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NDER the Bank Holding Company Act of 1936,
the Board of Governors of the Federal Reserve Svstem
must consider the convenience and needs of the com-
munity when ruling on applications bv bank holding
companics to acyuire bank subsidiaries. In each case,
the Board must decide, first, whether the benefits
ascribed by the applicant would be realized and
second, whether the proposed acquisition would fur-
ther the public interest.

In its past decisions, the Board has focused on some
specific potential effects of holding company acquisi-
tions in assessing whether the acquisition would fur-
ther the convenience and needs of the community. A
number of these appear to be related to standard finan-
cial ratios computed from the financial statements of
banks. The impact of bank holding companies on these
financial ratios has been investigated and widely re-
ported in a host of bank performance studies. Thus,
although there is no evidence that the Board has used
such studies in reaching its decisions, bank perfor-
mance studies could provide useful information abont
helding company acquisitions.

The primary purpose of this article is to determine
whether performance studies actually are capable of
identifving performance differences among banks and,
hence, whether thev are relevant to policy decisions
aboul bank holding company acquisitions. The first
scetion briefly reviews the convenience and needs test
as it relates to bank acquisitions and its implementation
by the Board of Governors. The second section
summarizes the results of previous performance stu-
dies. The third section investigates the conceptual dif-
ficulties with interpreting financial ratios as measures
of bank performance. The final section draws conclu-
sions about the tmplications of performance studies for
both bank performance and public policy toward bank
holding companies.
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THE BOARD AND THE
CONVENIENCE AND NEEDS TEST

Bank holding companies must apply to the Federal
Reserve Board for permission to acquire a bank.' In
analyzing the application, the Board must consider the
effect on the convenience and needs of the community
and must weigh this effect against anticompetitive
effects stemming from an acquisition. According to the
present judicial interpretation of the Bank Holding
Company Aect, the Board cannot apply competitive
standards stricter than those in the anti-trust laws (see
box).

The Federal Reserve Board's treatment of conveni-
ence and needs in bank holding company applications
has been investigated through examination of pub-
lished Board orders relating to its various decisions.”

Bank Holding Company Act of 1936, as amended, 12 U.8.C. 1841
et seq.

Tules Backman, The Bank Holding Company Act, Bulletin No.
24-25 (New York University, C.]. Devine Institute of Finance,
April-Tune 1963); and Michael A Jessee and Steven A, Seelig, “An
Analysis of the Public Benefits Test of the Bank Holding Company
Act,” Federal Reserve Bank of New York Monthly Review (June
1974), pp. 151-62. These articles were reviewed by Anthony W,
Cyriaak, “Convenience and Needs and Public Benefits in the Bank
Helding Company Movement,” in The Bank Holding Company
Movement to 1978 A Compendium (Board of Governors of the
Federal Reserve System, 1978). pp. 263-89. Jessee and Seelig later
updated their study through June 1976, their findings, with respect
to the Board's treatiment of convenience and needs in bank acquisi-
tions. essentially were unchanged from their original study. See
Michael A. Jessee and Steven A, Seclig, Bank Holding Com-
panies and the Public Interest (D). C. Heath and Company, 177).
chapter 5.

The Jessee and Seelig study is more relevant because its sample
period, January 1971 to mid-1974, postdates amendments to the
Bank Holding Company Act. The early 19705 was a period of rapid
banik helding company expansion. During the 342 years covered by
the Jessee and Seelig study, the Board issued orders approving 434
holding company applications to acquire banks, while 47 deunial
orders were issued (including orders denying some non-hank ac-
quisitions). Comparatively, only 37 orders were issued during
Backman's sample period of 185662,
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In these published orders, the Board addresses the
benefits claimed by the applicant; it also may cite
factors it finds inimical to the convenience and needs of
the community.” The benefits most often cited in
arders approving bank acquisitions by holding comn-
panies are shown in exhibit A7

"Fhe orders are legal documents, written according to a formula and
varving little in theiv wording. The effect of bank acquisitions on
convenience and needs is deseribed frequently as “consistent with
approval.” The orders do not include an analysis of the quantitative
effect of prospective benefits; consequently | the weight attached to
a benefit in any apphication generally is not evident from the text of
the order.

