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Executive Summary 

Purpose The United States is the only major industrial country that places 
geographical restrictions on its banks. Many industry observers have 
called for removing or relaxing these restrictions, and bills currently are 
pending to do this. To assist in its evaluation of this issue, the Senate 
Committee on Banking, Housing, and Urban Affairs asked GAO to provide 
information and analysis on the effects of interstate banking and 
branching. 

This report concentrates on the following three areas: (1) the impact of 
interstate banking on the structure of the banking industry; (2) the 
implications of removing interstate banking and branching laws on the 
safety and soundness of the banking industry, the Bank Insurance Fund, 
and the economy; and (3) the risks associated with removing interstate 
banking and branching laws and ways to minimize such risks. 

Background Historically, banks in the United States have been restricted from 
expanding geographically because of concerns that such expansion would 
depersonalize banking relationships, drain savings from local economies, 
and result in excessive concentrations of economic power, Such concerns 
are, in part, why the banking system in the United States is composed of 
over 11,000 banks. These banks operate either under national charters 
granted by the Comptroller of the Currency or under charters granted by 
states. 

Banking companies can expand geographically either by establishing bank 
branches or subsidiaries. Bank branches are offices of the bank and, as 
such, do not have separate capital requirements. Bank subsidiaries are 
separately chartered and regulated institutions that are part of bank 
holding companies. In addition to bank subsidiaries, bank holding 
companies consist of a parent and often some nonbank subsidiaries, such 
as thrifts, finance companies, mortgage companies, and data processing 
firms. 

Current law permits n-t-state branching in most states but effectively 
precludes interstate branching for national banks and almost all 
state-chartered banks. The McFadden Act of 1927 allows national banks to 
branch throughout their home states if the states permit branching by their 
own banks. However, the act generally prohibits interstate branching for 
national banks and for aJl state-chartered banks that are members of the 
Federal Reserve System. Together these banks account for about 
74 percent of the banking industry’s assets. 
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State law governs interstate branching by state-chartered banks that are 
not members of the Federal Reserve; with a few minor exceptions, no 
interstate branching has been allowed to date. All but 13 states allow both 
national and state-chartered banks to branch freely within their states, but 
only a few states permit branching across state lines. 

Results in Brief 

Banking companies can use the bank holding company structure to avoid 
the restrictions placed on branching and expand their interstate 
operations by acquiring banks in different states. However, this type of 
expansion is also subject to federal and state restrictions. Specifically, the 
Bank Holding Company Act of 1956, through a provision known as the 
Douglas Amendment, prohibits bank holding companies from establishing 
or acquiring a bank in another state unless such action is specifically 
permitted by the state the bank hoIding company wants to enter. And 
almost every state, to some degree, has restrictions or conditions that 
govern this type of interstate banking. 

Recent legislative proposals have focused on relaxing or removing these 
interstate banking and branching restrictions. Supporters of a nationwide 
interstate banking and branching law argue that these restrictions no 
longer make sense in today’s integrated financial and credit markets. 
Restrictions, they contend, limit American banks from competing with 
foreign banks, pose greater risks to the banking system and the Bank 
Insurance Fund (because they limit the extent to which banks can 
diversify), reduce competition within the industry, and increase consumer 
costs because of inefficiencies. Those who oppose geographic expansion 
or support limited expansion believe that increased interstate banking will 
lead to excessive concentrations of economic power and adverse effects 
on banking customers and local economies. 

Many states have relaxed their restrictions on interstate expansion of bank 
holding companies, and much interstate banking is occurring as a result. 
Removing federal interstate banking and branching restrictions would 
further encourage the growth of larger, more geographically diversified 
banking companies. The extent to which interstate banking would 
increase as a result of passing a nationwide interstate banking and 
branching law would depend on the extent to which state banking laws 
are overridden, the strategic business decisions of bankers, and the 
actions of state and federal regulators. 
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Increased interstate banking is leading to increased concentration of 
assets at the national level as large banking companies continue to acquire 
or merge with banks in other states. Concentration of assets at the state 
and local levels, however, increases only as a result of mergers and 
acquisitions among banks that are in the same states or local markets. 
Banks with assets of less than $1 billion have been able to maintain their 
national market share despite the growth in the size of the largest banking 
companies. 

Removing interstate banking and branching restrictions could benefit the 
safety and soundness of the industry, the regulatory process, and many 
bank customers. However, removing such restrictions poses risks as well. 
Problems c~tn arise if banks are not well managed and well regulated, 
concentration levels of assets increase significantly, or credit availability is 
reduced to those bank customers whose borrowing needs are not easily 
met elsewhere. 

The risks to safety and soundness can be minimized by restricting 
interstate expansion to well-managed and well-capitalized banks and by 
properly implementing the early closure and safety and soundness 
provisions of the Federal Deposit Insurance Corporation Improvement Act 
of 1991. 

The best way to minimize the risks to the quality and availability of 
banking services is to ensure that markets remain competitive through 
vigilant antitrust enforcement and that laws and regulations governing 
credit availability are adequately enforced. Additional regulatory authority 
may be needed to address any unanticipated consequences resulting from 
increased interstate banking. 

GAO's Analysis to a substantial increase in the amount of interstate banking in the United 
States. Almost 25 percent of the country’s $3.5 trillion in banking assets 
are held in out-of-state subsidiaries of domestic banking companies and 
foreign-owned banks, However, differences in state banking laws have 
contributed to considerable state-by-state variation in the extent of 
out-of-state ownership. In 16 states plus the District of Columbia, more 
than 40 percent of each of the states’ bank assets are owned by banking 
companies headquartered out of state. By contrast, in 13 states, less than 
IO percent of each of the states’ bank assets are owned by out-of-state 
banking organizations. (See pp. 4851.) 
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Impact on Market 
Structure 

Increased interstate banking has contributed to a substantial consolidation 
of the US. banking industry and led to an increase in overall industry 
concentration. From December 1986 to December 1992, the number of 
independent banking companies in the United States declined almost 
20 percent, from 10,620 to 8,794, while the percentage of banking assets 
controlled by the 3 largest banking companies-a measure of overall 
industry concentration-increased from 12.8 percent to 14.4 percent. 
(See pp. 27-30.) 

There is no direct relationship between increased interstate banking and 
changes in the state and local concentration levels of the three largest 
banking companies. Between 1986 and 1992, those concentration levels 
increased in 32 states but declined in 7 of the 16 states with the highest 
proportion of out-of-state ownership of banking assets. The average 
concentration levels of the three largest banking companies in local 
banking markets did not change between 1980 and 1991. (See pp. 57-62.) 

Increased interstate banking does not necessarily mean a reduced role for 
smaller banks. Between 1986 and 1992, banks with assets of less than 
$1 billion, measured in 1992 dollars, maintained a national market share of 
about 20 percent and increased their market share in 9 of the 16 states 
with a relatively large amount of interstate banking. However, these banks 
have no guarantee of a stable or expanding market share. Their continued 
viability will depend on such factors as their abilities to serve their 
communities, the efficiency of their management, their desire to remain 
independent, and the acquisition strategies of larger banks. 
(See pp. 62-67.) 

Safety and Soundness 
Implications 

Interstate banking and branching can provide opportunities for individual 
banking companies and the banking system as a whole to benefit from 
reduced costs, expanded market opportunities, and greater diversification 
of risks. However, the extent of these benefits and whether they will 
improve a banking company’s performance will depend largely on how 
well the banks are managed. The safely and soundness of large interstate 
banking companies are of particular importance because the failure of 
such banks could seriously harm the Bank Insurance Fund and local 
economies. The risk of such harm would be minimized if interstate 
expansion is restricted to well-capitalized and well-managed banks. 
(See pp. 74-77.) 
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One potential benefit of nationwide banking and branching is that it may 
help reduce deposit insurance costs by enabling more banks to acquire 
weak or failing banks before they actually fail. Another benefit is that 
banking companies can become stronger by increasing the geographical 
diversification of their assets and liabilities, while reducing the cost of 
such diversification as a result of a more simplified banking structure. 
Increasing core deposits by expanding geographically could also lower 
banks’ funding costs and reduce susceptibility to runs. It is not possible to 
generalize how interstate branching, by allowing interstate bank holding 
companies to convert bank subsidiaries into branches, would affect the 
holding companies’ net income. Some bank holding companies have 
estimated that interstate branching would create potential cost savings 
equal to about 4 percent of net income. (See pp. 77-79.) 

The complicated organizational structures of bank holding companies that 
have occurred in part because of the existing restrictions on interstate 
branching also require supervision by a large number of federal and state 
regulatory agencies. If banks could establish branches across state lines, 
their bank holding companies could consolidate their operations and 
reduce the number of their bank subsidiaries. If as a result, the number of 
different bank charters in a bank holding company declined, then fewer 
regulatory agencies-and perhaps fewer bank examiners as well-would 
be responsible for overseeing the subsidiaries of a particular holding 
company. In addition, because many bank holding companies are already 
centrally managed, simplifying their organizational structures could enable 
examiners to more easily assess risks for the holding company as a whole. 
(See pp. 93-99.) 

GAO previously has identified regulatory delays in addressing known bank 
problems, problems with bank management and internal controls, and 
weaknesses in large bank and bank holding company supervision. These 
problems should be addressed before any relWg of federal interstate 
banking restrictions occurs. In particular, proper implementation and 
enforcement of the early closure and other safety and soundness 
provisions in the Federal Deposit Insurance Corporation Improvement Act 
of 1991 is vitaI to ensuring that additional industry consolidation does not 
strain the resources of the Bank Insurance Fund. (See pp. 91-92.) 

Implications for Bank 
Customers and Local 
Economies 

Many bank customers-commercial and retail-ould benefit from 
interstate banking and branching as a result of (1) the wider range of 
products and services typically offered by larger banking companies; 
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(2) the reduced need to maintain separate accounts for customers who 
bank across state lines; and (3) the improved accessibility of banking 
of&es. However, not all customers would benefit from such changes, 
Some communit ies and small businesses could experience disruptions in 
established lending relationships when local banks are acquired by 
out-of-state companies. (See pp. 102-104.) 

Concerns have also been raised that interstate banking and branching 
could harm local economies if large, interstate banks use deposits from 
local areas to fund loans in other parts of the country. Although some 
communit ies could experience temporary disruptions in credit 
relationships when there are changes in local bank ownership, the 
movement of funds within the country is essential to the functioning of a 
dynamic economy, GAO found no basis for concluding that interstate 
banking would systematically result in the diversion of funds from 
creditworthy local borrowers, as long as credit markets remain 
competitive. (See pp. 108113.) 

Regulatory Oversight 
Needed 

To help prevent potential problems from increased interstate banking, the 
antitrust statutes as well as those laws and regulations concerning credit 
availability must be enforced vigilantly. Although relevant economic 
markets are often difficult to define, effective antitrust enforcement in 
bank mergers is essential to ensuring that markets continue to operate 
competitively. As half of the nation’s 318 metropolitan areas are already 
dominated by 3 or 4 banks, oversight of antitrust enforcement will be 
necessary regardless of whether federal interstate banking restrictions are 
removed. (See p. 126*) 

For competition to exist, it is also important that entry into the banking 
industry through new charters should not be inhibited by excess 
regulation or other high costs New entry increases the likelihood that 
competition will exist to provide credit and meet other banking needs that 
might otherwise go unfulfilled amid consolidation. (See pp. 137-140.) 

There is widespread concern that some banking needs-particularly the 
credit needs of low-to-moderate income borrowers-are not being 
adequately met even in competitive markets. The Community 
Reinvestment Act of 1977 addresses this concern by requiring banks to 
help meet the credit needs of their communities, How a bank is judged to 
perform its responsibility under this law is an important consideration in 
the merger approval process and can help improve any potentially adverse 
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consequences of bank consolidation on credit availability. Currently, a 
bank is given only one performance rating for all of its operations. Unless 
these rating requirements are modified, interstate branching would make it 
more difficult to assess a bank’s lending performance in local communit ies 
if a bank’s operations covered large regions or the entire nation. 
(See pp. 120-123.) 

Recommendations GAO is making no recommendations in this report. 

Agency Comments GAO requested comments on a draft of this report from the Federal 
Reserve, the Office of the Comptroller of the Currency, the Federal 
Deposit Insurance Corporation, and the Department of the Treasury. The 
Federal Deposit Insurance Corporation and the Department of the 
Treasury provided written comments, which appear in appendixes VII and 
VIII respectively, The Federal Reserve and the Office of the Comptroller of 
the Currency did not provide us with written comments, but in discussing 
the report with us, they made technical comments, which have been 
incorporated where appropriate. 

The Federal Deposit Insurance Corporation indicated that as a general 
matter it supports the relaxation of geographic and product restraints on 
banks, provided that the states continue to play a role in the transition. It 
pointed out that the Bank Insurance Fund has absorbed major losses in 
rescuing banking organizations with assets concentrated in a few 
industries or in a limited geographic area. Also, it stated that these banking 
organizations may have been better able to withstand the problems in their 
local and regional markets if they had been more geographically 
diversified. GAO addresses this issue in chapter 4 of this report. 

The Department of the Treasury stated that it had no formal comments but 
found the report to be an impressive and thoughtful survey of the issues 
and evidence. 
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Introduction 

This report was prepared in response to a request from the Chairman of 
the Senate Committee on Banking, Housing, and Urban Affairs that we 
assess the potential impact of changes in federal laws affecting interstate 
banking and branching. The report concentrates on three areas: 

9 the impact of interstate banking on the structure of the banking industry; 
l the implications of changing interstate banking and branching laws on the 

safety and soundness of the banking industry, the Bank Insurance F’und 
(BIF), and the economy; and 

l the risks associated with changing interstate banking and branching laws 
and ways to minimize such risks. 

Background The subject of interstate banking and branching is important not only 
because commercial banking is a major U.S. industry but also because of 
the credit and other services banks perform in the U.S. economy. 
Commercial banks employ about 1.5 million people, or approximately 
1.3 percent of the U.S. labor force, and hold between 20 and 25 percent of 
the credit assets in the United States. 

U.S. banks operate under a dual banking system, in which banks may be 
chartered and regulated by (and subject to the laws of) both federal and 
state govenunents. These laws have helped to determine the structure of 
the US. banking industry by encouraging the chartering of thousands of 
banks, limiting the powers of those banks, and creating geographic 
barriers to consolidation among them. 

The Structure of the 
Banking Industry 

Bank holding companies<onsisting of a parent company and its 
subsidiaries-are the dominant form of banking structure in the United 
States, accounting for approximately 94 percent of the assets in the 
nation’s banking system (see table 1.1). Most bank holding company assets 
are in commercial bank subsidiaries, but bank holding companies may 
also own a variety of other companies, including thrifts and mortgage and 
finance companies.’ Bank holding companies were established for a 
variety of business, regulatory, and tax reasons, but they have been 
particularly effective in overcoming geographic restrictions imposed by 

R 

‘Some of the largest bank holding companies hold more than 20 percent of their assets in subsidiaries 
other than commercial banks. 

Page 16 GAO/GGD-94-26 Inter&ate Banking and Branchiig 



Chapter 1 
Introduction 

federal and state law by establishing sometimes dozens of bank 
subsidiaries that to some extent have substituted for bank branches.2 

Table 1.1: Number of Commercial Bank 
Holding Companies and Independent Dollars in billions 
Banksend the Percentage of’U.S. 
8anking Assets in These Institutions 

Banking companies 

Multibank 

One-bank 

Independent 
Total. 

Number of Number of Percentage 
banking banks Banklng of banking 

companies 
886 

4,770 
3,138 
8,784 

owned 
3,542 
4,770 
3,138 

11,450 

assets 
$2,631 

644 
212 

$3,486 

assets 
75.5% 
18.5 
6.1 

100.0% 

Note: Data are for the period ending December 31, 1992. 

aNumbers may not add due to rounding. 

Source: Call report data. 

Commercial banks may be either subsidiaries of bank holding companies 
or independently owned. Bank subsidiaries are separately chartered 
institutions that are subject to the same regulation and capital 
requirements as individual institutions. As of December 31,1992, there 
were 11,450 federal and state-chartered commercial banks in the United 
States? These banks held about $3.5 trillion in assets, principally in 
securities and loans. Insured deposits, which amounted to almost $2 
trillion as of December 31,1992, funded more than 50 percent of these 
assets. 

Commercial banking companies-multibank holding companies, one-bank 
holding companies, and independent banks-vary greatly in sizea Most are 
relatively small, but the largest rank among the nation’s largest and most 
complex multinational companies. Smaller banking companies, those with 
less than $1 billion in assets-referred to in this report as community 

2Bank subsidiaries often serve as deposit-gathering arms for their bank affiliates by collecting deposits 
locally and selling or transferring them to bank affiliates located in larger urban areas through 
interbank deposits or the federal funds market. 

30f these, 3,600 held national charters and were regulated and supervised by the Office of the 
Comptroller of the Currency (OCC), and 7,860 were state chartered. State-chartered banks are 
regulated jointly by the states and either the Federal Deposit Insurance Corporation (FDIC) or the 
Federal Reserve. Some 6,896 statechartered, non-Federal Reserve member banks were regulated and 
supervised by FDIC, while the Federal Reserve was responsible for the 965 state-chartered, Federal 
Reserve member banks. 

4Bantig companies are defmed as the number of independent banking entities. Banks within a 
multibank holding company are considered part of the same banking company and are thus counted as 
one banking company in this report. 
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banks-account for 97 percent of the total banking companies in the 
United States but only 21 percent of industry assets. By contrast, about 
62 percent of the banking industry’s assets are controlled by the 56 
banking companies that have $10 billion or more in assets (see table 1.2). 

Table 1.2: Asset Size of Commercial 
Banking Companies Dollars in billions 

S[ze of banking 
companies 

Banking companies Assets 
Percentage Percentage of 

Number of total Total industw totat 
$10 billion or more 
$1 billion-$10 billion 
$100 million-$1 billion 

56 0.6% $2,144 61.5% 
188 2.1 593 17.0 

2,053 23.4 481 13.8 
Less than $100 million 6,497 73.9 
Total” 8,794 100.0% 
Note: Data are for the period ending December 31, 1992. 

aNumbers may not add due to rounding 

Source: Call report data. 

268 7.7 
$3,487 100.0% 

Interstate Banking 
and Branching 

The power to determine how banking companies may branch within states 
or expand across state lines-either through branching or bank 
subsidiaries-has largely been ceded by Congress to the states. Primarily 
as a result of legislative action by all states except Montana and Hawaii, a 
significant amount of interstate banking has already taken place.K (App. I 
includes a more detailed discussion of the history of interstate banking 
and the branching restrictions and factors affecting the structure of the 
U.S. banking industry.) 

