
Debate and action concerning the nation's limi-
tations on interstate banking have increased 
greatly over the past two years. The attention of 
Congress and bank regulators increasingly has 
been drawn to the subject by state governments' 
actions or proposals. Proponents of interstate 
banking in several states have taken various 
initiatives to overcome interstate banking pro-
hibitions. Their proposals have ranged from al-
lowing entry by banks with l imited functions, as 
South Dakota and Delaware have done, to al-
lowing entry by any out-of-state bank holding 
company, as is the case in Alaska and Maine. 

Banks headquartered in one state are prohibited 
from operating deposit-taking offices in any other 
state by the McFadden Act of 1927 (amended in 
1933); bank holding companies are prohibited 
from owning a bank in another state without that 
state's permission by the Douglas Amendment 
to the Bank Holding Company Act of 1956. Until 
the last four years, these two laws effectively 
stopped interstate operation of full-service banks 
or branches by all domestic banking organizations 
except forafew"grandfathered" by the Douglas 

Interstate Banking: 
Issues and Evidence 

Interstate banking promises to offer the 
public—and banks— more benefits than 
disadvantages, according to this study. 
But it suggests that excessive limitations 
could diminish the potential benefits with-
out helping banking customers. 

Amendment Recently, however, emergency take-
overs and state laws have breached interstate 
prohibitions to a greater degree. 

The Current Situation 
Current proposals and action on interstate 

banking are driven by a combination of market 
forces that seem to be breaking down the barriers 
to interstate banking inexorably despite con-
tinued legal prohibitions. Some of these forces 
and their results were detailed in a 1983 Federal 
Reserve Bank of Atlanta report by David D. 
Whitehead.1 Other forces have come into prom-
inence since that research was done. 

The May 1983 study indicates that various 
banking organizations have used different legal 
avenues to establish offices outside their home 
states. By analyzing the location of those offices, 
Whitehead also concludes that these interstate 
organizations have fol lowed market forces to 
attractive markets located primarily in the faster 
growing states of the Sun Belt. 
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The report identifies several avenues banking 
organizations have taken to conduct interstate 
banking: grandfathered subsidiaries of domestic 
and foreign bank holding companies, agencies 
and branches of foreign banks, nonbank sub-
sidiaries of bank holding companies, loan pro-
duction offices, offices of Edge Act corporations, 
interstate savings and loan associations and limited 
service offices opened under special state laws. 
In all, the research uncovered 7,724 such offices 
as of late 1982. Comparing this number to the 
39,835 within-state branches of all domestically 
chartered commercial banks at the end of 1982 
gives an idea of the significance of interstate 
banking. 

Interstate prohibitions have been challenged 
further by nonbank companies that have devised 
ways to offer many or all banking services through 
interstate offices. The names of the nonbank 
companies are familiar. Many add deposit ser-
vices to their lending services through brokered 
time certificates or transactions accounts offered 
by a bank under contract. They typically have 
gained access to the payments system through a 
commercial bank. A refinement that allows them 
to offer insured deposits and to access the 
payments mechanism directly gained consi-
derable attention in 1982 and 1983. This is the 
nonbank bank, so called because it is a chartered 
and insured bank, but it is not a bank for 
purposes of the Bank Holding Company Act. 

Since these are not banks for the purposes of 
that act, their owners are not covered by it and 
may engage in activities not allowed by the act 
and operate banks in more than one state. The 
Federal Reserve Board has attempted to close 
the loophole in its regulations that allows non-
bank banks to operate.2 The threat posed by 
nonbank banks to interstate banking prohibitions 
is demonstrated by Dimension Financial Corp., 
an organization that has applied to operate 
nonbank banks in 25 states. 

Several states have taken it upon themselves 
to move toward interstate banking before the 
federal government decides what is to be done 
on a national scale. As of the beginning of March 
1984, fully 17 states had passed legislation al-
lowing out-of-state bank holding companies to 
operate within their borders (see"States' Inter-
state Banking Laws"). 

Such moves have laid the groundwork for 
debates in several state legislatures in 1984 and 
1985. We might also expect Congress to debate 

the subject if there is continued state movement 
toward interstate banking legislation. Federal 
Reserve Board Chairman Paul Volcker has testi-
fied that he prefers a national interstate banking 
law to a diverse group of state or regional 
policies.3 Senator D'Amato of New York has 
introduced a bill that would provide for the 
phase-in of national interstate banking while 
voiding regional interstate compacts. Senator 
Tsongas of Massachusetts has taken the opposite 
tack, introducing legislation that would legitimize 
regional interstate compacts. In this article, we 
will set out the major interstate banking issues 
being debated, review and assess the evidence 
on these issues, detail the prospective costs and 
benefits of interstate banking and comment on 
problems of moving to de jure interstate banking. 

