
Alternative Avenues to Interstate Banking 
Even if legal barriers to interstate activity are removed, other factors will tend to limit ' 
interstate holding company activity. The effects on financial institutions and 
consumers, however, will depend on the exact route interstate banking takes. 

Observers of the U. S. financial scene generally 
agree that broadened interstate banking activity 
is coming. We will focus on the differences in the 
impact of interstate banking depending on the 
way it comes about The effect on financial 
institutions and on their customers wil l differ 
depending on whether interstate banking comes 
through liberalization of McFadden (branching), 
elimination of the Douglas Amendment (bank 
holding company acquisition), or through greater 
exploitation of other devices. 

While there is a presumption that interstate 
banking eventually will be allowed nationwide, a 
number of proposals have advocated limited 
interstate banking, either permanently or as a 
means of phasing in the eventual nationwide 
system. These proposals include regional inter-
state banking, limits on the number of interstate 
acquisitions, or limitations on the method of 
entry into interstate markets—de novo (starting a 
new bank) or through acquisition of existing 
institutions.1 

'Various approaches to interstate banking are also discussed by Alan S. 
McCall and Donald T. Savage in Branching Policy: The Options," Journal 
of Bank Research, Summer 1980, pp. 122-126. 

E 

Different Avenues have Different Effects 
In analyzing the impact of different methods 

of interstate banking, it is useful to consider the ) 
effect on four types of bank customers—large 
corporations, middle-market firms, small busi- * 
nesses, and consumers. 

The easiest to deal with are the large national 
firms. Competi t ion for their business is already 
national in scope. The largest banks in the 
country are seeking the business of Fortune 500 * 
or 1,000 firms, regardless of location of either the ) 
bank or the corporation. This competit ion does 
not require a local branch or subsidiary bank. } 
Thus, money center banks can compete for ( 
Lockheed's business without maintaining a branch 
in Atlanta. If physical presence is desirable, a loan 
production office, legal under existing law, is 
usually adequate. 

Small businesses are now served exclusively f 
by local lenders. The small firm in Orlando 
obtains banking services from Orlando banks. 
The small businessman from Orlando who seeks 
credit at a Miami bank will be greeted with 
courtesy, no doubt, but also with suspicion as to > 
why he is unable to meet his needs in his own 
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locality. For that small Orlando firm, seeking 
financing in Atlanta is out of the question. 

The devices that currently allow interstate 
activity, such as loan production offices or Edge 
Act corporations, are not an efficient means of 
serving the small business borrower. Loan pro-
duction offices are staffed with lending officers 
experienced in seeking business from large cor-
porations. The offices are not set up to make 
smaller loans and, in any case, they are not 
allowed to take deposits. Part of the consideration 
involved in a bank lending transaction is the 
opportunity to obtain a borrower's deposit ac-
count If the nonlocal bank cannot compete for 
the deposit account, it is at a disadvantage in 
competing with local institutions. Some subsid-
iaries of out-of-state bank holding companies, 
such as finance companies or leasing subsidiaries, 
can extend credit to a small business; but they 
too lack the opportunity to handle its deposit 
account. The effect on the local small business of 
a change to allow interstate banking wil l depend 
heavily on the specific form of the change. 

De novo entry (establishment of a new bank) 
by an out-of-state bank generally wil l benefit 
small business customers more than entry through 
acquisition. De novo entry adds to the small 
firm's sources of service while entry by acquisition 
merely substitutes one bank for another. This 
substitution is not without effect, however, and 
the effect of a de novo establishment of an out-
of-state bank's branch differs from a de novo 
bank holding company subsidiary. 

An important distinction between a branch 
andabanksubsid iaryofabankholdingcompany 
is that the branch's lending limit is based on the 
capital of the entire bank, while the subsidiary is 
limited by its own capital. Thus, the branch of a 
money center bank established in Atlanta or 
Birmingham can make a multi-mill ion dollar loan 
to large local firms. An important implication is 
that an out-of-state branch can emphasize service 
to larger businesses in an area, while the bank 
subsidiary of a bank holding company must be 
oriented toward small business customers and 
consumers. 

It follows, therefore, that small businesses may 
be benefitted more by establishment of a bank 
holding company's subsidiary than by its branches. 
Analogously, the competit ive position of small 
local banks may be more affected by entry of 
subsidiary banks than by branches. This is an 
interesting consideration because it is frequently 
asserted—as in the Carter administration report 

on the McFadden Act—that interstate bank hold-
ing company expansion is less disruptive to the 
existing competitive banking structure than inter-
state branching. 