Branching Under the McFadden Act of 1927 and the Banking Act of 1933, state laws 
determine how banks, including national banks, may branch within each 
state, provided that national banks are given the same rights as 
state-chartered banks. Branches are bank offices and are regulated as 
integral parts of the bank. As a result, they do not have separate capital 
requirements, and transfers of assets and liabilities among branches and 

6Montana emcted regional reciprocal legislation granting interstate. banking that took effect October 1, 
1993. 
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between branches and the headquarters bank are not restricteds6 The 
number of banking offices (i.e., bank subsidiaries and bank branches) 
peaked in 1991 at 64,003 and consisted of 11,906 banks and 52,097 
branches. In 1992, the number of banking offices declined by 508. 

Although many states originally passed restrictive in-state branching laws, 
most states have liberalized these laws in recent years. Whereas in 1986 
eight states prohibited branching of any kind, today none do. Now 37 
states plus the District of Columbia, which account for about 83 percent of 
the nation’s banking assets, permit statewide branching.7 The other 13 
states restrict branching to some degree. 

Although states were given full authori@  to determine the in-state 
branching powers of all banks within the state, interstate branching is 
prohibited by the McFadden Act for all banks except state-chartered, 
non-Federal Reserve member banks, of which there were 6,895 as of 
December 31,1992. State law governs the ability of these banks, which 
account for about 15 percent of U.S. banking assets, to branch interstate. 
Four states currently permit reciprocal interstate branching: New York, 
Oregon, Alaska, and North Carolina. Nevertheless, with a few minor 
exceptions, no interstate branching has been undertaken to date. 

Interstate Banking Section 3(d) of the Bank Holding Company Act of 1956, commonly known 
as the Douglas Amendment, left open the possibility of interstate 
expansion through bank holding companies. The Douglas Amendment 
prohibits bank holding companies from acquiring a bank in another state 
unless the state the bank holding company wants to enter specifically 
permits such entry. The practical effect of the amendment is that state 
statutes, not federal law, determine where bank holding companies can go. 

The purpose of the Douglas Amendment was to help alleviate concerns 
that economic power could be concentrated among a relatively small 
number of nationwide banking institutions and to keep national and 
state-chartered banks on an even footing by giving states, not the federal 
government, the authority over interstate banking.E Nevertheless, 

E 

, 

6Although branches do not have separate capital requirements, a bank’s capital requirements may be 
influenced by the number and location of its branches. 

“See appendix II for information on state branching laws and the percentage of national banking assets 
held in those states. 

the Bank Holding Company Act also restricted the activities in which multibank and later one-bank 
holding companies were allowed to engage. 
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interstate expansion through the use of bank holding company 
subsidiaries continued after the Douglas Amendment was passed and has 
gamed momentum in recent years as can be seen by the following 
examples: 

. As of December 31,1992, a majority of U.S. banking assets were owned by 
190 banking companies that operate bank subsidiaries in more than one 
state. Approximately two-thirds of these assets were held in the banking 
companies’ headquarters states, and one-third was held out-of-state. 

. In 1992, about onefourth of U.S. banking assets (23 percent) were held in 
out-of-state subsidiaries of domestic bank holding companies or in 
foreign-owned banks.g 

. In 10 states and the District of Columbia, out-of-state banking companies 
owned 50 percent or more of the states’ banking assets. 

. The nonbank activities of bank holding companies, which are not 
restricted by the Douglas Amendment, gave some larger banking 
companies a physical presence in virtually every state, 

The magnitude of this interstate activity can be explained primarily by the 
enactment of interstate banking statutes at the state level, as authorized 
under the Douglas Amendment. Maine was the first state to pass such a 
law in 1975, and other states followed. By early 1993, all but two states, 
Montana and Hawaii, permitted some form of interstate banking.‘* Most 
states-34 plus the District of Columbia-permit bank holding companies 
to enter from any state, either on a reciprocal (i.e., nationwide reciprocal) 
or nonreciprocal (nationwide) basis. These states account for 76 percent 
of the assets in the U.S. banking industry. The remaining 14 states restrict 
interstate entry to bank holding companies from their own geographic 
region as defined by the state (i.e., regional reciprocal). (See table 1.3.) 
The major regional areas have included New England, the Southeast, the 
Midwest, and the West.” Figure 1.1 shows current state laws on interstate 
banking.12 

*Approximately 18.6 percent of the nation’s banking assets were owned by domestic out-of-state bank 
holding companies. Another 4.7 percent were owned by foreign banking companies. 

LoMontana enacted a regional reciprocal law that took effect October 1, 1993. Montana, however, has 
several banks that are part of multistate bank holding companies. These companies were established 
before the Douglas Amendment was passed and were grandfathered in the Bank Holding Company Act 
of 1956. 

“For additional discussion of regional compacts and the development of state laws permitting 
interstate banking, see appendix I. 

12Within each category of interstate banking laws, details of the laws may differ. For example, 
definitions of the same compacts vary by state because each regional reciprocal state defines the 
states to which it grants reciprocity. 
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Table 1.3: Interstate Banking Laws by 
State 

Natlonwide 
Nationwide Regional 
rechrocal reclfxocal None 

Alaska California 
Arizona 
Colorado 
District of Columbia 
Idaho 
Maine 
Nevada 
New Hampshire 
New Mexico 
Oklahoma 
Oregon 
Texas 
Utah 
Wyoming 

Connecticut 
Delaware 
Illinois 
Indiana 
Kentucky 
Louisiana 
Massachusetts 
Michigan 
Nebraska 
New Jersey 
New York 
North Dakota 
Ohio 
Pennsylvania 
Rhode Island 
South Dakota 
Tennessee 
Vermont 
Washington 
West Viiginia 

Alabama 
Arkansas 
Florida 
Georgia 
Iowa 
Kansas 
Maryland 
Minnesota 
Mississippi 
Missouri 
North Carolina 
South Carolina 
Virginia 
Wisconsin 

Hawaii 
Montana* 

Note: Data are for the period ending December 31, 1992. 

aMontana enacted a regional reciprocal banking law that took effect on October 1, 1993. 

Source: Federal Reserve and the Conference of State Bank Supervisors data. 
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1 1 No interstate banking 

Regional reciprocal entry 

Nationat reciprocal entry 

Nationwide entry 

Source: Federal Reserve data 
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Even before states moved to permit interstate banking, bank holding 
companies were free to expand interstate through their nonbank 
subsidiaries. Banks could also cross state borders by establishing insured 
nonbank banks, Edge Act Corporations, and loan production offices.13 In 
addition, concurrent with the movement by states to permit interstate 
banking, the Garn-St Germain Act of 1982 and the Competitive muality 
Banking Act of 1987 authorized the interstate acquisition of failed banks 
and thrift~.‘~ In some states, this type of interstate entry has been of some 
signiticance in explaining interstate acquisition patterns. 

Geographic Restrictions Of the major financial services providers in the United States, only the 
Are Unique to Banks in the banking industry faces interstate restrictions. The banking industry’s 
United States principal competitors-including securities firms, investment banks, 

insurance companies, savings and loans, and finance companies-41 may 
operate nationwide. l5 

Interstate restrictions are not only unique to banks but also unique to the 
United States. No other major industrialized nation prohibits banks from 
branching within its borders. Partly as a result of these restrictions, the 
U.S. banking system is much less concentrated than systems in many 
foreign countries. In December 1988, the five largest commercial banking 
companies in the United States held 15 percent of all commercial bank 

13Before 1987, insured nonbank banks were able to offer only limited banking services-they did not 
both accept demand deposits and offer commercial loans-to avoid subjecting the parent company of 
the nonbank bank to the Bank Holding Company Act and other banking laws and regulations. Existing 
nonbank banks were grandfathered under 1987 legislation that changed the definition of banks eligible 
for deposit insurance (see app. I for additional discussion). 

Edge Act Corporations may engage in international or foreign banking or other international or foreign 
financial operations. They were designed to stimulate the provision of international banking and 
financing services throughout the United States. 

Loan production offices provide closer geographic proximity between loan officers and potential 
borrowers. They are not permitted to take deposits, however, or offer most of the other services of 
full-service banks. 

14The Gan& Germain Act of 1982 permitted out-of-state bank holding companies to acquire large, 
troubled commercial banks and insured mutual savings banks and authorized the interstate acquisition 
of failed thrifts. The Competitive Equality in Banking Act of 1987 liberalized and extended those 
provisions and authorized FDIC to arrange interstate takeovers of institutions with assets of more than 
$500 million. In addition, some states enacted their own laws, allowing out-of-state banks to acquire 
failing in-state institutions. 

*‘%curities firms, investment banks, and insurance companies must be licensed to do business in each 
state in which they operate. Other than this requirement, there are no geographic restrictions imposed 
upon them by the regulators. The Office of Thrift Supervision removed regulatory retictions on 
branching by federal savings associations in a ruling effective May 1 I, 1992. Finance companies and 
nonbanks are not subject to federal regulation covering capital guidelines or constrained by 
geographic expansion barriers. 
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deposits compared with 31 percent in Gennany,16 32 percent in the United 
Kingdom, 36 percent in Italy, and 57 percent in France. 

U.S. banks also play a much smaller role in the economy than banks in the 
European Community (EC)-again, partly as a result of interstate and 
product line restrictions imposed on U.S. banks.” The ratio of bank assets 
to gross domestic product is about twice as large in Germany, the United 
Kingdom, and France as it is in the United States, and major U.S. banks are 
smaller compared with the five largest U.S. industrial companies than 
banks in EC countries are compared with their largest domestic industrial 
flrms.18 

Recent Banking 
Industry Trends 
Reflect a More 
Competitive 
Environment 

restricting interstate banking and branching were passed. Both large and 
small banks operate in market environments that have become very 
competitive, and the industry as a whole is consolidating.1g These changes 
are partly the result of interstate banking statutes and partly the result of 
other factors. 

Banking Companies Are 
Experiencing Growing 
Competition 

Throughout the 1970s and 198Os, banking companies faced intensifying 
competition from both within the banking industry-as states liberalized 
their in-state and interstate banking restrictions-and from other financial 
services providers. The following are a few facts that illustrate the extent 
of competition among banking companies: 

. The vast majority of banking companies may be acquired by any other 
banking company in their state. Only 13 states, which account for 
17 percent of the nation’s banking assets, place any restrictions on 
branching within the state. Even in these states, no banking company is 

‘These data exclude eastern Germany. 

When viewed from the perspective of a unified market, the market structure for the 12 countries 
composing the EC looks a great deal less concentiated and more like that of the United States. As of 
December 31,1988, for example, the five largest EC banh comprised 16 percent of the total EC 
banking assets, compared to 14 percent for the five largest U.S. banks. Comparisons between the 10 
largest EC banks and U.S. banks reveal similar results. 

‘me ratio of the five largest domestic banks to the five largest domestic industial companies is 
98 percent in the United States compared with 780 percent in France, 463 percent in Germany, and 
313 percent in the United Kingdom. 

‘*In this report, the term consolidation is used to describe a reduction in the number of banking 
companies, not necessarily in banking industry assets. 
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protected from acquisition by at least some banking companieszO (See 
app. II for a listing of state branching laws.) Although a federal law 
authorizing nationwide banking and branching could override such 
in-state branching restrictions for banks with national charters, our 
adysis has not assumed such a change. 

* No commercial banking company in the United States, except in Hawaii, is 
protected from being acquired by an out-of-state bank holding company. 21 
Failed banks with more than $500 million in assets may be acquired by any 
bank holding company in the cou.t~try.~~ 

* As of December 31,1992,1,875 banking companies were located in the 13 
states and the District of Columbia that allow unrestricted nationwide 
interstate banking. These banking companies, which hold more than 
10 percent of the nation’s banking assets, may be acquired by any other 
banking company in the country. Almost 3,700 more banking companies, 
which hold almost two-thirds of the industry’s assets, are located in states 
with nationwide reciprocal laws into which banking companies from a 
majority of the United States may enter.23 (See table 1.4) 

l All but 13 states have more than 10 percent of their banking assets owned 
by out-of-state banking companies. 

l Bank holding companies may establish nonbank subsidiaries and offices in 
any state that they choose. 

+ Assuming antitrust laws are not violated, none of the 25 largest bank 
holding companies in the nation is protected from interstate acquisition by 
at least one other banking company of comparable size. 

2oState laws limiting in-state branching can be very diverse-some are very restrictive while others 
come close to allowing statewide branching. 

ZIMontana enacted regional reciprocal legislation that took effect October 1,1993. 

“States could, of course, remove the interstate restrictions they now impose without any change in 
federal law. They could also permit interstate branching by their state-chartered, non-Federal Reserve 
member banks. If ah60 states were to pass statutes permitting nationwide branching for all 
state-chartered, nonmember banks, 6,396 banks would be affected. 

?Che total number of banking companies was calculated by adding the number of banking companies 
in each state. Because a banking company that has muhistate operations will be identified as a banking 
company in each state where it is located, it will be counted more than once. For example, First 
Interstate, which is located in 13 states, is counted as a banking company in each of its states. When 
the total number of banking companies is calculated, this company would be counted 13 times. 

A number of banking companies located in nationwide and nationwide reciprocal states are 
subsidiaries of bank holding companies headquartered in states with regional reciprocity laws. For 
these bank holding companies, only their banks located in states with nationwide or nationwide 
reciprocal interstate banking laws could be acquired by banking companies outside of the regional 
compact, not the entire banking company. 
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Table 1.4: Number of Banking 
Companies and the Percentage of U.S. 
Bank Assets by Interstate Banking and 
In-State Branching Laws 

Interstate banking law 
Nationwide 

In-state branching laws 
Statewide Limited Total 

Number of states 118 3 14 
Number of bank comDanies 1,245 630 1.875 
Percentage of U.S. bank assets 9% 2% 11% 

Nationwlde reciprocal 
Number of states 
Number of bank companies 

16 5 21 
2,129 1,566 3,695 

Percentage of U.S. bank assets 
Regional reciprocal 

Number of states 

55% 10% 65% 

10 4 14 
Number of bank companies 2,087 1,390 3.477 
Percentage of U.S. bank assets 

No interstate banking 
Number of states 

17% 6% 23% 

1 lb 2 
Number of bank companies 
Percentage of U.S. bank assets 

Total 

16 94 110 
Less than 1% Less than 1% Less than 1% 

Number of states 38 13 51 
Number of bank companies 5,477 3,680 9,157 
Percentaae of U.S. bank assets 83% 17% 1004 

Note 1: For more detailed information on the states in each category see table Ii. 1. 

Note 2: The total number of banking companies was calculated by adding the number of banking 
companies in each state. Because a banking company that has multistate operations will be 
identified as a banking company in each state, it will be counted more than once in the column 
and row totals. 

Note 3: Data are for the period ending December 31, 1992. 

alncludes the District of Columbia. 

bMontana enacted a regional reciprocal law that took effect October 1, 1993. 

Source: Federal Reserve and call report data. 

Recent changes in the banking industry’s role in channeling the nation’s 
savings to investments illustrate how competition from other financial 
services providers has increased as well. For the past several years, 
virtually all of the increase in the provision of credit in the U.S. economy 
has been accounted for by financial institutions that are neither banks nor 
other depositories. As table 1.5 shows, the increase in domestic 
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commercial bank assets was more than offset by a decline in assets in the 
thrift industry; the increase in commercial banking assets thus may 
represent more of a consolidation of assets within the depository sector 
than a real expansion of banking activity.24 

Table 1.5: Changes in Sources of 
Credit in the U.S. Economy by Type of 
Financial Institution for 1988-92 

Dollars in billions 

Type of financial institution 
DeDositorv institutions 

Change in 
assets 

1 

Percentage 
change 

U.S. commercial banks and affiliates 
Foreign bankinn offices 

$295 13% s 1 
111 51 

Savinos and loans and mutual savinas banks -460 -32 
Credit unions 41 28 

Subtotal0 -14 
Nondepository institutionsb 
Total* 
Note: Data are for the period December 31, 1988, to June 30, 1992. 

“Numbers may not add due to rounding. 

2,135 47 
$2,121 25% 

blncIuaes securities firms, life insurance companies, pension funds, Investment funds, securitized 
asset pools, and f inance companies. 

Source: Federal Reserve flow of funds data. 

The U.S. Banking Industry Between 1985 and 1992, the number of banks and independent banking 
Is Consolidating companies in the United States fell by about 20 percent. The number of 

banks decreased by 2,894, from 14,344 to 11,450, even though 1,556 new 
banks were chartered during that time. Over the same period, the number 
of independent banking companies felt by 2,310 (see table 1.6). This 
consolidation was primarily the result of 3,489 bank mergers and 1,242 
bank failures. 

24Banks, of course, provide services to the economy other than financing credit assets, such as 
transaction services, trust services, origination and securitization of loans that are sold and do not 
appear as bank assets, and agent services in sales of mutual funds and other products. 
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Table 1.6: Number of Bank8 and 
Banking Companies In the Unlted 
States Year 1985 

1986 

h 

Banking 
Banks companies 
14,344 11,104 j 

14,124 10,620 ' 
1987 13,665 10,257 
1988 13,090 9,937 
1989 12,688 9,703 3 

1990 12,324 9,484 
1991 11,906 9,248 ' 
1992 
Source: Call report data. 

11,450 8,794 
j 

When measured in 1992 dollars, the assets in commercial banking 
companies have declined by more than 7 percent since 1986, even though j 
the U.S. economy grew about 11 percent in real t.ern~.~~ (See table 1.7.) 
The decline in assets does not take into account the growth of off-balance 
sheet activity or lending that was originated by banks but that was either 1 
sold or securitized and could, therefore, exaggerate the actual decline in 
the role of banks in the economy.26 Nevertheless, it does show that banks 
are financing less credit in the economy in real terms than they were just 6 
years ago.27 

26From 1986 through 1992, assets in the banking system increased by about $683 billion (or 
20 percent). This increase, however, was less than intlation of approximately 29 percent over this 
period. 1992 dollar comparisons measure the change net of inflation; for example, $100 in 1992 equaled 
$77.24 in 1986. 

2B0fSbalance sheet items represent commitments, contingencies, and other claims on the issuer and/or 
generate fees for services to be performed. Examples of such items are unused commitments for lines 
of credit, financial standby and performance letters of credit, foreign currency and interest rate swaps 
and options, mortgages sold or swapped with recourse, when-issued securities with commitments to 
purchase or sell, options contracts on stock index and commodities futures and forward contracts, 
and participation in bankers acceptances sold to others or acquired by the banking institution. 