Tessee and Seelig, Bunk Holding Companies, table 5-1, pp. 32-33.
The same table with only minor changes appears in Jessee and
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What Uonveniences? Whose Needs?

The Board of Governors has a difficult task in im-
plementing the convenience and needs test. A chief
difficulty is that the interests of all sectors of the com-
murity do not coincide. A policy of making only “risk-
free” loans, for example, may benefit some depositors
at the expense of prospective borrowers and the bank’s

Seelig, “Analysis of Public Benefits Test.” table 1. p. 153, The
authors” use of six categories of benefits is misleading, as section
3iey of the Bank Holding Company Act requires that benefits fit into
three categories: financial or wanagerial resources, future pros-
pects or convenience and needs.
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stockholders.” A relevant social welfare function would
be required to relate the anticipated effects of bank
holding company acquisitions theoretically to “the
public interest.” Economists have not produced such a

*Seme prospective borrowers would be denied credit and stock-
holders would earn a lower return on their investinents. Depos-
itors who are restricted to below-market interest rates (for exam-
ple, a zero rate on non-persenal demand deposits) prebably could
not gain, but might lose, if the bank made “risky” loans.

The interest of the bank’s stockholders is of only secondary
concern, becasse the Board's legislative mandate is to safeguard
the convenience and needs of the community. Jessee and Seelig
cite statements to this effect hy members of the Board. See Jessee
and Seelig, “Analysis of Public Benefits Test,” p. 161
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function; consequently, the benefits cited by the
Board, at best, are ad hoc approximations to the public
interest. This is generally the best that can be done
when normative assessments are required.

A separate issue that the Board must face is whether
the effects that it has assoeiated with convenience and
needs will actually result if the acquisition is approved.
For example, will an acquisition actually convert a
staid bank into a more aggressive lender? Empirical
investigations of this issue are available in a host of
bank performance studies that have examined the
effects of ownership on bank operating characteristics.
Thus, in this instance, positive studies of bank operat-
ing characteristics might provide some useful back-
ground for the normative evaluations required of the
Board.

RESULTS OF PERFORMANCE
STUDIES

Performance studies have used different samples
and empirical approaches. Not surprisingly, they often
have attributed different effects to bank holding com-
pany ownership; they are remarkably consistent,
however, in several important ways.

First, the studies have found virtually no difference
in financial ratios between independent and bank hold-
ing company banks, prior to the acquisition of the latter
by holding companies.

Second, holding company banks generally hold a
higher proportion of their assets in loans and the
obligations of states and municipalities, and a smaller
proportion in cash and U.S. government securities,
than comparable independent banks.

Third, bank holding companies generally have not
had a sizable effect on the performance measures of
their subsidiary banks. Holding company ownership
typically has had a statistically significant effect on only
asmall proportion of the financial ratios included in the
various performance studies. It has not been near the
top of the list of factors that influence measures of bank
performance.” The single exception is the study re-

“Mayne and Jackson each computed beta coefficients, which are

intended to measure the relative importance of the independent
variables in a multiple regression. They both estimated several
regession equations, so their results cannot be summarized conve-
niently. In most of their regressions, bank holding company own-
ership was of middling or lesser importance. See Lucille 8. Mayne,
“A Comparative Study of Bank Holding Company Affilistes and
Independent Banks, 1969-1972," Journal of Finance (March
1977), pp. 147-38; and William Jackson, “Multibark Holdiang
Companies and Bank Belhavior” (Working Paper 75-1, Federal
Heserve Bank of Richmond. July 1975).
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porting that holding company banks are more highly
leveraged than independent banks.’

In other respects, the findings have been less consis-
tent. There is conflicting evidence on the effects of
holding company ownership on (1) service charges on
demand deposits and interest rates on time and savings
deposits, (2) operating expenses, and (3) financial
leverage (the ratio of total assets or debt to capital).
Table 1 summarizes the results of performance studies.

ARE BANK PERFORMANCE STUDIES
BELIABLE GUIDRES FOR PUBLIC
POLICY?

