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The prospect of interstate banking menaces neither the existence of small banks nor the 
safety and soundness of the financial system, according to this scholar. However, he believes 
today's increased general riskiness of large banks is legitimate cause for concern. 

Participants in public policy debates on interstate 
banking usually conclude that relaxing restrictions 
would have a positive effect on safety and 
soundness. However, this benefit is not judged 
so great as to argue overwhelmingly in favor of 
multi-office banking.1 These conclusions typically 
have rested on two types of arguments: the 
supposed benefits of increased geographical 
diversification associated with multi-office banking, 
and the fact that branch banks generally are 
larger and historically have tended to experience 
a lower incidence of failure. 

A number of troubling developments suggest 
that the effects of multi-office banking should be 
reexamined. These include the acceleration of 
deregulation and resulting pressures on margins, 
the recent problems with foreign debt in large 
bank portfolios, the failure of Continental Bank, 
and the radical increase in both the number and 
average size of problem banks and failed banks. 
There is also a short-run concern that a movement 
to branch banking will 1) increase competit ion, 
2) be disruptive, and 3) lead to the failure or 
absorption of numerous small banks, thereby 
undermining financial stability. Such concerns 
have led many observers to conclude that inter-
state banking may threaten the safety and sound-
ness of the banking system.2 We will review 
briefly the traditional evidence on the relationship 
of multi-office ban king to bank safety and sound-
ness and attempt to evaluate what may, or may 
not be relevant concerns in the current economic 
environment 

Safety and Soundness 
It is widely believed that multi-office banking 

reduces funding risk by lowering the variability 

The author is Wachovia Professor of Banking at the University 
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and cost of deposits, which decreases the likeli-
hood of failure.3 Evidence on the variability of 
deposits is scarce but tends to support this 
contention.4 However, the arguments for inter-
state banking rest mostly on the historically 
lower failure rates of branch and bank holding 
company subsidiaries. 

Historical Evidence. Evidence from as far back 
as the 1920s and 1930s suggests that failure rates 
were lower among multi-office organizations 
than unit banks. Moreover, acquisitions by multi-
bank holding companies and branch banks pro-
vided many local and rural communities with 
access to financial services that would have been 
unavailable had local banks not been merged 
into more robust organizations.5 Citing more 
recent evidence from the 1960-1975 period, 
studies by both the Senate Banking Committee 
and Carter administration noted that a greater 
proportion of the banks that failed were in unit 
rather than in branching states.6 Similarly, there is 
no evidence that multi-office institutions have 
shown up more frequently on the Federal De-
posit Insurance Corporation problem list than 
have unit banks, at least through 1978.7 This 
meager evidence tends to conform to the tra-
ditional view supporting multi-office banking. 

However, Alan S. McCall and John Lane also 
note that, while the number of failures was 
higher in unit banking states, the dollar volume of 
deposits involved in failures was greater in branch-
ing states. Other evidence indicates that larger 
organizations, which tend to be located in branch-
ing states and states that permit multibank holding 
companies, are likely to have lower profit margins, 
greater leverage, greater proportions of loans, 
and less liquidity than unit banks, all of which 
suggests that these banks are riskier.8 On balance, 
most scholars agree that multi-office banking has 
not increased the overall risk of banking organi-
zations significantly. The benefits of geographic 
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Tab le 1. Profitability and Performance of All Insured U S Commercial Banks 
(By Size Category) 

Year End Assets 
(millions of dollars) 

Year All Banks 0-25 25-50 50-100 100-500 500-1000 1 0 0 0 + 

Loan Loss Provision 

1979 .31 .30 .27 .27 .26 .30 .33 
1980 .33 .33 .30 .29 .29 .35 .35 
1981 .34 .37 .31 .31 .32 .32 .35 
1982 .51 .52 .46 .43 .47 .48 .53 