2?These data do not include off-balance sheet items, such as loan guarantees or unused commitments 
for lines of credit. 
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Table 1.7: Number and Assets of Banking Companies by Asset Size in 1992 Dollars 
Dollars in billions 

Asset size (in 1992 dollars) 
$10 billion or more 

$1 billion to $10 billion 

$100 million to $1 billion 
Less than $100 million 

TotaP 

1986 1992 
Number of Number of 

banking Percentage of banking Percentage of 
companies Assets total assets companies Assets total assets 

68 $2,198 58.5% 56 $2,144 61.5% 

238 753 20.0 188 593 17.0 

2,133 486 12.9 2,053 481 13.8 

8,183 322 8.6 6,497 268 7.7 

10,620 $3,759 100.0% 8,794 $3,487 100.0% 
Note: Data are for the periods ending December 31, 1986, and December 31, 1992. 

aNumbers may not add due to rounding 

Source: Call report data. Data for 1986 are adjusted by the consumer price index 

Changes in the banking industry have not occurred uniformly across 
banking companies of all sizes. As a result, the structure of the industry 
has changed quite dramatically. The banking companies that have been hit 
hardest by consolidation in terms of market share are the mid-sized ones, 
those with assets of between $1 billion and $10 billion measured in 1992 
dollars. Their share of assets dropped from 20 percent in 1986 to 
17 percent in 1992. Small  banking companies, those with less than 
$1 billion in assets, have suffered a 17-percent reduction in number-from 
10,316 to 8,550-but their share of assets has remained constant at 21.5 
percent. 

Industry consolidation has been characterized by a greater concentration 
of assets among the largest banking companies in the country. The 
percentage of assets controlled by the largest 3,10,20, and 50 banking 
companies has increased (see table 1.8). The 50 largest banking companies 
controlled 53 percent of national banking assets in 1986; they increased 
this share to 60 percent by 1992. Even these increases underestimate the 
relative importance of larger banking companies because off-balance 
sheet obligations, which are held predominantly by larger institutions and 
have been increasing in significance, are not included in bank asset 
calculations. 
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t 
Table 1.8: The Concentration Ratios of I 
the 3,10,20, and 50 Largest Banking Concentration ratio of the largest banking companies 1986 1992 i 
Companies in the United States 3 12.8% 14.4% : 

Objectives, Scope, 
and Methodology 

IO 26.3 29.4 
20 36.4 41.5 j 
50 53.0 59.5 i 
Note: Data are for the periods ending December 31, 1986, and December 31, 1992. 3 i 
Source: Call report data. 

Our principal objective in this congressionally requested study was to / 
analyze the potential impact of interstate banking and branching on the 
banking industry and the U.S. economy. To simplify the analysis, we 
assumed that federal legislation liberalizing interstate banking and 
branching would completely remove interstate banking and branching 
restrictions on national banks. We further assumed that states would allow L 
state-chartered banks to follow suit, thus maintaining the value of the state ’ 
charter. If states are given the option of modifying federal law-for 
example, by opting out-the effects of a change in federal law would 
obviously be modified.28 Finally, we assumed that states will retain their 
current authority over consumer protection issues.29 

In line with the request, we focused on the following objectives: 

l how changing federal laws on interstate banking and branching might 
affect the structure of the banking industry examined from the perspective ; 
of a bank holding company to the extent data limitations permitted; b 

l the implications of interstate banking and branching on the safety and 
soundness of the banking industry, BIF, and the economy; and 

l the risks associated with relaxing interstate banking and branching laws 
and ways to minimize such risks. t 

We do not reach definitive conclusions about the impact of removing / 
existing interstate banking and branching restrictions in this report. The 
outcome of removing these restrictions will depend not only on such 

zsDuring the consideration of the Federal Deposit Insurance Corporation Improvement Act of 1991 
(FDICIA), amendments were adopted by both the House and Senate to allow interstate branching 
while giving states the opportunity to opt out. If states chose to opt out, out-of&ate banks would have 5 
been prohibited from branching into the states, and in-state banks would have been prohibited from 
branching out. The amendments were not included in the final version of F’DICL.4. 

%uch a provision was also included in the amendments to FDICIA as noted in footnote 26. 
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elements as managerial decisions but also on the extent to which current 
laws and regulations have prevented banking organizations from moving 
across state lines or altered the form such movement has taken. We do not 
know the extent of these constraints. A  significant amount of interstate 
banking is already occurring, and funds flow across state lines even 
between banking companies that do not have interstate subsidiaries. Data 
limitations prevented us from knowing where loans are made or to whom, 
and the same was true for deposit gathering. Nevertheless, whenever 
possible, we attempt to highlight effects that would be primarily due to a 
federal law permitting nationwide banking and branching. 

Information Sources The analysis in this report draws on numerous sources of information that 
fall into five broad categories: previously published written materials, 
interviews, regulatory agency files, analysis of quantitative data, and 
another of our reports that was undertaken concurrently on the impact of 
interstate banking and in-state branching in the states of California, 
Washington, and Arizona. 

W ritten Materials Many of the issues associated with interstate banking and branching that 
we discuss have been the subject of intensive economic research. Topics 
addressed in this research in&de geographic diversification, economies 
of scale and scope, efficiency improvements, cost savings associated with 
bank mergers, the relationship of concentration and pricing, the relevance 
of local markets in analyzing antitrust issues, and the ability of small banks 
to compete with larger banks, While a complete review of aJl such 
research was not possible, we reviewed the studies that experts suggested 
were the most significant and relevant to the topics we were discussing. 

Additional literature that we reviewed included monographs; articles; 
testimonies; and papers on the history of interstate banking and branching 
restrictions and their effect, the history of in-state branching and its effect, 
the evolution of interstate banking, changes in the U.S. banking structure, 
the potential costs and benefits of interstate banking and branching, the 
evolution of antitrust analysis, the bank merger and acquisition process, 
the history of financial flows in the United States, the changing role of 
banks in the U.S. financial system, the role of banks in community 
investment, and the evolution of community development banks. 

Finally, we reviewed relevant laws and legislation and written background 
and descriptive materials that related to those laws, RePevant laws 
included the Garn-St Germain Depository Institutions Act of 1982, the 
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Competitive Equality Banking Act of 1987, the Financial Institutions 
Reform, Recovery and Enforcement Act of 1989 (FIRREX), FDICIA, the Bank 
Holding Company Act of 1956, the McFadden Act of 1927, the Banking Act 
of 1933,‘the Community Reinvestment Act of 1977, and drafts of proposed 
interstate banking and branching provisions. 

The Views of Market 
Participants, Regulators, and 
ExpWtS 

Many individuals, interest groups, and regulatory agencies have an interest 
in the outcome of the debate on interstate banking and branching or have 
studied the issues involved. To the extent time permitted, we met with 
representatives from the major interest groups, industry associations, and 
individual banks and businesses that have a stake in changes in geographic 
restrictions. We obtained their views on both the positive and negative 
aspects of interstate banking and branching. We discussed issues 
associated with geographic expansion and industry consolidation with 
federal bank and thrift regulators, some state bank regulators, Department 
of Justice officials, some state attorneys general, and officials from other 
federal and state agencies such as the Small Business Administration, the 
Export-Import Bank, and state development agencies. 

We also obtained the views of individuals and organizations 
knowledgeable about the performance of the bankng industry, banking 
industry consolidation, antitrust regulation, and the past and potential 

i 

effects of interstate banking and branching. These included banking 
industry analysts and consultants, attorneys, investment bankers, rating 
agency staff, academics, and small business and international trade 
experts. In the process of this study, we conducted at least 122 interviews j 
to discuss interstate banking and branching and associated issues.30 We 
also surveyed officials from each of the 12 district Federal Reserve Banks 
for their views on the supervision of bank holding companies and the 
likely impact of interstate branching on bank holding company 
supervision. 

Regulatory Agency Files To better understand bank regulatory and supervisory processes germane 
to our study, we reviewed relevant agency policy manuals, 12 bank merger 
files at the Federal Reserve, and 8 merger files at the Justice Department. 
We judgmentally selected mergers that we believed would enhance our 
understanding of the criteria and processes bank regulators and the 
Justice Department used to approve, deny, or challenge bank merger 
applications. The files we chose to review included several of the largest 
recent banking company mergers and some banking company mergers 

%A list of organizations that we interviewed is included in appendix VI. 
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that exceeded the Justice Department antitrust guidelines in some 
markets. 

Quantitative Data A large portion of our work encompassed the collection and analysis of 
numerous sources of quantitative data. These sources included raw data 
that we used in our analysis of specific issues as welI as surveys and other 
data compiled by outside sources. Our analysis focused on the period 1986 
through 1992. While there was some interstate banking before 1986, we 
were limited by data availability to this period. We defined the United 
States as the 50 states and the District of Columbia. 

We used data from bank call reports, bank holding company reports, and 
bank summary of deposit reports-which provide information on bank 
branches and deposits in those branchento compile statistics on the 
banking industry. We used Federal Reserve flow of funds data to compare 
the role of banking companies with that of other financial services 
providers. Employment data from the Bureau of Labor Statistics provided 
a measure of economic growth in various regions of the country. 

Because we relied on bank call reports for most of our data, in our 
analysis, we used the balance sheets and income statements of banks 
rather than bank holding companies. The data, however, were 
consolidated and reported by banking company because we believe that 
banking companies are more representative of the number of banks that 
compete against each other within banking markets. A  banking company 
is the sum of all banks owned by a single entity. For example, First 
Interstate, which had separately chartered banks in 13 states, is counted in 
our data as one banking company. Similarly, one-bank holding companies 
and independent banks are each counted as one banking company. 

Throughout the report, we designated as out-of-state those banks that 
were part of interstate bank holding companies outside of the 
headquarters state and those banks with foreign ownership. There are a 
total of 242 out-of-state banking companies. References to multistate 
banking companies include those banks that are part of an interstate bank 
holding company, including several foreign banking companies that own 
banks across state lines. In 1992 there were 190 banking companies with 
multistate operations. 

To measure the impact of interstate banking on safety and soundness and 
the availability of banking setices, we analyzed tiferences in the 
behavior and performance of banks owned by out-of-state organizations 
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Our Concurrent Study of 
Western States 

and those owned and operated locally. This methodology is explained in 
detail in chapter 6. 

We also used information from surveys conducted by the Federal Reserve, 
the Small Business Administration, the NationaI Federation of 
Independent Businesses, Greenwich and Associates, Grant Thornton, and 
Arthur Andersen and Company. Finally, whenever possible, we reviewed 
quantitative data used by others to support their claims of costs or benefits 
arising from interstate banking and branching. We did not independently 
duplicate the methodology used in these studies or evaluate the accuracy 
of the data, but we assessed the reasonableness of the studies and the 
assumptions that were made. 

Data limitations significantly restrict the analysis of differences in the 
lending patterns of communfly banks versus those of interstate banks. 
Loan and deposit data in bank call reports do not reveal the geographical 
sources of a bank’s deposits or the geographical. destinations of the money 
that it lends. For example, 

l A community bank may lend significant amounts of Iocally gathered 
deposits to large banks outside of its normal business area. For many 
years, small banks have typically done such lending through their sales of 
federal funds to large banks. 

. A  community bank can bring funds to its local market by issuing 
participations of large loans (overlimit loans) to outside banks. This, too, 
is a common practice. 

l Local subsidiaries of bank holding companies can sell shares of 
commercial loans syndicated by affiliated banks in other markets, thus 
deploying locally raised funds elsewhere. 

9 Conversely, local subsidiaries can sell shares of local loans to affiliates, 
which effectively increases the money local subsidiaries have to satisfy 
local credit needs. 

l Local subsidiaries can be funded with deposits from their parent holding 
company for loans or for liquidity purposes. 

Therefore, it is essential to recognize that in most of the studies we have 
referred to or have undertaken ourselves in connection with this report, 
the analyses have been limited by incomplete information. 

Our report also draws on a separate, concurrent study we have 
undertaken of m terstate banking and branching. That study focuses on the 
impact that interstate banking and in-state branching in California, 
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Washington, and Arizona have had on the structure of the banking 
industry, smaIl businesses, and low-to-moderate income borrowers in 
those states. 

We did our work between November 1991 and March 1993 in accordance 
with generally accepted government auditing standards. We requested 
comments on a draft of this report from the Federal Reserve, occ, FDIC, 
and the Department of the Treasury. FDIC and the Department of the 
Treasury provided brief written comments, which appear in appendixes 
VII and VIII respectively. The Federal Reserve and occ did not provide us 
with written comments, but in discussing the report with us, they made 
technical comments, which we incorporated where appropriate. 

FDIC indicated that as a general matter it supports the relaxation of 
geographic and product restraints on banks provided that the states 
continue to play a role in the transition. The agency pointed out that BIF 
has absorbed major losses in rescuing banking organizations with assets 
concentrated in a few industries or in a limited geographic area. FDIC 
stated that these banking organizations may have been better able to 
withstand the problems in their local and regional markets if they had 
been more geographically diversified. We address this issue in chapter 4 of 
this report. 

The Department of the Treasury stated that it had no formal comments but 
found the report to be an impressive and thoughtful survey of the issues 
and evidence. 

t 
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Topic Principal Findings 

Chapter Summary 

This chapter examines the primary Although a large amount of interstate . states’ interstate banking statutes and 
factors that will help determine the impact banking has already taken place, barriers the extent to which they would be 
a federal law permitting nationwide to interstate banking and branching changed by a federal law, 
banking and branching could have on the remain. A wide range of reactions to 
structure of the banking industry. removing these barriers is possible. The l the decisions made by bank owners 

response to a federal law permitting and managers and by other market 
nationwide banking and branching would participants, and 
depend on the following: 

l bank regulation. 
l the extent to which current laws have 

prevented interstate expansion from 
otherwise occurring, 

The magnitude of interstate banking and branching under a nationwide 
banking and branching law will be affected by a number of factors, many 
of which have contributed to the trend toward banking industry 
consolidation to date. A federal law authorizing nationwide banking and 
branching will increase the opportunities for and enhance the means of 
interstate expansion significantly. Whether and how banking companies 
will take advantage of these opportunities will be determined by the extent 
to which they are currently constrained from interstate expansion and by 
market and regulatory factors. 

The precise effect of nationwide banking and branching is not predictable 
since that will ultimately depend on how individual institutions react to 
the motivating factors of, as well as constraints imposed by, the market. A 
broad spectrum of reactions is possible, ranging from little additional 
consolidation if, for example, mergers become difficult to finance, to a 
significant increase in the rate of consolidation if a large number of 
banking companies believe that they must grow in order to compete. 

The Legal Impact of 
Changing Federal 

that permit out-of-state entry, barriers to interstate expansion-affecting 
both the means and extent of expansion-remain and could be eliminated 

Interstate Banking 
and Branching Laws 

by a federal nationwide banking and branching law. A federal law 
permitting nationwide banking and branching would allow banks 
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headquartered anywhere in the United States to enter any other 
stat-through either bank subsidiaries or branches. This would occur 
either by acquisition or by establishing new, or de novo, offices.’ No bank 
in the United States would be protected from acquisition by any other 
bank, and no community or state could block the entry of out-of-state 
banking companies. 

The legal changes obviously would be greatest in those states that now 
restrict interstate banking and branching the most and, perhaps less 
obviously, for the banking companies located in those states. The legal 
ground rules of nationwide banking and branching legislation could, of 
course, be modified by permitting state-chartered banking companies to 
opt out-thus protecting them from acquisition by out-of-state bank 
holding companies but also restricting them from expanding into other 
states-or by continuing restrictions on de novo banking or acquisitions of 
newly chartered banking companies. Our analysis assumes that such 
restrictions would not be part of a federal law. 

Interstate Branching Permitting nationwide branching would have a significant impact on the 
way in which banking companies are allowed to expand across state lines. 
It would reverse the almost complete prohibition on interstate branching 
currently imposed on banking companies by allowing any bank to 
establish interstate branches-by converting existing interstate 
subsidiaries into branches, by acquiring branches in another smte, or by 
branching de novo across state lines. Because almost no interstate 
branching has been allowed to date, the legal impact of permitting 
nationwide branching would be similar in all states and for all banking 
companies. 

Interstate Banking By early 1993, all but two states--Montana and Hawaii-had implemented 
legislation permitting some degree of interstate entry.’ A  federal law 
authorizing nationwide banking could nevertheless have a measurable 
impact on the ability to bank interstate by eliminating the numerous 
restrictions that remain on the manner and extent of interstate expansion. 

‘We sssume that such legislation would remove aU interstate banking and branching restrictions on 
national banks and that states would allow state-chartered banks to follow suit in order to maintain 
the value of the state charter. 

2Montana enacted a regional reciprocal banking law that took effect October 1,1993. 

s 

1 
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Impact on Ability to Enter 
States 

The degree to which a nationwide banking law would change the legal 
status quo in individual states will depend on the states’ current interstate 
banking statutes (see table 1.4). A  federal law permitting nationwide 
banking would not affect entry into the 13 states and the District of 
Columbia that already pert-nit nationwide banking-states with 11 percent 
of the industry’s assets, Montana and Hawaii would be affected the most 
because they have not allowed interstate banking.3 However, these two 
states contain less than 1 percent of the country’s banking assets. 

A  nationwide banking law would open the 14 states with regional 
reciprocal laws, which contain 23 percent of the nation’s banking assets, 
to entry from banking complies headquartered in all states that are 
currently not part of the regional compacts. The legal impact would vary 
by state, depending on each state’s regional reciprocal law-that is, how 
many states it includes in its region. The number of states included in each 
of the 14 states’ regional definitions ranges from 6 to 17. Banking 
companies headquartered in states that are not included in the regional 
definitions are blocked from entering. 

States with nationwide reciprocal laws-the 21 states in which 65 percent 
of the industry’s assets are located-would also face increased entry under 
nationwide banking. Again, the impact of the law would vary by state, 
depending on the number of states that currently do not grant it 
reciprocity. Of the states with nationwide reciprocal laws, Kentucky is 
granted reciprocity by the most other states, 43, and would consequently 
be affected the least by a nationwide banking law. States like Arizona, 
Connecticut, California, New York, or Alaska, which are not included in 
any regional compacts, are currently granted reciprocity by the fewest 
states, 33 state and the District of Columbia. 

Depending on how the federal law is written, it could also override state 
laws that restrict the manner and extent of interstate entry. Such 
restrictions include the following: 

. The chartering of new banks by out-of-state banking companies is limited. 
All but 17 states restrict entry to the acquisition of existing banks, 

l Acquisition is limited to banks that have been in existence for a minimum 
number of years-generally 2 to 5 but up to 10. 

%  should be noted that Hawaii allows the acquisition of banks headquartered in American Samoa, 
Guam, the Marshall Islands, Micronesia, the Northern Marianss, and Palau. 
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. 

