The Securities Activities of the
Foreign Subsidiaries of U.S. Banks: Evidence on
Risks and Returns

Gary Whaen
Office of the Comptroller of the Currency
Economics Working Paper 98-2
February 1998

Abstract: This study provides new evidence of the risks and returns associated with bank
involvement in securities activities. Thisempirica evidence is drawn from an extensive anaysis of
the performance of the foreign securities subsidiaries of U.S. banking companies over the
relatively lengthy 1987-1996 time period. Both industry- and firm-level estimates of securities
risks and returns from overseas securities activities are constructed from the data since previous
studies have found that these two sets of estimates can differ markedly. Systematic differencesin
performance associated with aternative organizationa structures are also investigated because
regulations permit structural variety oversess.

The results are somewhat sensitive to the aggregation method employed and the precise
time period examined. In general, when industry-level data are used, mean securities returns are
roughly the same as those earned in domestic banking, while measures of securitiesrisk are
modestly higher. When firm-level data are used, mean securities returns typically exceed those of
domestic banking by a considerable margin, but the estimates of securities risk are higher, both
absolutely and relative to comparable estimates for domestic banking. Both sets of data, as well
as amore detailed examination of the performance of individual holding companies, indicate that
banking companies can lower their risk by engaging in overseas securities activities.

Comparison of the securities returns and risks of direct and indirect bank securities
subsidiaries with those of holding company affiliates using industry aggregation revealed some
differences in performance. The mean securities returns of the combined bank subsidiary group
were dightly above those of the holding company affiliates over some time intervals, and their
measured risk was lower in al periods examined. That is, the evidence suggests that permitting
U.S. banking organizations to engage in securities activities overseas through direct and indirect
bank subsidiaries has not had a significant, deleterious impact on their performance. Although
additional research is necessary to establish the definitiveness of these findings, the results
presented here are the only tangible empirical evidence on the domestic structural issue currently
available.
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|. Introduction

Debate about the effects of permitting U.S. commercia banks to expand their range of
activities--particularly in securities underwriting and insurance--has intensified in recent years.
Proponents argue that greater freedom to enter securities and other nontraditional lines of
business will enable banks to earn returns above those available in more traditional activities.
They aso emphasize the possibility of risk reduction through greater diversification. Removal of
barriers to bank entry into additional financial marketsis also expected to result in greater
competition, with attendant benefits to consumers.

Opponents of expanded powers counter that the banks might not earn higher returnsin
these nontraditional activities or may use such product expansion opportunities to raise rather
than lower their risk. To mitigate the possibly increased risk to the banking organization
stemming from expanded activities, some opponents endorse expansion of powersonly if itis
accompanied by constraints on bank organizational form, in conjunction with so-called
“firewalls.”* Thereisfurther debate about the relative merits of the two main competing
organizational paradigms. One is the holding company model, in which expanded powers are
exercised only by nonbank subsidiaries of bank holding companies. The other is the bank

subsidiary model, in which nontraditional powers can be exercised by direct subsidiaries of a

Others emphasize the need for organizational constraints and firewalls to decrease the
likelihood that a significant subsidy stemming from bank access to the federal safety will be
transferred to nonbank subsidiaries of the bank or the holding company. For adiscussion of this
issue see Whalen (1997B).



bank.?

The risk implications of greater bank involvement in securities and other nontraditional
activities and the appropriate role for constraints on organizational form are basically empirical
issues. In general, the empirical evidence in studies done over the past two decades suggests that
banks are likely to enjoy modest benefitsif constraints on securities activities are relaxed.®> But
the evidence from the extant research may be of limited value in the current debate for severa
reasons. Most importantly, the extent to which U.S. banks have been able to engage in securities
activities domestically has been sharply limited until quite recently. Before 1987, banks generaly
were not authorized to engage in securities activities.* In that year, banking organizations
obtained some latitude to engage in “impermissible” securities activities through their so-called
Section 20 subsidiaries, but the amount was sharply restricted through 1996.° To date, basically
no empirical studies of the performance or riskiness of these subsidiaries have been published.®
Further, banking organizations are required to organize these domestic securities units exclusively

as nonbank holding company affiliates, so differences in structure and any related differencesin

%For adiscussion of the relative merits of these two organizational models, see Whalen
(1997A).

3For agood review of these studies, as well as some relatively recent evidence on this
issue, see Wall, Reichert and Mohanty (1993).

“Exceptions include the ability to underwrite U.S. government debt and certain types of
municipal securities.

*This quantitative limit was relaxed in January 1997 when Section 20 subs were authorized
to derive up to 25 percent of their income from “ineligible” activities, substantially above the
previous cap of 10 percent.

®Actually, Kwan (1997) is a preliminary, unpublished study on this subject.
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returns and risks cannot be observed.

Because of the past limits on bank involvement in domestic securities activities, most of
the empirical evidence on thisissue has come from studies that focus on estimates of securities
returns and risk that use return data for independent securities firms, often only industry aggregate
data for such firms.” Some authors have noted possible biases in estimates of activity risk
associated with the use of aggregate industry data.® In several other studies, the authors use
individua firm data and estimate the risks and returns associated with bank entry into a variety of
nonfinancial businesses by simulating mergers between banks and firmsin securities and other
types financial industries.” All of these sorts of studiesimplicitly assume that bank managers
operate the surviving entity passively. One author tried to remedy data problems by studying the
risks and returns associated with bank trading of permissible securities, which they can do
domestically through their trading account desk.’® This approach does result in alarge sample of
individua banking firms actually involved in securities activities for study, but it is not clear that
the risks and returns associated with this sort of activity are reflective of securities activities
generdly. It asoisnot possible to explore any effects associated with possible differencesin
leverage across activities because banks do not disclose the amount of capital supporting their
trading account activities.

However, U.S. banking organizations have long been permitted to engage in securities

"For example, see the study by Wall, Reichert and Mohanty, op.cit..
8See Boyd, Hanweck and Pithyachariyakul (1980) and Kwast (1989).
°See Boyd and Graham (1986) and Boyd, Graham and Hewitt (1993).

9K wast, op.cit.



underwriting, as well as other domestically proscribed activities, overseas through separate
foreign subsidiaries that file financial reports with the Federal Reserve. In addition, they face
fewer constraints on how they may structure these operations. For example, in many cases, they
may organize the foreign entity as a direct bank subsidiary, a holding company subsidiary, or the
subsidiary of an Edge or Agreement corporation which, in turn, may be either adirect bank or
holding company subsidiary. Virtually no current research focusing on any aspect of the
performance of the foreign subsidiaries of U.S. banking organizations has been done to date.™*
Examination of the performance of the foreign securities subsidiaries of U.S. banking
companies may suggest the likely effects of greater bank involvement in this activity domesticaly.
This data set alows the construction of both industry-level and firm-level estimates of securities
risks and returns overseas using information for bank-operated securities affiliates. While these
estimates can be expected to differ from corresponding domestic magnitudes, they should at least
serve as a rough approximation to them for several reasons. First, larger overseas securities
subsidiaries, which account for a high proportion of overseas securities activities, tend to be
headquartered in nations with reasonably well-developed securities markets.*? Second, they are

owned by the same set of large banking organizations likely to be the major players in domestic

"The one study that focused exclusively on foreign subsidiaries is Houpt and Martinson
(1982). The somewhat more recent Houpt (1988) deals in part with foreign subsidiaries but also
examines other modes of foreign operations of U.S. banks including foreign branches and Edge
Act corporations.

12In 1996, the top six (in terms of assets) nations in which foreign securities subsidiaries
were headquartered were the United Kingdom, the United States, Australia, France, Hong Kong,
and Singapore. Together the total assets of the securities subsidiaries in these countries were
roughly $206 hillion, about 93 percent of the total assetsin all foreign securities subsidiariesin
that year.



U.S. markets. These data permit the calculation of estimates of risk and return for individual
banking organizations from actually engaging in securities operations, abeit in foreign markets.
The structural variety also permits investigation of any systematic differencesin performance
associated with aternative organizational structures.

The primary focus of this study is the performance of the foreign securities subsidiaries of
U.S. banking organizations over the 1987 - 1996 interval. The 1987 starting point and 1996
ending points purely reflect the availability of data on the operations of the foreign subsidiaries of
U.S. banks. The subsidiary-level data are used to generate both industry aggregate and firm-level
measures of the returns and risks associated with U.S. bank securities activities overseas, and
these estimates are compared to similar measures for domestic bank and nonbank activities. In
addition, the returns and risks of direct and indirect securities subsidiaries of banks and
subsidiaries of bank holding companies are compared to revea any differences in performance.
Such an inquiry should provide some empirical evidence on the relative merits of the two
competing organizational models for banks with expanded powers. Such evidence has heretofore
been lacking.