Bank performance is worth investigating, regardless
of its implications for public policy toward bank hold-
ing company acquisitions. If the methodology is valid,
bank performance studies can help economists under-
stand how market characteristics affect bank operating
results and why bank holding companies account for an
increasing share of banking activity. But these studies
also may indicate the likelihood that some of the bene-
fits identified in previous Board orders will result from
acyuisitions of banks by bank holding companies.

Consider again exhibit A, the benefits cited in pre-
vious Board orders approving bank holding company
acquisitions. Some of these benefits could be mea-
sured by financial ratios: The level of a specialized
credit service could be represented by the ratio of a
particular type of loan to the Joan portfolio. Competi-
tion or the interest rate on loans could be represented
by the ratio of interest revenue to the loan portfolio.
Aggressiveness could be measured by the ratio of total
loans to total assets. Economies of scale could be mea-
sured by the ratio of operating costs to total assets. The
debt-to-equity ratio could be computed from a bank’s
financial reports, Other benefits are unrelated to finan-
cial ratios; management “depth” or problems of succes-
sion, for example, cannot be measured by any ratio.

The same financial ratios that could be used to mea-
sure certain prospective benefits of bank holding com-
pany acquisitions also appear in performance studies as
measures of bank performance (see table 1),

Bank performance studies share a common meth-
odology. They compare independent banks and bank

“Mingo found that the difference increased with the level of market

concentration. In the most highly concentrated banking market in
his sarnple, the ratic of capital to total assets was 38 percent lower in
halding company banks, other factors held constant. The lower
ratio i equivalent to higher leverage. See John ], Mingo, "Manage-
rial Motives, Market Structures and the Performance of Hold-
ing Company Banks,” Econoemic Inguiry (September 1976), pp.
41124,
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holding company subsidiaries on the basis of various
financial ratios, computed from the consolidated re-
ports of income and condition that all insured banks
periodically file with their regulators. These reports
have standard {formats that vary only slightly for large
banks and banks engaged in certain foreign enter-
prises.” The same financial ratios, therefore, can be
compared for all insured banks. The performance
studies hypothesize that “good” or “bad” performance
depends on the values of these financial ratios. Neither
the relationship between performance and the finan-
cial ratios, nor the predicted effects of bank holding
companies on the ratios, is derived theoretically. Like
the measures of the public interest discussed previous-
ly, these ratios represent ad hoe measures of per-
formance.

Are these ratios reliable guides to either bank per-
formance or the public interest? It seems not.” First,
the empirical approaches employed in performance
studies have various shortcomings. Second, these
ratios are distorted by differences in accounting
method, organizational structure and portfolio com-
position that cannot be captured by balance sheet and
income statement data; moreover, they are not stricti_x_-’
comparable across independent banks and holding
company banks.

Weaknesses of Empirical Approaches

Early performance studies used t-tests of differences
in the means to evaluate the effects of holding com-

5The reports consolidate the &nancial results of a bank’s main office,
subsidiaries and branches (if any).

YBank perfermance studies generally did not draw policy implica-
tions from their fndings. Although early studies made explicit
reference to the statutory convenience and needs test, their con-
chisions generally were limited to discussions of bank perfor-
mance. Later studies did not refer to the convenience and needs
test. Mayne went so far as to say that her results “do not relate to
increased services or convenience . . .7 See Mayne, “Comparative
Study,” p. 157, If she was referring to the Federal Reserve Board's
interpretation of the public interest, then she was too circumspect.
On the other hand, Jackson averred that holding company acquisi-
tions of “wellmanaged” banks promise “few public benefits.” See
Jackson, “Multibank Holding Companies,” p. 26.

