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THE SOURCE-OF-STRENGTH DOCTRINE:
REVERED AND REVISITED — PART 1

PAUL L.LEE

This two-part article revisits the premises of the source-of-strength doctrine and
analyzes its application to the new contours of the financial regulatory system set
by the Dodd-Frank Act. This first part begins with a brief history on the source-
of-strength doctrine and proceeds to a discussion of the arguments traditionally
mounted in support of or in opposition to the doctrine to illuminate themes that
will arise in the application of the doctrine in expanded form under the Dodd-
Frank Act. Part II, which will appear in the next issue of The Banking Law
Journal, analyzes the new source-of-strength provision in the Dodd-Frank Act
and the application and implications of the doctrine as a legal and policy matter
for other types of depository holding companies and nonbank financial companies.

hallowed or revered than that of the source of strength. As codified in

regulation by the Board of Governors of the Federal Reserve System (the
“Board”) in 1984, the doctrine simply, if indistinctly, provides that “[a] bank
holding company shall serve as a source of financial and managerial strength
to its subsidiary banks.”" As further explicated by the Board in a policy state-
ment in 1987, the doctrine envisions that “a bank holding company should
stand ready to use available resources to provide adequate capital funds to its
subsidiary banks during periods of financial stress or adversity.”> The devel-

In the summa theologica of bank regulation there is no doctrine more

Paul L. Lee, a member of the board of editors of The Banking Law Journal, is a
corporate partner at Debevoise & Plimpton LLP, co-chair of the firm’s Banking
Group, and a member of the firm’s Financial Institutions Group. He may be con-
tacted at pllee@debevoise.com.
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opment and application of the doctrine has over the years been marked by
controversy. Commentators have sparred over the wisdom of the doctrine as
a policy matter. Individual bank holding companies have challenged the ap-
plication of the doctrine as a legal matter, leaving the validity of the doctrine,
or perhaps more precisely the validity of the outer bounds of the doctrine,
for a time in doubt. The Board has nonetheless consistently asserted the
authority to require a bank holding company to serve as a source of strength
to its subsidiary banks and has in recent years regularly incorporated a source-
of-strength requirement into written agreements and cease and desist orders
with bank holding companies.

The onset of the financial crisis in 2007 and 2008 brought a renewed
focus on and a fresh perspective to the source-of-strength doctrine. Certain
of the actions taken by the Board during the height of the crisis, such as the
granting of waivers from the restrictions of Section 23A of the Federal Re-
serve Act to permit banks to supply liquidity to their affiliated mutual funds
and other affiliated entities, seem to have inverted the doctrine — with the
result that a bank subsidiary appeared to be serving as a source of strength
to its holding company and other subsidiaries of the holding company.’ In
a similar vein, during the height of the crisis the Board permitted (some say
encouraged) certain large financial companies to convert to bank holding
company status to acquire the imprimatur of Board supervision.* Only the
desperate tenor of the times can explain these apparent departures by the
Board from its longstanding policy that a holding company should serve as “a
source of financial and managerial strength for the banks in its system, rather

than vice versa.”

In the aftermath of the crisis, the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the “Dodd-Frank Act”) sought to re-enshrine the
source-of-strength doctrine and expand its application to other depository
holding companies such as savings and loan holding companies and to certain
structures involving systemically important nonbank financial companies des-
ignated under the Dodd-Frank Act.® This article revisits the premises of the
source-of-strength doctrine and analyzes its application to the new contours
of the financial regulatory system set by the Dodd-Frank Act. Part I begins
with a brief history on the source-of-strength doctrine. It then proceeds to a
discussion of the arguments traditionally mounted in support of or in opposi-
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tion to the doctrine to illuminate themes that will arise in the application of
the doctrine in expanded form under the Dodd-Frank Act. Part II analyzes the
new source-of-strength provision in the Dodd-Frank Act and the application
and implications of the doctrine as a legal and policy matter for other types of
depository holding companies and nonbank financial companies.

A BRIEF HISTORY OF THE SOURCE-OF-STRENGTH DOCTRINE

The principal underpinning of the source-of-strength doctrine is found
in Section 3(c)(2) of the Bank Holding Company Act of 1956 (the “BHC
Act”), which requires the Board to take into consideration “the financial and
managerial resources and future prospects of the company or companies” in-
volved in a proposed transaction requiring approval of the Board.” In the early
years of administering the BHC Act, the Board regularly addressed proposals
to organize bank holding companies that involved significant incurrence of
debt by the applicants.® In considering these applications, the Board applied
special attention to the effect that the incurrence of the debt would have on
the financial resources and future prospects of the applicant. In what appears
to be the earliest proximate articulation of the source-of-strength doctrine,
the Board in a 1966 order, denying an application involving significant debt
incurrence, stated that Section 3(c)(2) of the BHC Act required it to consider
an applicant’s ability to “serve, when and as required, as a source of finan-
cial assistance to its subsidiary banks.” In following years, the Board relied
on its assessment of the financial resources or prospective financial resources
of an applicant to deny an application on some occasions without expressly
invoking the source-of-strength phrasing.'” On other occasions, the Board
expressly invoked the source-of-strength phrasing, saying that a bank holding
company should provide a source of financial and managerial strength to its
subsidiary banks."