This study provides new evidence of the risks and returns associated with bank
involvement in securities activities. The results are somewhat sensitive to the aggregation method
employed and the time period examined. In general, when industry-level data are used, mean
securities returns are roughly the same as those earned in domestic banking, while measures of
securities risk are modestly higher than those of domestic banking. When firm-level data are
used, mean securities returns typically exceed those of domestic banking by a considerable

margin, but the estimates of securities risk are higher, both absolutely and relative to comparable



estimates for domestic banking. Both sets of data, as well as a more detailed examination of the
performance of individual holding companies, indicate that banking companies can lower their risk
by engaging in overseas securities activities.

Comparison of the securities returns and risks of direct and indirect bank securities
subsidiaries with those of holding company affiliates using industry aggregation revealed some
differences in performance. The mean returns on securities activities of the combined bank
subsidiary group were dightly above those of the holding company affiliates over some time
intervals, and their measured risk was lower in all periods examined. That is, the evidence
suggests that permitting U.S. banking organizations to engage in securities activities overseas
through direct and indirect bank subsidiaries has not had a significant, deleterious impact on their
performance. Although additional research is necessary to establish the definitiveness of these
findings, these results are the only tangible empirical evidence on the domestic structural issue

currently available.

. Data Issues

The main data source used in the paper are the financial reports U.S. banking
organizations with foreign subsidiaries file for each individual subsidiary with the Federal Reserve
Board.®® Although these reports are filed quarterly, this study uses annual year-end data. The
level of reporting detail varies with the asset size of the individual subsidiary. As of December 31,
1996, subsidiaries with more than $1 million but less than $50 million in total assets file cursory

reports that contain only four financial items -- total assets, total equity, total off-balance sheet

BThese reports are designated FR2314.



items and total net income. Subsidiaries with assets between $50 million and $250 million file
much more comprehensive reports of income and condition. Those with total assets of $250
million or more report even more detailed financials.™

Each reporting foreign subsidiary is assigned a single primary activity code and this codeis
the basis for the activity classifications used in this study. This procedure inevitably resultsin
some imprecision in measuring bank involvement and analyzing performance in particular
activities because subsidiaries may engage in anumber of different activities in addition to their
primary one and the extent to which they do so is not explicitly revealed. In 1996, foreign
subsidiaries collectively fell into more than 20 primary activity classifications.® The rather broad
“securities’ activity classification used in this paper is an amalgam of severa different primary
activity codes. It includes foreign subsidiaries that have either merchant banking, investment
banking, securities underwriting, or broker/dealer primary activity codes. This classification
scheme is admittedly gross and may influence some of the reported findings because the risks and
returns of the different types of firms that comprise the securities group may differ significantly.

This method of classification was chosen to smplify the analysis, and the effects of this kind of

YThese size threshol ds became effective in the first quarter of 1996. Previously the lower
bound of the largest size class was $100 million. The set of items reported aso changed dightly
at thistime.

The primary activity code classifications evident in 1996 included “close to banking”,
commercial finance, consumer finance, nonbank credit agencies, data processing, export trading,
factoring, futures commission merchant, foreign bank, insurance agency/brokerage, insurance
underwriting, investment advice, investment banking, leasing, management consulting,
nonfinancial services, other holding companies, real estate, securities underwriting and
broker/dealers, trust, and several others.



aggregation will be explored in future work.*

The available subsidiary-level data can be analyzed in severa different ways, each of which
may provide different insights on the likely risks and returns associated with particular activities.
One possible approach is to aggregate the subsidiary-level data by activity to produce atime
series of “industry” financials. The industry financials resulting from this method of aggregation
weight the performance of larger subsidiaries in each activity more heavily. This approach has
been used in a number of previous studies where only industry-level data were available to the
authors. Some have argued that there are advantages associated with using industry data to form
estimates of the expected future distribution of returns for an activity.” This sort of aggregation
may yield superior estimates of the future distribution of returnsto a particular activity by
weighting the experience of possible outlier firms - those with alow level of involvement in the
activities of interest - less heavily. But according to severa authors, risk and return measures
generated in this way may mask company-specific performance differentials and may yield
estimates of activity mean returns, variance of returns, and return correlations across activities

that differ substantially from those resulting from activity financials derived using firm-level data.*®

®Even this classification fails to capture the securities activities of some foreign
subsidiaries. For example, at year-end 1995, seven subsidiaries with non-securities primary
activity codes reported positive underwriting income on their financial reports. Sixty-eight
subsidiaries with non-securities primary activity classifications held some amount of equity
securities of unrelated companies in their investment accounts.

YIn wall, Reichert and Mohanty, op.cit, p.6, the authors state that this is the case if
within-industry differences primarily arise from regiona economic conditions and if firmswithin
the industry are combining across regions. It aso reduces the likelihood of spurious results in the
formation of portfolios to investigate diversification effects.

183ee, for example, the discussion of thisissue in Boyd, Hanweck, and Pithychariyakul,
op.cit.. They found activity mean returns changed considerably and even differed in sign when
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In particular, measures of activity risks tend to be considerably higher when firm-level data are
employed. Toillustrate the sensitivity of the results to the method of data aggregation, results are
presented below using both industry-level and firm-level data.

It should also be noted that all of the analysisin this paper is based on accounting numbers
reported by the foreign subsidiaries on their financial reports. Much of the focus is on accounting
measures of subsidiary net income. Thisis problematic for several reasons. Oneisthat financial
firms may choose to influence accounting net income in several ways. For example, they may
prefer to smooth reported net income over time. Most of the foreign subsidiaries are part of large
holding company organizations, and do some, possibly much of their business with related entities
and intra-company transactions give the parent company the ability to influence where net income
is booked within the corporation. Accounting measures of total assets and equity also can be
poor proxies for their economic counterparts. In short, the reported profitability of individual
foreign subsidiaries may be an imperfect measure of the true returns earned in the reported
primary activity. Accounting data are used here, as they have been in most of the related studies,

because there is no better dternative.

1. Industry Aggregate Time Series Information on Securities and Other Mgjor Primary
Activities of Foreign Subsidiaries

firm-leve rather than industry-level data were used to construct comparable measures. They also
found that the average of the firm-level activity return standard deviations were many times larger
than comparable industry-level standard deviation of returns and that the absolute value of return
correlations decreased appreciably if firm-level rather than industry-level data are used. See also
Kwast, op.cit., pp. 118-121 for evidence on this issue.
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Selected industry aggregate time series data for securities and six other of the largest (in
total assets) foreign subsidiary activity categories are included in tables 1 and 2. An eighth
activity, insurance underwriting, isincluded in the table because it is an important financial activity
that is not generally permissible for U.S. banks domestically.

Table 1 contains selected financial data aggregated by primary activity for al foreign
subsidiaries with total assets of $1 million or more in each year between 1987 and 1996. That is,
the total assets and net income figures in the table are ssimply the totals for al foreign subs
reporting a particular primary activity. The table contains data on the aggregate number, total
assets, net income, return on total assets, and the percent of foreign subsidiaries reporting profits
in eight selected primary activities each year from 1987 to 1996. The final row for each year
shows the totals for all foreign subsidiaries, not just those engaged in the eight activities above. In
every year, the share of the total assetsin all foreign subsidiaries accounted for by subsidiariesin
the eight highlighted activitiesis very high.*

Table 2 (containing annual aggregate data for subsidiaries with total assets of $50 million
or more) illustrates the degree to which the assets and net income of each activity are
concentrated in the hands of fairly large foreign subsidiaries. For example, in 1987, the 309
subsidiaries larger than $50 million in total assets accounted for more than 97 percent of the total
assetsin dl foreign subsidiaries. 1n 1996, the comparable figures were 378 subsidiaries with close
to 99 percent of total assets. The percentages are roughly the same for securities subsidiaries. So
the aggregate financial numbers basically reflect the performance of a modest number of larger

subsidiaries .

¥In 1987 it is 93.1 percent. In 1996 is 97.8 percent.
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Returning to table 1, the total assets of al foreign subsidiaries in December, 1987, were
$159.2 billion, approximately 12 percent of the consolidated total assets of all holding companies
that had foreign subsidiaries at thistime.”® At thistime, securities was the second largest activity,
accounting for $33.2 hillion, or about 20 percent, of al of the assetsin foreign subsidiaries. This
amounted to roughly 2.5 percent of the consolidated total assets of the holding companies that
operated foreign subsidiaries. The average annual percentage change in the total assets of all
foreign subsidiaries was approximately 14.1 percent over the ten years, pushing the ratio of total
foreign subsidiary assets to the consolidated holding company assets of companies with such
subsidiaries to over 19 percent by the end of that timeinterval. Growth in the total assets of
securities subsidiaries over this same period was even faster -- an average annual rate of more
than 25 percent. By December 1996, securities ranked as the number 1 activity in terms of
aggregate assets, accounting for about 45 percent of the total assetsin all foreign subsidiaries and
9 percent of the aggregate consolidated assets of holding companies with foreign subsidiaries.

