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Disclaimer 

• These views are my own and not necessarily those of the Philly Fed or the 
Federal Reserve System 
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Background I 

• Stimulated by shift away from conglomerates in the 1980s, an empirical 
literature discovered a diversification discount (e.g. Berger and Ofek, 
1995).  Potential explanations: 
 

• Managerial empire building 
 

• Inefficient internal capital markets in which internal funds from high q to 
low q segments. 

 
– Managerial back scratching,  
– Buying off managers to reduce inefficient bargaining 

 
• Excessive complexity 
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Background II 

• The recent literature has undermined some of the earlier findings 
and put emphasis on others: 
 

• Taking into account endogeneity of organizational form eliminates 
the diversification discount. (Hund, Monk, Tice, 2012) 
 

• Improved measures of segment q suggest that internal capital 
markets work efficiently (Beguth, Duchin, Simutin, 2018) 
 

• Internal capital markets relieve financing constraints when financial 
markets are stressed. (e.g. Matvos & Seru, RFS, 2014) 
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Background III 
 

• Why look at banks?  Are they different from other diversified firms? 
– History of restrictions on the types of activities that banks can undertake 
– Regulation, most notably of the internal organizational of BHCs 
– Access to the safety net 

 
• Broadly, the empirical literature has found that product diversification 

doesn’t improve performance, either to reduce risk or increase returns 
(Stiroh, 2015; Cetorelli, Jacobides, Stern (CJS), 2017) 
 

• Diversified conglomerates reduce financing constraints. (CJS, 2017)  
 

• Nonbank fee income had no effect on the probability of distress during the 
crisis but conditional on financial distress, some types of activities led to 
worse outcomes. (De Young and Torna, 2015)   
 

• First movers and BHCs that exit some nonbank sectors while they enter 
some new sectors do outperform others (CJS, 2017) 
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Background IV 

• There is a large literature documenting the importance internal capital 
markets in BHCs, but no literature exploring empirically exploring the 
tradeoffs. 
 

• No paper has explicitly attempted to address question of the costs of 
greater complexity. 
 

• This is what the two papers today address in the context of BHC’s 
diversification into nonbanking markets: 
– The efficiency of internal capital markets in multiproduct BHCs 

(Pogach & Unal) 
– The potential costs of greater complexity in multiproduct BHCs 

(Chernobai, Ozdagli, & Wang) 
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Pogach & Unal’s Main results 

 
• Main conclusion: Banking segment subsidizes nonbank segment and the 

BHC’s external dividends. 
 

• Internal dividends from the banking segment rise and fall with BHC 
dividends but internal dividends from the nonbank segment dividends 
don’t  
 

• Internal dividends form the banking segment to the BHC increase with 
banking segment income (but don’t decrease with income) while nonbank 
segment internal rises and fall with segment income.  
 

• The banking segment has higher ROA than the nonbanking segment. 
 

• BHCs that divert funding from the banking segment to the nonbanking 
segment have worse performing nonbanking segments.  
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Are bank segment and nonbank segment income 

being measured correctly? 

  
• The authors treat all income reported by bank subs of the BHC in the Call 

reports are treated as bank income.  
 

• But banks carry out many nonbanking activities within operating subs.  
 

• “In addition, banks themselves will be able to conduct a full securities 
business - including underwriting securities - in operating subsidiaries 
without creating a financial holding company; however, insurance 
underwriting and - for the time being - merchant banking have to be 
conducted outside the bank in an affiliate.” Al Broaddus, Feb.17, 2002 
 

• For the largest 20 banks--looking at the largest bank within a BHC--it is 
clear that nonbank income carried out within the bank is not small for a 
number of the banks.   
 

• And the share is quite variable across banks.   
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Top 20 banks’ nonbanking income, 2016, 2017 

name Nonbank Income 2016 Nonbank Income 2017 Bank/Parent 

JPMORGAN CHASE BK NA 3708000 4553000 0.33 

WELLS FARGO BK NA 761000 228000 0.05 

BANK OF AMER NA 1378000 1376000 0.08 

CITIBANK NA 1733000 1920000 0.26 

U S BK NA 238610 271710 0.56 

PNC BK NA 537915 633578 0.36 

CAPITAL ONE NA 519 646 0 

T D BK NA 28756 35548 0.11 

BANK OF NY MELLON 77000 118000 0.06 

STATE STREET B&TC 90084 65937 0.39 

BRANCH BKG&TC 1824744 1859000 0.81 

SUNTRUST BK 135321 159236 0.17 

HSBC BK USA NA 87512 78141 0.12 

GOLDMAN SACHS BK USA 660000 843000 0.05 

FIFTH THIRD BK 226016 230047 0.96 

KEYBANK NA 128192 185405 0.3 

NORTHERN TC 229 10 0.85 
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Are bank segment and nonbank segment income being 
measured correctly? 

• In the aggregate, the fraction of investment banking income carried out 
within the bank is certainly not small prior to the crisis, the primary 
sample period for the analysis 
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Issues with measurement of segment income: 

 
• How much of the volatility in the BHCs’ bank segment income is actually 

driven by nonbank income? 
 

• How much of the ROA in the BHCs banking segment activities is actually 
driven by nonbanking activities? 
 

• Given the significant variation in the share of nonbank activities carried 
out within banks, I could imagine this having a potentially significant effect 
on results. 
 

• The authors can construct a purer measure of “banking” segment income 
for the BHC’s by subtracting nonbanking components of income reported 
by banks on their Call reports.  (Not a perfect remedy.)  
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Some broader questions 

• What is the impact of housing activities in separate subsidiaries as 
opposed to housing the same activities in a department of the bank or an 
operating subsidiary of the bank?   
 