Public Policy Issues 
Public issues that arise in the debate on inter-

state banking can be classified under three 
principal headings: competition/efficiency, credit 
and savings flows, and safety. Each category has 
several subheads and none is absolutely separate 
from the others. 

Competition and Efficiency 

The issues of competition and efficiency gen-
erally are related to a stereotypical view of the 
process by which banking will become interstate. 
Most observers think that large banks in a few 
money centers will spread out over the country 
and become full-service competitors of smaller 
banks. This view probably overstates the role of 
money-center banks in the process. Larger re-
gional banks also are likely to attempt expansion 
on a regional basis at least. Mergers of small 
banks in multiple state market areas are also 
likely. Nevertheless, the most relevant picture of 
interstate banking is one of larger banks entering 
local markets to compete with smaller banks. 
Thus, the effects of interstate banking on the 
costs of bank services, the dynamics of bank 
competition, the concentration of the banking 
business and the variety of services available to 
customers are usually discussed in terms of the 
advantages and disadvantages of larger and smaller 
banks. 

Bank Costs 

A relatively consistent body of evidence on 
bank costs indicates that large banks have no 
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Box 1 
States W i t h Out-of -State B a n k i n g Laws 

State 

Alaska 

Connecticut 

Delaware 

Year 
Passed 

1982 

1983 

1981-1983 

Georgia 

Florida 

Illinois 

Iowa 

Maine 

1984 

1972 

1981 

1972 

1975 

Provisions 

De novo-No. 
Acquisition of existing banks-Yes in business for three years. 
Branching into state-Not explicitly stated, (N.ES) 
Acquisition of savings bank, S&L and Trust company-Trust companies only. 
Reciprocal agreement-Not explicitly stated. 
De novo-N.ES. 
Acquisition of existing banks-Yes. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-Yes, other than trust companies (variety of other 
restrictions). 
Rec/proca/agreemenf-NewEnglandonlyandanti-leap-froggingprovision(non-NEto 
Maine and then Connecticut, Massachusetts and/or Rhode Island). 
1 9 8 1 

De novo-Yes 
1. Minimum capital stock and paid-in-surplus at least $10 million, with 1 year to 

reach $25 million. 
2. Employ at least 100 persons 
3. Not likely to attract customers from general public. 

Acquistion of existing banks-N.E.S. 
Branching into sfate-N.ES. 
Acquisition SB, S&L and Trust-N.ES. 
Reciprocal agreement-N.E.S. 

Misc. provision-No interest rate ceiling on credit cards. 

1 9 8 3 

De novo-Yes, if above three conditions are met and bank holding company was 
present under 1981 law. May also charter de novo bank although capital requirements 
for consumer credit banks may be different (initial capital requirement different if 
affiliated with credit card bank). 
Acquisition of existing banks-N.ES. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-N.E.S. 
Reciprocal agreement-N.E.S. 
Misc. Provision-Bank may only accept deposits other than demand deposits and 
make loans to natural persons for noncommercial uses. 
De Novo-No 
Acquisition of existing banks-Yes, in business for 5 years. 
Branching into state-No. 
Acquisition SB, S&L and Trust-No S&L. 
Reciprocal agreement-Yes, other states permitted are Alabama, Florida, Kentucky, 
Louisiana, Mississippi, North Carolina South Carolina, Tennessee and Virginia. 
De novo-N.ES. 
Acquisition of existing banks-Yes, if on 12-20-72 owned a bank or trust company in 
the state. 
Branching into state-N.ES. 
Acquisition SB. S&L and 7rusf-N.ES. 
Reciprocal agreement- N.E.S. 
De novo-N.E.S. 
Acquisition of existing banks-Only grandfathered interstate bank holding companies 
under Bank Holding Company Act of 1956. 
Branching into sfafe-N.ES. 
Acquisition SB, S&L and 7rusf-N.ES. 
Reciprocal agreement-N.E.S. 
De novo-N.ES. 
Acquisition of existing banks- Yes, if on 1 -1 -71 bank holding company were registered 
as a bank holding corporation and owned 2 banks in Iowa. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-N.ES. 
Reciprocal agreement-N.E.S. 
De novo-Yes. 
Acquisition of existing banks-Yes. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-Yes. 
Reciprocal agreement-Yes. 
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Year 
State Passed 