In a provocative but ultimately inutile gesture, in 1976, a rejected bank
holding company applicant, First Lincolnwood Corporation, challenged the
Board’s invocation of the source-of-strength doctrine.'” The application in-
volved a proposal by shareholders of First National Bank of Lincolnwood to
create a holding company for the bank." The Board order stated that as part
of the proposal the holding company would incur acquisition debt of $3.7
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million." In fact, the proposal called for the holding company to assume the
$3.7 million in acquisition debt from the existing shareholders of the bank.
The proposal also envisioned that additional capital would be raised for the
bank in the future. The Board concluded that the incurrence of the acquisi-
tion debt would not provide the applicant holding company with the flexibil-
ity necessary to meet its debt service requirements and that the uncertainty
surrounding the source of proposed new capital for the bank could prevent
the applicant holding company from resolving “any unforeseen problems that
may arise” at the bank.” The Board concluded that it was not “in the public
interest to approve the formation of a bank holding company with an initial
debt structure that could result in the weakening of [b]ank’s overall financial
condition.”®

The applicant petitioned the Seventh Circuit Court of Appeals for review
of the Board’s action. The court of appeals held that Section 3(c) of the BHC
Act did not permit the Board to withhold approval on the basis of financial or
managerial deficiencies unless the deficiencies were caused or enhanced by the
proposed transaction and that the Board could not use the advantages of hold-
ing company status as leverage to compel further financial enhancements from
the applicant.'” Because the proposed transaction in the view of the Seventh
Circuit simply reshuffled ownership interests in the bank, the Seventh Circuit
concluded that the proposed transaction did not affect the existing financial
situation of the bank. The Supreme Court reversed the Seventh Circuit and
affirmed the Board’s decision, holding that the Board could use the advan-
tages of holding company status “to induce applicants to improve their and
their subsidiaries’ capital positions.”"® In support of its holding, the Supreme
Court cited the fact that between 1970 and 1975 the Board had convinced
397 applicants to provide additional capital as part of the application process.
The Supreme Court ruled that the Board could deny an application for bank
holding company status “solely on grounds of financial or managerial unsound-
ness, regardless of whether the unsoundness was caused or exacerbated by the
proposed transaction.”"? The First Lincolnwood decision provided support for a
broad reading of the source-of-strength doctrine at least in the context of Board
actions under Section 3(c) of the BHC Act.

An additional underpinning for the source-of-strength doctrine was add-
ed in 1984 when the Board adopted revisions to Regulation Y, the Board’s
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regulation that generally implements the provisions of the BHC Act. As part
of overall revisions to Regulation Y in 1984, the Board added a source-of-
strength provision in Section 225.4(a)(1) of Regulation Y.** In the preamble
to the proposed rule adopting the revisions, the Board said that the proposed
source-of-strength provision:

codifies the policy of the Board that a bank holding company should
serve as a source of strength for its bank subsidiaries, and conduct its
bank and nonbank operations in accordance with sound banking policy
and practice.”

In the preamble to the final rule adopting the revisions, the Board noted that it
had received no substantive comments from the public on the proposed revi-
sions being made in Section 225.4(a)(1).** It may be that the public read the
statement in the preamble to the proposed rule literally, z.e., that the revisions
to Regulation Y merely codified the existing source-of-strength policy, which
had been applied up to that time only in the application context under Sec-
tion 3 of the BHC Act. If so, the public failed to appreciate the significance
of another statement made in the preamble, which pointed to a potentially
expanded scope for the source-of-strength doctrine. In the preamble to the
proposed rule, the Board stated that the source-of-strength provision in Regu-
lation Y derived from Section 3(c) of the BHC Act, from Section 5(b) of the
BHC Act (authorizing the Board to issue regulations) and, most significantly
for future purposes, from the Board’s authority under the Financial Institutions
Supervisory Act (“FISA”) to issue cease and desist orders to prevent unsafe and
unsound banking practices.” With the invocation of authority to prevent un-
safe and unsound banking practices, the Board vastly expanded the potential
scope of application of the source-of-strength doctrine.*

The implications of the 1984 revisions to Regulation Y were subsequent-
ly made clear by the Board. In February 1987, in a move that the banking
industry press characterized as “unprecedented,” the Board charged Hawkeye
Bancorp, a multibank holding company, with an unsafe and unsound bank-
ing practice of refusing to contribute capital to a failing bank subsidiary.”
The Board issued a cease and desist order to Hawkeye Bancorp only min-
utes after the state banking supervisor closed the bank subsidiary, which was
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thereafter liquidated by the FDIC.* In light of the bank closure, the Board
subsequently withdrew its cease and desist order against Hawkeye. ¥ The
stage was nonetheless set for the Board to proclaim more broadly its view of
the expanded scope of the source-of-strength doctrine.

This pronouncement came in April 1987 when the Board issued a policy
statement, “reaffirming” its longstanding policy that a bank holding company
must serve as a source of strength to its subsidiary banks. In the preamble to
the policy statement, the Board (clearly alluding to the Hawkeye experience)
said that it had become “aware of situations where a bank has been threatened
with failure notwithstanding the availability of resources to its parent hold-
ing company.”® The purpose of the policy statement was to confirm that
the source-of-strength policy applied in failing bank situations. The cardinal
point made by the Board in the policy statement was that:

in serving as a source of strength to its subsidiary banks, a bank hold-
ing company should stand ready to use available resources to provide
adequate capital funds to its subsidiary banks during periods of finan-
cial stress or adversity and should maintain the financial flexibility and
capital-raising capacity to obtain additional resources for assisting its sub-
sidiary banks in a manner consistent with the provisions of this policy
statement.”