Return on Average Assets 

1979 .81 1.20 1.17 1.10 1.00 .88 .64 
1980 .79 1.31 1.21 1.14 1.00 .88 .61 
1981 .76 1.21 1.17 1.09 .94 .86 .60 
1982 .72 1.04 1.11 1.08 .88 .79 .57 

Return on Average Equity 

1979 13.9 13.6 „ 14.5 14.3 14.1 13.5 13.8 
1980 13.7 13.4 ' 14.6 14.4 13.8 13.1 13.4 
1981 13.1 12.9 13.7 13.5 12.8 12.7 13.1 
1982 12.2 10.9 13.0 13.3 12.0 11.7 12.1 

Adjusted Net Interest Margin 

1979 3.95 4.71 4.50 4.42 4.29 4.29 3.57 
1980 3.93 4.96 4.67 4.54 4.35 4.37 3.46 
1981 3.86 5.13 4.70 4.53 4.37 4.39 3.35 
1982 3.76 4.87 4.61 4.52 4.33 4.30 3.27 

Source: Federal Reserve Board, Reports of Condition and Income 

diversification seem to have played a positive 
role in offsetting the effects of increased port-
folio risk9 

Recent Evidence. Critics of interstate banking 
cite recent evidence which, they claim, validates 
concern over its risk implications. First reports 
indicate that both the number and average size 
of banks on the failure list have increased radically. 
Edward J. Kane notes that the bank failure rate, 
which was 6.3 banks a year during the 1961-
1970 period, rose to 8.3 banks yearly during the 
1971-1980 period and has jumped to over 40 
banks annually since 1982. In addition, the 
average deposits in closed banks soared from 
$34.2 million in the 1961-70 period to $537 
million between 1971 and 1980. More alarming 
is the fact that of the ten largest banks that failed 

32 

through 1976, only three remain among the 
largest on today's list of bank failures.10 

Second, bank loan losses have soared, and 
even in good years are now running at rates far 
above those of the 1960s.11 Furthermore, the 
loss rates are greater for large banks than for 
small banks, as Table 1 shows.12 These current 
losses, together with the buildup of underwater 
assets on a current market basis, chiefly because 
of large banks' mortgage and foreign debt holdings, 
suggest that bank asset quality has deteriorated. 
In addition, the FDIC lists asset quality problems 
as the principal cause of failures during 1971-
1983.13 The potential losses attributable to these 
perceived increases in risk have prompted govern-
ment regulators to promulgate revised capital 
adequacy standards. Some argue that these 
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more stringent standards could slow the move 
ment to interstate banking.14 

Third, the deregulation of deposit interest rate 
ceilings, the threat of narrowing spreads, and the 
erosion of low-cost "core" deposits have led 
many to question the wisdom of investing, either 
through new offices or by acquisition, in branching 
networks that already may be obsolete.15 Thus, 
the viability of utilizing an interstate branching 
strategy to reduce dependence on purchased 
moneys for funding purposes may be short-lived 
as more consumer and traditionally interest-
insensitive deposits begin to earn market rates.16 

Fourth, the growth of daylight overdrafts and 
the potential domino effects if organizations find 
themselves unable to cover their overdraft positions 
have focused attention on large organizations' 
operations risks.17 

portfolio. It is interesting that the two largest 
Chicago banks have a history of periodic financial 
troubles. Do their funding problems and de-
pendence upon out-of-area loan and deposit 
business result from the lack of multi-office 
banking in Illinois?19 Once Continental began to 
experience funding difficulties, major loan cus-
tomers began to leave the bank, for fear that they 
could not obtain future funding. 