Acquisitions have a somewhat different impact 
When a sizable local institution is taken over by 
an out-of-state institution (whether to be operated 
as subsidiary or as a branch), it may become less 
locally oriented in its lending policy. If so, change 
would not benefit local small businesses but, 
conversely, it would represent less of a competitive 
threat to local small banks. 

The effect of interstate activity on smaller 
banks also varies depending on location. Small 
banks in major cities already face stiff competition 
from large banks. Small banks in Atlanta, Tampa 
or Miami compete with the largest institutions in 
their state. Evidence suggests that small firms 
prefer to deal with smaller banks, and small 
banks have long operated profitably in this 
competit ive environment Thus, de novo inter-
state branching or bank holding company ex-
pansion is unlikely to represent a significant 
change in the competit ive structure of those 
cities. And if a large local competitor is acquired 
by an out-of-state institution, the small local 
bank's competitive position is probably improved. 

The bank in a smaller city or town may be 
affected significantly by entry of a large out-of-
state bank, but such banks are unlikely to enter 
de novo into smaller cities. There are limits to the 
pace at which even the most aggressive bank can 
expand following a change in the law—limits that 
we wil l discuss later. The small-city bank is most 
likely to find itself in direct competit ion with an 
out-of-state institution if that institution acquires 
an existing competing bank or its parent. Thus, 
an independent bank in Macon may find itself 
competing with a subsidiary of a money center 
bank holding company if a New York or Chicago 
bank acquires a local competitor or the parent of 
a local competitor. But the local bank's ability to 
compete with the money center bank for small 
business customers is at least as good as its ability 
to handle existing competition. 

The banks most likely to be affected by inter-
state competit ion appear to be larger institutions 
doing business with locally based middle-market 
firms. Those firms, the best customers of the 
larger in-state banks, will be the principal targets 
of out-of-state entrants into the market In many 
states, these firms already have access to many of 
the larger banks in the state, and they may not 
have much to gain from new competition. On 
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the other hand, in some smaller states or those 
with a concentrated banking structure, these 
middle-market firms may see a significant im-
provement in their access to bank services. 

Potential interstate entrants much prefer branch 
expansion over holding company acquisitions 
because it allows them to tailor expansion to the 
particular market being entered. It is feasible to 
establish a wholesale oriented branch at lower 
cost—requiring less capital, modest office space 
and few employees. Such an operation may be 
little more than a deposit-taking loan production 
office. If interstate banking comes about through 
change in the Douglas Amendment, allowing 
only de novo bank holding company subsidiaries, 
the cost and difficulty of raising sufficient capital 
will hold down the number of interstate ventures. 

Effects on Consumers 
When interstate expansion's objective is con-

sumer business, analyzing the alternative types 
of interstate expansion becomes more complex. 
First of all, a major objective of interstate con-
sumer banking has been attracting low-cost core 
deposits. Consumers traditionally have maintained 
sizable demand deposits (on which no interest is 

"Regardless of any change in federal law, 
consumer banking appears likely to become 
less locally limited." 

paid), N O W accounts and saving deposits (with 
interest at 51/» percent), and other fixed-maturity 
t ime deposits with below-market interest rates. 
The phase-out of interest rate ceilings and the 
recent creation of money market accounts and 
super-NOW accounts at competit ive market 
rates, may make consumer business less profitable 
to commercial banks in the future. Thus, some of 
the motive for interstate expansion in this market 
may have lessened or disappeared. 

Second, it is unclear whether any change in the 
law is necessary to conduct consumer business 
on an interstate basis. On the lending side, 
finance company subsidiaries of bank holding 
companies have the necessary powers and already 
can operate interstate Savings and loan associations 
have gained full consumer banking powers, both 
in lending and deposit-taking (including checking 
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accounts). If bank holding companies were allowed 
to own S&Ls on an interstate basis, change in the 
McFadden Act or the Douglas Amendment would 
not be needed to bring about full interstate 
competit ion in consumer banking. Loan limits 
are not a problem in consumer lending, so a 
branch is not a more attractive vehicle for inter-
state entry than a holding company subsidiary. 