Despite their unwillingness to make policy recommendations,
the anthors of performance studies apparently have an implicit
standard for deciding whether bank holding companies are bene-
ficial, For example, Rose and Scott described a higher ratio of other
expenses to total assets among holding company banks as “alarm-
ing” and & lower ratio of farm real estate loans to total assets among
holding company banks as & “deficiency.” See Peter 8. Rose and
William L. Scott, "The Performance of Banks Acquired by Holding
Companies,” Review of Business and Economic Besearch (Spring
1979;, pp. 26 and 31. All the performance studies refer to “bank
performance.” The term implies an objective or subjective stan-
dard for distinguishing superior from inferior performance.
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panies on the post-acquisition performance of subsid-
iary banks. " In attempting to control for the influence
of other factors on performance, these studies paired
holding company banks with similarly-sized indepen-
dent banks from the same market. These studies failed
to adequately control for bank size and market charac-
teristics, and high correlations among financial vari-
ables made univariate tests of statistical significance
uninterpretable. ! The univariate studies also can bhe
eriticized for eliminating from further study banks that
could not he suitably paired.

Most recent performance studies have used multi-
variate statistical techniques, principally multiple-
regression analysis.'? Until recently, the multiple-
regression models were single-equation models,
which were estimated using ordinary least squares
regression analysis. These models compared perfor-
mance at a point in time, rather than over a post-
acquisition period. The effect of holding companies on
bank performance was estimated by including a dum-
my variable representing holding company ownership.
Some studies also included interaction variables. '

The multivariate studies have several weaknesses.
First, most of them presumed that performance differ-

YRobert . Lawrence, The Performance of Bank Holding Com-
panies {Board of Governors of the Federal Reserve System, 1967);
Samuel H. Talieyv, The Effect of Holding Company Acquisitions
on Bank Performance, Staff Economic Studies 69 (Board of Gov-
ernors of the Federal Reserve System, 19711 Robert F. Ware.
“Pertormance of Banks Acquired bn Multi-Bank Holding Com-
panies in Ohio,” Federal Reserve Bank of Cleveland Economic
Review (March-April 1973), pp. 19-28; and Stnart G. Hofbman,
“The Impact of Holding Company Affiliation on Bank Perfor-
mance: A Case Stady of Two Florida Multibank Holding Com-
panies” {Working Paper Series, Federal Reserve Bank of Atlanta,
Janruary 1976).

"Radney 1. Johnson and Pravid R, Meinster, “An Analysis of Bank
Holding Company Acquisitions: Some Methodologieal Tssues,”
Jowrnal of Bank Research (Spring 1973}, pp. 38-GL

BRodney 1. Johnson and David B, Meinster, “The Performance of

Bank Holding Company Acquisitions: A Multivariate Analysis,”
Jowrnal of Business (April 1973), pp. 204-12; Jackson, "Multibank
Holding Companies;” Arthur G. Fraas, The Performance of Indi-
vidual Bank Holding Companies, Staff Economic Studies 84
{Board of Governors of the Federal Reserve System, 1974):
Mingo, “Managerial Motives, Market Structures and Perfor-
mance,  pp. 411-24; Mayne, “Comparative Study,” pp. 147-38;
Rose and Scott, “Performance of Banks,” pp. 18-3

and Duane B.
Graddy and Reuben Kvle, 1H, “Affiliated Bank Performance and
the Simultaneity of Financial Decision-Making,” Journal of Fi-
nance (September 1980), pp. 931-537. Johnson and Meinster used
multiple-diseriminant analvsis: the others vsed multiple-
regression analysis.

YThese were the studies by Mingo, and Graddy snd Kyle. See Ibid.
The interaction variables were products of the dumumy variable
and other independent variables. They tested the hypothesis that
an independent variable’s effect on bank performance depended
on the bank’s form of ownership.
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ences at a point in time were due to changes in per-
formance after the acquisition. Second, some studies
continued to pair independent and holding company
banks. ' Third, high multicollinearity involving in-
teraction variables may have biased the coefficient esti-
mates. Finally, single-equation models ignore inter-
dependence among bank decisions. !