The basis for the source-of-strength doctrine articulated in the policy state-
ment was that a holding company derives “certain benefits” at the corporate
level that result in part from the ownership of an institution that can issue
federally insured deposits and has access to Federal Reserve credit.’*® The
ultimate conclusion of the policy statement was that:

a bank holding company should not withhold financial support from
a subsidiary bank in a weakened or failing condition when the hold-
ing company is in a position to provide the support. A bank holding
company’s failure to assist a troubled or failing subsidiary bank under
these circumstances would generally be viewed as an unsafe and unsound
banking practice or a violation of Regulation Y or both.?!
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Shortly after the issuance of the policy statement, the expanded scope of
the doctrine was put to the test. In October 1988 the Board issued an ini-
tial notice of charges and a temporary cease-and-desist order against MCorp,
a Texas-based multibank holding company, alleging that MCorp was engaged
in unsafe and unsound practices “likely to cause substantial dissipation of the
assets of MCorp that could be used to allow MCorp to serve as a source of
financial strength for its subsidiaries [b]anks.”* Within a week of the initial
charges, the Board issued an amended notice of charges, seeking to require
MCorp to implement a capital plan that would ensure that “all of MCorp’s
available assets are used to recapitalize the [s]ubsidiary [b]anks that are suffer-
ing capital deficiencies.” In March 1989 creditors of MCorp commenced an
involuntary bankruptcy proceeding against MCorp. A few days later the Ofhice
of the Comptroller of the Currency declared twenty of MCorp’s bank subsid-
iaries to be insolvent and appointed the Federal Deposit Insurance Corporation
(“FDIC”) as receiver for these bank subsidiaries. MCorp itself thereafter filed
a Chapter 11 bankruptcy petition. After MCorp filed its Chapter 11 petition,
the Board issued a third notice of charges, alleging that MCorp was engaged in
unsafe and unsound practices by failing to serve as a source of strength and in
particular by refusing to make capital contributions to three of its remaining
five bank subsidiaries. The Board also alleged that MCorp had caused its bank
subsidiaries to violate Section 23A of the Federal Reserve Act.** In an adversary
proceeding MCorp sought to enjoin the Board from further administrative
proceedings, based either on the source-of-strength doctrine or Section 23A.
In this adversary proceeding the Board argued that it had authority to issue
the source-of-strength charges under its cease and desist power because MCorp
(i) had violated a rule or regulation and (ii) was engaging in an unsafe and
unsound practice.”” A district court ruled in favor of MCorp in the adversary
proceeding, enjoining the Board from pursuing either the source-of-strength
charge or the Section 23A charge.*

The Board appealed the district court order to the Fifth Circuit. The
Fifth Circuit ruled that the Board was without authority under the BHC Act
or the FISA to require MCorp to transfer its funds to a troubled subsidiary
bank. It read the First Lincolnwood decision as limiting the Board’s use of the
source-of-strength doctrine to the granting or denying of an application un-
der Section 3(c).*” It also concluded that the Board’s cease and desist author-
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ity with respect to unsafe and unsound practices under FISA did not support
the Board’s action. It reasoned that requiring a bank holding company to
transfer funds to a troubled bank subsidiary could hardly be considered to fall
within “generally accepted standards of prudent operation,” a standard that
the Fifth Circuit retrieved from the legislative history of FISA.?*® In the view
of the Fifth Circuit, such a transfer would require MCorp to disregard its own
separate corporate status and would amount to a waste of corporate assets by
MCorp in violation of its duty to shareholders.?

Alas, there was to be no ultimate judicial determination of the breadth
of the source-of-strength doctrine. On a certiorari review of the Fifth Circuit
decision, the Supreme Court concluded that the district court lacked jurisdic-
tion to enjoin any of the Board’s regulatory proceedings and so did not reach
the merits of MCorp’s challenge to the Board’s source-of-strength doctrine.®
In the minds of many observers, this left the validity of the expanded source-
of-strength doctrine unresolved as a legal matter.’ The Board itself was unde-
terred. On remand from the Supreme Court decision, the Board continued
its administrative action against MCorp until June 1992 when it terminated
the cease and desist order after finding that MCorp had contributed an addi-
tional $17 million capital to its remaining subsidiary banks (four of which had
already been sold) and had restored the capital level of its one remaining bank
subsidiary.** The termination order was also conditioned upon MCorp taking
all action necessary to ensure that capital of its one remaining bank subsidiary
met all capital requirements pending its anticipated sale.®

COLLATERAL LEGISLATIVE ACTION

With the validity of the source-of-strength doctrine in question as the
MCorp litigation proceeded, the federal regulators pursued other legislative
strategies to expand their financial recourse against the holding companies
and other affiliates of troubled banks. The Financial Institutions Reform,
Recovery, and Enforcement Act of 1989 (“FIRREA”) provided significant
new authority to the FDIC in the form of the so-called “cross-guarantee”
provision of the Federal Deposit Insurance Act (the “FDIA”).* The cross-
guarantee provision empowers the FDIC to claim against the capital of any
commonly controlled insured depository institution for a loss incurred by
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the FDIC resulting from the failure of another commonly controlled insured
depository institution or from any assistance provided by the FDIC to anoth-
er commonly controlled insured depository institution.” Under the cross-
guarantee provision the FDIC has recourse against the capital of the solvent
sister banks for the losses incurred with respect to the insolvent sister-bank
or banks. The provision was characterized at the time by some commenta-
tors as a “weaker version” of the source-of-strength doctrine.* These com-
mentators noted that the provision provided no claim against the capital of
the parent company or other nonbank subsidiaries.”” They also noted that
it could be invoked only after a bank had failed or was so weakened that
the FDIC had to provide open bank assistance.”® Notwithstanding these
critiques, one subsequent empirical analysis found that the cross-guarantee
provision has had a significant effect on the behavior of multibank holding
companies in prompting capital injections that otherwise might not have
occurred.” The cross-guarantee provision provides an important tool to the
EDIC for addressing concerns about the structure and behavior of multibank
holding companies. Prior to the enactment of the cross-guarantee provision,
as the Hawkeye and MCorp cases indicated, the treatment of failing banks
and healthy banks within a multibank holding company structure presented
troubling issues for the federal regulators.