The Federal Reserve already has authorized 
bank holding company acquisition of an S&L in a 
few exceptional cases, the most dramatic being 5 

Citicorp's acquisition of Fidelity Savings and 
Loan in California.2 A Federal Reserve staff study 
recommended that the savings and loan business 
be considered an appropriate activity under . 
Section 4(c)(8) of the Bank Holding Company ' 
Act, but the Board has sought congressional „ 
guidance before makinga general decision in this 
controversial area.3 The 1982 Cam-St Germain 
Act authorized interstate and inter-industry ac-
quisitions of failing thrift institutions. The legislation 
clearly treats such acquisitions as exceptional, ) 
which can be interpreted as a congressional 
intent that such acquisitions should not be allowed -» 
under "normal" (non-failure) circumstances. 

Even without the S&L vehicle, existing mecha-
nisms may be sufficient for carrying out consumer 
banking business interstate. Banks can and do 
solicit credit card business nationwide. Banks 
can also solicit deposits by mail on an interstate t 
basis, and a number of large banks have begun to 
do so in connection with the new money market 
accounts. Money market mutual funds familiarized 
consumers with the idea of handling liquid asset 
portfolio transactions by mail with distant insti-
tutions, and the large commercial banks now are 
taking advantage of that familiarity. Customers of ) 
out-of-state banks can be given local access to 
their funds through automated teller machines, f 
Shared interstate ATM networks are being ex-
panded. Consumers will still probably prefer to 
keep their checking account local, however. 

Regardless of any change (or lack of change) in ) 
federal law, then, consumer banking appears 
likely to become less locally limited. If local , 
market conditions are not competitive, or if local 
banks are inefficient or unable to provide modern 

'See "Citicorp's Acquisition of Fidelity Federal Saving and Loan Association of > 
San Francisco," Federal Reserve Bulletin, October 1982, pp. 656-660, 
and Interstate Financial Corporation's Acquisition of Scioto Saving Asso- * 
ciation, Columbus, Ohio," Federal Reserve Bulletin, May 1982, pp. 316-
318 

3"Bank holding company acquistions of thrift institutions"—staff study 
prepared for the Federal Reserve Board September 1981. 
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services, out-of-state banks will be able to solicit 
business successfully. Local offices may be less 
necessary in the future than they have been in 
the past. Interest rate ceilings have prevented 
banks from competing on rates, so convenience 
has represented the most important dimension 
of competition. But that is no longer the case. 

It is difficult to predict just how consumer 
financial services will be delivered in the future. 
Rather than seeking a local presence, large, 
consumer-oriented banks may franchise or sell 
sophisticated services to local banks. The non-
local vendor may be able to extract much of the 
potential profit from consumer business through 
service fees paid by the local bank. In any case, 
competit ion for consumer business is becoming 
more intense. The consumer, except in relatively 
isolated communities, may not need further 
change in the law. 

Implications for Intrastate Branching 
These consumer banking considerations have 

implications for the desirability of intrastate as 
well as interstate branching. One of the most 
controversial aspects of interstate banking has 
been its effect on state control over banking 
structure, particularly the extent of branching 
within a state. We have noted that the McFadden 
Act defers to state law with respect to geographi-
cal limits on branching by national banks. But this 
may be less important in the future, as extensive 
branching becomes less profitable. 

Consumer banking traditionally has involved 
collecting funds from depositors at low interest 
cost on the basis of convenience. Where state 
law has allowed, convenience has been provided 
through extensive (and expensive) branch facilities. 
If banks have to pay market rates for these funds, 
they no longer wil l be able to afford the cost of 
such facilities—estimated at perhaps 2 percent 
of funds collected. Direct deposit, automated 
clearing houses, and automated teller machine 
networks may provide consumer convenience in 
the future, and the longstanding debate over 
branch banking may fade away. 

If branching continues to be a matter of con-
troversy, however, changing the Douglas Amend-
ment would do much less violence to traditional 
state control over intrastate branching than would 
liberalization of the McFadden Act. This con-
sideration apparently was given heavy weight in 
the Carter administration McFadden Act Report, 

which recommended the Douglas rather than 
the McFadden route to interstate banking. 