Maryland 1983 

Massachusetts 1982 

Nebraska 1983 

1983 

New York 1982 

Oregon 1983 

Rhode Island 1983 

South Dakota 1983 

Virginia 1983 

Washington 1983 

Provisions 

De novo-Yes, if: 
1. Minimum capital stock and paid-in-surplus of $ 10 million, rising to $25 million in 

1 year. 
2. Employ at least 100 persons. 
3. Not likely to attract customers from general public. 

Acquisition of existing banks-N.ES. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-N.E.S. 
Reciprocal agreement-N.E.S. 
Misc. provision-24% interest-rate ceiling on credit cards. 
De novo- Yes. 
Acquisition of existing banks-Yes. 
Branching into state-Yes. 
Acquisition SB, SL and Trust-Yes. 
Reciprocal agreement-Yes, New England only and anti-leapfrogging provision. 
De novo-Yes, if: 

1. Limited to one office. 
2. Minimum capital stock and paid-in-surplus is at least $2.5 million. 
3. Employ at least 50 state residents within one year. 
4. Operate in a manner not likely to attract customers from the general public 

Acquisition of existing banks-N.ES. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-N.ES. 
Reciprocal agreement-N.ES. 
Misc. provision-No interest-rate ceiling on credit cards 
De novo-N.ES. 
Acquisiton of existing banks-Yes, if on 3-12-63 the bank owned at least 2 banks in 
state. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-N.ES. 
Reciprocal agreement-N.E.S. 
De novo-Yes. 
Acquisition of existing banks-Yes. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-No. 
Reciprocal Agreement-Yes. 
De Novo-No. 
Acquisition of existing banks-Yes, but of mutual savings banks only. 
Branching into state-No. 
Acquistion SB, S&L and 7rusi-Mutual savings banks only. 
Reciprocal agreement-No. 
De novo-N.ES. 
Acquisition of existing banks-Yes. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-Yes, but not trust companies. 
Reciprocal agreement-Yes, New England states only. After 7-1-86, nationwide. 
Misc. provision-Law does not take effect until 7-1-84. 
De novo-Yes, if: 

1. Minimum capital of $5 million. 
2. Operated in manner not likely to attract the general public. 
3. Limited to one banking office. 

Acquistion of existing banks-Yes, but must not be for acquisition of additional offices. 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-N.E.S. 
Reciprocal agreement-N.ES. 
Misc. provision-State chartered banks may engage in all facets of insurance 
business. 
De novo-Yes, if: 

1. Minimum capital and paid-in-surplus of $5 million. 
2. Employ at least 40 state residents. 
3. Operate in manner that is not likely to attract the general public. 

Acquisition of existing banks-N.ES. 
Branching into state-N.ES. 
Acquistion SB, S&L and Trust-N.E.S. 
Mise provision-No interest rate ceilings on credit cards 
De novo-N.ES. 
Acquisition of existing bank- Yes, but bank must be in danger of closing & there must 
be no in-state institution willing to acquire it 
Branching into state-N.ES. 
Acquisition SB, S&L and Trust-Trust companies only. 
Reciprocal agreement-N.E.S. 
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cost advantages over most smaller banks in 
producing basic banking deposit and loan ser-
vices. Bank holding company subsidiaries also 
seem to have no cost advantage over indepen-
dent banks.4 This evidence on bank costs has 
been consistent in studies done over a period of 
almost 20 years. Studies using more recent data 
and more sophisticated methods actually have 
found less evidence of economies of scale in 
banking than earlier studies. 

These bank cost studies' conclusions about 
the implications of interstate banking are corrobo-
rated by other evidence. They are, in the main, 
applicable. However, they have three main limi-
tations. First, the studies cover only banks with 
deposits of $1 billion or less, while the aggressive 
organizations most often identified as likely inter-
state banks are larger. Second, the evidence on 
bank costs pays little attention to economies of 
scope—that is, the behavior of a particular pro-
duct s unit costs when output of related products is 
expanded. Finally, no cost studies of nationwide 
organizations in the United States or elsewhere 
are available. 