Another source of potential recourse against a holding company was add-
ed to the FDIA by the Federal Deposit Insurance Corporation Improvement
Act of 1991 (“FDICIA”).>® FDICIA added the so-called prompt corrective
action provisions in Section 38 of the FDIA.>" Under the prompt corrective
action regime created by Section 38, an undercapitalized insured depository
institution must submit an acceptable capital restoration plan to its federal
banking agency. For a plan to be deemed acceptable, each company having
control of the insured institution must guarantee that the insured institu-
tion will comply with the plan until the institution returns to an adequately
capitalized level for four consecutive calendar quarters and must provide
“appropriate assurances of performance” of the guarantee.”> Commentators
noted various limitations in the guarantee provision of Section 38 that would
potentially reduce its effectiveness.” First, Section 38 does not require a con-
trolling company to guarantee the capital restoration plan. It merely makes
the guarantee a condition precedent to a finding by the federal regulator that

779



THE BANKING LAW JOURNAL

the plan is otherwise acceptable. Thus, a controlling company may decline
to provide the guarantee if it is prepared to accept the other regulatory con-
sequences of that action.”® Second, Section 38 relies on a traditional stated
capital analysis as the predicate for the capital restoration plan requirement
and the concomitant guarantee. Regulatory experience over recent decades
suggests that a stated capital analysis is not a particularly timely or even ac-
curate metric for judging the failure risk of a depository institution.” Finally,
even if invoked, the guarantee of a capital restoration plan is limited to an
amount equal to the lesser of (1) an amount equal to five percent of the in-
sured institution’s assets at the time it became undercapitalized and (2) the
amount necessary to bring the institution into compliance with all capital
standards. Observers questioned whether the guarantee provision of Section
38 would prove effective in harnessing the resources of holding companies
and concluded that the federal regulators would want to continue to pursue
the source-of-strength doctrine as a tool.*®

In addition to the amendments to the FDIA discussed above, there was
at the same time a regulatory interest in clarifying the treatment of capital
commitments given by a holding company in the event of the bankruptcy of
the holding company. This question was of particular concern to the Office
of Thrift Supervision (the “OTS”), the regulator of savings and loan hold-
ing companies and savings associations, because it or its predecessor agency,
the Federal Home Loan Bank Board, had obtained net worth maintenance
agreements or stipulations from holding company applicants in connection
with approval of various applications under the Home Owners’ Loan Act.”’
The enforceability of such agreements had been called into question as the
thrift crisis worsened in the late 1980s and various savings and loan holding
companies sought bankruptcy protection. In 1990 Congress enacted two
amendments to the Bankruptcy Code intended to address the treatment of a
commitment given to a federal banking agency to maintain the capital of an
insured depository institution. Section 365(0), which is part of the section of
the Bankruptcy Code dealing with executory contracts, was enacted to read
in relevant part as follows:

In a case under chapter 11 of this title, the trustee shall be deemed to have
assumed (consistent with the debtor’s other obligations under section
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507), and shall immediately cure any deficit under, any commitment
by the debtor to a [f]ederal depository institutions regulatory agency (or
predecessor to such agency) to maintain the capital of an insured deposi-
tory institution, and any claim for a subsequent breach of the obligations
thereunder shall be entitled to priority under section 507.%

A companion provision was added to Section 507 of the Bankruptcy Code,
which deals with priorities of payment. Section 507(a)(9) provides a ninth
priority for:

allowed unsecured claims based upon any commitment by the debtor to a
[f]ederal depository institutions regulatory agency (or predecessor to such
agency) to maintain the capital of an insured depository institution.”

The legislative history of these changes to the Bankruptcy Code indicates that
they were intended to prevent parties affiliated with federally insured deposi-
tory institutions from “using bankruptcy to evade commitments to maintain
capital reserve requirements of a [f]ederally insured depository institution.”®

The clarity of treatment intended by these amendments was not the imme-
diate result. Instead, the OTS and the FDIC have been required to litigate with
Chapter 11 debtors the meaning of such terms as “commitment” and “[f]ederal
depository institutions regulatory agency.” The courts have generally held that
the net worth maintenance conditions, agreements or stipulations used by the
OTS and its predecessors constitute a “commitment” within the meaning of
Section 365(0).** A bankruptcy court decision in 2010 relating to Colonial
BancGroup, a bank holding company and Chapter 11 debtor, however, dem-
onstrates the difficulties that may lie ahead with respect to the enforcement of
the source-of-strength doctrine in bankruptcy cases.®> Among the issues before
the bankruptcy court was whether a Board consent order with Colonial Banc-
Group containing a source-of-strength provision constituted a “commitment”
to maintain the capital of its bank subsidiary for purposes of Section 365(0).
The bankruptcy court found it did not.”” The FDIC has appealed the decision
of the bankruptcy court, and the appeal is still pending. The issues presented
under the source-of-strength doctrine in bankruptcy proceedings are of critical
importance to the future implementation of the source-of-strength doctrine
and are discussed at greater length in Part II of this article.
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THE POLICY DEBATE

The MCorp case prompted a flurry of legal commentary.** In the midst
of the MCorp litigation, William Keeton, a senior economist from the Federal
Reserve Bank of Kansas City, proffered in a short paper a broad thesis for the
source-of-strength doctrine.” His thesis was that a holding company structure
could inherently pose risks to the safety and soundness of its bank subsidiaries.
He cited three principal risks posed by a holding company structure: (1) geo-
graphic and product diversification might not significantly reduce the rate of
bank failures if profits and losses are not “pooled” in the bank holding com-
pany; (2) a holding company might encourage its bank subsidiaries to engage
in transactions among themselves or with affiliates that would boost the hold-
ing company’s profits at the expense of a particular bank subsidiary; and (3) a
bank holding company might rely too heavily on debt as a source of funds.*
In his view behavior arising from each of these risks could be seen as a “ratio-
nal” response to the deposit insurance system, which places the burden of bank
failure on the FDIC. In respect of the first risk, Keeton posited that a bank
holding company that had diversified either by geography (through multiple
bank subsidiaries) or by product line (through nonbank subsidiaries) would
have a strong incentive to let an individual bank subsidiary fail.” In respect of
the second risk, he hypothesized that a troubled bank might charge too low a
rate on loans to healthy sister banks or might purchase loans from healthy sister
banks at book value rather than at market price.®®