Impact on Banking Companies 
Expanding Interstate 

Market Factors That 
W ill Determ ine the 
Response to 
Nationwide Banking 
and Branching 

The percentage of the state’s deposits that can be held by any single 
out-of-state bank holding company is limited. Limits range from 10 percent 
to 30 percent, and have been enacted in 17 states. 

A  nationwide banking law would also simplify interstate banking for 
banking companies wanting to expand interstate. Banking companies have 
been prohibited from entry into Montana and Hawaii as well as into 
regional reciprocal states unless they are headquartered in states that are 
included in regional compacts. Furthermore, the Southeast regional 
compact laws limit the banking companies headquartered in the Southeast 
from having out-of-state ownership of more than 20 percent of their total 
assets in states not belonging to the compact. lf banking companies 
headquartered in the Southeast region exceed that percentage, they are no 
longer considered Southeast regional banks and must divest their banking 
assets in the states with Southeast regional reciprocal laws.4 Thirteen 
banking companies that have more than $10 billion in assets-holding 
more than 12 percent of the banking industry’s assets-are headquartered 
in regional reciprocal states. 

Removing federal restrictions on interstate banking and branching would 
create a legal framework permitting banking companies to enter markets 
currently prohibited to them. Yet, just because banking companies may 
enter a state does not mean that they will. The response to additional 
interstate banking opportunities will depend in large measure on the 
decisions made by bank owners and managers and by other market 
participants. It will also depend on the extent to which the banking 
companies want to expand but are currently prevented from doing so. 

Bank Strategies Over the past several years, the banking industry has changed significantly 
as banking companies have adjusted to increased competition. Some 
barking companies have adjusted their services or become more focused 
on certain product lines. Others have cut their costs in order to offer more 
competitive pricing without reducing profits significantly. Still others have 
acquired some of their competitors in efforts to gain market share to 
better position themselves for meeting increased competition or to make 

4For example, NationsBank is headquartered in North Carolina, a state belonging to the Southeast 
regional compact. North Carolina has defined this region as including 12 states pius the District of 
Columbia. Nine of these states have regional reciprocal laws that require NationsBank to maintain 
80 percent of its deposits in the region in order to qualify for reciprocity. If NationsBank were to 
exceed the 20-percent limit for out-of-region ownership, it would be forced to divest its bank holdings 
in these nine states or reduce its out-of-region ownership. 
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themselves too profitable to be acquired by other institutions5 Other 
competitive factors that have driven mergers have included seeking to 
serve whole market areas-such as New York, Philadelphia, and 
Washington, D.C,-that once were divided by state borders; taking 
advantage of economic growth in other states; diversifying geographically; 
and taking advantage of market efficiencies.” 

Most market participants have indicated to us that management decisions 
that have driven consolidation and interstate banking in the past would 
continue under nationwide banking. These reactions to additional 
opportunities for interstate banking are difficult to predict because they 
involve expectations that each banking company may have regarding the 
conditions of the market in which the bank is currently operating, markets 
the bank might wish to enter, and the future role of banks in the economy. 

Acquiring banks have generally targeted initial acquisitions that enable 
them to either become one of the largest three or four providers of 
banking services in a market or to acquire at least a lo-percent market 
share. This, of course, does not preclude them from acquiring smaller 
institutions once they have established a significant market share. Work 
we have done in Washington and Arizona shows that acquisitions of 
smaller banks are not uncommon. 

Enhanced Efficiency and 
Cost Savings 

In an industry that is shrinking compared with other financial services 
providers, acquiring banking companies may emphasize cost savings and 
efficiency improvements from mergers in an effort to gain market share 
and survive.7 Cost savings and efficiency improvements may be achieved 
through economies of scale-where average cost declines as bank size 
increases-r improvements in managerial efficiency. 

A  number of banking analysts have concluded that many banks would 
benefit from being larger and forecast cost savings from mergers. 
Economic studies focusing on the banking industry, however, generally 
conclude that there is no reason to believe that once banks have reached 

6By expanding in this way, the Ioccal bank would become a larger entity and would be more expensive 
for somebody to acquire. On the other hand, such expansion may make the franchise more valuable 
and hence more at&active to a relatively larger bank that wants to enter the local market. 

eOther factors mentioned in our interviews that have affected the choice of acquisition target in 
interstate expansion have included perceived cost savings associated with mergers, the opportunity to 
fill voids in product limes, branch networks, deposit franchises, the compatibility of corporate cultures, 
and the opportunity of bank management to increase its compensation in line with increased scales of 
activities. 

‘A more in-depth discussion of these issues is in appendix V. 
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$100 million in assets that further increases in size automatically result in 
additional savings. They doubt that economies of scale exist for larger 
banks. 

Many market participants debate these findings, emphasizing that if 
banking companies were able to focus on a relatively few activities, cost 
savings would increase with bank size. There seems to be a consensus 
among bankers and industry analysts that there are cost benefits 
associated with size in several market or product lines--such as check 
clearing, centralized customer service, credit card lending, home mortgage 
lending and processing, securities investment and trading, and interest 
rate swaps and other derivative products. It is possible that these savings 
existed in the banking companies analyzed in past economic studies but 
that higher costs elsewhere in the organizations offset the savings. 
Whether or not these savings are achievable in the long run, expected cost 
savings have been major factors in a number of the larger mergers in 
recent years and are likely to continue to be important in future mergers. 

Apart from the question of economies of scale, bank analysts believe that 
many banks could significantly improve their efficiency if they were 
acquired by more efficient banks. (See further discussion of economies of 
scale and evidence regarding cost savings in ch. 4.) Analysts have 
estimated that as a group, banks with more than $1 billion in assets could 
save from $12 billion to $15 billion in noninterest expenses per year if they 
adopted the practices of the industry’s most efficient banks. This 
represents a potential savings of about 10 percent of the industry’s 
noninterest expenses, which were about $131 billion in 1992. 

Although these savings could theoretically be accomplished by the 
existing bank owners, industry analysts often assume that they would be 
much more likely to be realized through the merger proces~.~ In such a 
process, acquiring banks would reduce excess or redundant costs in the 
banks they take over. Eventually, after enough mergers, the overall 
efficiency of the industry would improve. One analyst estimated that 
slightly more than half of the savings could be achieved in mergers among 
banking companies that have more than $10 billion in assets and that most 

%ome of the savings attributed to nationwide banking may be achieved under the current interstate 
banking structure. For example, several multistate banking organizations have been able to 
consolidate operations centers, reduce costs by assigning officers to multiple banks, and manage risk 
centrally. Processes can also be centralized so that even though deposits are booked at branches and 
loan applications are taken there, decisions regarding loans beyond certain size limits can be made at 
regional centers. At least one banking company haa told us that the incremental cost savings resulting 
from the elimination of duplication currently required by geographic restrictions may not be that 
significant. 
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of the rest would occur in consolidation of institutions that are between 
$1 billion and $10 billion in size. Liberalized interstate banking would 
increase the opportunities for such consolidation to take place. 

Financial Markets Particularly in larger acquisitions, market capitalization9 is a key factor in 
determining the affordability of the merger tmnsactions.1o If market capital 
is weak, banking companies are less able to afford acquisitions and, 
consequently, cannot take advantage of opportunities to expand. 

The market generally determines whether bank acquisitions are 
affordable. If financial market participants do not approve of a merger or 
do not like the strategic plan being followed by a bank that wants to 
expand, they may provide funds to fmance the merger only at a high price, 
making the merger l3nanciaUy unfeasible. Market participants can also sell 
the shares of an acquiring bank, thereby driving down its price, again 
making the acquisitions more expensive and providing a powerful 
incentive for the bank’s management to change policies.‘l 

The success certain super-regional bank holding companies have had in 
expanding their interstate banking operations illustrates the importance of 
market capital. These holding companies are valued more highly by the 
market, making it easier for them to expand than for banking companies 
that may be larger in asset size or in book value of capital but weaker in 
market value (see table 2.1). A  more in-depth discussion of these issues 
can be found in appendix V. 

%rket capitalization is the price per share of stock multiplied by the number of shares outstanding. 

1oAitiough establishing new branches may often be the least costly way to expand into a market, we 
have been told that the principal way most banks would take advantage of nationwide banking laws is 
through the acquisition of existing banks. This gives the acquiring bank the opportunity to obtain a 
significant market share, something that would take a long time to build through de novo branching or 
banking. This may not be possible in a market, however. 

lLA key factor that affects stock price is earnings dilution. Issuing new stock to undertake a merger 
financed by an exchange of stock increases the number of shares over which earnings must be spread, 
thereby diluting earnings. Generally speaking, market participants react negatively to acquisitions that 
will reduce expected earnings per share by more than a slight amount. 
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Table 2.1: Capitalization and Assets of the 20 Largest Bank Holding Companies 
Dollars in millions 
Bank holding company Market capital’ Rank Book capitalb Rank Assetsc Rank 
BankAmerica Corp. $16,149 1 $12,151 1 $180,646 2 
NationsBank 12,882 2 7,371 4 118,059 4 
J.P. Morgan & Co. Inc. 12,556 3 6,389 5 102,941 5 
Bane One Corp. 11,043 4 4,198 7 61,417 8 
Chemical Banking Corp. 9,507 5 7,788 3 139,655 3 
Citicorp 8,134 6 7,931 2 213,701 1 
PNC Financial Corp. 6,352 7 3,622 8 51,380 10 
Norwest COrD. 6.014 8 2.713 14 44.557 15 
First Union. Corp. 5,847 9 3,397 9 51,327 11 
Wachovia Corp. 5,829 10 2,689 15 33,367 21 
Bankers Trust New York 5,692 11 3,288 10 72,448 7 
SunTrust Banks 5,476 12 2,646 16 36,649 20 
NBD BankCorp. 5,219 13 2,456 19 40,937 16 
Chase Manhattan Corp. 4,380 14 4,890 6 95,862 6 
Bank of New York Co. 4,331 15 3,029 11 40,909 17 
Wells Fargo & Co. 4,093 16 3,014 12 52,537 9 
Fleet Financial Group, Inc. 4,030 17 2,343 20 46,939 14 
National City Corp. 3,896 18 2,233 21 28,963 25 
Society Corp. 
Comerica 

3,730 19 1,739 28 24,978 29 
3,648 20 1,920 25 26,587 26 

‘Market capital is the number of shares outstanding multiplied by the stock price. 

bMeasured as common equity. Data are as of June 30, 1992. 

“Data are for the period ending December 31, 1992. 

Source: American Banker and Federal Reserve data. 

How the Role of Bank Because banking is a regulated industry--with the majority of its assets 

Regulation W ill A ffect 
financed by insured deposits-regulation will also play a role in 
determining the reaction to a federal nationwide banking and branching 

a Nationwide Banking law. Regulation is intended to maintain the safety and soundness of banks, 

and Branching Law thereby protecting the deposit insurance system from loss and ensuring 
the availability of bank credit and services. Bank regulation also reflects 
the special role that depository institutions play in the economy; demand 
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deposits, for example, are a major component of the nation’s money 
supply, and banks have traditionally been the major source of credit in 
local markets. 

Safety and soundness regulations focus on bank risk-taking and 
management. Their purpose is to protect the public by reducing the 
possibility of systemic and individual bank failures and their cost to the 
deposit insurance system. Safety and soundness regulations include 
capital adequacy requirements, bank examinations, and supervisory 
controls over problem banking companies. Recent improvements to safety 
and soundness regulations were included in FDICLA. This act was adopted in 
response to the depletion of BLF brought about by high deposit insurance 
losses. In 1991, BIF lost about $11 billion and ended that year with the first 
deficit in its history. The regulatory and supervisory reforms contained in 
FDICIA were designed to protect healthy banks that have to pay deposit 
insurance premiums, as well as the taxpayers, from rising deposit 
insurance costs. 

As a result of BIF’S financial problems, improvements to safety and 
soundness regulation were included in FDICIA. FDICIA'S key provisions are 
(1) prompt corrective action to close institutions before their capital runs 
out; (2) management and auditing reforms that highlight private sector 
responsibility for protecting the taxpayers from losses; (3) accounting 
reforms to provide accurate information to management, regulators, and 
the public; (4) annual, on-site examinations for most banks to detect 
problems on a more timely basis; and (5) changes in the way banks are 
closed so that uninsured depositors and general creditors will be more 
likely to share in the losses if a bank fails. 

Antitrust regulation, CM, which requires banks to support the needs of the 
communit ies in which they are located,” and regulation of such aspects of 
banking as the chartering of new banks are designed to address problems 
with the availability and pricing of banking services. While bank 
regulation, in general, is fairly subjective, the regulation of banking 
services and pricing, broadly described as serving the convenience and 
needs of the community, in particular requires even more judgment. For 
example, no standard exists for the number of banks required to best 
serve the economy. It is also difficult to determine exactly where free 
markets are inadequate to serve the needs of bank customers and the 
economy. Furthermore, problems with the efficacy of such regulation are 

lZFor an explanation of CR& see chapter 6. 
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generally not apparent until bank customers have suffered a certain 
amount of hardship-be it in terms of pricing or service availability. 

The bank approval process must weigh the trade-offs between the goals of 
safety and soundness regulations and those of convenience and needs. It is 
through this process that federal bank regulators will intluence banking 
industry consolidation and the impact of interstate banking and branching 
since they must approve every application by a bank to branch or to 
charter or acquire a bank in state or in another state. Most interstate 
banking activity has been the result of bank mergers and acquisitions 
because a majority of states prohibit the chartering of new banks by 
out-of-state bank holding companies. 

For a bank or bank holding company to merge with another bank or bank 
holding company, the Bank Merger Act or the Bank Holding Company ActI 
require it to obtain the approval of a federal regulator. The Bank Merger 

and the Bank Holding Company acts require the relevant agencies to 
consider several general criteria in deciding the outcome of a merger 
application. These criteria include the fmancial and managerial resources 
and future prospects of the company or companies and banks concerned, 
community needs, and the effect of the merger on competition. Because of 
the potential influence that regulators can have on market decisions, this 
report looks carefully at what regulators could do to minimize any adverse 
effects that might be associated with changing federal interstate banking 
and branching laws. 

Conclusions The market and regulatory factors that have contributed to industry 
consolidation to date are likely to remain influential, whether or not 
federal interstate statutes are changed. These factors will help determine 
to what extent banking companies will take advantage of the additional 
interstate opportunities provided by the authority to bank and branch 
nationwide. 

It is likely that removing interstate banking and branching restrictions will 
promote consolidation among banking companies both between and 
within states. However, the availability of market capital in financing 
mergers may serve to restrict the number of interstate acquisitions. On 
balance, the effect of nationwide banking and branching and how and 

‘3Acquisitions refer to tmnsactions in which the target bank or bank holding company remains a 
separate entity after the transaction. Mergers occur when the entity becomes part of its acquirer and 
disappears after the transaction. In this report, the term merger will be used to describe both types of 
transactions unless otherwise stated. 
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where banking companies will choose to expand are impossible to predict 
precisely. As we discuss in the following chapter, a wide range of 
outcomes is possible depending on the reaction of individual banking 
companies to the factors motivating, as well as constraining, interstate 
acquisitions. 
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:hapter Summary 

Topic 

This chapter uses recent industry 
experience with consolidation and 
interstate banking as a guide to examine 
how a federal law permitting nationwide 
banking and branching could change the 
structure of the banking industry, 

Principal Findings 

Although we cannot predict with certainty 
what would happen if restrictions on 
interstate banking and branching laws 
were removed, it is likely that such action 
would lead to 

l a significant increase in the size of 
some of the largest banking companies 
in the United States, 

l an increase in the share of the 
industry’s assets held by the largest 
banking companies, and 

l an increase in the percentage of the 
U.S. banking assets owned by 
interstate banking companies. 

However, increases in the size of the 
nation’s largest banks will not necessarily 
result in a reduced role for banks with 
less than $1 billion in assets or in higher 
state or local market concentration levels. 
In the past several years, smaller banks 
have maintained their market share 
nationally and increased it in most of 
those states with a high degree of out-of- 
state ownership and high state 
concentration levels. While concentration 
levels in certain local urban and rural 
markets have changed over the past 
decade, average concentration levels 
have not changed despite industry 
consolidation. 

Increased competition resulting from removing federal restrictions on 
interstate banking and branching will likely add to the consolidation trend 
in banking. It is not possible to determine the precise effects of liberalizing 
interstate banking and branching laws because so much depends on the 
somewhat unpredictable decisions made by market participants and 
regulators. However, we believe that it is reasonable to expect the 
following largely on the basis of how consolidation has affected the 
banking industry to date: 

l Nationwide banking and branching will encourage the growth of larger, 
more geographically diversified banking companies. Some of these may 
establish a nationwide presence, while others may focus on particular 
regions. In any case, national and regional concentration levels are likely 
to increase.* 

l It is more difficult to generalize about changes in concentration at the 
state and local levels, given the unique economic and banking structure 
characteristics in individual states and markets. On the basis of past 
experience, concentration levels may rise in some states or markets and 
fall in others. In general, however, local market and state concentration 

‘AS we discuss in more detail in chapter 7, issues of concentration are important as they affect market 
power and the ability to dictate pricing by individual banks or a group of banks in banking markets. 
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levels would remain more stable than those at the regional or national 
levels. 

9 Although the number of banking companies with less than $1 billion in 
assets is likely to continue falling, thousands of these banks would survive, 
and their share of total banking assets may not suffer as a result of 
consolidation. 

In general, economic conditions, the existing bank structure and banking 
laws, and other factors affecting competition likely will be more influential 
than a change in interstate banking laws in determining how the industry’s 
structure will evolve. 

Interstate Branching A federal law authorizing nationwide interstate branching by all banks 
would be likely to have its most immediate, visible effect on the total 
number of banks, If all 190 interstate bank holding companies converted 
their out-of-state bank subsidiaries into branch networks, the number of 
banks in the United States would decrease by 700, or about 6 percent. 
Although the number of banks would decrease as a result of such branch 
conversions, the number of banking companies and bank offices would 
remain unchanged.2 Even under interstate branching, not all banking 
companies would choose to convert their subsidiary banks to branches; 
although in states that have changed their in-state branching laws, many 
have chosen to do so. Moreover, in states that impose branching 
restrictions, banking companies’ abilities to convert subsidiary banks into 
branches may be limited. 