These limitations do not shake the conclusion 
that large banks have no cost advantages in their 
basic product lines. While costs of very large 
banks have not been estimated, a large body of 
evidence on their performance in entering mar-
kets in competition with smaller banks indicates 
that they possess no great advantages. In addition, 
economies of scope seem to play at mosta small 
role in the costs of basic banking services. Recent 
studies by pioneers in the study of both economies 
of scope and economies of scale in banking 
indicate this.5 The conclusion is confirmed by 
indirect evidence again provided by the lackluster 
performance of large banks in competition with 
smaller ones.6 It is discussed below. While nation-
wide systems have not been studied, their unit 
costs should be somewhat greater than the costs 
of less geographically extensive systems because 
of longer lines of communication. 

Large Banks' Advantages 

Large banks' paucity of advantage is seen in 
their relatively poor performance when they 
have entered markets in competition with smaller 
banks. The large banks' lack of advantage is 
exemplified by the record of large New York City 
banks in upstate New York between 1970 and 
1980 and by new banks in California. Several of 
the nations' largest banks entered upstate New 

York markets between 1970 and 1977. All entries 
involved either new or small banks or branches. 
Of the 33 entries, two were closed and the 
remaining 31 recorded an average market share 
gain of only 1.3 percentage points through 
1980. Their average market share in 1980 was 
1.8 percent.7 Other evidence indicates the 
entry by the large banks through acquisition of 
banks with high market share results in no 
better performance by these institutions than 
does foothold or de novo entry.8 

On the flip side of the evidence, the record of 
new banks in California in the 1970s is instructive. 
During the decade, 153 new banks opened in 
the state. In 1980, fully 141 of these were still 
operating, and those started in the decades' first 
three years had reached average sizes between 
$55 million and $70 million.9 These new banks 

"For basic services, large potential 
entrants seem to have few cost 

advantages over existing banks." 

were competing against some of the nation's 
largest banks, with extensive and mature branch 
systems.10 

Bank Costs and Public Benefits 

Competition-efficiency arguments on interstate 
banking, thus, cut both ways. For basic banking 
services, large potential entrants seem to have 
few cost advantages over existing banks. They 
would be unable to offer basic services at lower 
prices or to pay higher interest on deposits in 
markets that were already competitive. Nor 
would they be able to drive smaller competitors 
out of business, at least not by taking advantage 
of lower production costs. Some have argued 
that large banks will gain more size advantages in 
the future because computers will perform more 
bank functions and increase economies of scale 
in production of bank services. Both premises 
probably are correct, but the conclusion need 
not be. As Paul Metzker has argued, small banks 
can capture advantages of economies of large 
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scale production by purchasing services from 
large service companies, franchisers, networks 
and bankers' banks.11 Pronounced trends in 
these directions are taking place. They seem 
likely to allow smaller banks to continue holding 
their own in competition with larger entrants.12 

New Entry 

In banking markets that presently are not 
competitive, interstate banking seems likely to 
benefit the public Interstate banking would 
increase the number of potential entrants into all 
banking markets. Markets considered likely to 
be profitable will attract real entrants. Product 
and service markets that are not now competitive 
are likely to generate higher profits and com-
peting institutions. Even if new entrants do not 

". . . the best evidence now available 
indicates that conditions similar to 

those under interstate banking would 
improve market performance to the 

public's benefit." 

come in, their presence " in the wings" may limit 
prices charged in previously uncompetitive mar-
kets. To the extent that noncompetitive markets 
remain, then, interstate banking seems likely to 
provide the public with more competitive prices, 
higher quality and more innovation in financial 
services. 

Recent evidence indicates that the spread of 
large banks into markets throughout the nation 
may also reduce loan rates and increase deposit 
interest rates through another route. The com-
petitive impact of large banks facing each other 
in many geographically dispersed markets has 
puzzled economists for several years. Evidence 
developed in 1978 by Whitehead, who studied 
the development of bank holding companies in 
Florida, indicated that local markets with more 
large holding companies that also compete in 
many other markets experienced lower loan 
prices and bank profits and higher deposit in-
terest rates. This evidence was contradicted by a 
study of other states by Stephen Rhoades at that 
time. 