Keeton concluded that the source-of-strength doctrine was needed be-
cause existing regulatory measures were insufficient to address these risks. He
noted that while Section 23A and Section 23B place restrictions on affiliate
transactions, Section 23A contains a significant exemption for sister-bank
extensions of credit.”” He also voiced concern that the affiliate rules were dif-
ficult to enforce and could in any event be breached by a desperate holding
company.”’ (In this respect it should be noted that the MCorp case involved
claims of violations of the affiliate transaction rules.) He acknowledged that
these concerns, at least as to sister-bank dealings, had been mitigated by the
addition of the cross-guarantee provision in FIRREA. But he expressed con-
cern that the cross-guarantee provision did not address incentives to prefer
or protect nonbank subsidiaries of a holding company.”" (In this respect it
should be noted that the MCorp case involved claims that the holding com-
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pany had refused to contribute the proceeds from the sale of two nonbank
subsidiaries to its undercapitalized bank subsidiaries.)

The thesis posited by Keeton would have benefited from a more extended
exposition than Keeton provided in his own paper. Coincidentally, another
commentator writing at the time provided the more extended exposition in
a paper discussing the general risks to the banking system presented by di-
versification.”” Although this paper did not focus on the source-of-strength
doctrine, it provided a detailed analysis of the risks that diversification might
present to the banking subsidiaries of bank holding companies, paralleling
many of the points made more generally by Keeton. This commentator iden-
tified a broad range of risks that would be presented by diversification, includ-
ing not just the risk of specific conflicts of interest or opportunistic behavior,
but also general problems of organization, structure and management.”” She
provided, for example, a detailed discussion of the incentives that would lead
management to permit transfers from bank subsidiaries to weaker nonbank
subsidiaries and to resist transfers from nonbanking operations to weaker
bank subsidiaries. She concluded generally that diversification would lead to
greater risk in the banking system with two results: (1) there would be more
bank failures, and (2) (of particular interest today) future bank failures would
be much more complex and difficult to resolve.

Other commentators writing at this time identified many of these same
risks. In some cases they disagreed over the degree of risk. In other cases they
disagreed over the appropriate means of addressing the risk.”* Commenta-
tors supporting the source-of-strength doctrine focused on the general moral
hazard risk associated with insurance coverage for bank subsidiaries. A basic
policy proposition in their minds was that it is more equitable for bank hold-
ing companies and their shareholders to bear the loss from bank risk than the
FDIC and federal taxpayers.”” Other commentators suggested that a holding
company and its management are in a better position to monitor the affairs
of their regulated subsidiaries than federal examiners and so should be held
responsible for the affairs of these subsidiaries through a call on the capital
of the holding company.”® These commentators also focused on the specific
risk that a holding company would not use the assets of nonbank subsidiar-
ies to support a failing bank subsidiary.”” These commentators like Keeton
concluded that the cross-guarantee provision was an inadequate solution for

783



THE BANKING LAW JOURNAL

this problem because it did not provide a claim on the capital of the nonbank
subsidiaries.”® At the time these commentators were writing, the prospect of
further deregulation and diversification of activities of bank holding compa-
nies was already on the horizon. These commentators noted that the prin-
cipal argument for permitting a broader range of financial activities to bank
holding companies was that it would enhance the earnings, competitiveness,
and ultimately the safety and soundness of bank holding companies. These
commentators noted the paradox that diversification into nonbank activities
might at the same time lessen the incentive for a bank holding company to
support a failing bank subsidiary.

For their part, opponents of the source-of-strength doctrine acknowl-
edged at least in theory the risks outlined above, but they concluded that the
negative consequences of the doctrine outweighed its benefits. The princi-
pal legal argument made by the opponents was that the source-of-strength
doctrine was in direct contravention of traditional corporate law principles
that recognize the limited liability of shareholders and thus amounted to a
mandatory piercing of the corporate veil.”” A related principle of corporate
law implicated in the source-of-strength debate is the fiduciary duty owed
by a board of directors of a company to its shareholders. The Fifth Circuit
decision in MCorp appeared to put significant weight on the issue when it ob-
served that the transfer of funds by MCorp to its troubled bank subsidiaries
at the time would have amounted to corporate waste in violation of MCorp’s
duties to its shareholders. Opponents of the doctrine further asserted that the
doctrine would in effect usurp the business judgment of the board.*

The policy arguments mounted by the opponents related to the prospec-
tive negative effects of the doctrine on the banking system. Opponents main-
tained that the doctrine would negatively affect the ability of bank holding
companies to raise equity and debt in the markets, particularly because of the
uncapped nature of the call on the holding company. # In support of this con-
cern the commentators noted that representatives from both the FDIC and the
Securities and Exchange Commission had expressed concerns about the effect
of the doctrine on the market for bank holding company equity and debt.®
The proponents of the doctrine would presumably respond that the higher
cost of equity and debt issuance by bank holding companies would reflect the
higher overall risk to the industry resulting from the diversification process.

784



THE SOURCE-OF-STRENGTH DOCTRINE - PART |

In the end, it was a differing judgment as to the effects of diversification
that appears to have separated the proponents and opponents most funda-
mentally. As noted above, the proponents of the doctrine concluded that
diversification would increase risks to the banking system as a whole and to
bank subsidiaries of bank holding companies in particular.*® The opponents
of the doctrine believed that diversification would reduce risks to the bank-
ing system as a whole and (presumably, if handled appropriately) to indi-
vidual bank holding companies.* In fact, the opponents argued that the
source-of-strength doctrine would impede the product-line and geographic
diversification that was occurring as statutory and regulatory constraints were
being loosened. To these policy arguments the opponents added a practical
observation: there were already strong regulatory and market incentives for a
bank holding company to support its bank subsidiaries.®

WHERE'S THE DATA?