Restraints on Interstate Expansion 
There seems to be a widespread belief that 

removal of the McFadden Act or Douglas Amend-
ment immediately would spark a tremendous 
expansion of interstate branching or holding 
company activity. This rests on the assumption 
that the sole barrier to interstate activity is the 
legal one, and hence if that barrier were removed 
interstate activity could proceed unencumbered. 
However, other factors will tend to limit interstate 
holding company activity even after legal barriers 
are removed. 

Three types of constraint that wil l persist in-
clude considerations relating to the profitability 
of the target area, constraints based on the 
capacity of the expanding bank, and legal/re-
gulatory constraints. A bank holding company 
does not expand interstate in the abstract; it 
must have a particular market in mind. However, 
there are only a l imited number of attractive 
banking markets—markets in which the expand-
ing bank can expect to operate profitably. Atlanta, 
for example, may appear to be an attractive 
location for a money center holding company to 
organize a new bank or acquire an existing bank. 
But it is less attractive considering the possibility 
that five or ten or more other holding companies 
may try to do the same thing. This problem exists 
with either a de novo banks or an acquisition. A 
rash of de novo banks would increase com-
petition and reduce profitability. The acquisition 
route would not directly add to the number of 
competing institutions in the market. But if a 
number of potential acquirers pursue a limited 
number of attractive acquirees, the price of their 
stocks wil l be bid up. Earning a profit on an 
acquisition requiring a substantial premium would 
prove difficult. 

Even if there are attractive opportunities avail-
able to aggressive bank holding companies, the 
holding companies remain subject to their own 
internal limitations. The most important are likely 
to be capital and management shortages. Few 
money center banks have more capital than 
supervisory agencies view as marginally adequate. 
Expansion through de novo holding company 
subsidiaries requires additional capital. While 
acquisition of an existing bank through an ex-
change of stock does not necessarily require new 
capital, its feasibility turns on the capital market's 
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valuation of the stock involved. The key issue in 
all cases is the holding company's ability to tap 
the capital markets. While capital considerations 
do not necessarily constrain interstate expansion, 
the current state of both equity and debt markets 
will make it difficult for most large banks to 
generate the additional capital needed to finance a 
substantial expansion.4 Capital wil l be a more 
serious constraint on holding company expansion 
than on branching. 

For many banks considering nonlocal expansion, 
the pace of such expansion wil l be limited by 
management talent. This has, in fact, already 
limited the pace of expansion by some banks, 
which see the opportunity for profitably es-
tablishing additional loan production offices but 
lack the qualified lending officers to staff them. 

"Even if there are attractive opportunities 
available, holding companies remain subject 
to their own internal limitations." 

That problem becomes more severe when an 
entire bank must be staffed. Of course, the 
problem is less if an existing bank with competent 
management is acquired. Yet, unless the acquiring 
bank is able to devote some managerial expertise 
to the acquisition, it is likely to represent merely 
a financial investment, not a true merging of the 
acquired institution providing real operating eco-
nomies or advantages. 

Even with change in the Douglas Amendment 
or McFadden Act, other delays and constraints 
are inherent in the regulated nature of the 
banking business. Organization of a de novo 
subsidiary bank or branch or an acquisition 
requires at least one regulatory approval, and 
usually more. The pace of much regulatory agency 
decision making can be slow, particularly when 
applications involve controversial issues. That 
certainly wil l be the case with applications for 
interstate charters or acquisitions. There are 

"During the heyday of conglomerate merger expansion, the market's 
tendency to put high price-earnings ratios on stock of aggressive con-
glomerates enabled them to acquire firms with lower price-earning ratios 
at prices attractive to shareholders of the acquired firm yet which 
increased earnings of the acquirer. The situation in the banking industry 
today is just the opposite. Many banks in attractive growth markets are 
selling at higher prices relative to earnings than the money center banks. 
Such acquistions would involve a significant degree of dilution to share-
holders of the money center banks. 

really two separate problems involved: first is 
simply the supervisory agencies' ability to handle 
the f low of paper if 100 or 200 applications for 
interstate operations are added to a volume that 
already strains the agencies' resources; second is 
the difficulty the agencies will face in making 
necessary policy decisions on the applications.5 

Since sizable acquisitions are likely, we must 
also consider the role of the Justice Department 
and the courts under antitrust laws. Some appli-
cations of antitrust concepts to banking have 
been rather clearly resolved. A series of bank 
merger cases decided by the Supreme Court in 
the 1960s (in particular, Philadelphia, Lexington, 
and Phillipsburg), combined with the 1966 amend-
ments to the Bank Merger Act, set clear limits on 
horizontal bank mergers—mergers involving banks 
in direct competit ion in the same market. These 
standards have been applied consistently by the 
banking agencies, and have been understood by 
banks and their counsel, so mergers that would 
be prohibited by these guidelines are rarely even 
proposed. 