Beyond a likely decline in the number of banks in the Wnited States, the 
immediate effects of interstate branching would probably be limited. We 
have found in discussions with bank regulators and banking companies 
that most subsidiary banks are already centrally managed; their primary 
policies are determined by the bank holding company. As a result, the 
practical effect of the ability to consolidate subsidiaries into branches will 
not be as great, in many cases, as the potential effect on the number of 
banks. It is unlikely that the consolidation of bank subsidiaries into 

2A banking company refers to one or many banks owned by a single entity. Thus, if a banking company 
0~119 a number of separately chartered banks, the number of banking companies would be one, while 
the number of banks would be greater than one. In order to aggregate banking assets by state, region, 
or nationally, we grouped banks that are owned by a single entity together under that entity’s 
identification and counted them as one banking company. Banking companies represented on a state 
or regional basis are the sum of the assets of all of the banka owned by one entity within the state or 
region. The state or regional banking assets of the banking company will be leas than the banking 
assets of the entire company if the company owns banks in other states or regions. 

Y 
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branches would result in significant policy changes in the banking 
company. 

Interstate banking has already resulted in changes in bank ownership in 
many states. At the present time, 16 states and the District of Columbia 
have more than 40 percent of their banking assets controlled by banking 
companies headquartered out of state. In three states (Maine, Nevada, and 
Washington), the percentage is 70 or more. (See fig. 3.1.) A  conversion of 
banks to branches under interstate branching would not change this, 
although public perceptions about o&of-state ownership may change. 

The conversion of interstate bank subsidiaries into branch networks may 
also have a significant impact on the distribution of bank charters, since 
many of the larger holding companies have a combination of state and 
national charters. If such a holding company were to consolidate its 
subsidiaries into one national bank, for example, the assets under occ 
regulation would increase while those under FDIC or Federal Reserve 
regulation would decrease. 

Interstate branching could also change the structure of the banking 
industry if banking companies found expansion through branches more 
attractive than expansion through bank subsidiaries. This could be the 
case if, as is commonly believed, branches are less costly to establish de 
novo than bank subsidiaries. 
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Figure 3.1: Percentage of Assets in Each State Controlled by Out-of-State Banking Companles as of December 31,1992 

I Law: 10% or less 

Medium: More than 10% but IBSS than 40% 

Hlgh: 40% or more 

Note: Out-of-state ownership includes ownership by foreign banking companies. 

Source: Call report data 
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Large Banking 
Companies 

nation’s largest banking companies-those with $10 billion or more in 
assets. While the share of industry assets held by these banking companies 
increased, the asset share of those large banking companies active in 
interstate banking increased more. As a result, large interstate banking 
companies now account for a greater share of the largest banking 
companies’ total assets than they did in 1986. We believe it is reasonable to 
assume that interstate banking and branching would continue to 
encourage the growth of the larger, interstate banking companies. 

Large Banking Companies 
Have Experienced 
Significant Change 

As we noted in chapter 1, banking industry assets decreased by 7 percent 
between 1986 and 1992, when measured in 1992 dollars. At the same time, 
the assets held by banking companies with assets of $10 billion or more 
(also measured in 1992 dollars) dropped by only about 2 percent, so that 
this group’s share of the industry’s assets actually increased.3 Although the 
nation’s largest banking companies show relative overall stability in assets 
and market share, individual banking companies within the category have 
experienced a great deal of change, as the following examples illustrate: 

9 Between 1986 and 1992, the number of banking companies with assets 
greater than $10 billion fell by almost one-fifth--from 68 to 56: 

. Nineteen of these 68 banking companies either failed or were acquired by 
the end of 1992. In 1986, these 19 banking companies held 23 percent of 
total large banking company assets. 

. Assets in 12 more of the 68 large banking companies fell by $170 billion by 
1992. Three more fell out of the more than $10 billion in assets category. 

. By 1992,lO additional large banking companies, representing 6 percent of 
the assets in large banking companies, entered the category of $10 billion 
or more in assets. 

Interstate Banking 
Contributed Significantly 
to the Change That 
Occurred Among Large 
Banking Companies 

Interstate banking has played a significant role in the consolidation of and 
changes in the nation’s largest banking companies. For example, between 
1986 and 1992 the assets held by large U.S.-owned banking companies in 
out-of-state banking subsidiaries increased by approximately 140 percent, 
or $351 billion measured in 1992 dollars. As we mentioned earlier, the total 
assets of large banking companies (measured in 1992 dollars) decreased 
during the same period. As a result, about 29 percent of the assets of all 

3Fhe market share increased from 58.6 percent in 1986 to 61.6 percent in 1992 (see table 1.7). 

4As we noted earlier, these comparisons are being made in 1992 dollars. In 1986 dollars, there were 51 
banking companies with more than $10 billion in assets in 1986. 
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large U.S.-owned banking companies were held out of state in 1992, 
increasing from 12 percent in 1986. Furthermore, in 1986, only 10 
U.S.-owned banking companies of the 68 banking companies with assets 
of $10 billion or more held more than 30 percent of their bank assets in 
subsidiary banks located outside of their headquarters states. By 1992, that 
number had more than doubled, rising to 22, while the number of banking 
companies with $10 billion or more in assets dropped to 56.‘j 

The growing prominence of interstate banking activities among many large 
banking companies is shown in figure 3.2. 

6Numbers for total large banking companies include foreignavned banldng companies. In 1986, six 
large banking companies were foreign-owned; in 1992, five were foreign-owned. g c 
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Figure 3.2: The Percentage of 
Interstate Assets: Trends in the 
Number of Largest Banking 
Companies 

40 Number of banking companies 

35 

25 

20 

15 

10 

5 

0 

0% 0%.20% 20%-40% 
Out-of&ate banklng aasetdtctal bsnklng assets 

40%-60% More than 60% 

[I 1986 

1992 

Note 1: The percentage of interstate assets is measured as out-of-state banking assets divided 
by total banking assets. 

Note 2: These banking companies include only those with more than $10 billion in assets 
measured in 1992 dollars. 

Note 3: Foreign banking companies are excluded, as all of their assets are considered to be held 
out of state. 

Note 4: For 1986. there were 62 banking companies; for 1992, there were 51 banking companies 

Source: Call report data 

primarily as a result of interstate banking, North Carolina, Ohio, Michigan, 
Rhode Island, Georgia, and Florida became home to 7 of the 20 largest 
banking companies in the country by 1992. (See table 3.1.) Eight banking 
companies have an interstate banking presence in at least eight st..ati~.~ 
The most states entered by any of these companies is 13. 

%e banking companies are First Interstate, Nonvest, Citicorp, NationsBank, BankAmerica, 
Boatmen’s, Bane One, and Key Corp. 
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Table 3.1: Location of the 20 Largest 
Bank Holding Companies State 

New York 

1985 1992 
a 7 

California 4 3 
Texas 3 0 
Illinois 
Pennsylvania 

2 1 
1 1 

Minnesota 1 1 

Massachusetts 1 0 
North Carolina 0 2 
Ohio 0 1 
Michigan 0 1 
Rhode island 0 1 
Georaia 0 1 
Florida n 1 

Note: Data are for the periods ending December 31, 1985, and December 31, 1992. 

Source: American Banker and Fecferai Reserve data. 

The size of a number of the nation’s large banking companies-both 
regional and money center-reflects, in part, the protection from 
competition outside the region or state that restrictive interstate laws have 
provided. These large banking companies may continue to predominate in 
their market areas for some time, even under nationwide banking, because 
they may be too large to make likely acquisition targets for most 
out-of-state banking companies. 

Below the tier of large banking companies, marry of the mid-sized banking 
companies that might have made attractive acquisition targets have 
already been acquired. For example, in 21 states and the District of 
Columbia, at least 3 of the 5 largest banking companies are already owned 
by out-of-state bank holding companies.7 In all, 102 (40 percent) of the 255 
banks making up the 5 largest banking companies in each state plus the 
District of Columbia are owned by out-of-state bank holding companies.8 

T’Ilwe states are Arizona, Colorado, Connecticut, Delaware, Florida, Georgia, Idaho, Indiana, Iowa, 
Kentucky, Maine, Maryland, Nevada, North Dakota, Oregon, South Carolina, South Dakota, Texas. 
Utah, Washington, Wyoming, and the District of Columbia (See app. II.} 

8Control of a bank that is already owned by a domestic out-of-state banking company could, of course, 
change again if that out-of-state banking company is acquired by another. 
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Another notable feature of the change in large banking companies is the 
increasing diversity of headquarters states represented by the large 
banking companies that have substantial out-of-state operations, In 1986, 
large U.S.-owned banking companies with 30 percent of their assets in 
out-of-state subsidiaries had their headquarters in seven states. In 1992, 
they were headquartered in 16 states.g 

As we mentioned earlier, it is to be expected that large banking companies 
will pursue a number of different business and expansion strategies. Thus, 
if interstate banking and branching laws were liberalized, not all banking 
companies would seek to expand their interstate operations. However, we 
believe it reasonable to conclude that such a liberalization would provide 
further encouragement to those banking companies already expanding 
their interstate operations. 

Concentration at the 
National Level 

level depends a great deal on the pattern of expansion that might occur 
under nationwide banking and branching. If a few banking companies seek 
a nationwide presence, then the share of the national market held by the 
largest banks could rise significantly. This is particularly true if the 
banking industry as a whole continues to shrink on a 1992 dollar basis. On 
the other hand, concentration among the largest banking companies could 
decrease if the pattern of growth were to result in a larger number of 
banks whose major activities were focused in one or a few regions. 

On the basis of patterns of interstate expansion that occurred after state 
interstate laws were passed, it seems reasonable to assume under 
nationwide banking, some regional organizations will attempt to expand 
into states in which they do not currently have a presence. However, by 
itself, an increase in out-of-state acquisitions would not necessarily 
increase concentration among the very largest firms. For example, the 
number of large banking companies has risen in the Midwest states, while 
the percentage of assets in the region held by the three largest banking 
companies has fallen. (See table 3.2,) 

gIn 1986, the headquarters states and the number of bank holding companies headquartered there for 
the 10 domestic-owned banking companies with 30 percent or more of their assets in out-of-state 
subsidiaries were North Carolina (3) Georgia (2), California (l), New York (1) Massachusetts (l), 
Virginia (l), and Minnesota (1). In 1992, there were 22 such banks with headquarters in North Carolina 
(3), Minnesota (2), New Jersey (2) Ohio (Z), Michigan (2), Alabama(l), California (I), Connecticut (13, 
Georgia (1) Massachusetts (I), Missouri (l), New York (1) Oregon (l), Rhode Island (l), Virginia(l), 
and Wisconsin (1). In addition, there were six foreign-owned, multistate banking companies in 1986 
and five in 1992. 
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Table 3.2: Concentration Ratios of the 
Three Largest Banklng Companies in 
Selected Regions and the United 
States 

Locatlon 
New Englanda 

Concentration ratios Percentage 
1999 1992 change 
43.4% 53.6% 23.5% 

Southeast 15.5 24.9 60.6 

Midwest 21.3 16.9 -20.7 

United States 12.8 14.4 12.5 

Note: Data are for the periods ending December 31, 1986, and December 31, 1992. 

aNew England ratios do not include savings banks and consequently are relatively high because 
savings banks play a significant role in New England’s banking industry. 

Source: Call report data. 

It is, however, entirely possible that some of the nation’s largest, 
well-capitalized banking companies would take advantage of the 
opportunities afforded by liberalized interstate banking and branching 
laws to acquire a significant presence in a Iarge number of markets 
throughout the United States. Were this to occur, concentration at the 
national level among the largest banking companies could increase. For 
example, increases in regional concentration among the largest three 
banking companies in both the Southeast and New England regions 
followed the liberalization of interstate banking laws in those regions. (See 
table 3.2.) 

To illustrate this point with a hypothetical example, if a banking company 
were to acquire a 20-percent market share in half of the metropolitan area 
markets in the country, it could grow to about $300 billion in assets. If 
there were three such banking companies in the country, the national 
concentration ratio of the three largest banking companies would rise to 
about 25 percent from 15 percent at year-end 1992.i” Were interstate 
banking to develop along these lines, some states that currently have 
experienced relatively low rates of out-of-state entry-particularly states 

loSome have noted that U.S. banks are relatively small as measured by the largest banks in the world. 
Although size is by no means a complete measure of capability to perform well in world markets, 
consolidation such as that contained in the above example-i.e., 3 large banking companies with an 
average of about $300 billion in assets-would result in the United States having at least 3 banking 
companies in the 20 largest of the world. In recent years, no U.S. banks were among the 20 largest in 
the world. 

The example is hypothetical, based on the assumption that the three banking companies gain 
20 percent of domestic deposits in one-half the Metropolitan Statistical Areas, and that their other 
funding sources and domestic deposits in non-Metropolitan Statistical Areas do not grow. To the 
extent that either of these other funding sources grows, their market share could become even greater. 
To the extent that these domestic deposits are substituted for other funding sources, their growth 
would not be as great 
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that headquarter some of the nation’s larger banking companies-would 
likely have increased entry from out-of-state banking companies. For 
example, the states of New York, California, Michigan, Ohio, and North 
Carolina, which together account for about 40 percent of the nation’s 
banking assets, all have less than 10 percent of their assets owned by 
domestic out-of-state banking companies. 

Critics often raise the concern that liberalization of federal interstate 
banking and branching laws would lead to as much concentration of the 
largest banks at the national level in the United States as in many other 
countries. Yet analysts with whom we spoke said this would be unlikely. 
F’irst, the pattern of interstate banking m  date may make the creation of a 
nationwide banking network more arduous, since the market in many 
metropolitan areas is dominated by large regional banks that would make 
difficult acquisition targets. Second, according to a study by the Federal 
Reserve Bank of Chicago, high national concentration levels in foreign 
countries may be partially explained by “regulations that limit the 
availability of new bank charters, restrict the ability of foreign banks to 
compete in the domestic market, and prevent thrifts from offering a broad 
array of banking services.“‘l In Canada, for example, before 1980, de novo 
entrants faced significant barriers to entry-such as high capital 
requirements and the requirement that new charters could be obtained 
only by an act of Parliament. U.S. banks do not currently face such 
barriers. 

State and Local Potential changes in the direction of the concentration levels of the largest 

Concentration Levels 
banks are more difficult to predict at the state or local levels, since each 
state and local market is subject to unique economic and other influences 
and because there is considerable variation in the current concentration 
levels in individual states. Although concentration levels have declined in a 
number of states and local markets, they have risen in others. 

State Concentration Ratios Sixteen states and the District of Columbia have concentration ratios for 
the three largest banking companies of 60 percent or more (in five of these 
states the ratios are over 80 percent). At the lower end, 15 states have 
concentration ratios of 40 percent or less (2 of which are 25 percent or 
less). (See fig. 3.3.) 

“Baer, Herbert and Larry Mote, ‘The Effects of Nationwide Banking on Concentration: Evidence From 
Abroad,” in Toward Nationwide Banking, Federal Reserve Bank of Chicago (Chicago: 1986). 
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Cnncnntratinn R&ins nf the Three Laraed Bankina Camnanlea bv State as of December 31. 1992 

Less than 40% 

40% or more but less than 60% 

60% or more but less than 80% 

80% or more 

Source: Call report data. 
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The difficulty in predicting how a change in interstate banking laws could 
affect the concentration ratios at the state level is illustrated by the effect 
consolidation has had on concentration ratios in states within the 
Southeast regional compact. Even as concentration increased in the region 
as a whole, it decreased or remained level in 6 of the region’s 13 states and 
the District of Columbia. In two of the states, however, concentration 
ratios increased significantly more than they did in the region as a whole.12 
(See table 3.3.) 

Table 3.3: Changes in the 
Concentration Ratio of the Three 
Largest Banking Compsnies in Each 
State in the Southeast Region and the 
Region as a Whole 

Florida 
West Virginia 
Mississippi 

Louisiana 

Concentration ratlos of the three largest 
banking companies 

Absolute 
1986 1992 change 

43% 60% +I7 

24 37 +13 

37 42 +5 
34 38 +P 

Arkansas 22 26 +4 

Alabama 53 55 +2 

Kentucky 36 38 +2 

Maryland 43 45 +2 
District of Columbia 72 71 -1 

South Carolina 65 63 -2 
Tennessee 43 40 -3 
Virginia 48 44 -4 
North Carolina 71 66 -5 
Georgia 53 48 -5 

Southeast region 15 25 t9 

Note 1: Data are for the periods ending December 31, 1986, and December 31, 1992. 

Note 2: Concentration ratios reflect mergers that were completed by the end of 1992. A number of 
mergers have been completed or announced between banking companies in these states since 
then and will alter these numbers. 

Note 3: Totals may not add due to rounding, 

Source: Calt report data. 

Woncentration levels reflect mergers that were consummated by the end of 1992. A number of 
mergers have been consummated or announced between banking companies in these states since 
then. 
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By removing geographic barriers, a federal law permitting interstate 
ban-g could help decrease state concentration levels if the presence of 
out-of-state banks reduces the dominance of existing large banking 
companies. However, if interstate bank holding company mergers involve 
banks that have a presence in the same state(s), state concentration levels 
could increase. Experience with consolidation and interstate banking to 
date suggests that neither of these factors alone is sufficient to explain 
changes in state concentration levels between 1986 and 1992. Table 3.4 
indicates that there is no consistent relationship between out-of-state 
ownership and changes in the concentration level of the three largest 
banking companies. For example, 16 states and the District of Columbia 
had high out-of-state ownership levels, but in 8 of these, the concentration 
level fell from 1986 to 1992. Conversely, in the 13 states with low 
out-of-state ownership levels, 4 states had concentration levels that 
increased by more than 20 percent over the period.13 

Table 3.4: Changes In Concentration 
Ratios of Each State’s Three Largest 
Banking Companles Compared to the 
Percentage of Out-of-State Ownership 
of Each State’s Banking Assets 

Number of states where the change 
Rises by Rises by 

Percentage of out-of-state less than 20 percent 
ownership for 1992 Falls 20 percent or more Total 
High 
(40% or more) 8a 5 4 17 
Medium 
(less than 40% but 
more than 10%) 9 9 3 21 
Low 
(10% or less) 2 7 4 13 
Total 19 21 11 51 

Note 1: For more detailed information on the states in each category, see table 11.6. 

Note 2: Changes in concentration ratios are for the period December 31, 1986, to December 31, 
1992. 

WcIudes the District of Columbia 

Source: Call report data. 

Local Concentration Levels The potential impact of consolidation on local market concentration levels 
is even less clear than at the state level; it will depend largely on whether 

%creases in concentration at the state level may also result from other factors, including mergers 
between in-state banking companies or asset growth in the state’s largest banking companies. 
Similarly, decreases in concentration levels may result from asset sales or other asset shrinkage among 
the largest banking companies or a loss of market share by the three largest banking companies to 
smaller banking companies in the state. 
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consolidation occurs through market extension or m-market mergersI 
Removal of interstate banking restrictions will, at least in the short run, 
provide more opportunities for market extension mergers that have less of 
an impact on local market concentration levels than in-market mergers. 