Cursory examination of the aggregate activity ROAsin table 1 suggests that the major

The total assets figuresin the table overstate the level of involvement of the foreign
subsidiaries of U.S. banking companies in these activities to some extent, particularly when the
totals are compared to the consolidated total assets of the participating companies. The total
asset figures reported in the tables reflect intra-corporate transactions to some degree while the
consolidated figures do not. Examination of asset data reported by foreign subsidiaries larger
than $50 million in total assets allow some insight on the extent to which thisisthe case. For
example, in 1987, the total assets of all foreign subsidiaries of $50 million or more were roughly
$155 billion. About $112 hillion of this amount, or about 72 percent, represented claims on non-
related entities. 1n 1996, comparable figures were $486 billion, $288 hillion, and 59 percent.

21t could be argued that it is preferable, or at least informative, to measure activity levels
using a metric other than total assets since total assets may not be the best “output” measure for
all activities, including securities. (For example, off-balance sheet assets are not reflected in these
totals) Tota incomeisone candidate. Admittedly casual analysis (not reported) suggests that
switching to total income does not significantly change the share analysis discussed above.
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activities in which foreign subsidiaries engage have generally been profitable over time,
particularly over the last five years of the time period examined. However, aggregate losses are
apparent for some activities in some years. But this sort of outcome israre, evident just seven
times over thisperiod. Typically, ahigh percentage of the individual subsidiariesin each activity
classification were profitable in each year over the interval examined. Evenin yearswhen a
particular activity had an aggregate loss, typically two-thirds of the individua subsidiaries
engaged in that activity reported profits.

The aggregate industry ROA data suggest that securities activities have not been among
the most profitable activities of foreign subsidiaries. Aggregate losses are evident in each of the
first three years of the period examined. To some extent, losses over thisinterval may reflect
unique events (such as England’ s Big Bang) and so may provide a biased estimate of the likely
returns attainable in securities activities over periods in which major structural change has not
occurred.?? Unfortunately, the lack of data precludes extending the period of observation
backward through time. In any event, the magnitudes of these losses are not markedly different
from those evident in leasing and commercid finance, which are permissible banking activities in
the U.S. With one exception (1990), two-thirds or more of the individual securities subsidiaries
were profitable in each year over the period.

To gain further insight on the profitability and the risk of securities and other activities,
descriptive statistics were calculated for the time series of the aggregate ROA figuresincluded in

table 1. Table 3 includes these statistics, as well as the same set of statistics for the aggregate

“The Big Bang refers to the deregulation of English securities markets that occurred in
late 1986. Competition in U.K. financial markets intensified in the wake of these changes, partly
as aresult of entry and expansion by foreign firms, including American banking organizations.
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profitability of two other benchmark activities of the holding companies that owned foreign
subsidiaries in each year over the period. One of these profitability measuresis for “domestic
nonbank” activities and is calculated by dividing estimated aggregate net income for the
“domestic” nonbank subsidiaries of the holding companies that owned foreign subs in each year
by the aggregate total assets of such subsidiaries. These numbers are drawn from the Y-9LP
parent-company-only financial reports filed by each holding company with the Federal Reserve.
The numerator of this measure is the sum of dividends paid to the parent company by nonbank
subsidiaries plus the parent’ s equity in the undistributed net income of such subsidiaries.®® The
denominator is aggregate total assets in al nonbank subsidiaries that are not direct subsidiaries of
affiliate banks or Edge Act companies. (This aggregate is reported as amemo item on the Y -
9LPs.) ThisROA measureis adecent proxy for the aggregate profitability of domestic nonbank
affiliates because most foreign subsidiaries of U.S. banking organizations (see below) are not
holding company subsidiaries, and so their net income and assets comprise a relatively modest
portion of both its numerator and denominator.

The other activity of the holding companies with foreign subsidiaries whose aggregate
profitability is measured in table 3 is “domestic banking.” Both the numerator and denominator of
this measure are simply aggregates of net income and total assets reported by all the bank
subsidiaries of the holding companies with foreign subsidiaries on their reports of income and
condition in each year. This profitability measure is only arough indicator of consolidated (in the

accounting sense) domestic bank-only profitability because its components reflect transactions

A possible problem associated with using this sort of measure of aggregate domestic
nonbank net income, noted in Wall (1987), is distortions related to nonbank companies acquired
using the purchase method of accounting.
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with nonbank holding company affiliates and any direct bank subsidiaries. In addition, since most
of the foreign subsidiaries of U.S. banking organizations are organized as direct or indirect bank
subsidiaries, this domestic bank profitability reflects the operations of foreign subsidiaries to some
degree. The numbers also reflect any international business that banks do through their foreign
branches.

Four sets of statistics for the aggregate ROAs for each activity classification are reported
intable 3: the mean, the median, the standard deviation, and the coefficient of variation. The first
two provide some indication of the expected returns available in each activity. The standard
deviation of each aggregate ROA is an indicator of the expected volatility of the returns, or risk
inherent in that activity. The coefficient of variation of aggregate activity ROA (CVROA in table
3) isarelative risk measure, formed by dividing the standard deviation of aggregate ROA for each
activity over agiven time period by the comparable mean value. This sort of statistic is useful
because it compares a measure of an activity’s return volatility to a measure of expected returns.
The higher the volatility relative to expected returns, the greater the coefficient of variation of the
ROA of an activity and the greater its estimated relative risk.

As noted above, the returns earned by securities subsidiaries in the first several years of
the time interval examined may reflect the unique circumstances associated with the Big Bang.
There is some evidence that thisis the case.”* Because extreme values of aggregate returnsin one

or two years over the relatively short period examined can have alarge impact on the statistics of

#For example, in 1987, seven of the ten securities subs with the largest losses were
headquartered in England and together accounted for 51 percent of the aggregate loss of the 33
securities subsidiaries reporting losses in that year. 1n 1988, five of the ten securities subs with
the largest losses were located in the U.K. and accounted for more than 70 percent of the
aggregate loss of the 34 securities subsidiaries with losses.
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interest, table 3 also contains sets of descriptive statistics calculated for 1988-1996 and 1989-
1996, in addition to the complete period.

Focusing first on the complete 1987-1996 period, the means and medians for returns on
securities activities were 43 and 54 basis points, respectively -- the lowest of all of the major
activities of foreign subsidiaries examined. However, the mean and median ROA for domestic
nonbank activities, and to alesser extent domestic bank activities, also do not compare favorably
to figures for most of the non-securities activities of foreign subsidiaries.

Omitting the first year and then the first two years of the complete time period produce
progressively higher mean and median aggregate ROA values for securities activities. For 1989-
1996, the mean return for securities activities of 86 basis points exceeds that of domestic nonbank
subsidiaries, bank subsidiaries, and foreign subsidiaries engaging primarily in commercia finance.
However, the median ROA for securities activities of 68 basis points remains the lowest of al
activity categories examined.

Still in table 3, the standard deviations of the aggregate ROASs for securities and most of
the foreign subsidiary activity classifications exceed those for the two domestic activities. Not
surprisingly, the exception is foreign banking. The standard deviation of securities returnsisthe
third lowest of the eight foreign subsidiary activities examined for 1987-1996, and the second
lowest in the two shorter time intervals considered. But in each of the three time intervals, the
standard deviation of securities returns exceeds comparable figures for domestic bank and
nonbank subsidiaries.

The coefficient of variation risk measures in table 3 indicate that securities was the riskiest

of all of the activity classifications examined for 1987-1996, with a coefficient of variation of
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2.53.% The results for 1988-1996 are similar, but the securities CVROA ranks second highest
after commercial finance. For 1989-1996, the coefficient of variation of securities activitiesis
roughly equal to or less than that of three of the eight foreign subsidiary activity classifications
(commercial finance, consumer finance and leasing), as well as that of domestic nonbanking
activities.