As the debate raged over the wisdom of the source-of-strength doctrine in
the 1990s, commentators were able to stake out positions, largely unburdened
by empirical data. As written, Keeton’s piece would have been characterized
by his economist colleagues at the Federal Reserve Bank as one based on “intu-
ition” (although his supervisory colleagues at the Bank might have been more
accommodating in characterizing it as based on supervisory observations). In
fact, there was only limited empirical research available at the time to frame the
debate over the expanded source-of-strength doctrine. One study published in
1991 sought to determine whether capital injections into troubled bank subsid-
iaries of bank holding companies were larger than the capital injections into in-
dependent banks.® The author of this study posited the thesis that multibank
holding companies would have stronger incentives to maintain a favorable
reputation in the markets and with the regulators than independent banks or
one-bank holding companies. The study, surveying the experience during the
period from 1985 through 1988 in 20 states that permitted multibank hold-
ing companies, found that multibank holding companies made larger capital
injections into their troubled bank subsidiaries than the owners of independent
banks, but only when the multibank holding companies have total assets rang-
ing from at least 10 to 50 times the size of their troubled bank subsidiaries.””
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There are obvious limits to the results of this study. Besides the limited nature
of the sample of institutions covered, a majority of the sample was composed
of banks that encountered trouble before the Board’s 1987 announcement of
the expanded source-of-strength doctrine.®® The results nonetheless suggest
that even before the 1987 announcement of the expanded source-of-strength
doctrine, multibank holding companies had strong incentives to maintain the
health of their bank subsidiaries.®

Another study published in 1995 sought to assess the effect of the issu-
ance of the 1987 policy statement on the market for bank holding company
shares.” This study excluded one-bank holding companies from its scope
because the authors of the study concluded that one-bank holding companies
were not really capable of serving as a source of strength to their bank sub-
sidiaries. The study analyzed the effect of the announcement of the Board’s
cease and desist order against Hawkeye on the market for publicly-traded
multibank holding companies.”” The results of the study indicated that the
sample of bank holding companies with troubled bank subsidiaries had a
significant negative price reaction to the Board’s announcement while the
sample of the bank holding companies with healthy bank subsidiaries had
no significant price reaction. The results of the study also showed that the
subsequent announcement of the policy statement in April 1987 had no sig-
nificant price effect on the market in general, presumably because the market
had already absorbed the effect of the policy statement through the earlier
announcement of the Hawkeye enforcement action. The conclusion of the
authors of the study was that, contrary to the concerns expressed by some in
the banking community at the time, the pronouncement of the expanded
source-of-strength policy did not have a negative effect on the attractiveness
of all bank holding companies as an equity investment; instead the effect was
limited primarily to those with troubled bank subsidiaries.”” Both the 1995
study and the 1991 study were not comprehensive and hence do not provide
a basis for assessing the overall effects of the source-of-strength doctrine.

The only comprehensive empirical study of the source-of-strength doc-
trine was initially published in 2004 and re-published in revised form in 2008
by a research officer of the Federal Reserve Bank of New York.” Like the
1991 study discussed above, this study principally compared the experience
of multibank holding companies with the experience of standalone banks and
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one-bank holding companies, but unlike the 1991 study this study covered
all insured commercial banks and any affiliated bank holding companies.
This study also covered a much longer time frame — from 1984 through
2004. Among the findings of the study was that multibank holding com-
pany affiliation was associated with greater efforts to salvage a distressed bank
subsidiary than in a standalone case or a one-bank holding company case.”
Another finding was that multibank holding company affiliation has an im-
portant beneficial impact on the probability of future distress for the bank
subsidiaries of that holding company compared to the case of a one-bank
holding company.”

One of the purposes of this study was to analyze the behavior of bank
holding companies during the period after the enactment of the cross-guar-
antee authority in FIRREA. The relevant finding of the study is that while
bank subsidiaries of multibank holding companies were less likely to be dis-
tressed than a bank subsidiary of a one-bank holding company, the relative
difference became much greater after 1989.° The study suggests that the
cross-guarantee authority had a significant effect on the behavior of mul-
tibank holding companies. Perhaps of even greater significance for future
analysis, the study suggests that the legislative changes in both 1989 and 1991
have had an effect on how the resources in nonbank affiliates are used to assist
troubled bank subsidiariaries.”

BOARD ENFORCEMENT PRACTICE AFTER MCORP

The Board publishes its formal enforcement actions, e., written agree-
ments, cease and desist orders, and civil money penalty assessments.” A review
of these formal enforcement actions (available on the Board’s website com-
mencing with the year 1997) provides some insight into the use by the Board
of the source-of-strength doctrine in enforcement actions in recent years.

Between 1997 and 2003, the Board issued 19 written agreements that
required a bank holding company to submit an acceptable written plan to
achieve and maintain an adequate capital position for its bank subsidiary.
The relevant provision in the written agreement required the capital plan to
“address” among other points the current and future capital requirements of
the bank and the source and timing of additional funds needed to fulfill all
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current and future capital needs of the bank. This provision may be read as
an implicit invocation of the source-of-strength requirement since it requires
a plan from the holding company to address the capital requirements of the
bank subsidiary. The capital plan provision in three of the 19 written agree-
ments also expressly required the capital plan to address “the requirements
of section 225.4(a) of the Regulation Y of the Board of Governors that [the
bank holding company] serve as a source of strength to the [b]ank.” This
provision first appeared in a written agreement in 2002.