A close look at other large bank failures still 
does not establish that multi-office banking con-
tr ibuted significantly. Franklin National Bank of 
New York failed because an imprudent manage-
ment attempted to expand the bank into a 
money center inst i tut ion too quickly.2 0 U.S. 
National Bank and United American Bank failed 
because of improper insider dealings by the chief 
executives.21 First National Bank of Midland 

"Apparently, the traditional causes of failure-management improprieties 
and excessive risk-taking due to insufficient balance sheet diversification-

continue to be the overriding reasons for problems in U.S. banks" 

Finally, along with the failure of Continental 
Bank and the subsequent market reaction to 
unfounded rumors about Manufacturers Han-
over Bank, these recent trends have heightened 
the perception that large banks are more risky 
and less able to respond to changing market 
conditions than was previously believed. Such 
fears are reinforced by the erosion of bank 
capital positions over the past two decades.18 

Furthermore, it is now clear that large banks are 
not immune to the threat of failure. 

Analysis of the Issues. On reflection, it is clear 
that the concerns over safety and soundness that 
spring from the recent evidence are in fact 
associated far more closely with the problems 
generated by large banks' financial d i f f icu l t ies-
be they unit or branching organizations—than 
they are with multi-office banking. For example, 
a unit banking organization, Continental, failed 
primarily because of improper internal controls 
over the loan portfolio, excessive concentration in 
energy-related loans (mostly originated through 
a single correspondent), improper dealings by 
individual loan officers, and heavy dependence 
upon purchased money to fund the bank's loan 

(Texas) and Penn Square Bank of Oklahoma City 
were both unit banks with business concentrated 
in energy lending. Hamilton National Bank of 
Chattanooga suffered from excessive concen-
tration in real estate-related loans.22 In each of 
these instances, mismanagement rather than 
multi-office banking was a major factor in the 
bank's failure. 

Apparently, the traditional causes of fai lure— 
management improprieties and excessive risk-
taking due to insufficient balance sheet diversi-
f icat ion—cont inue to be the overriding reasons 
for problems in U.S. banks. The nation's multi-
national banks, whose financial condition is now 
a major source of concern, appear to be the most 
diversified geographically in terms of where they 
can make loans and access funds. Yet it also 
seems that these banks are less diversified than 
their geographical reach might suggest because 
they depend so heavily on access to funding in 
large-volume but highly rumor-sensitive markets. 
Moreover, their asset portfolios are heavily con-
centrated in loans that while geographically 
diverse, are subject to the same systematic risks. 
Critics of the present federal deposit insurance 
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system would link these problems to improperly 
priced deposit insurance and the built-in in-
centives to excessive risk-taking that underpriced 
or unpriced implicit government guarantees pro-
vide.23 

In the case of daylight overdrafts, some contend 
that banking structure affects the overdraft pattern. 
Unit banks and correspondent banks usually 
generate a higher incidence of overdrafts than 
do branch banks. That is because branch banks 
transfer funds across long distances internally 
whereas unit banks, bank holding company sub-
sidiary banks, and correspondent banks do not 
It is generally conceded that, as branching ex-
pands, the daylight overdraft problem and ac-
companying risks to the system are reduced. 

In short, the major causes for concern should 
be the lack of effective diversification and its 

late 1970s into the 1980s, large banks have had 
lower returns on equity, lower returns on assets, 
and lower net interest margins than small banks. 

Equally important, the data show that the 
spread between the net interest margins for 
small banks widened over that for large banks 
following the recent deregulation of deposit rate 
ceil ings—a development that almost no one 
forecast. Only the smallest banks appear to be at 
a competit ive disadvantage, and this is more 
likely a result of the predictable weaker per-
formance of new institutions than of competit ive 
pressures. 

Summary and Conclusions 
From a public policy perspective, there is 

scarce evidence to warrant concern about the 

"A good case can even be made for a more permissive attitude toward 
interstate banking as one means to help large banks diversify and to 

reduce their overall risk" 

attendant consequences when large banks take 
a major role in financial markets, as well as 
improperly priced government guarantees—not 
the effects of multi-office banking on risk-taking. 