The courts have spoken less clearly in the case 
of "market extension" mergers—those involving 
the issue of "potential competit ion." In these 
cases, the two parties to the merger are not in 
direct competit ion in the same market. The 
acquiring bank is alleged to have the capacity 
and the interest in entering the market of the 
acquired bank on a de novo basis, or through a 
merger with a smaller bank now in the market (a 
" toehold" acquisition), thus encouraging com-
petition. It is also often argued that the acquiring 
bank is already affecting the market because 
banks in the area, aware of the competitor 
"waiting in the wings," refrain from pricing strategies 
that would encourage entry. The Justice Depart-
ment has brought suit in several cases on the 
grounds of "potential competition" and "probable 
future competit ion," but has lost every time. 
Debate over the applicability of potential com-
petition has been intense, both in banking and 

5Several methods of reducing this problem warrant attention by the 
Congress Congress can put a deferred effective date on legislation 
authorizing interstate banking. During this period, perhaps a year or 
longer, the agencies can determine policy and establish procedures to be 
used when the applications are received. Congress could provide some 
guidance as to policies to be followed by the agencies. Congress could 
also impose a firm deadline for decision making, as it has done with bank 
holding company acquisitions handled by the Federal Reserve. The 
agencies could accept applications during the interim period, and decide 
them all as of the effective date of the legislative change. A similar 
approach was used when Florida first authorized branching, avoiding the 
inequity that results when Bank A has its application approved and gains 
a head start on Bank B, whose equally meritorious application happens to 
fall later in the queue of cases. 
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other contexts. Courts generally have acknow-
ledged applicability of the argument in principle, 
but have never found the facts sufficient to rule 
for the Justice Department. The result is a great 
deal of uncertainty as to what is allowable and 

t what is not. 
Bank acquisition cases involving potential com-

petition have been a relatively minor factor in 
L changing bank structure. But this issue will come 

to the fore if barriers to interstate banking are 
eliminated. Virtually all acquisitions in such a 
framework would be market extension acquisitions 
that would raise potential competit ion issues. 
Most of the banks that would seek interstate 
acquisitions are large and probably would prefer 

I to acquire banks that have a significant market 
share. There is nowhere a bank can turn to obtain 
accurate guidance as to which possible acquisitions 

I will meet the test of the antitrust laws and which 
will be barred.6 

Uncertainty does inhibit mergers. Many mergers 
make economic sense if they can be handled 

1 smoothly, but are not worthwhile if they require 
huge legal costs to complete. Thus, inhibited 
mergers are not simply those that agencies or the 
courts would rule unacceptable, but also many 
that would, if carried to a final Supreme Court 
decision, be found to be legal. While some 
advocates of a strong anti-merger policy view this 
inhibiting effect as desirable, uncertainty of the 
law scarcely promotes economic efficiency. 

These considerations suggestthat even if there 
is a change in the law to allow unlimited interstate 
banking, the pace of such expansion will remain 
subject to important constraints. 

The Role of Foreign Banks 
While these considerations wil l l imit the pace 

of interstate expansion by U. S. banks, foreign 
banks should be considered separately. Before 
the International Banking Act of 1978 (IBA), 
foreign banks were allowed to operate full-
service banking offices in more than one state. 
Several operated in both New York and California 
Such activity was frozen by the IBA, but many 
foreign banks retain an interest in interstate 
expansion if the law should allow it. A number 
have already taken advantage of liberalized re-
strictions on Edge Act Corporations to establish 

6For a further discussion of antitrust issues in interstate banking, see 
Steve A Halbrook and Donald T. Savage, "Interstate Commercial Banking 
The Antitrust Issues," Banking Law Journal, September 1981, pp. 747-
767. 
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such operations in several cities, with Miami and 
Houston the preferred locations. 