Recently, Whitehead (with Jan Luytjes) im-
proved his study, again concluding that markets 
in which more widely dispersed large com-
panies compete have more competitive prices 
and lower bank profits.13 A more recent study of 
other states by Rhoades proved consistent with 
Whitehead's findings.14 The issue needs more 
study, but the best evidence now available 
indicates that conditions similar to those under 
interstate banking would improve market per-
formance to the public's benefit 

Interstate banking's impact on the national 
concentration of financial resources is subject to 
much more speculation. Nationwide, fewer banks 
would probably hold more resources. However, 
large banks' paucity of advantages in basic bank-
ing services argues that local markets will not be 
monopolized. Whether more nationwide con-
centration of banks will have adverse effects will 
depend on the extent of the concentration and 
the entry of other financial firms into banking. For 
now the evidence on larger banks' competitive 
problems and bank costs (cited above) indicates 
that concentration increases may not be very 
severe. In addition, large nonbanking firms are 
indeed entering the banking industry. 

Special Services and Large Loans 

The previous discussion has concentrated on 
basic banking services; however, banks also offer 
more specialized services and large loans. The 
larger banks most likely to enter local markets if 
interstate banking is allowed enjoy advantages 
over smaller local banks in offering sophisticated 
services and large loans directly. (Smaller banks 
generally can make these services available 
through their larger correspondents, but this may 
be cumbersome.) An institution's ability to es-
tablish deposit-taking offices may create some 
economies of scope that will lower costs of the 
sophisticated services and encourage large banks 
to offer them in some areas. In addition, large 
banks' higher loan limits may allow them to grant 
large loans more quickly, without finding other 
banks to participate. Such capabilities would 
benefit the relatively small number of bank 
customers who require sophisticated services 
and large loans. 

Banking Industry Health 

Of course, we can also assume that the public 
benefits from the continued health of the com-
mercial banking industry as distinct from nonbank 
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providers of banking services. Commercial banks 
are at a disadvantage relative to nonbank firms 
because they can offer some services in only one 
state. Firms such as Sears, Merrill Lynch, Pru-
dential and Beneficial Corp. are able to offer most 
financial services on a nationwide basis. In a 
mobile society, where consumers who use bank-
ing services move fairly often, financial services pro-
viders with multi-state presence are able to 
maintain relationships with transient customers 
more easily than geographically l imited firms. 
The impact of their advantage is difficult to 
ascertain; however, over a long period it may be 
sufficient to allow nonregulated providers to gain 
market share at the expense of commercial 
banks. 

If nonregulated providers gain market share, 
the public will still be provided with basic financial 
services. However, commercial banks might well 
be weakened. Since they remain important to 
the payments system, their weakness may be 
considered a public cost. The occasion for this 
cost can be avoided by allowing banks interstate 
expansion. 

On the whole, allowing interstate banking 
seems likely to bring competit ive benefits rather 
than costs. More competitors, potential com-
petitors and sophisticated services are likely to 
be available in local markets. The nationwide 
expansion of banks that confront each other in 
many markets may engender greater competition 
and a more viable industry. At the same time, 
large banks appear to enjoy no advantages that 
would allow them to drive smaller banks to the 
wall and thus increase local market concentration. 

Savings and Credit Flows 

Conflicting claims abound regarding the prob-
able impact of interstate banking on flows of 
saving and credit among parts of the country. 
Proponents of interstate banking typically argue 
that the opening of large out-of-state banks' full-
service offices will provide ample amounts of 
new credit in the states that are entered. Op-
ponents argue that the same phenomenon will 
suck savings from those areas to the headquarters 
states of the entering banks. Evidence on this 
question is sketchy primarily because money is 
fungible; savings and credit dollars cannot be 
traced through a complex financial system in 
which transfers are made quickly through many 
channels. 

Yet the very existence of such a system holds 
the keys to the answer to this puzzle. The system 
exists because savers and their agents seek top 
returns on their money, purchasers of capital 
seek to acquire money most economically, and 
financial intermediaries seek to profit by satisfying 
both. It is obvious that local savers and banks are 
in no way l imited to local investments. Savers can 
choose between options offered by local banks and 
by money funds, stockbrokers with (and without) 
800 telephone numbers, national insurance com-
panies and basically nonfinancial companies like 
Sears Roebuck and Penneys. The local bank itself 
may acquire funds from nonlocal savers and use 
them for nonlocal investments. It may buy federal 
funds and brokered deposits. It may put locally 
or nonlocally generated funds into nonlocal 
loans, federal funds sales and securities. At the 
same time, local borrowers—with the possible 
exception of small businesses—have a fairly 
large menu of local and nonlocal sources of 
funds. Today in many markets this menu includes 

"There is little reason to believe that 
interstate banking will change capital 

flows substantially." 

nonbank subsidiaries of large money center 
banks. 