Engaging in securities activities through foreign subsidiaries might allow banking
companiesto lower their risk even though securities activities appear to be relatively risky when
viewed in isolation. Contributing to this likelihood is the manner in which the returns attainable in
securities are correlated with those in domestic banking or other activities in which a banking
company may engage.®® Diversification potential exists when the returns of a specific activity are
less than perfectly, positively correlated with the returns available in traditional banking activities.
Activities whose returns are either uncorrelated, or negatively correlated with traditional banking
returns have a higher likelihood of producing diversification benefits. For 1987-1996, the
correlation between aggregate securities returns and domestic banking returns is roughly 0.35, not
significantly different from zero at the 10 percent level. The aggregate returns of five of the other
foreign subsidiary activity categories exhibit larger positive correlations with domestic bank
returns over this period (consumer finance, 0.42; foreign bank, 0.80; leasing, 0.72; nonbank credit

agency, 0.47 and other holding company, 0.59). The correlation coefficient for one activity

Z|ncidentally, the figures also indicate that several foreign subsidiary activities (consumer
finance, foreign bank, insurance underwriting, nonbank credit agency, and other holding
company) as well as the aggregate for all foreign subsidiaries, were less risky than domestic
nonbanking and domestic banking subsidiaries.

|t also depends upon the variability of the returns attainable in the activities under
consideration, and the level of involvement of the banking company in each.
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(commercid finance, 0.02) is positive and smaller than that of securities, and the correlation for
another is negative (insurance underwriting, -0.56). In fact, the correlation coefficient of
domestic banking returns and securities returns is much smaller than that of domestic bank and
domestic nonbank activities (0.84, significant at the 1 percent level). The correlation coefficient
of securities returns and domestic nonbank returnsis roughly 0.10 over this period.

Although the estimated correlation coefficients are somewhat sensitive to the time period
examined because few observations are involved, the basic tenor of the key results does not
change. For example, for 1988-1996, the correlation coefficient of securities returns and
domestic bank returnsisonly 0.01. The correlation coefficients of returns for six of the other
activities of foreign subsidiaries and domestic banking are al positive and considerably larger,
ranging from 0.33 to 0.75. Again, returns from insurance underwriting are negatively correlated
with domestic bank returns over the period (correlation coefficient of -0.11). The correlation
coefficient of securities returns and domestic nonbank returnsis-0.16 over thisinterval. Once
again, the correlation coefficient of domestic bank and nonbank returnsis 0.81 and is significantly
different from zero. Thus, the correlation results using aggregate activity returns suggest that
involvement in securities activities through foreign subsidiaries potentialy offers diversification

benefits for U.S. banking companies.

%'To be more concrete, if the sample estimates from 1988-1996 are assumed to
characterize the expected return distributions for securities and domestic banking, a portfolio
comprised of 10 percent securities activities and 90 percent domestic banking activities would
have a standard deviation of ROA of 34 basis points, 2 basis points below that of domestic
banking alone. The return for such a portfolio would be 78 basis points, 2 basis points below that
of domestic banking alone. If datafor 1989-1996 are used instead, a portfolio consisting of 25
percent securities and 75 percent domestic banking would have an expected return of 80 basis
points and a return standard deviation of 36 basis points vs. 78 basis points and 38 basis points for
domestic banking alone. Increasing the proportion of securities activities to 35 percent produces
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V. Activity Returns and Risks Using Firm-Level Data

Using activity ROA datathat has been aggregated by holding company or firm, rather than
the industry aggregates yields a dightly different view of the risks and returns associated with
overseas securities. In this approach an annual rate of return for a particular activity in each year
is generated for each holding company by summing the net income earned by all of its subsidiaries
in aparticular activity classin that year and then dividing this sum by the corresponding average
total asset figure.® Then estimates of activity risks and returns can be obtained from this firm-
level datain severd different ways. Thistype of anaysis can revea company-specific variations
that are masked by a purely industry level analysis.

Table 4 contains descriptive statistics on the level of involvement of the individual parent
holding companies in aggregate foreign subsidiary and securities subsidiary activitiesand isa
useful background to the discussion of activity risks and returns that follow. The first two
columns of the table show that relatively few holding companies operated any type of foreign
subsidiary over the 1987-1996 period and fewer till had aforeign subsidiary engaged in securities
activities. The number of such companies fell from just 22 in 1987 to 12 by the end of the period.
The small number of companies involved in securities activities in each year over the period

examined indicates the potential for even a single company with either very high or low returnsto

an expected portfolio return of 81 basis points and a standard deviation of 38 basis points or
higher return with the same risk as a 100 percent domestic banking portfolio.

%gince the data series starts in 1987, total assets rather than average total assetsis used in
the denominator to calculate each company’ s activity ROA measures in that year. In all other
years, the denominator is the average of total assets in the current year and the previous year.
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strongly influence measures of activity risks and returns that weight firms equally.

The rise in the mean value of the ratio of total foreign subsidiary assets to consolidated
holding company assets (column 3) over time suggests that foreign subsidiary activities have
become an increasingly important part of the operations of the companies that operate them. But
in every time period the median is below the mean by an amount that has risen over time and the
standard deviation of thisratio is relatively large, indicating that the level of involvement varies
considerably for the cross section of companiesin each year.

The mean proportion of total foreign subsidiary assets accounted for by securities subs
(column 6) has been relatively stable over the period at approximately 30 percent. But again,
considerable cross-sectiona variation in thisratio is evident in every time period.

The final set of descriptive statistics in the table for the ratio of securities assets to
consolidated total assets (the last three columns) show the increasing importance of securities
activities to the typical participating company. Like the other ratios, however, there is divergence
between the mean and median value and the standard deviation is large.

These figures suggest the possibility that all foreign subsidiary activities and the activities
of securities subsidiaries may be concentrated in the hands of arelatively small number of firms
and that concentration may have increased over time. Thisisthe case. In 1987, the three holding
companies with the largest shares of securities assets accounted for 62.3 percent of total securities
assets and 57.9 percent of the total assetsin al foreign subsidiaries. In 1996, these percentages
were 94.9 percent and 72.8 percent, respectively.

The time series’ of each holding company’s annual ROA values can be used in severd

ways to estimate the returns, risks and return correlations of activities. One such way isto
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estimate the activity mean and standard deviation of returns for each activity using data pooled
across firms over time.?® This approach yields more precise estimates, given the small number of
holding companies with overseas security subs in the sample, at the cost of possible bias due to
differences in the underlying activity return distributions across firms. But this approach does not
facilitate comparison of differencesin activity risks and returns at individua firms. An alternative
isto first calculate activity ROA means, standard deviations, and correlation measures separately
for each holding company using time series data and then use cross-sectiona averages of these
measures to characterize the return distribution of the activity.*® Although this approach sacrifices
many degrees of freedom, it permits the analysis of differencesin activity risks and returns at
individua firms.

Table 5 contains descriptive statistics for return and risk estimates for overseas securities,
domestic bank and domestic nonbank activities calculated using the pooled time series data for all
holding companies that operated foreign securities subsidiaries in four or more years over the
same three time intervals examined above -- 1987-1996, 1988-1996, and 1989-1996. Companies
with fewer than four years of overseas securities experience were excluded to minimize any biases
associated with start-ups and also to ensure that at least this minimal number of time series
observations were available to calculate the company-specific activity mean returns, return

volatility and return correlations used in the alternative approach described above.®

#This approach is used in Kwast, op.cit., and Kwan, op.cit.

®Thisisthe approach used in Boyd, Hanweck, and Pithyachariyakul, op.cit., and Wall,
op.cit.

#The choice of the four year cutoff was somewhat arbitrary but was similar to the cutoff
used in previous studies.
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Mean securities returns calculated using the pooled firm-level data are considerably higher
(on the order of 30 basis points higher) than comparable values obtained using industry data, for
all three time periods. In addition, using the firm-level datain thisway produces securities mean
returns above (from 16 to 46 basis points higher depending on the time period) domestic bank
mean returns for all three periods. Another difference relative to the industry return case is the
substantialy higher estimates of mean returns to domestic nonbanking activities. In table 5, mean
domestic nonbank returns are higher than both of the other activity categories.

Comparison of the activity return standard deviations and coefficients of variation for the
three activities in table 5 again indicates that overseas securities activities are generaly riskier than
the two domestic activities. But comparison of the resultsin table 5 with those in table 3 clearly
shows that using the pooled firm-level datainstead of industry return data results in much larger
return volatility measures for overseas securities activities. For example, the return standard
deviation for securities activitiesis roughly 5 percent for 1987-1996 vs. about 1 percent using
industry data for that period. To some extent this same volatility-inflating effect is also evident
for the other two activitiesaswell. Asin table 3, the coefficient of variation of securities returns
is above that of the two domestic activity categories. But the coefficient of variation of returns
for securities activitiesin table 5 is proportionately much higher than that of domestic banking
when pooled firm-level data rather than industry returns are used, suggesting considerable more
relative risk. For example, for 1987-1996, the CVROA for securities activitiesis 2.53 when
industry data are used, vs. 0.78 for domestic banking. For the same period, the numbers are 6.55
vs. 1.26, respectively based on the pooled firm-level data.