The banking structure in local markets could actually become less 
concentrated if banking companies were to expand through de novo 
interstate banking or branching. Such activity is most likely by banking 
companies located in the proximity of state borders. These banking 
companies might simply wish to establish a presence across the border in 
the least expensive way possible, whether through de novo branching, de 
novo banking, or acquisition. l6 

De novo bank expansion could counteract the potential for local market 
concentration increases, at least in the short to medium term. Indeed, the 
relaxation of in-state branching laws and interstate banking laws to date 
appears to have counterbalanced some of the concentrating effects of 
consolidation. In spite of the consummation of almost 5,000 bank mergers 
in the 198Os, data from the Federal Reserve show the average 
concentration level of rural and urban banking markets has remained 
constant between 1980 and 1991. (See table 3.5.) Furthermore, although 
there is a considerable range in the concentration levels of the various 
urban markets, there were fewer urban markets in which the three largest 
banking companies controlled 70 percent of the market in 1991 than was 
the case in 1986+x even a decade before thatI 

i41n a market extension merger, an out-of-market banking company enters the market by purchasing 
an existing banking company. This does not increase concentration in that market, it only changes 
ownership. In-market mergers, on the other hand, do result in an increase in concentration because 
two banking companies within the same market are combined. 

‘6Although most banking companies can already enter their neighboring states, they are not allowed to 
do so through branching but must utilize separate subsidiary banks De novo interstate entry is also 
generally prohibited. 

%I 1991,130 out of 318 urban markets had concentration ratios for the three largest banking 
companies of 70 percent or greater. In 1936, the ratio exceeded 70 percent in 147 out of 318 urban 
markets. In 1976, the ratio exceeded 70 percent in almost half of the markets-153 out of 318 urban 
markets. 
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Table 3.5: Average Market Share of the 
Three Largest Banking Companies in 
Urban and Rural Markets Year 

1980 

Market share percentage 
Urban Rural 

66.5% 89.67 

1981 66.1 89.4 
1987 65.9 89.4 .--- 
1983 66.0 89.4 

1984 66.4 89.4 

1985 66.8 89.5 

1986 67.5 89.5 
1987 67.7 89.6 
1988 67.8 89.7 
1989 67.5 89.7 
1990 67.3 89.6 
IWl 66.7 89.3 

Source: Federal Reserve data. 

Once a number of banking companies have established nationwide 
banking operations, mergers among large banking companies will more 
likely involve numerous overlapping markets. Consequently, some local 
market concentration levels will increase as well as national concentration 
levels. 

The difficulty of predicting long-run changes in local market concentration 
can be illustrated by looking at California Local market concentration 
varies considerably even though there have been no geographic barriers to 
banking in California for quite some time. Some local markets are two, 
three, or even four times as concentrated as others. Furthermore, a merger 
of large banking companies, such as that of Bank of America and Security 
Pacific, can quickly change local market concentration levels, increasing 
them by a third or more in some cases. 

Community Banks accompanied by a decrease in the number of banking companies with less 
than $1 billion in assets. It is interesting to note, however, that the 
percentage decrease in the number of these banking companies was just 
slightly less than that for banking companies with $10 billion or more in 
assets measured in 1992 dollars-17.1 percent versus 17.6 percent. 
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We analyzed the changes in the market share of community banks over the 
period 1986 through 1992 to determine whether interstate banking may 
have been a determining factor in this decline. Because perceptions of 
what constitutes a community bank vary, we divided community banking 
companies into four classes: banking companies with $100 million or less 
in assets, $300 million or less, $500 million or less, and $1 billion or less. 
We adjusted the data to eliminate the impact of inflation on the size of 
banking companies to ensure that no banking company changed size 
simply as a result of inflation.r7 

We found that the market share of at least 3 of the 4 community banking 
company classes increased in 24 states and the District of Columbia and 
decreased in 21 states. In the six remaining states, market share increased 
for two size classes and decreased for the other two. (See fig. 3.4.) 
Notably, community banking companies gained market share in California, 
Massachusetts, and North Carolina, states that have had long histories of 
statewide branching and have high levels of bank concentration. 

‘me adjuslxnent was done using 1992 dollars. 
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Figure 3.4: Direction of Changes in Market Share of Community Banklng Companies by State for 1966-92 
I 

Decrease In market share 

No change in market share 

Increase in market share 

Source: Call report data. 
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If interstate banking were to have a negative effect on community banking 
companies, then states with a large percentage of out-of-state ownership 
might be expected to have experienced declines in the market share of 
these banking companies. Yet, of the 21 states where community bank 
market share declined, 9 had out-of-state ownership ratios below 
10 percent, while 5 had out-of-state ownership ratios above 40 percent. 
Similarly, the community bank market share rose in the District of 
Columbia and nine states with high out-of-state bank ownership and in 
only two states with low out-of-state ownership. (See table 3.6.) 

Table 3.6: Changes In Community 
Bank Market Share and Out-of-State 
Ownership of State Banking Assets Percentage of out-of-state 

ownershlp for 1992 
High 
(40% or more) 

Number of states where the market 
share was 

Falling Rising Mlxed Total 

5 1oa 2 17 
Medium 
(less than 40% but more than 10%) 7 12 2 21 
Low 
(10% Gr less) 9 2 2 13 
Total 21 24 6 51 
Note 1: Four size classes were used to define community banks: $1 billion or less in assets, 
$500 million or less, $300 million or less, and $100 million or less. If at least three of the four size 
classes in a state showed increased market share, the community bank market share was 
classified as rising. If at least three of four fell, the market share was classified as falling. If two 
rose and two fell, the market share was mixed. 

Note 2: For more detailed information on the states in each category, see table 11.8. 

Note 3: Changes in market share are for the period December 31, 1986, to December 31, 1992. 

%cIudes the District of Columbia. 

Source: Call report data. 

The decline in community banking companies is more likely related to 
changes in in-state branching laws than to interstate banking. For 
example, from 1986 through 1992, two states that liberalized their 
branching laws-Texas and Illinois-accounted for about 30 percent of 
the decrease in the total number of banking companies. 

Evidence from interstate banking to date, the ability of community 
banking companies to operate profitably, and an analysis of the literature 
on economies of scale show, we think convincingly, that it is possible for 
all but perhaps the smallest banking companies to compete successfully 
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with larger ones. Even though there are fewer community banking 
companies, their market share nationally and in many states has remained 
stable or even increased.lE This implies that community banking company 
assets have generally not been acquired by large banking companies. It is 
important to note, however, that even when market share at the state level 
increases, some individual communit ies may experience a decline in the 
number or size of community banking companies as a result of failures, 
acquisitions, or simply decreases in deposits held by individual community 
banking companies. 

Experience to date, however, does not ensure a growing or even a stable 
market share for community banking companies. Their viability will 
depend on how well they serve their communit ies and how efficiently they 
are managed. Relatively small changes in the market share of community 
banking companies can have a large impact on their number. For example, 
if the market share of banking companies with $100 million or less in 
assets (adjusted for inflation) dropped from the current 8 percent to 5 
percent, the number of community banks could drop by more than 2,000;ig 
conversely, the number (or the average size) of such banks would 

increase if the market share rose to 10 percent. 

The sensitivity of the community bank sector to relatively small changes in 
market share makes it particularly difficult to assess the potential impact 
of nationwide banking on this part of the banking industry. Many 
community banking companies seem to offer services that compete well in 
local markets compared with those offered by larger banking companies. 
Yet, although acquiring banking institutions tend to focus on larger 
banking companies in order to obtain significant market shares, small 
acquisitions may sometimes be the preferred or only option for entering a 
market. For example, several large out-of-state banking companies have 
acquired community banks in Washington and Arizona.2o Furthermore, 
some established banking companies might acquire community banks to 
reduce competition in local markets or to make it harder for others to 

‘%onsequently, the average size of community banking companies has increased. 

lgA change from 8 percent to 6 percent in market share means a reduction in assets held by these 
banks of about $100 biion. Assuming that their average bank size stays at $26 million, this would 
mean the elimination of about 2,400 small banks. 

wFor example, in Arizona 29 community banks with less than $1 billion in assets were acquired by 
out-of-state bank holding companies between 1986 and 1992, Of these 29,lO had failed. In Washington, 
West One, an Idaho bank holding company, acquired five community banks with total assets of 
$287 million between 1988 and 1992. U.S. Bancorp, headquartered in Oregon, acquired four community 
banks with total assets of $282 million between 1987 and 1989. 
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enter the market by acquisition. However, this is not a problem specific to 
interstate banking or branching. 

While interstate banking operations are dominated by large banking 
companies, banking companies with less than $1 billion in assets have 
expanded their interstate operations in the past few years. By 1992,73 
banking companies with less than $1 billion in assets had expanded 
interstate--more than 6 times the number in 1986. Their proportion of 
interstate activity remains small, however, as they control only 4.4 percent 
of the banking assets held in out-of-state subsidiaries. (See table 3.7.) 

Table 3.7: Assets in Out-of-State Bank Subsidiaries by Size Class of Banking Company 
Dollars in billions 

Number of banking 
companies engaged in Assets held in out-of-state subsidiaries of interstate 

Size of banking company (measured In interstate banking banking companies 
1992 dollars) 1986 1992 1986 1992 Percentage change 
$10 billion or more 54 52 $311 $677 176% 
$1 billion-$10 billion 37 65 42 56 33 
$100 million-$1 billion 7 53 0.6 4 567 
Less than $100 million 4 20 0.1 0.4 300 
Total 102 190 $353 $738 109% 

Note: Data are for the periods ending December 31, 1986, and December 31, 1992. 

Source: Call report data 

The way in which federal interstate banking legislation is framed could be 
particularly important to smaller banking companies. If banks were 
allowed to expand across state lines by establishing de novo branches 
(rather than by having to acquire an existing bank), smaller banking 
companies, especially those located close to state borders, would find it 
easier to take advantage of interstate market opportunities because the 
costs of expansion could be relatively low. 

A Closer Look at the 
Possible Impact on 
Individual States 

The passage and liberalization of interstate banking laws at the state level 
have obviously contributed to changes in the banking industry’s structure. 
Interstate banking has opened up a wider range of consolidation 
opportunities. Yet, permitting interstate banking has been a necessary but 
not sufficient condition for interstate expansion. Actual entry has 
depended on several other variables. 
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Several bank analysts have tried to estimate how the structure of the 
banking industry might evolve at the end of a decade or more of 
unrestricted interstate banking by analyzing trends in California and other 
states and regions. Some have suggested that the number of banks might 
be reduced by one-fourth or one-half, with significant increases in 
concentration at the top. For example, a recent study estimates that there 
would be about 5,500 independent banking companies in 2010,21 compared 
to 9,908 in 1989. It also projects that while the proportion of domestic 
banking assets accounted for by the largest 50 and 100 banks would rise to 
about 70 and 87 percent, respectively, from 52 and 65 percent in 1989, 
there would continue to be more than 5,000 community banks with less 
than $1 billion in assets. 

We caution, however, as do the authors of the study cited, against putting 
too much stock in projections as specific as these. Considerable variation 
is possible in the structure of the banking industry, and there is no reason 
to assume that the future will simply be an extension of past trends. 

General Characteristics of Experience provides enough insight to delineate some relatively broad 
Interstate Acquirers and trends that are likely to continue under nationwide banking. These trends 
Banking Companies That concern the general nature of consolidation and competition in the 

Are Acquired banking industry. According to a study by Shoenhair and Spong of the 
Federal Reserve Bank of Kansas City,” a number of factors help determine 
which bank holding companies are likely to expand interstate and where 
they will make acquisitions. These factors include the entered state’s 
banking structure and its economic condition, the financial condition of 
the state’s banking companies, and the financial condition of the potential 
acquirers, 

On the basis of interstate activity through 1988, the study came to the 
following conclusions: 

9 Larger organizations are more likely to have the resources to make 
interstate acquisitions and are less attractive acquisition targets, while 
small- to medium-sized organizations may be more natural acquisition 
targets. States with large banking companies had low entry rates from 

2%nnan, Timothy and Stephen Rhoades, “Future U.S. Banking Structure: 1990 to 2010,” Antitrust 
Bulletin, Fall 1992, pp.737-798. 

%hoenhair, John and Kenneth Spong, Interstate. Bank Expansion: A Comparison Across Individual 
States, Study for the Federal Reserve Bank of Kansas City, January 6,199O. 
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out-of-state bank holding companies, lending support to the assumption 
that larger banking companies make more difficult acquisition targets. 

l States with banking structures that were more concentrated experienced 
significant entry from other states’ bank holding companies, but they also 
headquartered bank holding companies with high interstate expansion 
levels. The study concludes that this has two ramifications. First, a 
significant market share is easy to acquire in such states, thus making 
entry attractive. Second, larger banks are more likely to expand into other 
states, explaining the high expansion level from states that are highly 
concentrated. 

l Banking companies whose financial condition is healthy are more likely to 
be acquisition targets and are more likely to expand interstate. 

l Much interstate entry has been directed toward states with above average 
banking returns and growth and with favorable economic conditions. This 
would help explain why New England states, for example, did not 
experience much entry from outside of the region after regional reciprocal 
restrictions were lifted. 

The study concludes that over the long term, interstate activity should 
move banking resources Tom less profitable, overbanked areas into areas 
that are underbanked. 

One major exception to the pattern of entry and expansion discussed in 
the study has developed since the study was undertaken. Entry into some 
states has been precipitated by extensive financial difficulties in the 
banking sector in those states, resulting in bank failures and failed bank 
acquisitions by out-of-state banking companies. The acquisition of weak 
banks by out-of-state banking companies can be expected to continue to 
be an important factor as more experience is gained with the tripwire and 
early closure provisions of FDICbLp3 

Out-of-State Entry to Date Experience with interstate banking supports the thesis that the type of 
interstate law enacted is not sufficient to determine interstate entry. For 
example, only 5 percent of Louisiana’s banking assets are owned by 
out-of-state banking companies even though that state has a nationwide 
reciprocal statute and is part of the Southeast regional reciprocal compact. 
Other states with more restrictive interstate laws have much higher rates 
of out-of-state ownership-69 percent in South Carolina, 52 percent in 
Florida, and 39 percent in Maryland. 

“See chapter 6 for additional discussion. 
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Table 3.8 categorizes, by interstate banking law, the percentage of each 
state’s banking assets that are owned by out-of-state banking companies. 
There is considerable variation within each category of interstate law. Of 
the 16 states plus the District of Columbia that have more than 40 percent 
of their assets owned by out-of-state banks, 9 allow nationwide banking, 5 
allow nationwide reciprocal banking, and 3 allow regional reciprocal 
banking. 

The same variation is apparent in states with relatively little out-of-state 
bank ownership. Of the 13 states that currently have less than 10 percent 
of their banking assets owned by out-of-state banking companies, 5 have 
relatively liberal interstate laws, and 8 have restrictive laws. 

Table 3.5: Percentage of Out-of-State 
Ownership by State by Interstate 
Banking Laws 

Interstate bankins laws 

Number of states with 
out-of-state ownership 

Less than 
40% but 

40% or more than 10% or 
more 10% less Total 

Nationwide ga 5 0 14 
Nationwide reciprocal 5 11 5 21 
Reaional recimocal 3 4 7 14 
No interstate banking 0 1 1 2 
Total 17 21 13 51 
Note 1: For more detailed information on the states in each category, see table 11.4. 

Note 2: Data are for the period ending December 31, 1992. 

alncludes the District of Columbia. 

Source: Federal Reserve, Conference of State Bank Supervisors, and call report data. 

This experience illustrates that allowing nationwide banking will not 
automatically increase interstate entry into the states with restrictive laws 
and that continuing nationwide restrictions will not necessarily limit 
out-of-state entry. 

A state’s fundamental economics have proven to be a somewhat better 
predictor of interstate entry. For example, of the 11 states whose rate of 
employment grew by more than 10 percent between 1986 and 1991,7 
experienced high interstate entry. Of the four states plus the District of 
Columbia in which employment growth was negative, only the District of 
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Columbia had high entry. Yet, even high employment growth has not 
guaranteed a high level of interstate entry. Ten of the 35 states with 
employment growth rates of more than 5 percent have less than 10 percent 
of their banking assets owned by out-of-state banking companies. (See 
table 3.9.) 

Table 3.9: Changes in Employment 
Between 1986 and 1991 and Number of states with employment 
Out-of-State Ownership of State growth rates of 
Banking Assets Percentage of out-of-state Less oto 5to 7to lO%or 

ownership for 1992 than 0% 4.9% 6.9% 9.9% more Total 
High 
(40% or more) a 2 2 3 7 15 
Medium 
(less than 40% but more than 
10%) 3 5 5 6 2 21 
Low 
(10% or less) 1 4 5 3 2 15 
Total 5 11 12 12 11 51 
Note: For more detailed information on the states in each category see table 11.11. 

alncludes the District of Columbia. 

Source: Call report and Department of Labor data. 

This supports the conclusion that no one factor is likely to be sufficient to 
predict where banking companies may expand. Actual interstate entry will 
depend on a number of variables, including but not limited to, individual 
states’ economic strengths and their interstate banking laws. 

Impact on the Rate of The impact of a federal nationwide banking and branching law on the rate 

Consolidation 
of consolidation cannot be estimated accurately. Many market participants 
believe that any additional consolidation would be gradual; that banking 
companies would continue to expand into nearby states before expanding 
further; and that as a practical matter, it takes time for companies to digest 
large-scale acquisitions. Whatever the impact, the immediate reaction will 
depend upon how constrained b&&g companies are under the current 
laws. 

It is possible, though, that banking companies might perceive a law 
permitting nationwide banking as a signal that mergers are being 
encouraged and would consequently accelerate interstate mergers, even in 
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states that are already open to them, simply as a response to that signal. 
This opportunity could precipitate a rapid jump in merger activity if 
banking companies feel pressured by competition to quickly acquire the 
most attractive targets that have become available. The pace of 
consolidation could also accelerate if the markets reacted so favorably to 
a nationwide banking law that capital to make acquisitions became 
cheaper. 

Conclusions It is impossible to predict exactly how nationwide banking and branching 
would affect the banking industry’s structure. However, the factors that 
have contributed to industry consolidation-both inter- and in-state-are 
likely to remain influential whether or not federal interstate statutes are 
changed. Nationwide banking and branching will provide additional 
opportunities for interstate expansion that are likely to increase 
consolidation and may change its pattern. 