• What are the actual costs and benefits? In the debate over GLB and more 
recently, in the debate over the Volcker rule, this was viewed as an 

important issue. 
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Odds and Ends I 

• Banks clearly have a comparative advantage in securing funds whether 
these are insured deposits or uninsured deposits.   
 

• But the public policy issue is quite different if the cross subsidy from 
banking to nonbanking activities is driven by insured deposits. 

 
• Is the cross subsidy actually indeed driven banks that are more heavily 

funded by insured deposits?  This is easily testable. 
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Odds and Ends II 

 
• The authors assume that dividend policy is exogenous. 

 
• BHCs pay higher dividends than nonfinancial firms, that a larger share of 

their payouts are dividends rather than stock buybacks, and also that 
dividend policy is more inflexible than in nonfinancial firms. (Floyd, Li, 
Skinner, JFE, 2015)  
 

• They suggest one explanation, i.e., that banks are more opaque than 
nonfinancial firms and that they are signaling their underlying health to 
depositors and other runnable claimants.  
 

• This suggests potential concerns about reverse causality running from the 
BHC’s activity mix and structure to its dividend policy.   
 

• An obvious diagnostic test would ask whether BHC dividend policy is 
correlated with the division between bank and non-bank activities or with 
the degree of cross-subsidy. 
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Chernobai, Ozdagli, & Wang’s main results I 

• More complex banks (according to a number of measures of complexity) 
experience more operational risk events  
 

• They compare the outcomes for BHCs that had Section 20 subs to 
diversified BHCs without Section 20 subs when Gram Leach Bliley 
liberalized BHCs nonbanking activities: 
 
– BHCs with Section 20s had more operational risk events, evidence that 

an expansion of nonbank activities generates greater complexity. 
 

– Operational risk events are higher for both banking and nonbanking 
segments. 

 
• They find no such increase for specialized nonbanking firms in sectors 

entered by Section 20 BHCs 
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Chernobai, Ozdagli, & Wang’s main results II 

• Complexity might be an outcome of: (i) Conscious risk taking—perhaps 
efficient; (ii) Managerial failure. 
 

• They compare performance outcomes for three years prior to GLB and 
three years post GLB.  (Also for longer periods) 
 

• The Section 20 BHCs did not have higher ROA, lower risk, or lower Z-score. 
 

• Section 20 BHCs did have higher Market-to-Book, but this effect dissipates 
over a longer time period.  
 

• Interpretation:  Higher complexity is not part of an intentional  managerial 
risk-return tradeoff.  Their evidence is in favor of managerial failure. 
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Measurement issues for operational risk events 

 
• The comparison between Section 20 BHCs and specialized financial 

intermediaries is similar in spirit to the earlier literature comparing 
conglomerate firms and stand-alone firms. 
 

• The data on operational risk events come primarily from regulators.  
Reporting of events may differ across regulators. 
 

• We need more information about the relative coverage of operational risk 
events for BHCs and specialized financial firms over the entire time period.   
 

• Are BHCs’ operational risk events more (less) likely to be covered? Does 
the relative coverage change over time? 
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How are Section 20 firms different from pre-GLB 

diversified firms? 

 • The underlying assumption is that the treated BHCs are different in ways 
that are orthogonal to the factors increasing complexity.  
 

• An obvious concern is that these two groups of firms are different in ways 
that affect the probability of experiencing operational risk events other 
than complexity. 
 

• For example, Cornett, Ors, and Tehranian, 2002 showed that banks that 
set up Section 20 subs performed better along a number of dimensions 
than other banks.  
 

• Similarly, Pogach and Unal find that Section 20 banks are very different 
from non-Section 20 firms. 
 

• While the authors include a number of control  variables, they should 
present descriptive statistics that compare the treatment and control 
groups along observable dimensions. This would help the reader make up 
his or her own mind. 
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Section 20 firms had higher market-to- book post GLB I 

• The authors are too speculative in their interpretation of higher market-to 
book for the Section 20 firms (the treated firms).  
 

• The most straightforward interpretation is that markets supported the 
diversifying moves by Section 20 firms, in contrast to other the backward 
looking performance results for the Section 20 firms. 
 

• The authors suggest that this may be due to market participants viewing 
such firms and too-big-to-fail. 
 

• Then the authors then examine performance measures over a longer 
period and find that market-to-book subsequently falls. 
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Section 20 firms had higher market-to- book post GLB II 

• The extension of the period to later in the 2000s is at variance with the 
authors’ diff-in-diff exercise. Statements about performance farther from 
the event are contaminated with a whole range of other factors.  
 

• Associating the higher market valuation to too-big-to-fail is too-big-a-
stretch.   
 

• If this was the really the cause of the immediate post-GLB rise in valuation, 
did the market reassess the probability of a bailout downward in 
subsequent years? 
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Odds and ends 

• The authors use three different measures of complexity: 
 

– A dummy variable denoting whether a BHC or sub diversified into a 
nonbanking activities via merger or acquisition 

– Noninterest income/total income 
– Nonbank asset ratio 

 
• Why not also focus on non-banking components of non-interest income? 

 
• DeYoung and Torna finding that different types of nonbank fee income had 

different effects on the probability of distress during the crisis suggests.   
 

– This suggests that a more disaggregated view of the effects of 
different menus of nonbank activities might be appropriate, in 
particular for thinking about the Z-score results. 
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Conclusion 

• Both interesting papers 
• Both serious contributions to our understanding of the internal 

organization of BHCs and multiproduct firms in general 
• Both have some issues to address 
• Thanks! 
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