries
Time period

1982 1526 1223 1356 4.51- 64.02

1981 1026 1276 1182  -17.14- 29.30

Average 1981-82 1281 1398 783  -1.24- 3410
Average 1978-82 1485 1120 2351  -9.82-119.81

893 949 6410 -239.3 -364.1
1014 1352 3883  -152.52-184.72
1163 1042 8781 -238.14-532.6

2. Nonbank subsidiary net income/equitY investment in nonbank subsidiaries minus

bank subsidiary net income/equity inves

Time period
1982 310 -0.60 1203  -8.38- 45.14
1981 282 145 1292 -38.14- 1523

Average 1981-82 014 227 720 -13.97- 16.14
Average 1978-82 176 -0.86 2376  -21.38-108.42

ment in bank subsidiaries

-159 066 2490  -80.71- 52.23
430 -272 6490  -252.92-360.41
295 -059 3913 -166.20-176.32
173 249 8813 -248.68-524.25

3. Equity investment in nonbank subsidiaries/equity investment in all subsidiaries times ratio 2 above

Time period
1982 004 -003 074  -242- 145
1981 030 004 098  -2.97- 092

Average 1981-82 -0.15 -0.05 080  -251- 113
Average 1978-82 -0.25 -0.03 057  -2.08- 034

4. Revenues paid by nonbank subsidiaries to parent/parent total operating igcome

-0.02 001 075 -2.69- 2.73
009 -001 112 -2.22- 1.07
009 0001 070 -2.22- 297
021 -0.01 0.2 -2.58- 134

Average 1981-82 2623 2132 22.89 0- 76.95 8.20 471071 0- 4117

5. Dividends paid by nonbank subsidiaries to parent/parent total operating income

Average 1981-82 163 062 264 0- 11.15 136 030 330 0- 23.84

6. Dividends paid by nonbank subsidiaries to parent/parent equity investment in nonbank subsidiaries

Average 1981-82 "3.78 135 574 0- 22,53 6.60 095 1140 0- 52.26
14 Federal Reserve Bank of Cleveland
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9. These last two
fI?UI’ES are the mean
ofthefollowing ratio
for the companies

in each group: stan-
dard deviation of
rate of return on
nonbank equity over
1978-82, divided
by the mean rate of
return on nonbank
equity over 1978-82.

Digitized for FRASER

unprecedented cyclical peaks in this year,
The lackluster performance of nonbank sub-
sidiaries may have stemmed from heavy reli-
ance on short-term funds or the existence

of usury ceilings, or both.

The &nalysis also reveals that holding com-

panies’ returns on their equity investment in
nonbank activities have varied considerably
across companies and over time. The_varia-
tion is particularly notable at the regional
companies. The 1982 coefficient of variation
of nonbank return on eqzuny was 88.9 percent
at large companies and 2198 percent at the
reg% onal companies. The ranges are 59.5 and
132.7 percentage points, respectively. The

mean coefficient of variation of retdrn on non-

bank equity for Iarqe comgames defined over
the 1978-82 interval was 105.7 percent; for
the smaller companies, it was 249.0 percent.9

Nonbank returns are considerably more
variable than returns earned by holding com-
panies on their equity investment in bank
subsidiaries. The cogfficient of variation of
return on bank equity was approximately the
same for large and small companies—roughly
20 percent in 1982 and 30 percent over the
1978-82 interval. _ -

Insight into the relative profitability of
nonbank activities can be obtained by com-
paring hoIdln,? company rates of return gn
nonbank e uLg, to.a similar measure, defined
for bank subsidiaries. Summary statistics
of such a measure defined overseveral time
periods also appear in table 2. Given the vari-
ability of nonbank returns, it may be more
Informative to focus_on the 2-year and 5-year
average differences in returns reported in
the table. The mean and median flpures sug-
gest that larger companies generally have
earned somewhat higher, bt not markedly
higher, returns on their nonbank activi-
ties than they have in banking. The opposite
is generally frue for smaller companies. How-
ever, none of the means is significantly dif-
ferent from zero for either group.. =