Even though the volatility numbers for securities activities are higher when pooled firm-
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level data are used, it is still possible to find evidence of possible diversification benefits because
correlations of activity returns play a key role and might differ aswell. The pooled firm-level data
does produce return correlation estimates that differ considerably from those obtained using
industry data. Specifically, the correlations between securities returns and domestic bank returns
are 0.096, 0.036, and 0.053 for 1987-1996, 1988-1996, and 1989-1996, respectively.** These
correlations are much smaller than those found in the case of industry returns. As aresult, the
activity return means, standard deviations, and correlations obtained using the pooled firm-level
data are consistent with the existence of modest diversification benefits associated with overseas
securities activities.®

The aternative approach to calculating returns using pooled firm-level dataisto calculate
activity ROA means, standard deviations and correlation measures separately for each holding
company using time series data and then to use cross-sectional averages of these measuresto
characterize the return distribution of the activity. Restricting the analysis to holding companies
that operated overseas securities subsidiaries for four or more years reduces the sasmple size to
just 20. But this approach recognizes that differences in risk preferences and the ability to
manage nonbanking subsidiaries may exist across holding companies and so the usefulness of
examining performance differences across firms when such atrack record is available.

The descriptive statistics for company-specific activity ROAs, ROA standard deviations,

#The respective correlations (0.218, 0.146, 0.138) between domestic bank and domestic
nonbank returns are also positive and larger than those between domestic banking and overseas
securities activities.

#Depending on the time period, diversification benefits exist when securities activities
constitute roughly 3-4 percent of a combined domestic bank-securities portfolio.
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and alikelihood-of-failure risk measure (Z) appear in table 6 for securities and the two domestic
activities. Specifically, table 6 contains descriptive statistics calculated using unweighted,
company-specific values of the respective column heading for each of the 20 holding companies
that had securities subsidiaries in four or more of the years over the 1987-1996 interval. So the
0.71 percent mean figure in the first position in table 6 is the average of the mean securities return
values for the 20 companies, where each company’s mean return value reflects annual returns
over all the yearsin the 1987 - 1996 period that it had a securities operation. Similarly, 3.15
percent is the average SDROA value for these 20 companies, cal culated using the company-
specific SDROA values, each reflecting return variability over al of the years over the interval
that it had a securities operation.

The findings with respect to average activity returnsin table 6 are smilar to those reported
intable 5. The average of the company-specific mean securities returns (71 basis points) is above
the comparable figure for domestic bank returns (59 basis points) but lower than the comparable
figure for domestic nonbanking (134 basis points). The median of the mean securities returns at
95 basis pointsis considerably higher than the average value. Thisfact, plusthe relatively large
standard deviation of average securities returns (2.05), indicates that mean securities returns vary
considerably across companies. This suggests that further examination of the frequency
distributions of the mean activity returns might be informative.

Table 7, which contains the frequency distributions for the mean securities, domestic
banking, and domestic nonbanking return values of the 20 sample holding companies paints a
much clearer picture of the impact of securities activities on individual companies and shows the

danger associated with using the mean of this distribution or a competing one to characterize the
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expected returns to this activity. Thirteen, or ailmost two thirds of the sample companies, had
mean securities returns of 75 basis points or higher, while only four of the 20 had negative mean
returns. Comparison of the securities and domestic bank return frequency distributions suggests
that a number of companies earned higher returns on securities operations than they did in
domestic banking. In fact, thiswastrue for 12 of the 20 companiesin the sample.

Returning to table 6, the mean value of the company-specific securities SDROAs of 3.15
percent indicates greater return volatility relative to the both of the domestic activities. However,
while thisfigure is also considerably higher than the value obtained using industry returns (1.09
percent), it is only about sixty percent of the figure obtained using the pooled data (5.11 percent)
over the same time period. But the standard deviation of securities SDROA values for the 20
sample companies indicates that return volatility differs substantially across companies.

The final three columns of table 6 report descriptive statistics for the Z value risk-of -
failure measures for the same set of activities, calculated using company-specific values for the 20
holding companies with securities subs.* The general form of the equation for Z;,, theinsolvency

risk indicator for holding company | for activity k, is given in equation 1 below:

Z,, = [ E(ROA;)) + CAPAR, ] / SDROA, (1)
where:
E(ROA, ) = the mean ROA for holding company j in activity k over a particular
time period,

*This sort of measure has been used in a number of previous studies. For a discussion of
its derivation and use, see Boyd and Graham (1986).
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CAPAR, = the mean equity capital to total asset ratio for company j in activity
k over a particular time period,
SDROA, = the standard deviation of the ROA for company | in activity k over

aparticular time period.
The rationale for this expression is that if ROA,, is assumed to be normally distributed, Z;, isan
estimate of the number of standard deviations below the mean that activity profits would have to
fall before the equity of the firm devoted to that activity became negative.® This sort of indicator
is an informative measure of risk because it reflects not only the expected returns and the
variability of returns of an activity, but aso the level of equity capital employed, which can serve
to mitigate low or variable profitability. Higher mean ROA, higher capital ratios, or lower
standard deviations of an activity’s ROA result in higher Z values. Higher Z values, in turn,
reflect alower estimated risk of insolvency.

Despite having the highest return volatility, the mean Z value for securities activitiesin
table 6 isonly dightly below that of domestic banking and dlightly above that of domestic
nonbanking activities. Neither of these differencesis significantly different from zero. The
minimal differences in activities risks suggested by the comparison of mean Z values basically
reflects higher capital levels and to alesser extent higher returns, at securities subsidiaries
offsetting greater return variability.*® It also reflects the fact that the securities operations of some

companies are much less risky than others. In fact, the Z values for the securities activities of

*Boyd, Graham and Hewitt (1993) show that Z can be viewed as an upper bound on the
probability of insolvency even if ROA is not normally distributed.

%The averages of the mean capital to assets values for the three activity classifications for
the 20 holding companies in the sample are 20.5 percent for securities, 6.1 percent for domestic
banking, and 13.7 percent for domestic nonbanking activities.
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eight of the 20 holding companies exceed those of their domestic banking operations; at 10 of the
20, securities Z vaues are higher than the Z value associated with domestic nonbanking activities.
This suggests that securities activities moderated the risk of these banking organizations.

Correlation coefficients of securities returns and domestic banking returns are also
calculated for each of the 20 holding companies in the sample. In general, these correlations are
consistent with the findings reported above when activity aggregate returns are used. The mean
value of the securities-domestic bank correlations is roughly 0.26; the median valueis 0.22. The
correlation coefficients of five of the sample companies are negative.

Using the values of the averages of mean returns, standard deviation of returns and return
correlations reported in table 6 to calcul ate the expected returns and risks of a domestic banking-
securities portfolio suggest some very modest diversification benefits associated with the latter.*’
These results, in conjunction with the finding of lower risk of failure associated with securities
activities at a number of companies, suggest that holding companies can redlize diversification

benefits from engaging in securities activities.

V. Activity Returns, Risks and Organizational Form

In the debate about permitting greater bank involvement in securities and other

nontraditional activities domestically, the issue of how such operations should be structured has

received a great deal of attention. Most agree that these activities should be conducted in a

3'This exercise reveals that securities activities raise the standard deviation of the return of
the portfolio beyond that of domestic banking alone once securities activities exceed 2.5 percent
of the total portfolio.
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subsidiary.®® But opinion is sharply divided about whether the direct parent of this subsidiary
should be a bank or a bank holding company.

A number of assertions about the relative merits of the two aternative organizational
forms have been made by their respective proponents. Proponents of bank subsidiaries allege
greater efficiency. Proponents of the holding company subsidiary assert that this organizational
form better insulates insured bank affiliates from the likely greater risks of securities activities.
They also maintain that the holding company model reduces the likelihood that the securities
subsidiary receives any competitive advantage stemming from safety net subsidies enjoyed by
affiliate banks. Indirect safety net access could facilitate greater risk-taking by securities
subsidiaries, and so result in greater risk to bank affiliates. Thereis virtually no empirica
evidence supporting either position because current laws and regulations basically neither alow
banks to choose how they organize important nontraditional activities domestically nor require
them to report unconsolidated financia information on their direct subsidiaries.

But U.S. banks may engage in securities underwriting and other activities overseas
through foreign direct or indirect bank subsidiaries, as well as through holding company affiliates,
an option they do not have at home. And these separate subsidiaries are required to file FR2314
financial reports. So it is possible to use the data on overseas securities subsidiariesto examine
differences in the performance of the two main types of organizational form.

To simplify the analysis, the operations of direct bank subsidiaries and Edge Act subsidiaries

#3upport for the universa bank alternative is relatively weak in the United States.
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(which are exclusively indirect bank subsidiaries) are aggregated in the analysis below.*

Trends in the organization of foreign subsidiaries over time, as well as the aggregate
profitability of the different organizational types, areillustrated in table 8. The table contains
aggregate total asset and ROA datafor al foreign subsidiaries and securities subsidiaries for each
year between 1987 and 1996. These data are reported separately for the combined Edge plus
direct bank subsidiary group and for bank holding company subsidiaries.