There is, then, little reason to believe that 
interstate banking will change capital flows sub-
stantially. Savings already can move by many 
routes to and from local economies. These change 
every day as institutions seek new ways to 
intermediate profitably. Under these circum-
stances, interstate banking is unlikely to dislocate 
capital movements significantly. American capital 
markets are already efficient at moving capital to 
its most productive uses. Savings from local areas 
have many opportunities to get out to other uses 
and local areas have many opportunities to 
acquire savings for profitable projects. "Local 
control" of savings and lending does not exist in 
most markets. 
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Bank Safety 

The third major category for interstate banking 
issues is bank safety. Again, this is primarily a 
large bank versus small bank issue. Recent petro-
loan and international loan problems combine 
with the memory of the REIT problems of the 
early 1970s to support an argument that larger 
banks tend to be less safe—more prone to be 
threatened by consequences of their risk-taking-
-than smaller banks. Small banks' size and limited 
geographic coverage, on the other hand, suggest 
that they may be unable to diversify their asset 
portfolios sufficiently to avoid taking more overall 
risk than large banks. Another argument oc-
casionally cited is that small banks' managements 
often are not sufficiently sophisticated to take 
advantage of various methods of controlling risk. 

Evidence about the risk-size relationship in 
banks is inadequately developed. A thorough 
analysis of the literature on this subject done in 
1982 by Whitehead and Robert Schweitzer 
revealed little evidence that banks of any size 

"Sketchy evidence indicates that 
interstate banking would neither 

increase nor decrease risks to the 
banking system substantially." 

enjoyed risk advantages over banks of other 
sizes.15 Further evidence presented by Mark 
Flannery indicates that both large and small 
banks have managed their interest rate risk 
effectively during the 1970s and early 1980s.16 

Finally, small banks seem to have suffered no 
more than large banks as deposit interest rates 
were deregulated overthe past five years.17 All of 
this evidence indicates that if large banks substi-
tute for small banks in an interstate environment 
it is not likely to bring instability to any state's 
banking system. 

Interstate banking might impact other risks in 
two ways that have not been carefully studied. If 
large banks are able to compete directly for 
deposits outside of money centers, they may be 
able to accept more deposits directly rather than 

through the market for large certificates of de-
posit We might call this process disintermediating 
the large CD market. If the large CD market is 
reduced in this manner, large banks wil l have a 
broader deposit base—more depositors with 
smaller deposits. This base seems less likely to 
desert the large banks on a rumor than are the 
large depositors concentrated in the large CD 
market Broader depositor bases that might emerge 
from interstate bankingseem likely to reduce the 
risk of the financial system somewhat. 

Interstate banking might have two opposing 
effects on risk to the banking system from bank 
failures. It could reduce risk by providing a larger 
group of potential merger partners for failing 
banks. The Carn-St Germain Act has moved the 
financial system toward solving regulators' prob-
lem of f inding merger partners for weak banks 
from a limited in-state group of potential acquirers. 
Small, troubled banks are not covered by that 
act, however. Interstate banking would make it 
more likely that small failing banks could be 
merged. More spirited bidding for weak banks 
probably would also reduce losses to the Federal 
Deposit Insurance Corporation (FDIC) insurance 
fund. 

On the other hand, as some banks get much 
larger in size and geographic spread, the resolution 
of their failure would become more difficult. 
Larger banks require larger merger partners. The 
failure of more geographically dispersed banks 
would impact communities throughout the nation. 
Howthese effects on system risks would balance 
out is speculative. Sketchy evidence indicates 
that interstate banking would neither increase 
nor decrease risks to the banking system sub-
stantially. It could create broader, more stable 
deposit bases for large banks. It would provide 
more potential merger partners for small failing 
banks, but it would increase the difficulties of 
handling large failing banks. 