Some foreign banks are interested in consumer 
business, a traditional strength of the British 
banks. Several Japanese banks have been suc-
cessful in consumer banking in California. Yet 
most foreign banks are interested in middle-
market firms that may have links to their home 
country or that may have use for a foreign bank's 
particular expertise. For example, many middle-
sized Texas firms are suppliers to oil operations 
in the North Sea, the Middle East or Latin 
America, and banks from these areas may seek 
an office in Houston or Dallas. With the exception 
of foreign banks interested in consumer banking, 
the type of business contemplated can be more 
efficiently handled with a branch rather than a 
holding company subsidiary. 

This aspect of interstate banking is significant 
because there are probably more foreign banks 
interested in interstate expansion in the United 
States than there are domestic banks capable of 
such activities. Of the 500 largest banks in the 
world, 403 are non-U. S. banks, and 142 of these 
are already operating in the United States.7 

While the IBA attempted to put foreign and 
domestic banks on an equal competit ive basis 
(removing the foreign banks' freedom from re-
serve requirements, for example), foreign banks 
may still enjoy some advantages in interstate 
expansion. Most important is in the regulation of 
capital. Many foreign banks are allowed to operate 
with lower capital ratios than U. S. banks (sub-
stantially less than the regional U. S. banks they 
will compete against). If a foreign bank establishes a 
branch in the United States, it may be feasible for 
U. S. authorities to police the capital adequacy of 
that office, but more difficult to regulate the 
capital of the entire organization. It is easier to 
regulate the capital of a bank holding company 
subsidiary (it is a domestic bank), but it is not 
clear whether the Federal Reserve can or should 
attempt to regulate the capital adequacy of a 
consolidated foreign bank holding company as it 
does with domestic bank holding companies. 

If interstate banking is authorized, the share 
controlled by foreign banks will increase sub-
stantially, particularly if branching rather than 
holding company expansion is authorized. While 
several studies have failed to find any detrimental 

' Amer i can Banker, July 28, 1982, p 41. 
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effects associated with an increased foreign bank 
role in the U. S. banking system, this is likely to 
become at least a political issue. 

Proposals for Limited 
Interstate Banking 

Despite evidence that much interstate banking 
already exists, many consider too drastic any 
change in U.S. law to allow full service nation-
wide banking. Some argue that l imited interstate 
banking can provide the advantages cited for 
nationwide banking with fewer disruptive effects, 
while others argue for a l imited approach tem-
porarily to cushion the impact of a change to 
nationwide banking 

The most restrictive approach would be to 
allow branching (or holding company acquisitions) 
only within standard metropolitan statistical areas, 
or SMSAs. The Hunt Commission urged that 
states be progressive in changing their laws in 
recognition of the fact that several banking 
markets are divided by state lines.8 The New 
York City SMSA includes portions of New Jersey 
and Connecticut, while the Washington SMSA 
includes several counties of Virginia and Maryland. 
Other SMSAs include portions of a second state. 
Because current banking economics make ex-
tensive branching within an SMSA less attractive, 
this proposal has less to recommend it now than 
in the past. ATMs can accomplish nearly all the 
benefits previously at t r ibuted to intra-SMSA 
branching. 

There are many proponents of regional inter-
state banking, particularly among the large regional 
banks. At one level it is easy to dismiss such 
suggestions as self-serving. The regional banks 
naturally want the opportunity to move into 
attractive banking markets in nearby states, while 
keeping the money center banks out of their 
territory. But basic economic similarities among 
groups of states could provide economic ef-
ficiencies from limited interstate banking. The 
bank serving textile manufacturers in Georgia, 
for instance, can bring experience and expertise 
to similar customers in the Carolinas that a 
Minneapolis bank cannot Lending to wheat 
growers in Kansas is similar to lending to wheat 
growers in South Dakota; oil drilling in Wyoming 
is similar to drilling in Colorado. 

"See The Report of the President's Commission on Financial Structure 
and Regulation, December 1971, p. 62. 

In particular, smaller firms may benefit from 
increased competition that can result from regional 
interstate banking. The small furniture manu-
facturer in Virginia may not be a customer sought 
by a money center bank moving into that state, 
but may be desirable to the North Carolina bank 
already familiar wi th the business. On the other 
hand, banks from nearby states may already be a 
competit ive force in the market. 