Although considerable variation is possible in the structure of the industry, 
past experience with interstate banking on state and regional levels, and 
with in-state branching, provides the basis for several conclusions. First, 
increasing the range of opportunities for interstate expansion is likely to 
encourage the creation of larger banking companies that are more 
geographically diversified. Depending on their business strategies, some of 
the largest organizations may also be encouraged to take advantage of the 
opportunity to establish a presence in metropolitan areas nationwide, 
while others may simply extend the region in which they wish to do 
business. In any case, national and regional concentration levels are likely 
to increase, although the degree to which this will affect concentration in 
just the three largest national or regional firms is uncertain. 

Second, although the total number of banks in the United States would 
likely fall, thousands of small banks would likely survive to provide 
competition for the largest banks in local markets. If this ability of smaller 
banks to compete continues to reflect past trends, their share of total bank 
assets should remain relatively stable. In general, local market and state 
concentration levels would remain more stable than national or regional 
levels and in certain cases may become less concentrated as a result of 
heightened competition. 

Changes in the industry structure on national and regional levels are 
somewhat easier to estimate than changes at the state level. Unique 
economic and banking structure characteristics in individual states and 
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markets will affect the amount of interstate entry and its effect on 
consolidation. Ultimately, the structure of the banking industry will be 
shaped more by market forces-particularly competition-than changes in 
federal laws, as discussed in the previous chapter. 

Even though competition is generally viewed as a positive factor, markets 
are regulated to ensure that they serve the public interest. Because there 
are no criteria for establishing the optimum number of banking companies 
needed to serve the economy, it is important that safety and soundness, 
community convenience, and antitrust regulation adjust to changes in the 
industry to ensure that the public interest is being served. The impact of 
these three categories of regulation is discussed in the following chapters. 
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:hapter Summary 

Topic Principal Findings 

This chapter discusses the potential 
improvements to the health of the 
banking industry as well as the potential 
risks to BIF associated with interstate 
banking and branching. 

Interstate banking and branching could 
strengthen banks by increasing 
opportunities for asset and liability 
diversification and reducing the cost of 
such diversification. This also could 
strengthen banks by creating potential 
cost savings by allowing multistate bank 
holding companies to convert bank 
subsidiaries into branches. 

Conversely, some banking companies 
might be tempted by nationwide banking 
and branching to expand too rapidly or 
take other unmanageable risks. 

It is not possible to generalize about 
the net effect of nationwide banking 
and branching on profitability for any 
particular bank because many factors 
affect bank performance. 

Potential risks associated with 
interstate banking are similar to those 
of large banking companies without 
interstate operations. 

Potential risks to BIF underscore the 
importance of effective regulation and 
supervision. 

Liberalized interstate banking and branching laws would provide 
opportunities that would strengthen many banking companies as they try 
to serve markets as efficiently as possible. These benefits arise primarily 
from improved diversification of assets and funding sources and from cost 
savings. In a market environment, however, these benefits cannot be 
considered automatic, and some banking companies may not fare well in 
the face of additional competition. There are, therefore, risks that must be 
addressed to ensure that liberalizing federal interstate banking and 
branching laws do not place BIF at risk. 

Potential Benefits to Potential safety and soundness benefits from interstate banking and 

Safety and Soundness 
branching fall principally into two areas: diversification and cost savings, 
In any particular instance, the realization of such benefits depends largely 
upon how individual institutions are managed. These benefits are not 
necessarily limited to nationwide expansion or consolidation, although 
more opportunities for diversification or cost savings would be available if 
geographic restrictions to expansion were removed. 

Asset Diversification When a bank’s assets are not geographically diversified, the quality of its 
balance sheet can be severely affected by fluctuations in the local 
economy. Even if a bank makes a variety of loans-consumer, small 
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business, real estate, or farm-if the local economy suffers a downturn, a 
large proportion of these loans may be negatively affected. Geographic 
diversification provides an opportunity for economic fluctuations to offset 
each other in markets in which the bank lends. 

This principle of portfolio diversification is well recognized in financial 
markets and the economics literature. Consequently, small banks that are 
generally more confiied geographically than larger ones typically have 
higher capital ratios and lower loan ratios to compensate for their lack of 
diversification. 

Although banks are not prohibited from lending in markets in which they 
have no physical presence, interstate banking restrictions may limit the 
effectiveness of such lending in reducing risk or may increase its cost. For 
example, Federal Reserve officials told us that outof-territory loans do not 
perform as well as in-territory loans because information on borrowers or 
local economies is harder to obtain and monitoring costs are higher as 
distance from a borrower increases. If information is insufficient or 
monitoring is not adequate, loan losses may increase, thus negating the 
beneficial effects of diversification.’ 

Establishing bank subsidiaries or branches in other areas, on the other 
hand, may improve a banking company’s knowledge about its borrowers 
and the local markets in which they reside and reduce the cost of 
gathering information and monitoring loans. To the extent that 
information reduces loan losses, a banking company’s efforts at 
geographic diversification will be successful, thus improving its safety and 
soundness. 

We would caution, however, that expansion into different states does not 
guarantee diversification if the economies of these states are dependent on 
the same industries or other economic determinants. Some banking 
companies may find it necessary to expand into a different region to 
diversify their risks. Furthermore, geographic diversification will not 
ensure that lending risks are controlled or priced correctly.2 Increased 
opportunities for geographic expansion simply give bank management 
more options for controlling their risks. 

*For example, loans purchased from Penn Square by Continental, Seattle First, and a number of other 
banks in the early 1980s resulted in large loan losses for these banks because of a lack of accurate 
information about these loans. 

2For example, if lending by industry is not diversified, a banking company, no matter how well 
diversified geographically, may still suffer from an undiversified portfolio and could experience losses 
if that industry suffers a downturn. 
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Domestic Deposits and 
D iversification of Funding 
Sources 

The potential benefits of geographic diversification are not limited to a 
banking company’s loan portfolio; they may also be important in 
broadening the banking company’s sources of funds, Banks that are 
restricted geographically may not have access to a large, stable domestic 
deposit base? If they wish to grow, they must attract more volatile funds 
from nonlocal sources. barge banks that have been restricted 
geographically, particularly the money center banks, have historically 
relied more heavily than other banks on foreign deposits and deposits of 
more than the $100,000 FDIC insurance limit to finance their assets. 
Increasing their deposit base through geographic expansion could 
decrease the volatility of their liabilities, thus reducing their susceptibility 
to runs and improving their safety and soundness. 

The widely differing experiences of Continental and Bank of America in 
the mid-1980s support the contention that limiting a bank’s geographic 
area of operation hinders its ability to develop a domestic deposit base. 
Continental was restricted by state law to a physical presence in Chicago, 
where it was headquartered. In order to grow, it was forced to rely on 
funding-primarily uninsured deposits and foreign deposits-raised 
outside the Chicago area.4 Uitimately, Continental’s rescue by FDIC was 
precipitated by a run of holders of these liabilities. 

By contrast, Bank of America, which also eqerienced asset problems in 
the mid-198Os, was able to work out its problems without requiring FDIC 
assistance. One market participant attributed Bank of America’s ability to 
do this to its large retail network, which provided a stable source of funds 
and revenues on which the bank could rely while resolving its troubles. 

Since the failure of Continental, the reliance of banking companies on 
domestic deposits has increased (see table 4.1). A  major reason for this 
shift is the potential liquidity problems with purchased funds. If 
nationwide banking were authorized, banking companies might take 
advantage of the increased access to domestic deposits to change their 
funding mix in ways that would make their liabilities less volatile. From 
our analysis of call report data, we found that as a whole, out-of-state 
banks owned by interstate bank holding companies have higher 
proportions of domestic deposits than the holding company’s bank 
subsidiaries that are located in the headquarters state of the holding 

%  thii section, domestic deposits refers Lo total domestic deposits minus large time deposits. 

‘In 1984, shortly before Continental received fmancial assistance from FDIC, it had 16 percent of its 
funding in domestic deposits compared with 27 percent for comparably sized banks and 52 percent for 
the industry as a whole. 
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company. Thus, as these holding companies have expanded, the banking 
company’s proportion of domestic deposits has increased. 

Table 4.1: Trends in Funding Sources 
for Banks Dollars in billions 

Funding sources 
Domestic depositsa 
Other liabilitiesb 
Eauitv caoital 

Amount Percentage of assets 
1984 1992 1994 1992 

$1,637 $2,396 65.5% 68.7% 

708 829 28.3 23.8 

153 262 6.1 7.5 
8.. 

Tatal assets $2.498 $3.487 

Note: Data are for the period December 31, 1984, to December 31, 1992. 

“FDIC estimates that about three-quarters of these deposits are insured. 

blncludes foreign deposits 

Source: Call report data. 

Cost Savings Benefits 
From Interstate Banking 
and Branching 

In chapter 2, we pointed out that many analysts believe opportunities for 
reducing costs through realization of economies of scale and improving 
managerial efficiency are possible within the banking industry. Although 
mergers are not essential for the realization of such savings, many analysts 
believe that in practice, it is through mergers that most of these savings 
are likely to be realized. They believe that mergers often are necessary to 
provide the impetus for managers to cut staff and redefine bank 
operations and products. Most of the savings, however, come from 
in-market mergers and are associated with branch consolidation. Market 
extension mergers, which tend to be associated with interstate banking, 
provide fewer opportunities for cost savings from the elimination of 
redundant operations. 

The power to branch interstate, on the other hand, creates potential cost 
savings that are primarily the result of the ability of multistate bank 
holding companies to convert bank subsidiaries into branches. Some of 
the cost savings associated with simplifying the complicated multibank 
holding company structure include the elimination of separate boards of 

k 
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directors and auditors, regulatory reports, and full-scope examinations for 
each bank subsidiary.6 

Some banking companies have estimated how much they could save if 
they were able to consolidate bank subsidiaries into branches under 
interstate branching. NationsBank and BankAmerica, for example, have 
indicated that they could save an estimated $30 million to $50 million per 
year. For 1992, such savings would have amounted to about threequarters 
of 1 percent of their noninterest expenses. Savings of this magnitude 
correspond to approximately 4 percent of earnings.6 

Although we cannot verify the NationsBank and BankAmerica estimates, 
some bank regulators indicated that they are reasonable, particularly since 
the estimates include only reductions in the administrative costs 
associated with the current banking structure. The regulators could not, 
however, provide us with a cost analysis of their own. 

Other costs associated with maintaining the degree of separateness among 
banks within a holding company required by regulation would also be 
reduced significantly if interstate branching were allowed. A  number of 
bankers and others believe that the biggest benefit from lifting interstate 
branching restrictions-but one that is difficult to quantify--would result 
from the more efficient allocation of capital within a banking company. 
For example, to share a loan among the banks within a holding company, 
each bank must conduct its own due diligence review, maintain credit and 
collateral fles, and separately approve the loan. Such costs would not 
arise among interstate branches because capital is maintained at a bank, 
not a branch, level. Because lending limits would be tied to the capital of 
the combined banks as one consolidated company and not to the capital of 
each individual bank, the participation of loans or movement of capital 
among bank subsidiaries belonging to the same holding company would 
no longer be necessary. Furthermore, the elimination of separate bank 

sAt the bank level, reports and examinations cover bank condition and income, consumer compliance, 
securities compliance, currency tracking, and consumer credit policies. In addition, each bank must 
prepare separate budgets, management reports, and board reports. 

5We catculated this order of magnitude using the average earnings and noninterest expenses of the 50 
largest banking companies io 1992. 
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capital requirements for each interstate operation would also eliminate the 
duplication of capital when funds are moved within the company.7 

The streamlining of the processing of payments provides another area of 
cost savings associated with interstate branching. Consolidating banks 
within a holding company could increase the number of checking 
accounts for which the payer and payee hold accounts in the same bank 
and could allow more clearing to take place internally, This situation could 
decrease both the number of wire transfers required to transfer funds 
between banks in the same holding company-a potential benefit for the 
consumer waiting for funds as well as for the bank-and the amount of 
image item processing and paperwork in the banking system. 

For the largest banking companies, several of the regulatory reforms 
included in FDICIA could also increase the cost savings associated with 
interstate branching. Although the act allows many of the auditing and 
management reforms that apply to insured banks to be met at the holding 
company level, this option does not apply to bank subsidiaries with total 
assets of $9 billion or more or to bank subsidiaries with total assets of 
more than $5 billion that do not receive high supervisory ratings 

In each of these cases, bank subsidiaries must submit an annual report on 
financial condition and management to appropriate regulators and prepare 
financial statements. The bank’s independent public accountant is 
required to attest to and report separately on management assertions 
related to its internal controls as well as review bank compliance with 
governing laws and regulations. Each of these banks must also have its 
own independent audit committee. FDICIA requirements for independent 
audits of financial statements, however, may be satisfied at the holding 
company level for any insured bank subsidiary regardless of asset size. 

At the present time, only a handful of subsidiary banks would have to 
maintain independent controls, but the number could increase if interstate 
banking were enacted and bank size grew, 

71t is difficult tn shift capital among banks wlthln a holding company. To do so, a bank must pay a 
special dividend to the holding company-sometimes requiring regulatory approval-which in turn 
must invest the funds as capital in the bank that required the capital. This complicated process must 
be followed whenever credit demands shift among a holding company’s bank subsidiaries. 

Under the current system, if one bank borrows funds from another bank in its holding company, the 
bank lending the funds must hold capital against the loan, while the bank borrowing the funds must 
also hold capital against the assets purchased with the funds. 

k 
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Achievement of The potential benefits we described represent opportunities that could 

Benefits in a Market 
help banking companies become healthier. However, nothing is automatic 
about the ability of any particular bank to realize such benefits. A  bank’s 

Economy Is Uncertain ability to take advantage of the opportunities that interstate banking or 
branching would make available would depend on the decisions it makes 
and on market conditions. It would also depend on how constrained the 
bank is by current laws and regulations. As a result of market competition, 
many of the potential benefits can ultimately accrue to the public (in the 
form of lower prices) or to the owners of acquired institutions (who were 
paid premiums for their institutions). In addition, some banks may do 
poorly in the face of additional competition. 

Net Impact on Bank As we have pointed out, interstate banking will open up opportunities for 
Profitability in Competitive diversification and cost savings. However, these benefits cannot be viewed 
Markets Is Hard to Gauge in isolation. Offsetting effects on revenues or other items that affect the 

profitability and soundness of the bank must also be considered. Such 
m terrelationships make it harder to generalize about how liberalized 
interstate banking laws will influence the health of any particular 
company. 

Interstate banking will improve bank profitability if revenues increase or 
expenses decrease without any offsetting effects. (See table 4.2 for the 
main elements of banking revenues and expenses.) Depending on how 
well an institution is managed or the nature of the competitive 
environment within which the bank is operating, potential offsetting 
effects could occur. For example, if a bank were to cut costs by reducing 
the staff responsible for making loans, the savings could be more than 
offset by increased loan losses from poor lending decisions. On the other 
hand, higher costs could be offset by the increased revenues for which the 
added expense might be responsible. For instance, while increasing bank 
services could raise noninterest expenses, these costs could be offset by 
higher noninterest revenues from the additional business these services 
attract. 
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Expenses Dollars in billions 

Revenue 
Amounts total3 

Interest 
Noninterest 

$255.3 
65.6 

Subtotal $321 .O 
Expenses 

Interest 

-. 

121.9 
Noninterest 130.9 
Provision for loan losses 25.9 

Subtotal 278.6 
Net incomeb $42.4 
Note: Data are for the period ending December 31, 1992. 

aTotals may not add due to rounding. 

bNet income before taxes and extraordinary items and securities gains/losses. 

Source: FDIC Quarterly Banking Profile data. 

Other benefits are ascribed to interstate branching rather than interstate 
banking. Some bankers told us that the need to maintain separate bank 
legal structures because interstate branching is not permitted increases 
not just the cost but also the risks of interstate expansion. Presidents and 
boards of directors of separate subsidiary banks, for example, may 
maintain their own credit cultures rather than adopt that of the parent 
company, which could result in increased loan losses. Fraud may also 
cause higher losses in a more complicated holding company structure in 
which some functions are duplicated. However, such benefits are difficult 
to verify quantitatively. 

Other banking companies have given us a different opinion, telling us that 
the revenue benefits of a bank subsidiary structure far outweigh the added 
costs. Separate bank subsidiaries are believed to maintain customer 
loyalty, and subsidiary boards of directors are thought to be a source of 
referrals for loans and other business. It is also possibte that separate 
subsidiaries contribute to loan quality if local expertise is brought into the 
loan review process. Separate and smaller loan limits for bank subsidiaries 
may also prevent a single bad loan decision from jeopardizing the entire 
company. If separate subsidiaries do result in better quality lending, the 
potential contribution to profitability could be quite significant. 
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Ultimately, the market will. decide which banking structure is more 
suitable for the business strategies being pursued by individusi banking 
companies. Given banks’ experience with in-state branching, it is likely 
that both forms of organization will survive under interstate branching. 

The importance of management decisions and market forces is also 
evident in pricing that affects both revenues (loan rates) and expenses 
(rates offered on deposits and other liabilities). Some have suggested that 
one of the benefits of nationwide banking and the additional consolidation 
it might bring is that pricing in some markets might become more 
rational-in other words, more reflective of the risk incurred in making 
loans or accepting deposits8 To the extent that banks (and thrifts) have 
suffered from overcapacity, which is reflected in too many deposits 
chasing too few good loans, they may not have priced loans to sufficiently 
compensate for the risks involved in lending. The high deposit rates paid 
by weaker institutions that sought to generate a flow of cash to keep them 
afloat also may have forced healthy banks to offer excessively high rates in 
order to compete.g The combination of uncertainty about asset quality and 
high deposit rates that characterized markets with weaker institutions is 
likely to have reduced the profitability of even the healthier banks. If 
interstate banking and branching contributes to the process of 
consolidation by eliminating weaker institutions, the industry may return 
sooner to more stable pricing. 

On the other hand, the dynamics of pricing in competitive markets can 
result in pricing that reduces bank profitability, at least in the short term. 
This would occur if banks price aggressively in attempts to gain or hold 
market share. Although such an action may be necessary to ensure an 
institution’s viability or survival over the long term, in the short term this 
could mean that any savings from interstate banking and branching may 
be redistributed to the general public in the form of higher deposit rates, 
lower loan rates or fees, or additional services. 

Another factor to consider in assessing the net impact of interstate 
mergers on the financial health of an acquiring institution is the price that 

8Rational pricing should not be confused with monopoly or oligopoly pricing that is possible if mergers 
result in market power. Antitrust policy is designed to ensure that market power is not attained, as we 
discuss in chapter 7. 