Because of the year-to-year variability in
nonbank returns, these summary measures
obscure some interesting patterris in the
disaggregated data for large and small com-
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panies. The rate of return on nonbank equity
exceeded that earned on bank equity at 10
of the large.companies and 20 of thé regional
comﬁames in three of the five years over
the 1978-82 interval. However, the nonbank
operations of {ust two large companies were
more profitable than their banking operations
in four of these years, and. not one large com-
pany managed t0 earn a higher return on
Its nonbank equity than it did on its equity
investment in banking in every year during
this period. Fifteen regionals managed to
accomplish this feat in four years, and nine
of these achieved it in all five years.
Differences in nonbank subSidiary per-
formance across companies could résult from
any number of factors. It may be explained
by differences in the degree of involvement of
individual companies in particular types of
permissible nonbank activities. For example,
some companies may have elected to become
involved in activities with high expected
returns and risks. Alternatively, companies .
may simply differ in the organization of their
nonbank activities. For example, certain
nonbank activities might be grouped into a
nonbank subsidiary of the lead hank by some
companies but not’by others. The length of
time companies havé engaged in particu-
lar types of activities also might influence
reported performance. Presumably, experi-
ence is an advantage. Nonbank pérformance
might depend on whether the subsidiaries
acquired their nonhank subsidiaries or started
them de novo (that is, from scratch). Gener-
ally, de novo operations are unprofitable for
some_period after start-up. Differences in
the size and timing of nonhank acquisitions
and/or the method of acquisition accounting
employed mlght also influence reported
nonhank performance. _
Differences in nonbank performance might
be exPIamed by the absolute level or rate 0
growth of their nonbank operations, or the
Size of their nonbank operations relative



10. Leverage is

a measure of the
extent to which
afirm uses debt
rather than equity
tofinance its assets.
Rate of return on
equity, the perfor-
mance measure
used here, is the
product of rate of
return on nonbank
assets and nonbank
leverage (nonbank
assets divided b
nonbank equnyy.

11, Specifically,
these were relation-
ships where the cor-
relation coefficient
was significant at
the 10 percent level.
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to their banklnq activities. It might be diffi-
cult to manage large and/or rapidly growin
nonhank operations; or, rapid growth migh
reflect a preference for volume at the expense
of profits. Nonbank Performanqe might also
depend on_how high %/ the holding compan}(
leverages. its nonbank operations:0Qr, perfor-
mance might be influenced by the size of

the Barent company. A large Company may

be able to realize and sharg various econo-
mies with its nonbank subsidiaries or pos-
sess superior management. Nonbank subsid-
jary performance could even be related to

the performance of a company’s banking .
subsidiaries. Companies with' highly profit-
able banking subsidiaries could afford to
sacrifice nonhank profits for growth,

It should be noted that, in most of these
cases, arguments could be made to sup-

Eort the opposite type,of expected impact.

or example, the profitability of bank and

nonbank subsidiaries might e positively
correlated because of common superior
parent company management, for example,
or shared organizational economies. Thus,
the expected relationship between nonpank
profitahility and each of these factors is
generall¥ ambiguous.,

Unfortunately, available data allowed
only a few of thiese possibilities to be inves-
tigdted, Specifically, measures of nonbank
subsidiary profitability were correlated with
the following: total parent company equit
investment in nonbank activities; nonban
equity. investment relative to equity invest-
ment’in all subsidiaries; parent company
advances to nonbank subsidiaries as a per-
centage of equity invested in such subsid-
laries; parent company total assets; rate of
return on bank equity; and various other
measures of nonbank and parent company
growth over the 1978-82 interval.