The numbers clearly show that direct and indirect bank subsidiaries account for alarge
share of the number and total assets of both all subsidiaries and securities subsidiaries. These
shares have risen over time and in 1996, direct and indirect bank subs accounted for 96.6 percent
of the total assets of all foreign subsidiaries and 98.1 percent of the total assets of securities
subsidiaries. The asset shares accounted for by holding company subsidiaries declined
considerably since the outset of the period to lessthan 5 percent in 1996. The precise reason for
the declineis not clear. More specifically, the split between declines resulting from inter-firm
consolidation and intrafirm shiftsin structure has not been explored. In any event, most activity in
1996 was concentrated in direct and indirect bank subsidiaries.

Table 9 contains descriptive statistics for activity returns, calculated using the ROA
information appearing in table 8. The numbersin table 9 are activity aggregates comparable with

the industry data appearing in table 3. Once again, descriptive statistics are presented for three

*In 1996, 80.6 percent of the total assetsin all direct bank subsidiaries were in the foreign
bank activity classification. At that time, Edge subsidiaries accounted for 85.6 percent of the
number of combined direct bank and Edge subsidiaries and 85.4 percent of the combined assets of
these two organizational types. For securities subs, the comparable numbers are 92.9 percent and
98.8 percent, respectively. The large proportion of the number and total assets accounted for by
Edge subsidiaries characterized the other years over this period.
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time periods: 1987-1996, 1988-1996, and 1989-1996.

Table 9 shows that mean securities returns for direct and indirect bank subs are higher
than those of bank holding company subsidiariesin 1987-1996 and 1988-1996. Median securities
returns are also higher. For the shortest time period, securities returns are roughly the same for
both types of subsidiaries, although the mean and median returns for all holding company foreign
subsidiaries are higher than those of the direct and indirect bank subs. But none of the differences
in mean returns are statistically significant. In table 9, the holding company subsidiaries’ return
standard deviations, as well astheir return coefficient of variation measures are considerably
higher than those of the combined bank subsidiary category for both securities activities and all
foreign subsidiary activities.

Some differences are evident when returns for al types of foreign subsidiaries are
examined. In this case, the mean and median returns for direct and indirect bank subsidiaries are
typically smaller than those of holding company subsidiariesin all of the time periods examined.
Again the differences in mean returns are not statistically different. But, as was the case for
securities activities, the volatility of returns for all holding company subsidiaries is greater than
that of direct and indirect bank subsidiaries when al activities are considered as a group.

The analysis reveals that when banking organizations have a choice, they show a marked
preference for conducting activities, including securities activities, in direct or indirect bank
subsidiaries. The data also suggest that differences in organizational form are associated with
differencesin the level and variability of securities and total activity returnsin some periods. For
the two longer sub-periods, direct and indirect bank subsidiaries had higher securities returns than

holding company subsidiaries, although they had lower returns when all foreign activities are
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viewed together. The analysis does indicate that bank holding company subsidiaries have tended
to be somewhat more risky than direct and indirect bank subsidiaries. There are a number of

possible explanations for this finding but exploration of thisissue is beyond the scope of this

40

paper.

In sum, the smple analysis performed here suggests that permitting U.S. banking
organizations to engage in securities activities overseas through direct and indirect bank
subsidiaries has not had a significant, deleterious impact on their performance. One can
reasonably assume that these results are generalizable and relevant to the debate about how
securities and other nontraditional activities should be organized domestically. But the results are
sensitive to the method of return measurement and reflect a ssimple univariate analysis. So they

should be viewed as tentative until confirmed by additional empirical work.

V1. Summary and Conclusions

This study provides new evidence of the risks and returns associated with bank
involvement in securities activities. Thisempirica evidence is drawn from an extensive anaysis of
the performance of the foreign securities subsidiaries of U.S. banking companies from 1987
through 1996. Both industry-level and firm-level estimates of securities risks and returns from

overseas securities activities are constructed using the available data to obtain insight on the

“OPossible reasons why banks choose to operate overseas through separate subsidiaries as
opposed to branches are listed in Houpt, op.cit., p.3 and p.10. Houpt minimizes the importance
of adesire to take advantage of limited liability or, alternatively, to insulate the bank from the
risks of overseas activities.
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robustness of the findings. Systematic differences in performance associated with alternative
organizational structures are also investigated because regulations permit structural variety
overseas.

The results are somewhat sensitive to the aggregation method employed and the precise
time period examined. In general, when industry-level data are used, mean securities returns are
roughly the same as those earned in domestic banking, while measures of the risk of overseas
securities activities are modestly higher than those of domestic banking. When firm-level data are
used, mean securities returns typically exceed those of domestic banking by a considerable
margin, but the estimates of securities risk are higher, both absolutely and relative to comparable
estimates for domestic banking. Both sets of data, as well as a more detailed examination of the
performance of individual holding companies, indicate that banking companies can lower their risk
by engaging in overseas securities activities.

Comparison of the securities returns and risks of direct and indirect bank securities
subsidiaries with those of holding company affiliates using industry aggregation revealed some
differences in performance. The mean securities returns of the combined bank subsidiary group
were dightly higher than those of the holding company subsidiaries over some time intervals, and
their measured risk was lower in al periods examined. That is, the evidence suggests that
permitting U.S. banking organizations to engage in securities activities overseas through direct
and indirect bank subsidiaries has not had a significant, del eterious impact on their performance.
Given the difficulties involved in doing empirical research on the structural issue domestically,
evidence based on the analysis of foreign subsidiary data, like that presented here, may be the

most relevant evidence on the structural question that can be produced.
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YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriting
Leasing
Nonbank Credit Agency
Other Holding Companies
Securities
All Foreign Subs With Total Assets

of $1 Million or More

YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriter
Leasing
Nonbank Credit Agency
Other Holding Company
Securities

All Foreign Subs With Total Assets
of $1 Million or More

TABLE 1

SELECTED AGGREGATE FOREIGN SUBSIDIARY DATA

ALL FOREIGN SUBS WITH TOTAL ASSETS OF $1 MILLION OR MORE

1987 1988 1989
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof

36 2813.1 54.3 1.93 83.3 41 2328.5 40.9 1.76 87.8 42 3357.6 41.5 1.24 83.3
26 4175.3 68.5 1.64 76.9 22 2898.5 57.3 1.98 90.9 29 4140.9 41.8 1.01 82.8
116 67761.3 325.7 0.48 72.4 109 73144.7 586.3 0.80 82.6 108 79998.3 782.3 0.98 81.5

3 262.3 1.9 7.27 100.0 3 319.2 22 6.90 100.0 5 512.1 24.4 4.77 80.0
82 6751.9 -44.8 -0.66 65.9 62 7035.4 176 2.50 80.7 57 7513.7 181.5 2.42 71.9
70 5654.7 45.2 0.8 75.7 64 47455 61.3 1.29 73.4 81 5380.9 58.7 1.09 72.8
85 27685.4 279.9 1.01 67.1 104 31675.0 300.7 0.95 59.6 149 37039.7 942.1 254 59.1
103 33192.9 -317.1 -0.96 68.0 108 30979.4 -510.9 -1.65 66.7 121 41143.3 -28.4 -0.07 73.6
622 159226.7 577.4 0.36 70.6 601 156048.6 879.2 0.56 74.0 715 199401.3 2263.3 1.14 72.3

1990 1991 1992
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA  Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct of Subs w/ Prof

42 3183.1 29.9 0.94 71.4 39 6057.2 -101.6 -1.67 59.0 40 3880.4 -104.8 -2.70 67.5
30 4794.4 21 0.04 80.0 16 3834.5 11.7 0.31 68.8 15 3285.3 12.0 0.37 73.3
109 85087.9 758.9 0.89 76.2 96 83152.5 357.8 0.43 70.8 91 90922.4 1144.4 1.26 81.3

8 696.1 23.4 3.37 75.0 8 936.1 25.8 2.75 75.0 9 1155.8 36.9 3.19 88.9
61 9017.1 175.2 1.94 78.7 58 7299.2 -70.6 -0.96 72.4 59 7287.3 118.5 1.63 79.7
90 7935.8 148.9 1.88 78.9 89 4718.3 87.7 1.86 70.8 85 5224.0 228.0 4.36 70.6
162 34480.8 1183.3 3.43 66.7 175 40750.2 644.4 1.58 68.6 181 34703.5 2203.6 6.35 65.2
120 424525 199.1 0.47 63.3 109 45309.6 786.2 1.74 74.3 103 52229.3 675.0 1.29 74.8
737 193812.6 2703.7 1.40 71.9 704 198848.4 1944.7 0.98 70.3 704 205097.4 4492.9 2.19 71.0

Total Assets and net income are in millions of dollars. ROA and percent of subsidiaries with profits are in percentage points.