The basic problem with proposals for regional 
banking is that no one has been able to define 
regions on a logical and consistent basis. In an 
attempt to overcome the essentially arbitrary 
nature of regional classification, many have seized 
on the concept of contiguity. Neighboring states 
are usually similar in economies. But this basis is 

"Some argue that limited interstate banking 
can provide the advantages of nationwide 
banking with fewer disruptive effects." 

also arbitrary and clearly inequitable in its treat-
ment of banks in different states. Contiguous 
state branching would give Florida banks access 
only to Georgia and Alabama, while Nevada 
banks would have access to California, Oregon, 
Utah, Idaho and Arizona. In fact, such a limitation 
would encourage the artificial shift ing of head-
quarters. A Florida bank could enter Georgia and 
make Georgia its headquarters, thus enabling it 
to enter states not open to it from Florida. This 
artificial movement has taken place in Pennsyl-
vania under that state's contiguous county 
branching law. Again, this approach bases treat-
ment of banks on their location rather than the 
their efficiency or ability to operate on an 
interstate basis. While such a limited approach 
to interstate banking might be justified as a step 
toward eventual nationwide banking, it is not a 
reasonable permanent solution. 

A final approach involves limiting the number 
or the method of interstate operations, rather 
than the location. Our current banking structure 
grew out of a traditional American fear of con-
centrated financial power. No other country has 
so many commercial banks. Those who see this 
as an attribute of the U.S. financial structure fear 
that nationwide banking could lead to a wave of 
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mergers creating a concentrated banking system 
such as that of England or Canada. 

One means of preventing this, while gaining 
the benefit of broader interstate banking, would 
be to allow interstate expansion on a de novo 
basis only. Entry under such a rule necessarily 
would increase competit ion rather than con-
centration. The ultimate effect of such an approach 

? is not clear, however. Many banking markets are 
already competitive. Additional new entry could 
require the exit of existing firms. If banks were 
precluded from selling out to out-of-state insti-
tutions, we would see an increase in intrastate 
mergers. The ultimate net effect on concentration 
might be the opposite of what is intended. 
Further, interstate mergers offer an efficient means 
of resolving problems of failing institutions. Barring 
such mergers would sacrifice a major potential 
advantage of interstate banking. 

For directly opposite reasons, some favor 
interstate banking through merger only. Pro-

. ponents of this approach argue that the U. S. 
banking system is too fragmented, with many 
banks too small to achieve economies of scale. 
Interstate acquisitions could reduce the number 
of banks without necessitating mergers be-
tween directly competing institutions. (Some 
believe the approach taken in the Garn-St 

1 Germain Act is ideal in that it allows such 
mergers only when necessary to prevent a 
failure.) 

This proposal has a political advantage. Many 
bankers oppose interstate banking because 
they fear increased competit ion from giant out-
of-state institutions. Interstate banking limit-
ed to mergers may remove their fear of a 

, money center bank opening an office next 
door and may offer investors a greater number 
of potential buyers when it comes t ime to sell 
their bank. 

Fear of the disruptive impact of liberalized 
interstate banking on the competitive structure 

clearly is the principal reason such activity has 
been restricted. Proposals for l imited interstate 
banking attempt to deal with this problem. An 
alternative means of cushioning the immediate 
impact of a change is to limit the number of 
interstate ventures that each bank can undertake. 
Banks could be restricted to a few acquisitions 
of de novo entries per year. Over t ime banks 
would be allowed to operate nationwide, but 
restrictions in the early years would enable the 
regional banks to strengthen their operations 
while facing only l imited direct competit ion 
from money center banks. 

Economic and regulatory constraints are pro-
bably sufficient to obviate such legal restrictions. 
It is unlikely that even the largest banks in the 
country could plan, negotiate, and finance 
several major interstate ventures in the first 
year such activity is legalized. Nevertheless, a 
legal constraint may provide comfort for some 
who otherwise might oppose interstate banking. 

Conclusion 
Because interstate banking has long been a 

matter of intense controversy, it is important 
that advantages and disadvantages be discussed 
thoroughly. But much of that discussion neces-
sarily takes place in the abstract in terms of inter-
state banking generally rather than focusing 
on the effects of specific approaches to interstate 
banking. Our purpose has been to suggest that 
those effects differ depending on the route 
chosen toward interstate banking Any discussion 
of the merits of changing the McFadden Act or 
the Douglas Amendment must recognize that 
many means of engaging in interstate banking 
already exist and that such activity will increase 
even without change in fundamental restrictions 
on interstate activity. 

— Paul M. Horvitz 
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