Very few significant correlations were
detected_for erther large or small companies. 1l
A significant negative relationship (correla-
tion coefficient =-0.374) was found between

Federal Reserve Bank of Cleveland

the rate of return on nonhank equity and the
proportion of total subsidiary equity invest-
ment accounted for by such subsidiaries for
the large holdmlg companies onl)‘. A signifi-
cant positive relationship (correlation Coeffi-
cient =0.625) was detected between the
measure of nonbank leverage (advances. to
nonbank subsidiaries divided by equity invest-
ment in such subsidiaries) and"nonbank prof-
itability for large companies. Exactly. the
opposite result was found for the regional
companies (fcorrelatlon coefficient =~-0.474).
The rates of return on bank and nonbank
equity were found to be S|gn|f|ga,ntI}/ poSi-
tively related (correlation Coefficient = 0.416)
but only for the large companies,
These admittedly limited findings simply

do not allow an?/ definitive statements to
be made about the causes of the observed var-
lation in nonbank performance. Further
empirical research on this issue is necessary
to answer this question and is beyond the
scope of this study. _

he net impact of nonbank o?eratlons on
the level of holding company returns depends
on the interaction of two factors: _
1 the proportion of equity investment in all
subsidjaries accounted for by nonbank
operations; _
2. the difference in the rate of return earned
on equity investment in nonbank and bank
operations.
Summary statistics for products of these two
factors, again for several different time periods,
appear in"table 2. The mean and median net
Impacts, are negative_but S|Iﬂht_ for hoth large
and regional companies in all time periods
examined, However, the samﬁle data do allow
formal rejection of the hypothesis that the,
B-year average mean nonbank net impact is
zero for both Iar%e and small companies
(5 percent level, 2-tail test).

look at the disaggregated data revealed
that the average marginal net profitability
impact of nonbank operations was positive
at 15 of the 25 Iar?e companies and 28 of the
60 regionals over the 1981-82 interval. For
the 5-year period, the figures drop to 8 and
25, respectively.



12, The variability
of holding company
returns depends

on the variability of
bank and nonbank
returns, and the
proportion of hold-

ing company invest-

ment in each, as
well as on the cor-
relation of returns.

13. Seven of the_
correlation coeffi-
cientsfor large
hanks and seven for
small banks were

significant (10 per-

centlevel, 1-tail test).

14. Bank subsid-
iaries may also
make a limited
number of loans to

nonbank co-affiliates

under section 23A
of the Bank Holding
Company Act. The

amountofsuch loans

is not reported on
Y-9forms.
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The impact of the variability of nonbank
returns on the variability of consolidated
holding comloa_ny returns deRends crucially
on the correlation between the rate of return
earned on bank and nonbank activities. 2 If
bank and nonbank returns are negatively.
correlated, involvement in nonbank activi-
ties could moderate the variability of holding
company returns. This is the basis of the
aIIe?(ed, advantage of diversifying into non-
bank fields. Correlation of bank and nonbank
return data over the 1978-82 interval revealed
that negative correlations existed for 14 of

the large companies and 32 of the smaller com-

panies. 3 These findings sugfgest that slightly
more than half of the Samplé companies de-
rived some measure of diversification ben-
efits from involvement in nonbank activities.
Given these findings, it is not surprlsmgi

that little correlation was discovered between
various measures of the extent of holdin
company involvement in nonhank activities
and the variance of consolidated holding
com?an returns on equity calculated over
the 1978-82 interval.