Source: Author's calculations using Report of Condition for Foreign Subsidiaries of U.S. Banking Organizations (FR2314), various years.




YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriting
Leasing
Nonbank Credit Agency
Other Holding Companies
Securities
All Foreign Subs With Total Assets

of $1 Million or More

YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriting
Leasing
Nonbank Credit Agency
Other Holding Companies
Securities

All Foreign Subs With Total Assets
of $1 Million or More

TABLE 1

SELECTED AGGREGATE FOREIGN SUBSIDIARY DATA

ALL FOREIGN SUBS WITH TOTAL ASSETS OF $1 MILLION OR MORE

1993 1994 1995
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof
34 4366.6 140.0 3.21 73.5 28 5566.6 51.1 0.92 60.7 29 5916.4 51.9 0.88 75.9
15 4105.4 76.3 1.86 66.7 14 4970.5 137.0 2.76 92.9 20 6004.7 170.6 2.84 90.0
93 99066.6 1533.2 1.55 81.7 97 115182.6 1637.2 1.42 79.4 104 123167.3 1775.5 1.44 87.5
10 1394.4 45.1 3.23 90.0 10 2062.4 48.7 2.36 80.0 11 2727.6 92.1 3.38 90.9
64 7522.0 154.5 2.05 84.4 71 10522.9 394.2 3.74 91.6 94 12020.7 329.5 2.74 93.6
90 7333.1 310.2 4.23 80.0 108 9425.9 233.6 2.48 72.2 131 18578.8 317.7 171 64.9
171 43265.3 3097.6 7.16 70.8 177 52766.3 1947.7 3.69 69.5 185 55370.9 1836.0 3.32 72.4
114 84479.0 1416.2 1.68 84.2 121 123938.0 920.8 0.74 78.5 130 170398.1 715.1 0.42 80.8
709 259593.6 7036.8 271 77.4 764 332064.4 5531.3 1.67 74.6 850 405407.9 5588.0 1.38 77.4
1996
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof|
28 7264.5 67.8 0.93 75.0
19 8391.9 135.2 1.61 73.7
104 129653.4 1912.8 1.48 85.6
11 3481.9 103.2 2.96 90.9
88 121125 404.0 3.34 87.5
158 41078.7 436.7 1.06 69.0
181 58744.1 3008.4 5.12 72.4
113 220373.8 1340.4 0.61 90.3
849 491806.1 7796.5 1.59 77.9

Total Assets and net income are in millions of dollars. ROA and percent of subsidiaries with profits are in percentage points.

Source: Author's calculations using Report of Condition for Foreign Subsidiaries of U.S. Banking Organizations (FR2314), various years.




YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriting
Leasing
Nonbank Credit Agency
Other Holding Companies

Securities

All Foreign Subs With Total Assets

of $50 Million or More

YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriter
Leasing
Nonbank Credit Agency
Other Holding Company

Securities

All Foreign Subs With Total Assets

of $50 Million or More

TABLE 2

SELECTED AGGREGATE FOREIGN SUBSIDIARY DATA

ALL FOREIGN SUBS WITH TOTAL ASSETS OF $50 MILLION OR MORE

1987 1988 1989
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof
19 2547.6 45.9 1.80 94.7 19 2085.1 325 1.56 100.0 17 2936.6 30.4 1.14 88.2
10 3963.4 57.6 1.45 90.0 7 2635.9 48.8 1.85 85.7 12 3783.4 31.2 0.83 75.0
101 67397.3 3155 0.47 73.3 91 72686.7 568.6 0.78 82.4 88 79439.1 756.4 0.95 80.7
2 218.7 175 8.00 100.0 2 275.9 20.5 7.41 100.0 3 490.3 233 4.75 100.0
30 5995.7 -65.2 -1.09 70.0 28 6464.6 163.7 253 96.4 26 7057.5 164.7 2.33 80.8
28 5233.7 24.0 0.46 67.9 26 4324.4 50.4 117 73.1 22 4706.8 21.8 0.46 72.3
41 27137.8 264.9 0.98 73.2 43 30643.1 263.4 0.86 62.8 45 35506.6 849.2 2.39 73.3
61 32475.0 -282.4 -0.87 63.9 58 30141.9 -501.1 -1.66 74.1 64 40208.9 -48.8 -0.12 71.9
309 155139.5 516.7 0.33 72.8 288 151356.9 750.9 0.50 79.5 301 193469.6 2010.4 1.04 77.7
1990 1991 1992
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA  Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct of Subs w/ Prof

17 2923.2 37.0 1.27 88.2 17 5755.0 -93.4 -1.62 64.7 15 3537.1 -84.6 -2.39 66.7
17 4568.3 -3.1 -0.06 82.4 8 3719.5 8.9 0.24 62.5 9 3207.0 10.9 0.34 66.7
89 84695.0 727.2 0.86 78.7 72 82714.0 401.9 0.49 75.0 75 90609.5 1111.8 1.23 81.3
3 610.6 24.7 4.05 100.0 5 879.8 25.5 2.90 80.0 5 1101.8 36.8 3.34 100.0
31 8482.4 155.2 1.83 80.7 25 6660.5 -79.4 -1.19 80.0 25 6760.3 91.7 1.36 84.6
23 7191.8 87.5 1.22 82.6 22 3971.8 60.4 1.52 77.3 22 4503.9 157.1 3.49 86.4
50 32858.1 1134.4 3.45 75.0 60 39250.5 570.9 1.45 73.3 60 32902.7 2077.9 6.32 717
63 41609.5 477.7 1.15 66.7 63 44720.0 761.7 1.70 76.2 53 51447.4 702.8 1.37 79.2
315 188224.7 2747.9 1.46 77.1 293 193542.4 1795.8 0.93 75.8 286 199468.5 4198.9 211 78.0




YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriting
Leasing
Nonbank Credit Agency
Other Holding Companies
Securities
All Foreign Subs With Total Assets
of $50 Million or More

YEAR
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriting
Leasing
Nonbank Credit Agency
Other Holding Companies
Securities

All Foreign Subs With Total Assets
of $50 Million or More

TABLE 2

SELECTED AGGREGATE FOREIGN SUBSIDIARY DATA

ALL FOREIGN SUBS WITH TOTAL ASSETS OF $50 MILLION OR MORE

1993 1994 1995
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof| No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof
11 4109.9 140.0 3.41 90.9 9 5421.2 48.6 0.90 77.8 12 5785.5 54.3 0.94 83.3
8 4073.1 76.3 1.87 75.0 9 4922.2 134.0 272 88.9 9 5849.3 170.6 2.92 88.9
74 98711.2 1504.5 1.52 83.8 77 114791.7 1609.1 1.40 81.8 81 122716.7 1759.9 1.43 91.4
4 1302.7 39.2 3.01 100.0 5 1987.3 42.0 211 100.0 6 2653.5 76.8 2.89 100.0
26 6952.4 185.8 2.67 96.2 35 9992.6 345.1 3.45 97.1 44 11198.4 283.3 253 93.2
28 6820.3 265.1 3.89 78.6 32 8558.2 172.9 2.02 75.0 52 17664.7 263.2 1.49 71.2
59 41736.7 2935.9 7.03 84.8 59 51186.8 1831.7 3.58 79.7 63 53530.6 1684.5 3.15 81.0
55 83619.7 1374.9 1.64 96.4 59 123195.4 882.3 0.72 79.7 59 169342.9 628.1 0.37 88.1
285 254420.1 6707.0 2.64 87.0 305 326654.0 5161.6 1.58 82.3 351 398776.7 5139.9 1.29 86.0
1996
No. of Subs Total Assets Net Income ROA Pct. of Subs w/ Prof|

12 7156.4 62.4 0.87 83.3

8 8224.2 126.2 1.53 75.0

83 129236.0 1896.9 1.47 90.4

6 3433.6 100.2 2.92 83.3

46 11300.5 386.7 3.42 91.3

64 40102.7 379.6 0.95 65.6

65 57145.9 2863.6 5.01 86.2

63 219610.1 1264.0 0.58 88.9
378 485896.8 7390.3 1.52 84.7

Total Assets and net income are in millions of dollars. ROA and percent of subsidiaries with profits are in percentage points.

Source: Author's calculations using Report of Condition for Foreign Subsidiaries of U.S. Banking Organizations (FR2314), various years.