In 2004 the Board issued three written agreements and two consent cease
and desist orders with a capital plan requirement. Four of the five capital plan
provisions included the express source-of-strength language quoted above. In
2005 the Board issued two written agreements with capital plan requirements.
One included the express source-of-strength provision; one did not. In 2006
the Board issued five consent cease and desist orders with a capital plan require-
ment. All included the express source-of-strength requirement. In 2007 the
Board issued four written agreements with a capital plan requirement. None
of them included the express source-of-strength requirement. The pattern of
inclusion of the express source-of-strength provision in a capital plan require-
ment was thus inconsistent in the years between 2002 and 2007.

In 2008 the Board issued ten written agreements or consent orders with
a capital plan requirement. All ten included the express source-of-strength
provision in the capital plan section. For the first time, the Board also added
a separate source-of-strength section in addition to the source-of-strength
provision in the capital plan section. The separate source-of-strength section
in one written agreement provided that the bank holding company:

shall take appropriate steps to fully utilize its financial and managerial
resources to assist the [b]ank in functioning in a safe and sound manner

pursuant to Regulation Y...(12 C.ER. § 225.4).

One consent order also contained a separate source-of-strength section that

provided that the bank holding company:

shall serve as a source of financial strength to the Banks pursuant to sec-

tion 225.4(a) of Regulation Y of the Board of Governors (12 C.ER.
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§ 225.4(a)), including but not limited to, by providing and complying
with any guarantee required by the OCC under section 38 of the FDI
Act (12 U.S.C. § 18310).

In 2009 the Board issued fourteen written agreements or consent orders
containing a capital plan requirement. Following the pattern set in 2008, the
capital plan section in each of the agreements or orders included the express
source-of-strength provision. In addition, two of the consent orders had a
separate source-of-strength section that was linked to a cease and desist order
issued to the bank subsidiary by that institution’s primary federal banking
regulator. One of these consent orders was issued to Colonial BancGroup
and is the subject of the litigation discussed above. The separate source-of-
strength section in the Colonial BancGroup consent order read as follows:

The board of directors of BancGroup shall take appropriate steps to en-
sure that the Bank complies with the Order to Cease and Desist entered
into with the Federal Deposit Insurance Corporation...and the Superin-
tendent effective as of June 15, 2009, and any other supervisory action
taken by the Bank’s federal or state regulators.

The other consent order with Irwin Financial Corporation and Irwin Union
Bank and Trust Company contained a separate source-of-strength section
that read as follows:

Irwin shall take appropriate steps to fully utilize its financial and mana-
gerial resources to assist the Bank in functioning in a safe and sound
manner pursuant to Regulation Y of the Board of Governors (12 C.ER.
§ 225.4) and to ensure that Irwin Union Bank, ES.B....complies with
the Order to Cease and Desist entered into with the Office of Thrift Su-

pervision...effective as of July 24, 2009.

In 2010 the Board issued 81 written agreements or consent orders con-
taining a capital plan requirement. The capital plan requirement in 77 of
the agreements or orders included the express source-of-strength provision.
In addition, 65 of the agreements or orders included a separate source-of-
strength section. By 2010 the separate source-of-strength provision became
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fairly formulaic with two standard versions of language. The first version
provided as follows:

The board of directors of [the bank holding company] shall take appropri-
ate steps to fully utilize [the bank holding company’s] financial and mana-
gerial resources, pursuant to section 225.4 of Regulation Y ... to serve as a
source of strength to the [b]ank including, but not limited to, taking steps
to ensure that the [blank complies with this Agreement, and any other
supervisory action taken by the [b]anK’s federal or state regulator.

When another enforcement order was outstanding against the bank subsid-
iary from its primary federal regulator, the language in the separate source-of-
strength section provided as follows:

The board of directors of [the bank holding company] shall take appro-
priate steps to fully utilize [the bank holding company’s] financial and
managerial resources, pursuant to section 225.4 of Regulation Y ... to
serve as a source of strength to the [b]ank including, but not limited to,
taking steps to ensure that the [b]Jank complies with the Consent Order
entered into with the [primary federal bank regulator] on [date], and any
other supervisory action taken by the Bank’s federal or state regulator.

In 2011 the Board issued 39 written agreements or consent orders con-
taining a capital plan requirement. The capital plan section in all but one of
the agreements or orders included the express source-of-strength provision.
In addition all of the agreements or orders that contained a capital plan sec-
tion also included a separate source-of-strength section following one of the
two versions that had become standardized in 2010. In the second half of
2011, the Board expanded the language of the separate source-of-strength
section and the source-of-strength provision in the capital plan section to in-
clude a reference not only to Section 225.4 of Regulation Y, but also Section
38A of the FDIA (the source-of-strength provision added by the Dodd-Frank
Act which came into effect on July 21, 2011). Thus, by 2011 the Board’s ap-
proach at least as to language with respect to the source-of-strength provision
had become largely uniform and standardized. It is not clear, however, that

790



THE SOURCE-OF-STRENGTH DOCTRINE - PART |

any of these generic formulations will satisfy the requirements for priority
treatment in the event of the bankruptcy of a bank holding company.”

CONCLUSION

This brief reprise of the history of the source-of-strength doctrine and
of the arguments and practices surrounding the doctrine suggests a set of
issues that the federal banking agencies will confront as they seek to imple-
ment the new source-of-strength provision in the Dodd-Frank Act.'” The
original source-of-strength doctrine, derived as it was from Section 3(c)(2)
of the BHC Act, was self-bounded. It was no more extensive as to time or
scope than the application process itself. The expanded source-of-strength
doctrine as reflected in Section 225.4(a) of Regulation Y and the 1987 policy
statement provides indeterminate bounds as to the time and duration of ap-
plication and as to scope and depth of application. The indeterminate nature
of the bounds of the doctrine may serve the Board’s purposes in negotiating
concessions or other ameliorative actions from bank holding companies in
the regulatory and supervisory process, but it will likely weaken the Board’s
position if the Board must resort to legal action to enforce the doctrine in a
particular case.