Multi-Office Banking, Competition, 
and Viability 

Critics long have argued that interstate banking 
poses a short-term threat to system safety and 
soundness by undermining the viability of small 
banks. Virtually no evidence has been found to 
demonstrate that small banking organizations 
cannot compete effectively wi th large organi-
zations, even where institutions compete head-
to-head in major metropolitan markets.24 

The extensive body of literature on costs and 
economies of scale and scope disputes the 
widely held belief that large banks are more 
efficient than small banks.25 In fact, it clearly 
demonstrates the existence of some diseconomies. 
Such empirical evidence is strengthened by the 
data in Table 1, wh ich show that small banks 
consistently outperform large banks. From the 

relationship between interstate banking and fi-
nancial system safety and soundness. Notwith-
standing the doomsday predictions of some, fear 
that multi-office banking poses a threat to the 
viability of small banks and hence to the safety 
and soundness of the system seems unfounded. 
H o w e v e r , t h e r e is cause for c o n c e r n t h a t 
large banks have become more risky, and that 
their demise may affect the stability of the 
banking system. But this concern is related more 
to the changing nature of funding markets, to 
these banks' dependence upon highly volatile 
funds that can dry up quickly, and to the lack of 
effective diversification in their asset portfolios 
than it is to any causal link to multi-office 
banking. Especially when coupled wi th deposit 
insurance reform, a good case can even be 
made for a more permissive attitude toward 
interstate banking as one means to help large 
banks diversify and to reduce their overall risk. 

Nonetheless, to the extent that interstate bank-
ing creates a climate for consolidation of the 
banking system, it is worthwhile to probe the 
implications of system concentration for public 
policy toward bank regulation and supervision. 
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NOTES 

'See, for example, Department of the Treasury (1981), Golembe Associates 
(1979), Eisenbeis (1984), or Gilbert (1976). 

'See, for example, the discussion in Golembe Associates (1980) or Waite 
(1982). 

3See Treasury Department (1981). 
4See, for example, Lauch and Murphy (1970) for supporting evidence. 
5See Golembe Associates (1979) or Rose (1978). 
6See Gilbert (1976) and McCall and Lane (1981). 
'See McCall and Lane (1981). 
8See McCall and Lane (1981) and Rose (1978). 
"Two studies by Eisenbeis, Harris, and Lakonishok (1984) and Born, 

Eisenbeis, and Harris (1983) have attempted to quantify some of the 
benefits of interstate expansion. The evidence is mixed Eisenbeis, Harris, 
and Lakonishok found that stockholders perceived some benefits from 
interstate expansion but not as great as those associated with intrastate 
expansion. Born, Eisenbeis, and Harris found no evidence of great benefit 
from interstate banking 

'"See Kane (1984) and Sinkey (1979). 
" S e e FDIC (1983). 
'2See Hanley, Rosenberg, D'Arista and Mitchell (1984) and Danker and 

McLaughlin (1984). 

"Interestingly, the Committee on Government Operations disputes the 
FDIC data suggesting that the traditional causes of problems and 
fai lures—fraud and insider deal ings—continue to be the major cause of 
failures today. 

, 4See Wall (1983). 
15See, for example, Dennis (1984). 
16For a discussion of how interstate branching restrictions have eroded 

and of innovations that have come into existence to provide locally 
limited depositors with market rates, see Eisenbeis (1984, 1985). 

"See , for example, Association of Reserve City Bankers (1983). 
18See, for example, Talley (1983). 
'"This dependence on nonlocal business is not a recent development An 

analysis of the lending patterns of Chicago banks using 1955 data from 
the Federal Reserve's Business Loan Survey reveals a heavy dependence 
by Chicago's large banks on nonlocal borrowers and money center type 
activities See Eisenbeis (1972). 

" S e e Sinkey (1979). 
21 Ibid 
" I b i d 
" S e e Kane (1984). 
24For discussions of this evidence see Savage and Rhoades (1981). 
" S e e Humphrey (1985). 
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