Graddy and Kyle attempted to account for inter-
dependencies among financial ratios by estimating an
ad hoc system of 13 equations. Although it was an
improvement over earlier models, their model did not
apture the hypothesized complexity of the inter-
dependence among bank decisions; furthermore, their
interpretation of certain financial ratios was
questionable. '

Dhstortions in Financial Ratios

Specific distortions in the financial ratios can be
traced to the nature of the banking firm and the bank
holding company, and to the effect of regulation on
bank prices. Banks sell many different products and
actpuire many different deposit Habilities. Revenues
and expenses depend on portfolio composition, and
prices depend on the size, type and risk of the assets
and liabilities in the portfolio. Bank holding companies
are vertically and horizontally integrated corporations.
This form of organization potentially affords real advan-
tages, but also creates accounting differences between
independent and subsidiary banks. Deposit ceilings
place a statutory limit on the price of certain kinds of
deposits, causing banks to engage in non-price com-
petition for loanable funds.

Probiems with Rotios as Measures of Price — Per-
formance studies represent the prices that banks

PThese were the studies by Johnson and Meinster, and Mayne, See
1hid. The former study actually used a sample of banks from
Lawrence's original performance stuely.

“Duane B. Graddy and Beuben Kyle, 111, “The Simultaneity of
Bank Decision-Making, Market Structure, and Bank Perfor-
mance,” Jouwrnal of Finance (March 1979}, pp. 1-18. This interde-
pendence causes the high correlations among financial ratios
noted earlier by Johnson and Meinster. The use of single egnation
regression models under these circomstances introduces simul-
taneous etpuation bias into the ordinary least squares estimates of
the regression coefficients. Note that this criticism does not per-
tair: to the Johnson and Meinster study, in which financial ratios
entered only as independent variables in a multiple-discriminant
analysis.

¥The authors’ choice of financial ratios to represent input and
autput decisions led them to interpret certain ratios as quantities,
For example, the ratios of total loans to total assets, and salaries
and wages to total assets, were interpreted as quantities of output
and input, respectively. The authors” interpretation of the ratio of
total capital to total risk assets as the bank’s lending Hmit is
doubtlul. See Thid., pp. 7-8.

H
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charge for their products and pay for deposits as ratios
of income statement items to balance sheet itemns. For
example, the price paid for deposits has been mea-
sured by the ratio of interest paid on deposits to total
time and savings deposits, and the price of loans by the
ratio of interest received on loans to the loan partfolio.
There are four reasons that these financial ratios are
inadequate proxies for such prices,

First, the ratios do not account for a bank’s portfolio
composition.” The sizes and types of 2 bank’s loans or
deposits affect its operating costs and, hence, the
prices the bank both pays and charges. Thése effects
are not captured by the ratios of income statement to
balance sheet items. Such ratios are actually weighted
averages of many different prices; they measure aver-
age revenues and average expenses rather than prices.

Second, the ratios include risk premiums. Banks can
be expected to charge higher rates of interest on loans
with greater perceived default risk. Banks that choose
to make riskier loans will tend to have higher average
revenue from loans (and also more bad debts),
although they may charge the same rate as other banks
for loans of comparable default risk. Interest rate risk
increases with the maturity of loans. Banks that choose
to make longer-term loans also will tend to have higher
average revenue from loans.

Third, the ratios fail to account for the effects of price
ceilings on some deposits. When the legal rate of in-
terest on deposits is fixed below the market rate, banks
have an incentive to incur non-interest expenses to
attract deposits. These additional costs are not counted
as interest expense on a bank’s income statement. Con-
sequently, the average expense ratio understates the
true cost of deposits. This understatement is probably
greater for some banks than for others, depending on
the demand and supply conditions for deposits in dif-
ferent banking markets.

Fourth, the ratios fail to account for interdependen-
cies among certain prices. Some banking services are
purchased in a package, for example, a borrower’s
agreement to maintain a compensating balance with
the lending bank in return for a lower nominal rate of

YGraddy and Kyle did aceount for certain aspects of portfolio com-

position. Their equation for the average interest rate on loans-

incleded as arguments the ratios of business, real estate, and
installment loans 1o total assets. Their equation for the average
deposit rate included as arguments the ratios of demanct deposits
to total deposits and savings deposits to total time and savings
deposits. See Ibid., p. 9. These specifications are an improvement
over those of other performance studies; nevertheless, they kil to
account for many aspects of portfolio composition, including size
differences within any category of loans or deposits.
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interest on a loan. The true interest rate depends on
the size of the compensating balance: however, the
ratio measuring average loan revenue depends only on
nominal rates.