The legislative responses reflected in the cross-guarantee provision of
FIRREA and the capital restoration plan guarantee provision of FDICIA may
be seen as efforts to provide both clearer bounds for the regulated entities
and easier enforcement for the regulators of sub-elements of the source-of-
strength doctrine. The guarantee provision in Section 38 of the FDIA in
particular may be seen as designed to provide holding companies with greater
clarity as to when an obligation to guarantee the capital position of a bank or
thrift subsidiary might arise and with greater comfort as to the extent of their
obligation (i.e., by capping the obligation at the lesser of five percent of the
total assets of the subsidiary and the amount necessary to bring the subsidiary
into compliance with capital standards).””’ The cap in Section 38 presum-
ably eases the case for the directors giving the guarantee against the claim that
they might otherwise be in breach of their duties to the shareholders of the
holding company. The bank regulators for their part get a guarantee with
greater enforcement value and ease. They also get a commitment more likely
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to satisfy the requirements of Section 365(0) and Section 507(a)(9) of the
Bankruptcy Code.'”

The cross-guarantee provision of the FDIA also provides a clearer avenue
for recovery by the FDIC in cases involving multibank holding companies
than reliance on a source-of-strength doctrine. The apparent trade-off is that
the recovery base is limited to the capital of sister banks and does not extend
to the capital of the holding company or other subsidiaries of the holding
company. The FDIC may have acquiesced to this limitation for its own rea-
son, namely, a concern that a measure making all nonbank affiliates subject
to a cross-guarantee liability would discourage capital investment in holding
companies.'” In any event, at the time of the passage of the cross-guarantee
provision in 1989, the FDIC’s immediate concern was dealing with the more
prominent fact pattern of multibank holding companies and the admixture
of healthy and failing bank subsidiaries in holding company structures. The
cross-guarantee provision in FIRREA handily addressed that concern.

Dissatisfied with these legislative initiatives that were designed to comple-
ment the source-of-strength doctrine, certain academic observers responded
with proposals of their own that were characterized by increasing eccentricity
(at least from the perspective of a traditional corporate law analysis). One
academic observer proposed an approach that would allow the substantive
consolidation of all insured subsidiaries of a multibank holding company
upon a finding that the subsidiaries did not have separate economic identi-
ties.'™ Another academic observer went further, suggesting a notion of “fam-
ily liability” for holding companies of insured subsidiaries.'” Under this no-
tion of “family liability,” the FDIC would be able to assert a claim against
the holding company and any or all of its subsidiaries on a joint and several
basis for losses incurred by the FDIC. The “family liability” proposal would
include no cap or “artificial” limit on the family liability.'*

Other academic observers offered variations on this theme. One ob-
server proposed an approach similar to the family liability approach, but sug-
gested a cap on the liability (at least for subsidiaries) at a percentage of the
subsidiary’s total liabilities or capital requirements.'” Still another academic
observer proposed a middle ground approach, seeking to mediate between
the concern for an open-ended piercing of the corporate veil (as suggested by
the expanded source-of-strength doctrine) and the policy desire to provide
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recourse against a holding company when it mismanages the affairs of its in-
sured subsidiary.'®® This observer proposed a test for holding company liabil-
ity based on, and only applicable to, situations where the insured subsidiary’s
directors owed a duty to a non-shareholder (including the subsidiary itself)
and failed to discharge that duty properly.'” This test involves a significant
degree of imprecision. In all events, the policy considerations relating to
holding company liability for the capital deficiency or failure of an insured in-
stitution were widely discussed and remained open to a wide range of views.

The patterns that the federal banking agencies will face in implement-
ing the new source-of-strength provision differ significantly from those that
existed when the source-of-strength doctrine was developed in the 1980s and
early 1990s. The extensive network of sister banks that once characterized
the multibank holding company structure has contracted, making the cross-
guarantee provision less of a substitute for the source-of-strength doctrine.
At the same time, the percentage of nonbank subsidiary assets in the bank
holding company sector has risen sharply, particularly among the largest bank
holding companies. This fact pattern presents a policy anomaly. On the one
hand, the greater the percentage of nonbank assets in a holding company
structure, the greater the resources available to the holding company cezeris
paribus to support its bank subsidiary. On the other hand, the systemic con-
sequences of a failure of a large nonbank subsidiary of a holding company
may suggest that the holding company must also be prepared to marshal its
assets to support the nonbank subsidiary. The source-of-strength provision
added by the Dodd-Frank Act speaks only of a bank holding company or sav-
ings and loan holding company acting as a source of financial strength for its
insured depository institution subsidiary.

Will the Board as the supervisor of a systemically important financial
holding company find its interest in the capital and financial strength of the
holding company veering in a direction that is not exclusively responsive to
the future needs of the insured depositary subsidiary? Will the Board as
supervisor of savings and loan holding companies apply the same calculus
to these entities as it would to bank holding companies with large bank sub-
sidiaries? Presumably, the FDIC and the OCC as the appropriate federal
banking agency with respect to any company that controls an insured de-
positary institution that is not a subsidiary of a bank holding company or a
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savings and loan holding company will have a strong incentive to implement
the new source-of-strength authority with an exclusive focus on the insured
depository institution since the FDIC and the OCC will have no supervisory
responsibility for the controlling company. Finally, in all cases, the appropri-
ate federal banking agency should have an interest in devising a regime that
provides for effective enforcement and presumably appropriate recognition, if
necessary, in the event of a bankruptcy proceeding for the holding company.
These issues will be explored in greater depth in Part IT of this article.
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