Nonbank rate of return fi?ures paint a some-

what incomplete picture of the contribution
of nonbank subsidiaries to the holding com-
pany. organizaton. For example, some net
earnings are generally retained by nonbank
subsidiaries and thus are not available for
parent comﬁany use. Revenues actually UE:
streamed_(thatis, transferred) by nonbanking
subsidiaries to the parent company averaged
26.2 percent of ga_rent company ?ross Income
over the 1981-82 interval vs. just 8.2 per-
cent at the regionals (see table 2). Bank sub-
sidiaries provided the lion’ share of parent
com[oany operating_income at hoth Iar?e and
small companies—59.0 percent at the former,
85.3 percent at the latter, However, the rela-
tively large standard deviations and maximum
values of the nonbank ratios indicate that
nonbank operations contribute materially to
the income of a number organizations.
However, part of the revenue paid by non-
bank subsidiaries to the parent Is comipen-
sation for services rendered or funds advanced.
A critical measure of the contribution made
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by nonbank subsidiaries. to the halding com-
pany org\amzatlon is dividends, paid to the,
Barent. t larger companies, dividends paid
nonbank subsidiaries averaged 3.8 percent
of equity investment in such activities and
1.6 percent of %ar_ent compan}/ 0ross. income
over the 1981-82 interval; at the regional
companies, these ratios were 6.6 pércent and
1.4 percent, resPectlver. The mean ratios
obscure the fact that no dividends were [iald
in 1982 by the nonbank subsidiaries of 1
of the large companies and 33 of the regionals.
The nonbank subsidiaries of 7 Iarge and 31
res%lonals_ paid no dividends over the entire
1931-82 interval. Such performance is .
reflected in the considerably lower median
values of these ratios. Bank dividends, on the
other hand, averaged 35.4 percent of parent
company _ope_ratln? income and 5.3 percent
of the equity investment in banking operations
at large companies over the 1981-82 interval,
Comparable figures for the regionals were
59.5 percent and 7.0 percent, respectively. The
importance of hank dividends to the consoli-
dated organization is also reflected in the fact
that bank dividends averaged 119.2 percent
of parent comgany dividends at Iar?e com-
panies and 158.2 i)erce,nt at regional compa-
nies over the 1981-82 interval.”

The figures suggest the pOSSI_bI|It?/ that
holding compani€s extensively involved in
nonbankm_? activities may attempt to draw.
more heavily on the resources of their subsid-
jary banks t,o,suPport,thelr nonbanking oper-
ations. Specifically, higher dividends and/or
management fees'may be impased on their
bank affiliates. % It is also possihle that heavY
involvement in nonbank activities may result
In the parent company being operated’in a
more risky manner. , _

To obtain |n3|%ht on these issues, various
ratios were constructed to reflect bank fee
and dividend burdens and were correlated
with the measures of parent company involve-
ment in nonbanking activities identical or
similar to those defined in table 1 All ratios
were 1981-82 averages. The ratios and a sum-
mary of the correlafion results appear in



table 3. No association was detected between  was evident between fees paid by subsidiary
nonbank involvement and bank fees and divi-  hanks to the parent and one measure of
dends for large holding companies. At regjonal the scale of its nonbank operations.
companies, a positive significant correlation Additional correlation results suggest

Table 3 Correlations: Nonbank Involvement, Bank Burdens, and Parent Risk
Measures of involvement in nonbank activities
Inve%tm nt
ankin

rllzo lHtaHnglueBts%elgglleg Igu OSnIdIaI‘IeSg Equity in nonbanks |!1nr¥8?1 ”&%Tfs
Parent total Parent total Equity.in all ”we%tm nt jn

ank dividend and assets assets supsidiaries all supsiaiaries
Pee burden ratios Large  Regional  Large  Regional  Large  Regional  Large  Regional
1. Subsidiary bank fees/ 0 0 0 + 0 0 0 0
subsidiary hank net income
2. Bank fees/equity invest- 0 0 0 + 0 0 0 0
ment in bank subsidiaries
3. Bank fees/bank income 0 0 0 + 0 0 0 0
paid to parent
4, Bank dividends/ 0 0 0 0 0 0 0 0
bank net income
5. Bank dividends/equity 0 0 0 0 0 0 0 0
Investment In bank
subsidiaries
6. Ratio 1 plus ratio 4 0 0 0 0 0 0 0 0
1. Ratio 2 plus ratio 5 0 0 0 + 0 0 0 0
Parent risk ratios
1. Parent short-term debt/ + 0 + + + + + 0
parent equity
2. Parent total debt/ + 0 + + + + + 0
parent equity
3. Parent double Ieverage + 0 0 0 + 0 0 0
ratio (equity investment In
subsidiaries/parent equity)
4. Parent total interest + 0 + + + 0 + 0
expense/gross income
5. Consolidated net 0 0 0
Income/parent total
interest expense .
6. Amount of double + 0 0 0 + 0 0 0
leverage/consolidated
net income