Different average revenne and expense ratios are
not necessarily due to different prices for a standard
product. Systematic dilferences in portfolio compo-
sition, risk or other business strategies between inde-
pendent banks and holding company banks cause
systematic differences in the average revenue and ex-
pense ratios. The ratios are ambiguous guides to the
prices banks charge for products and pay for deposits.

Problems with Ratios as Megsures of Efficiency— In
performance studies, the term “efficiency” is used to
describe the relationship between bank costs and some
measure of output, generally total assets but occa-
sionally total revenue. The relationship between total
costs and output is measured by the ratio of operating
expenses to total assets or total revenue: the rela-
tionship between two particular elements of total cost
is measured by the ratios of salaries and wages expense
to total assets and other operating expenses to total
assets, Smaller values of these ratios are interpreted as
evidence of lower cost (i.e., more efficient) production.
This interpretation is invalid.

Banks are multiproduct firms that obtain funds from
a variety of sources. Some banking products and some
sources of funds are more costly than others: therefore,
the operating expense ratios depend on the composi-
tion of a bank’s portfolio. Presumably, more costly
portfolios yvield higher revenues, sa the ratio of operat-
ing revenue to total assets depends as well on portiolio
composition. Because operating revenue also depends
on the control the bank exercises over price, no ratio
incorporating operating revenue is an adequate proxy
for a bank’s cost of production.

Bank holding companies are vertically integrated
organizations; the parent company provides a variety
of services toits subsidiary banks. In some cases, these
services have been centralized in the holding company
as an economy measure. In other cases, the salaries of
some bank emplovees are assigned arbitrarily to the
parent company instead of the subsidiary. In either
case, the salaries of some emplovees who provide ser-
vices to a subsidiary bank are carried on the books of
the holding company instead of the bank itsell. This
introduces a systematic downward hias into the re-
ported salaries and wages expense of holding company
banks and, thus, a downward bias into the salaries and
wages expense ratio of holding company banks.
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Some hank activities are more labor-intensive than
others. Consequently, the salaries and wages expense
ratio may vary svstematically between holding com-
pany banks and independent banks due to differences
in portiolio composition. This source of distortion may
reinforce or offset the downward bias discussed in the
preceding paragraph.

Bank holding companies usually charge their sub-
sidiaries for services provided by the parent company.
These charges, which are internal accounting trans-
{ers, are referred to as management fees. Asthe “other
operating expense’” category on & bank’s income state-
ment includes management fees, this expense is biased
upward if holding companies charge their subsidiary
banks for services provided.

Problems with Leverage as a Measure of Capital
Adeguecy or Risk — Leverage is the ratio of debt to
capital. A bank’s leverage may reflect the attitudes of
owners or managers toward risk; it may be related to
other factors as well. Performance studies have ad-
vanced one reason that holding company banks should
be less highly leveraged and another that they should
he more highly leveraged, irrespective of attitudes
toward risk.

Some performance studies have argued that bank
holding companies have greater access to capital mar-
kets than independent banks. As this advantage should
translate into a lower cost of capital, banks owned by
holding companies should hold more capital in relation
to debt than independent banks. On the other hand,
holding companies also are better able than indepen-
dent banks to diversify geographically.'® Other per-
formance studies have argued that geographically
diversified holding companies reduce their risk by
lessening their dependence on any single geographic
area. With this advantage, thev should require less
capital for any given level of debt. Both argnments
have been used to rationalize empirical results. Be-
cause the arguments do not unambiguously predict the
effect of bank holding companies on the ratio of debt to
capital, leverage measures neither capital adequacy
nor risk.

¥Bank holding companies can own non-bank subsidiaries in any
state, whereas banks are limited by state branching restrictions.
Banks cannot locate offices in states other than their home states,
and in some states are limited to conducting all or most of their
business from a single office. In states that restrict branching,
multibank holding companies can circumvent legal restrictions on
the geographical extent of a bank’s operation by acquiring or
chartering banks in different areas of the state. Thus, to some
extent they are substitutes for branch banks.