YEARS
PRIMARY ACTIVITY
Commercial Finance

Consumer Finance
Foreign Bank
Insurance Underwriting
Leasing
Nonbank Credit Agency
Other Holding Company

Securities

All Foreign Subs
Domestic Nonbank

Domestic Bank

TABLE 3

RISK AND RETURN MEASURES:

SUBS W/ TOTAL ASSETS OF $1 MILLION OR MORE

INDUSTRY AGGREGATE DATA

1987-1996 1988-1996 1989-1996
Mean Median SD CVROA Mean Median SD CVROA Mean Median SD CVROA
0.74 0.94 1.72 1.27 0.61 0.93 1.77 2.90 0.47 0.93 1.83 3.89
1.44 1.63 0.99 0.69 1.42 1.61 1.05 0.74 1.35 1.31 1.10 0.81
1.07 1.12 0.42 0.39 1.14 1.26 0.38 0.33 1.18 1.34 0.39 0.33
4.02 3.30 1.73 0.43 3.66 3.28 1.38 0.38 3.25 3.21 0.70 0.22
1.87 2.24 1.55 0.83 2.16 2.42 1.35 0.63 2.11 2.24 1.43 0.68
2.08 1.79 1.27 0.61 2.22 1.86 1.26 0.57 2.33 1.87 1.29 0.55
3.52 3.38 2.15 0.61 3.79 3.43 2.08 0.55 4.15 3.56 1.91 0.46
0.43 0.54 1.09 2.583 0.58 0.61 1.03 1.78 0.86 0.68 0.65 0.76
1.40 1.39 0.71 0.51 1.51 1.40 0.64 0.42 1.63 1.50 0.57 0.35
0.54 0.69 0.47 0.87 0.61 0.75 0.43 0.70 0.61 0.78 0.46 0.75
0.67 0.89 0.52 0.78 0.80 0.95 0.36 0.45 0.78 0.94 0.38 0.49

SD stands for standard deviation of return on assets.

CVROA stands for coefficient of variation of return on assets.
Figures in the table are in percentage points.




TABLE 4

FOR HOLDING COMPANIES WITH SECURITIES SUBSIDIARIES

ASSET SHARE MEASURES

For Sub Total Assets/ Securities Total Assets/ Securities Total Assets/
Consolidated Total Assets For Sub Total Assets Consolidated Total Assets
YEAR | HCsw/ HCs w/ Mean Median  SD Mean Median  SD Mean Median  SD
For Subs | Sec Subs
1987 40 22 8.5 6.2 8.8 31.6 21.7 29.8 2.1 1.0 2.5
1988 39 22 8.9 4.7 10.1 35.7 24.5 31.3 2.0 0.6 2.9
1989 41 21 111 6.2 15.5 32.8 28.0 29.3 2.8 0.7 6.0
1990 38 19 12.1 5.7 154 25.8 154 21.6 3.0 0.6 7.0
1991 34 17 12.8 7.3 16.4 27.2 26.3 21.8 3.5 0.9 8.2
1992 34 15 13.8 8.0 16.9 21.8 13.0 22.5 4.0 0.5 9.0
1993 33 14 17.1 9.2 21.1 29.5 37.0 24.3 5.6 1.0 12.3
1994 34 13 204 10.7 23.9 26.5 13.0 29.0 7.5 0.7 16.2
1995 34 12 29.2 13.3 33.7 31.1 224 30.9 9.9 11 19.1
1996 34 12 26.1 11.4 31.4 24.8 10.5 29.8 10.6 1.2 21.4

Mean, median and standard deviation values are in percentage points.




ACTIVITY

Securities

Domestic Bank

Domestic Nonbank

DESCRIPTIVE STATISTICS FOR ACTIVITY ROA

TABLE 5

FOR HOLDING COMPANIES WITH AT LEAST FOUR YEARS OF SECURITIES ACTIVITIES

POOLED TIME SERIES ESTIMATES

1987-1996 1988-1996 1989-1996
Mean Median SD CVROA Mean Median SD CVROA Mean Median SD CVROA
(N=154) (N=137) (N=119)
0.78 1.00 5.11 6.55 0.93 1.05 5.33 5.73 1.17 1.18 5.36 4.58
0.62 0.86 0.78 1.26 0.74 0.93 0.69 0.93 0.71 0.90 0.73 1.03
1.27 0.98 3.22 2.54 1.41 0.94 3.00 2.13 1.49 0.91 3.00 2.01

All values are in percentage points.




TABLE 6

DESCRIPTIVE STATISTICS FOR ACTIVITY MEAN ROA, SDROA AND Z VALUES
FOR 20 HOLDING COMPANIES WITH AT LEAST FOUR YEARS OF SECURITIES ACTIVITIES
BASED ON COMPANY-SPECIFIC TIME SERIES ESTIMATES

Activity Mean ROA Activity SDROA Activity Z
ACTIVITY Mean Median SD Mean Median SD Mean Median SD
Securities 0.71 0.95 2.05 3.15 1.89 3.25 12.52 6.64 11.75
Domestic Bank 0.59 0.66 0.35 0.73 0.71 0.38 14.18 9.45 13.75
Domestic Nonbank 1.34 1.17 1.74 2.15 1.16 2.40 12.14 10.14 7.79

ROA and SDROA values are in percentage points.




TABLE 7
ACTIVITY MEAN ROA FREQUENCY DISTRIBUTIONS

HOLDING COMPANIES WITH AT LEAST FOUR
YEARS OF SECURITIES ACTIVITIES

SECURITIES ROA DOMESTIC BANK ROA DOMESTIC NONBANK ROA
ROA Number of Companies Number of Companies Number of Companies
1.0 or more 9 2 12
0.75-0.99 4 5 2
0.50-0.74 0 6 0
0.25-0.49 3 5 3
0-0.24 0 0 0
Less than O 4 2 3

ROA is measured in percentage points.




YEAR

1987

1988

1989

1990

1991

1992

1993

1994

1995

1996

TABLE 8

SELECTED AGGREGATE FOREIGN SUBSIDIARY DATA
FOR VARIOUS ORGANIZATIONAL FORMS
ALL SUBS W/ TOTAL ASSETS OF $1 MILLION OR MORE

EDGE CORPORATION AND DIRECT BANK SUBS BHC SUBS
All Subs Securities Subs All Subs Securities Subs
No. of Subs Total Assets ROA No. of Subs Total Assets ROA No. of Subs Total Assets ROA No. of Subs Total Assets ROA
506 136161.0 0.51 85 21539.5 -0.29 115 23018.2 -0.49 18 11753.5 -2.16
476 136225.5 0.99 85 20117.1 -0.75 123 19757.4 -2.40 23 10862.4 -3.32
565 163457.2 1.30 96 32006.9 0.11 150 35944.0 0.38 25 9136.4 -0.68
573 174914.1 1.57 98 36864.2 0.66 163 18836.8 -0.18 22 5588.3 -0.81
534 171640.8 1.19 85 32637.2 1.59 167 26400.6 -0.21 24 12672.4 2.10
525 168469.0 2.17 83 35232.1 1.37 179 36628.5 2.25 20 16997.2 1.14
539 241056.4 2.48 96 81823.4 1.66 170 18537.2 5.68 18 2655.5 211
634 318711.0 1.58 108 123084.9 0.72 130 13353.5 3.75 13 853.1 5.12
705 389667.3 1.34 114 166166.3 0.48 144 15714.6 2.84 16 4231.8 -1.86
709 474883.5 1.52 102 216216.7 0.61 139 16820.1 3.50 11 4157.2 0.13

Total assets are in millions of dollars. ROA is in percentage points.




YEARS

PRIMARY ACTIVITY
Securities

All Foreign Subs

YEARS
PRIMARY ACTIVITY
Securities

All Foreign Subs

TABLE 9

AGGREGATED ACTIVITY ROAs

EDGE CORPORATION AND DIRECT BANK SUBSIDIARIES
ALL SUBS W/ TOTAL ASSETS OF $1 MILLION OR MORE

1987-1996

1988-1996 1989-1996
Mean Median SD CVROA Mean Median SD CVROA Mean Median SD CVROA
0.62 0.64 0.79 1.27 0.72 0.66 0.76 1.06 0.90 0.69 0.57 0.63
1.46 1.43 0.56 0.38 1.57 151 0.47 0.30 1.64 1.54 0.45 0.29
BANK HOLDING COMPANY SUBSIDIARIES
1987-1996 1988-1996 1989-1996
Mean Median SD CVROA Mean Median SD SD Mean Median SD CVROA
0.18 -0.28 2.50 13.89 0.44 0.13 2.51 5.70 0.91 0.64 2.22 2.44
151 1.32 2.47 1.64 1.73 2.25 2.52 1.47 2.25 2.55 2.12 0.94

Numbers in the table are in percentage points.
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