Public Costs and Benefits 

Costs of interstate banking, for the public at 
least, seem unlikely to be at all large. A con-
siderable body of research indicates that the 
danger of market concentration arising from 
interstate banking is negligible. Nor is it likely 
that credit flows would be dislocated significantly. 
A much less well-developed body of evidence 
also indicates that expansion of large banks 
would not increase the risk of instability in local 
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banking markets or in the financial system. Bene-
fits of interstate banking clearly appear to out-
weigh the costs. The benefits are most closely 
related to the number of actual and potential 
entrants that interstate banking would allow into 
local markets. These entrants could be expected 
to make local banks behave more competit ively 
and to provide a larger group of potential merger 
partners for failing banks. The availability and 
quality of sophisticated bank services also should 
improve. To the extent that a healthy group of 
banks is in the public interest, interstate banking 
may improve banks' health by allowing them to 
compete with other unregulated providers of 
financial services on an interstate basis. 

O t h e r Issues 

Two other issues raised by the interstate banking 
debate deserve mention because they seem to 
influence many of the policy recommendations 
concerning the question. How interstate banking 
is accomplished is likely to have a considerable 
influence on the wealth (and influence) of par-
ticular bankers and groups of bankers. This in-
cludes both bank owners and bank management 

Owners of banks will be affected by the 
manner of entry by outside banks. De novo entry 
into noncompetit ive markets is likely to cut into 
the profits of bankers already offering services in 
those markets. Consequently, local bankers with 
some competit ive advantage are likely to lose if 
de novo entry is allowed. They will be unable to 
exact so high a price if they choose to sell or to 
make as high a level of profits if they continue to 
operate. 

A bank's management may also be threatened 
if the bank is acquired. Influence, income and 
position may all be lost by management of the 
acquiree in such a transaction. 

For these reasons and others that contend 
local control of savings and credit flows and local 
involvement with financial institutions are in the 
public interest, entry limitations are often pro-
posed in interstate banking laws. The two most 
common proposals are restrictions on de novo 
entry and regional interstate banking—which 
effectively restricts entry by large money-center 
banks. The former protects owners of existing 
banks from competit ion or allows them to sell to 
outside organizations that want to enter their 
markets. The latter protects managements of 

some larger institutions, allowing them to negoti-
ate with similar or smaller organizations in selling 
their banks or in acquiring smaller banks. Regional 
restrictions may work against smaller banks inter-
ests, however, because they decrease the number 
of potential acquirers. Such restrictions, if tempo-
rary, may also allow t ime to assess the actual 
impact of interstate banking. 

Since the primary benefits of interstate banking 
are closely related to the number of potential 
and real entrants it allows in local markets, 
limitations on de novo entry and on the location 
of potential entrants diminish the potential bene-
fits. The extent of the diminution is closely 
related to the extent of the limitations. 

Arguments in favor of limitations premised on 
local control of credit are not convincing. They 
assume that there is now some local control of 
savings and investment flows. In most markets, 
we have argued above, no such control exists. It 

"The public generally should 
benefit from the adoption of 

interstate banking." 

exists only in the noncompetit ive markets where 
the benefits brought by potential new entrants 
would be the greatest. 

Arguments premised on the need for local 
involvement in and identity with financial insti-
tutions are difficult to analyze. There are, certainly, 
local banks whose managements are closely 
involved with and supportive of local com-
munities. Acquisition by a regional rather than a 
national company may or may not be more likely 
to continue that involvement. Benefits of this 
increasing probability are difficult to quantify. 
Political bodies making the interstate banking 
laws are probably in the best position to weigh 
those benefits. 

Implications 

The above analysis has several implications: 
1. The public generally should benefit from 
the adoption of interstate banking. 
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2. Benefits should come in the short run and 
should not be dissipated in the longer run by 
increased concentration in the markets for 
financial services. 
3. Benefits should come in the areas of: com-
petit ion—by allowing more potential and real 
entrants into banking markets and more wide-
spread and efficient provision of specialized 
banking services; credit flows—by allowing 
somewhat more efficient provision of lending 
services; and risk—by making it easier to 
handle some failing banks and providing more 
stable deposit bases for large banks. 
4. The impact should not be so abrupt as to be 
overwhelming. Much has already been gained 
by de facto interstate banking. 

5. Regional and de novo limitations should 
diminish all types of benefits of interstate 
banking. 
6.De novo limitations should be more crippling 
because they should eliminate much of the 
competit ive value of interstate banking. 
7. Regional limitations should not entirely 
eliminate benefits of interstate banking. They 
may be acceptable temporarily to ease the tran-
sition to national interstate banking and to 
gain support of large banks' managements. A 
time limit on regional application of states' 
interstate banking laws would be a desirable 
feature. 

— B. Frank King 
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