MARCH 1983

Certain accounting conventions obscure any com-
parison of the capital of holding company banks and
independent banks. Holding companies can borrow
funds to augment the reported capital of their subsid-
iary banks. {This practice is known as double leverag-
ing.) For accounting purposes, the funds are capital to
the bank and debt to the holding company; therefore,
the effect of the borrowing is 1o increase the leverage of
the parent company and decrease the leverage of the
subsidiary bank.

Does double leveraging improve the capital position
of the bank? To put the question differently, is a bank
that borrows through its parent holding company
actually exposed to less risk than an independent bank
that incurs the same debt itsell? The answer depends
ultimately on whether a subsidiary bank is insulated
from the financial problems of its parent company. On
one hand, the bank is a separate legal entity: the hold-
ing company is prohibited legally from draining the
bank of its assets or capital. On the other hand, the
operating policies of the bank are dictated by the
parent company; if faced with insolvency, the holding
company is likely to operate the bank in a risky manner
in an attempt to meet the interest payvments on its
debt. It seems that the practice of double leveraging
obscures the distinction between debt and capital,
causing an overstatement of the capital positions of
subsidiary banks and an understatement of risk.

Froblems with Ratios as Measures of Portfolio €

-
position — Several portfolio ratios are used in perfor-
mance studies. Thev measure the proportions of total
assets held as loans, cash, U.S. government securities
and so forth, and the proportions of the loan portfolio
devoted to different kinds of loans, such as business,
real estate and installment loans. Differences in port-
folio mix are partly responsible for the biases in other
financial ratios.

The portfolio ratios are less subject to potential dis-
tortion than other financial ratios. Nevertheless, cer-
tain portfolio ratios may be biased due to the division of
a bank holding company into bank and non-bank sub-
sidiaries. This division creates reporting differences
between holding company and independent banks.
For example, a mortgage loan by an independent bank
would be reported on the bank’s call report, but the
same loan by a holding company’s mortgage subsidiary
would appear on the books of the non-bank subsidiary.
Although non-bank subsidiaries account for a small
proportion of total holding company activities, the
legal and accounting divisions may distort particalar
portfolio ratios, such as the ratio of real estate loans to
total loans.
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The portfolio ratios do not indicate unambiguously
the extent of lending to the local community. A higher
ratio of loans to total assets is not necessarily evidence
of greater local lending, because some loans on the
bank’s books may represent loan participations or
purchased paper.

CONCLUSION

The financial ratios used in bank performance stud-
les are subject to substantial distortion when used to
assess the impact of bank holding companies on bank
performance. These distortions are attributable to the
nature of the banking firm and the bank holding com-
pany organization, and to the effect of regulation on
deposit interest rates. As a result, the performance
studies generally have not provided reliable evidence
about the effect of bank holding companies on either
bank performance or the factors that the Board of
Governors has identified as prospective benefits of
holding company acquisitions.

Previous investigations have found that the Board of
Governors has not given mueh weight to convenience
and needs. The finding that orders approving bank
holding company acquisitions “seldom dwelt” on the
benefits of the case when an acquisition had an unim-
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portant competitive effect, and the slight weight given
prospective benefits in orders of denial seem to sup-
port this conclusion.?® This is consistent with the re-
sults of past performance studies, which usually have
attributed only small effects to holding companies, and
often have contradicted each other at that.

There is no evidence that the Board has relied on
either financial ratios or the results of performance
studies in reaching its decisions. The assessment made
in this article indicates that it should use neither.
Although the shortcomings of previous empirical
approaches eventually may be overcome, the prob-
lems with using financial ratios to measure either per-
formance or the public interest appear intractable.

Performance studies are not without potential value,
however. If properly designed, the studies can identify
differences between the reported operating results of
independent banks and holding company banks. These
differences may suggest directions for research into the
incentives for hank holding company formation and
growth. But they are not likely to provide useful evi-
dence of the desirability of bank holding company
acquisitions.

Hlessee and Seelig, “Analysis of Publie Benefits Test,” pp. 161-62.
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