KEY: +=positive significant correlation (10 percent level, 2-tail test).
- =negative significant correlation (10 percent level, 2-tail test).
0 =insignificant correlation.
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that, in general, a direct relationship exists ~ ment in.nonbank activities. Since holding
between measures of parent company risk companies ge,nerall%/ are engaged, in the same
and the de%ree of involvement in nonbank types of activities, the varidtion in nonbank
activities at both large and small companies.  impacts across companies suggests that man-
The greater a parent'company’s involve- agement quality is a critical déterminant of
ment’in nonbankln?_operatlons the higher nonbank subsidiary performance. This, in
IS the company’s reliance on debt and interest turn, _sugPests that a “t\éplcal” impact of
expenses and the lower is its debt coverage.  a particular type of nonbank activity on any
holdln? po(rjnPfanylt(fir h0|%|,n% CTQerameIS') |{1_

i eneral is ditficult to predict. The implication
Il COhClU_SIOf_] o ?s that requlatory alteeatlons in the n%mber
The data deficiencies noted in this article and/or authorized scale of permissible non-
suggest that the results reported should be bankm%actlvmes of holding companies
viéwed with caution. With this in mind, the  should be gradual rather than abrupt in either
results generally suggest that commercial direction (that is, whether liberalizing or re-.
banka remains the core business of the typ- sricting hoI_de company nonbanking activi-
ical holding company. Involvement in non- ties). In P,artmu ar, entry into more nontra-
bank activities appears to be relatlve,I\Y limited, ditional fields should be carefully considered.
par%l_%ugalr_lty at r_egmn_aJ ?ompanles. onbank

rofitability varies widely across companies

Por reasonsythat are Iarge)iy unclear. Lgr%e Referen_ces _
size, however, does not appear to guarantee  Cates, David. “Analyzing the Parent of a Bank

superior nonbank subsidiary performance. Holding CompanKl” a%azme of Bank
Nonbgnk t?lrofltabll!ty also appears to vary Administration, November 1976,
considerably over time. - ‘

The net i}r/npac_t of these activities on Curry, Timothy J. “The Performance of Bank

the level and Vvariability of holding company H%r%gr%pcaonmrﬁglvegmelnnt tghfg%nk(\ l&l%lnqi)en-

returns generally seems to be negligible. These :
findingsgresu_lt Hlom the fact that onbank %leusrgr,vgosa;sté)gnG(ig%lrlors of the Federa

involvement is typically small and that non- , L
bank and bank profitability are not markedly — Drum, Dale. “The Nonbanking Activities

different and are negatively correlated at of Bank Holding Companies.” Business Con-
roughly half of the companies. The latter find-  ditions, Federal Reserve Bank of Chicago,
mtﬁ doés indicate that some companies have March-April 1977,

0

ained some measure of diversification ben- - -
efits from engaging in nonbank_operations. Kairtr;%,”ﬁgl:. Ngﬁ‘ﬂakn'&'?rfg'gﬂb%?é?apﬁ% g’nrgf
Involvement Tn"nonbank operations does not Financial Leverage,Journal of Bank

enerally appear to be strongly related to

fank oL siglpary fegs and _d,i\?i(}lend burdens Research, Spring 1979 S
but does appear to be positively correlated Wall, Larry D., and Robert A Eisenbeis. “Risk
with %arent company leverage. Considerations in Deregulating Bank Activ-

Perhaps the most noteworthy findings of ities,” Economic Review, Federal Reserve
mls sttud){ a]gehtqg_ewdent W|de_var||at|ons {n_ Bank of Atlanta, May 1984,

e extent of holding company involvement in : A .
these activities and the copntrlybutlon of non- W%?(Wﬁadinegr\{tlgr D, Elgé%sr#}EGR%\mbvlng
bank operations to the holding company organ- Federgl ReserveyBank of Atlanta.
ization. Disaggregated data indicate that a May 1983 '
considerable number of, but not all, ho_ldm? y e
companies have derived benefits from involve-
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