QA study of the deposit market in Texas illustrates the problem of irrational pricing. The study found 
that during the mid-1980s deposit rates were higher in Texas than elsewhere in the country. even in 
banks that were well capitalized. The study attributed this tn the effects of poorly capitalized thrifts 
that drove up rates in their efforts to remain liquid. Short, Genie D., and Jeffrey W. Gunther, “The 
Texas Thrift Situation: Implications for the Texas Industry.” Financial Industry Studies, Federal 
Reserve Bank of Dallas (Sept. 1988 ), pp. l-11. 
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the institution pays for the bank it is acquiring. If the value of all estimated 
future savings resulting from an interstate merger were capitalized into the 
price paid to the stockholders of the acquired bank, they, rather than the 
acquiring bank, would be the main beneficiaries of the cost savings. Cost 
savings or other gains from liberalized interstate banking laws may also be 
paid to shareholders of the acquiring institution in the form of higher 
dividends and therefore may not be available to help make additional 
loans or finance other bank services. 

Once all of the market dynamics are considered, it becomes apparent that 
management capability is the most important factor that will determine 
how liberalized interstate banking and branching laws will affect the 
health of individual banking companies. To illustrate, some of the most 
profitable of the large banking companies in the country have noninterest 
expenses (as a percentage of assets) that exceed the industry average; 
their profitability stems from a combination of high net interest margins, 
low loan losses, or high noninterest income. It is the overall response to 
competition, not the achievement of predetermined benefits in a particular 
category such as noninterest expenses, that will determine which banks 
get healthier and which do not. 

Evidence on Cyst Savings 
From Past Mergers 

To gain greater insight into how consolidation associated with changes in 
interstate banking laws could affect the health of banks, we reviewed 
several studies of past mergers. These studies investigated the extent to 
which mergers have resulted in cost savings. The results of these studies 
generally support the contention that cost savings and efficiency benefits 
cannot be taken for granted but depend on bank management’s ability to 
realize them. The studies found the following: 

9 Neither the profitability nor the efficiency of 413 banks acquired between 
1968 and 1978 improved more than the profitability and efficiency of banks 
not involved in mergers. lo 

. In 47 bank mergers in New England from 1982 to 1987, merging banks did 
not achieve significant improvements in operating profits compared with 
other banks in New England in the 2-year period after their merger. 
Mergers of newly acquired banks did result in reductions in the growth of 

‘%hoades, Stephen A., The Operating Performance of Acquired F’irms in Banking Before and After 
Acquisition,” Staff Paper No. 149. Board of Governors of the Federal Reserve System. April 1986. 
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noninterest expenses, but because assets also declined the cost savings 
did not result in increased operating profits.” 

l In 11 New England mergers that took place between 1982 and 1987 
involving banking companies with more than $1 billion in assets and 
30 percent of their deposits in the same market, no apparent systematic 
profitability or efficiency gains were realized.r2 

9 On the basis of 240 merger transactions between 1982 and 1986 in which 
the target and the acquiring banking company each had $100 million or 
more in assets at the time of the merger, a study concluded that there is no 
evidence of significant cost savings from bank mergers.13 A related study 
using the same data found that while the merging banks experienced a 
decline in costs during the third and fourth postmerger years, the decline 
was not significantly different from industry trends.14 

Some industry analysts, while not questioning the results of these studies, 
do dispute their implications for more recent and future mergers. They 
believe that geographic expansion, not cost savings, was the major goal of 
the mergers that these studies analyzed. Consequently, they are concerned 
that results from the studies cited above are not representative of more 
recent mergers or relevant for future mergers, which are expected to focus 
on cost savings. Some believe that merger cost savings equal to about 
one-third of the noninterest expenses of acquired institutions are possible. 

Sufficient time has not elapsed after the most recent large bank holding 
company mergers to enable one to draw conclusions about their ultimate 
impact on the banks’ bottom lines or the relevance of the studies 
described above to these mergers. Yet bank analysts have projected that 
23 to 32 percent of the acquired institutions’ noninterest expenses would 
be saved in several of these mergers.15 The estimates are based on the 
merger plans of the institutions involved and the belief that economies of 

“Linder, Jane C., and Dwight B. Crane, “Bank Mergers: Integration and Profitability.” Working Paper 
No. 91-038, Harvard Business School, 1991. 

lZRhoades, Stephen, “Large Horizontal Bank Mergers and Operating Performance,” Board of Governors 
of the Federal Reserve System, November 1990. 

%rinivasan, Aruna, and Larry Wall, “Cost Savings Associated with Bank Mergers,” Working Paper 92-2, 
Federal Reserve Bank of Atlanta. February 1992, pp. l-26. 

“Srinivasan, Amna, “Are There Cost Savings from Bank Mergers?” Economic Review, Federal Reserve 
Bank of Atlanta. March/April 1992, pp. 17-28. 

l@I’hese estimates would not necessarily be inconsistent with the results of the studies focusing on the 
efficiency benefits of mergers because these studies focus on bank costs in relation to bank assets. 
Costs may, therefore, be cut by these amounts, yet whether gains in efficiency result from the mergers 
will depend on whether costs decline in relation to assets. Differences in conclusions about the effects 
of mergers may simply reflect these different measures. 
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scale are possible in certain areas of banking. The estimates have been 
raised or affirmed in the past months on the basis of successful cost 
savings to date. For example, the merger between BankAmerica and 
Security Pacific, which analysts originaIly predicted would save as much 
as $1.2 billion per year after 3 years, is now estimated to save $1.5 billion 
per year, also after 3 years. By the end of 1992, the merger between 
Chemical and Manufacturers Hanover produced $60 million more in cost 
savings than the initial $220 million projection. Analysts also believe that 
the NCNB and c&Sovran merger that formed NationsBank is well on its 
way to achieving the $450 million in cost savings projected by 1994. 
Although two of these mergers-NcNtic&s Sovran and 
Bar&America/Security Pacific-involved significant operations in multiple 
states, the majority of the cost savings have been attributed to the 
elimination of overlapping branches or staff reductions, Such savings 
would be harder to achieve in mergers between banking companies that 
operate in completely different markets. 

Risks to BIF In the long run, if the overall health of the industry improves, BIF will be 
better off. However, because the costs to BIF are associated with the 
portion of the industry that is in danger of failing, it is also necessary to 
assess the impact of the liberalization of interstate banking and branching 
laws on the portion of the industry that is least likely to do well. Although 
the condition and performance of the banking industry improved 
substantially in 1992, by December 31,1992, a significant portion of the 
industry-accounting for about 12 percent of industry assets-was on 
FDIC’S problem bank list. The effect of liberalizing interstate banking laws 
on this portion of the industry, as well as on risk-taking by larger banking 
companies, should be of particular concern to BIF. 

BIF’s Exposure to As we discussed in chapter 3, nationwide banking and branching are likely 
Problems in Large Banks Is to result in an increase in the proportion of banking system assets in 
a Key Issue larger, more geographically diversified banking companies. This could 

benefit BIF since FDIC has lost more money per dollar of deposits insuring 
the deposits of smaller banks than larger ones. From 1985 through 1991, 
institutions with less than $1 billion in assets accounted for 59 percent of 
BIF losses. On average, those institutions hold less than 50 percent of 
insured bank deposits. 

However, individual large bank failures pose by far the greater risk to BIF 
because of the potentially great demands each one can place on BIF’S 
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resources. Until BIF builds up adequate reserves, its resources could be 
strained in financing the resolution of a single, very large failed banking 
company. 

Although most bank failures have occurred among smaller banks, large 
banks have experienced problems in controlling risks. The largest banks 
as a group were the least profitable during the 1985 to 1992 period, 
primarily as a resuh of high loan losses. Regulators have also expressed 
reservations about the ability of rapidly growing companies to develop the 
systems necessary to manage risks effectively. Managing risks effectively 
can be a particular problem if banking companies make acquisitions in 
haste without a well-developed or well-managed plan of expansion. 
Therefore, if interstate expansion were to foster growth that is too rapid or 
create companies that are too large to manage their risks effectively, 
difficulties in controlling risk could increase. 

While many industry experts with whom we have spoken believe that 
interstate bank expansion has progressed smoothly, there have been some 
notable exceptions. Bank of New England, for example, used its ability to 
expand throughout New England to make several large acquisitions, some 
of which analysts perceived to be extremely overpriced. High acquisition 
prices fostered the need for even more growth in an effort for the Bank of 
New England to more quickly recoup the acquisition costs. Management’s 
inability to control the risks associated with this growth was believed to 
have been a major cause of the Bank of New England’s failure. While rapid 
growth is possible without interstate banking and has characterized 
numerous failed banking companies that have not expanded interstate, it 
is questionable whether the Bank of New England would have been able to 
grow as much or as quickly had it not been for interstate banking. 

Some weaker, large banking companies may also be put under more 
pressure by the added competition that could result from interstate 
banking. The need to reduce margins to improve competitiveness may 
impair profitability, particularly for inefficient companies. Unless these 
banking companies improve their operations-or are acquired by healthy 
institutions-desperate efforts to compete may damage their safety and 
soundness, possibly leading to failure. In the short run, measures adopted 
by weak banking companies may also affect the profitability of stronger 
institutions that may be forced to cut loan rates or increase deposit rates 
to remain competitive.16 

‘*In the long run, the public and the banking industry as a whole benefit by the elimination or 
acquisition of inefficient banking organizations. To the extent that the industry becomes more 
efficient, the industry should be better able to compete against other financial services providers. 
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Risks to BIF From 
Interstate Banking Are 
Similar to Those Under 
Existing Laws 

Many of the risks associated with liberalized interstate banking also exist 
as a result of the consolidation that is possible under existing laws. For 
example, rapid growth in bank assets led to many problems in the lQf!Os, 
often in states where interstate banking or even in-state branching was not 
allowed. Consequently, we believe that it makes sense to concentrate on 
the general ability of the regulatory system to handle the types of risks that 
are associated with both interstate banking and consolidation. If the 
regulatory framework is adequate, these risks should be manageable. 

Conclusions individual banking companies and the banking system as a whole to 
benefit. Banking companies may be able to become stronger by enhancing 
the geographic diversification of their assets and liabilities through both 
interstate banking and branching and by lowering the cost of their 
operations as a result of a simplified banking structure permitted by 
interstate branching. If these benefits are realized, BIF’S condition would 
improve. 

Yet the magnitude of these benefits and whether they will improve a 
banking company’s bottom line will depend largely on individual bank 
management. Furthermore, the potential improvements to the health of 
the industry do not reduce the importance of good supervision to protect 
BIF from failures caused by an inability of some banking companies to 
compete, as well as from any unmanageable risk-taking, as we discuss in 
the following chapter. 

The difficulty in predicting exactly how bank managers will respond to a 
change in the law and the potential risks associated with change are not 
sufficient reasons to refrain from adopting a nationwide banking and 
branching law. It is reasonable to allow market forces to determine the 
structure of the banking industry and the distribution of benefits from 
interstate banking and branching, as long as solid regulation is in place to 
protect BIF and taxpayers. 
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Topic Principal Findings 

This chapter examines the role regulation If larger banking companies are to be 
and supervision can play in protecting 

Permitting interstate banking and 
given additional opportunities for 

against potential safety and soundness 
branching for well-capitalized, well- 

interstate expansion, it becomes even 
risks associated with interstate banking 

managed banks could potentially benefit 
more important that these companies be 

and branching. It also discusses 
regulation and BIF by 

well capitalized, managed, and 
supervision issues associated with larger supervised. 
banking companies most active in 

l simplifying the corporate structures of 

interstate expansion, Improved supervision together with 
banking companies thereby reducing 
the number of differently chartered 

proper implementation and enforcement 
of the early closure and other safety and 

bank subsidiaries and making it easier 
for risk-management systems for a 

soundness provisions in FDICIA are vital company as a whole and 
steps to ensure that additional industry 
consolidation and the potential rfsks l creating a larger pool of acquirom for 
associated with nationwide banking and weak and failing banks. 
branching do not strain BIF’s resources. 

Many of the measures that are needed to protect BEF against safety and 
soundness risks can be addressed through the use of current regulatory 
authority. Requirements that banks be well capitalized and well managed 
are of particular importance to safe and sound interstate expansion. 
However, improvements are needed to make regulatory arrangements 
more effective. These improvements include the implementation of the 
regulatory and accounting provisions of FDICIA relating to capital valuation 
and prompt corrective action. They also include eliminating weaknesses in 
the examination process, which we have identified in previous reports, 
that also raise concerns about the merger approval process because 
examination reports are reviewed as part of the merger approval process. 

The removal of interstate branching laws could make the examination and 
inspection of interstate bank holding companies more efficient and 
potentially more effective if these companies simplify their structures by 
converting interstate bank subsidiaries into interstate branches. In turn, 
more efficient examinations could be less burdensome for banking 
companies. 

Nationwide banking and branching could also benefit BIF by increasing the 
pool of bidders for some failed banks, making the acquisition of others 
more attractive, and encouraging the acquisition of weak banks before 
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they fail. More acquisitions of weak banks would serve to make FDICIA’S 
prompt corrective action provision more effective. 

Good Supervision and We believe that improvements to bank regulation and supervision are 

Implementation of 
needed to minimize m ’s exposure to losses. FDICIA contains most of the 
changes that required legislation. 

FDICIA Reforms Are 
Needed to M inim ize 
BIF’s Exposure to 
Losses 
Strong Capitalization and 
Management Are 
Important to Safe and 
Sound Interstate 
Expansion 

One of the key protections for BIF is the requirement that expanding 
institutions have adequate capital. The policies of the Federal Reserve and 
the other regulatory agencies recognize this; they generally require that 
banking companies be well capitalized to undertake mergers.’ Although 
there are no specific requirements defining the mimmum capital ratios one 
bank must have in order to acquire another, the Federal Reserve said it 
generally uses the definition of well capitalized that FDICIA required 
regulators to develop.2 II-I addition, the Federal Reserve requires that 
premerger book value capital ratios of acquiring bank holding companies 
and their bank subsidiaries be maintained after mergers are 
consummated.3 The Federal Reserve pointed out, however, that 
acquisitions of problem banks may merit making exceptions to this rule on 
a case-by-case basis. 

The capital criteria and the way they have been applied appear to have 
been sufficient for ensuring that relatively weakly capitalized banking 

‘Although, all three of the federal bank regulators (the Federal Reserve, FDIC, and OCC) and some 
state bank regulators may become involved in interstate mergers, this chapter focuses on the Federal 
Reserve. The Federal Reserve is primarily responsible for approving interstate mergers because such 
mergers must be conducted through bank holding companies. 

The convenience and needs and antitrust criteria evaluated in the merger process are discussed in 
chapters 6 and 7, respectively. 

‘Under this definition, a well-capitalized bank must have (1) a tier 1 risk-based capital ratio of greater 
than 6 percent, (2) a total risk-based capital ratio of greater than IO percent, and (3) a leverage ratio of 
6 or more percent (The leverage ratio approximately corresponds to the boomue of equity divided 
by total assets.) 

3Goodwill and other intangible assets are not counted toward capital calculations. If a bank has 
unusually high capital ratios before a merger (and there are no risk factors that especially warrant 
such ratios), regulators said that they would not necessarily insist that the capital ratios after the 
merger equal the premerger ratios. 
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companies have not increased their leverage through mergers. We 
reviewed the approvals of five of the largest bank holding company 
mergers that did not involve failed institutions and determined that the 
requirement that capital levels be maintained was adhered to in all cases.4 
Perhaps as a result of these merger criteria, weakly capitalized large bank 
holding companies have experienced slow growth-r no growth at 
all-relative to the 50 largest banking companies over the past several 
years6 

Prompt Corrective Action If large banking companies are to be given additional opportunities for 
and Other F’DICIA Reforms interstate expansion, it becomes even more important that these 

companies be well supervised, capitalized, and managed. In order to 
protect BIF, it is also imperative that regulators act quickly to deal with 
problems that arise. 

The prompt corrective action provisions of FDICIA to address concerns 
such as these by ensuring that if an institution falls to operate in a safe and 
sound manner, it will be subject to timely and forceful supervisory 
responses, including prompt closure. The provisions give weak banking 
companies strong incentives to either recapitalize or be acquired while 
they still have some value. If implemented effectively, the provisions 
should be adequate to ensure that large, complex banking 
companies-including those that operate interstate-are well capitalized 
and well managed and that they have incentives to operate safely and 
soundly. 

In the past, relying on book value capital as a measure of financial strength 
has proven problematic because the accounting rules that were used to 
define capital gave institutions too much flexibility in deciding how to 
value problem assets. Consequently, capital problems were generally a 
lagging indicator of a banking company’s financial difficulties. FDICJA’S 
accounting reforms concerning the valuation of assets will improve the 
reliability of capital ratios once the reforms are implemented.6 

‘In four of the five cases, capital levels of the consolidated entity were above regulatory requirements 
at the time of the merger. These mergers were Bar&America/Security Pacific SocietylAmeritrust, 
ComericaManufacturers National, and First Union/Florida National. However, in the merger of 
Chemical Bank and Manufacturers Hanover, the merger was approved by the Board of Governors of 
the Federal Reserve with the understanding that the required amount of capital would be raised 
immediately following the merger. This condition was met. 

%arge bank holding companies also tended to have market value of capital that was below book value, 
indicating that financial markets believed that their economic value was less than the net worth shown 
on their books. 

GSee FDICIA, section 121(a). 
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Even with these accounting improvements, capital ratios will need to be 
supplemented by other measures of management capability because high 
capital levels in times of economic growth can mask risk management 
problems, which could prove damaging if the economy were to weaken. 
The thorough evaluation of management capability would include reviews 
of internal controls and management’s understanding of the target 
company’s operations and recognition of its loan portfolio problems. The 
management and supervisory reforms contained in FDICIA provide a 
sounder basis for determining the capability of management to handle the 
larger companies that will likely be created under more liberalized 
interstate banking laws.7 

Examination of Large, 
Complex Banking 
Companies Needs to Be 
Improved 

As banking companies become larger and more complex, it is less likely 
that regulators will be able to monitor all of their activities. To 
compensate, regulators must place more reliance on evaluating internal 
controls.” If regulators are unable to or do not adequately assess internal 
controls, it is likely that they will not have a true understanding of 
management’s ability to monitor and control the risk-taking within the 
banking company as a whole. Problems that could lead to serious financial 
difficulties might, as a result, go undetected. 

In previous reports, we have found that examiners did not systematically 
identify, test, and evaluate critical internal controls to determine how well 
they were functioning.g Even when examiners found internal control 
weaknesses, these weaknesses often were not recognized as early 
warnings of financial problems. Overall, there was no evidence that 
examiners conducted comprehensive reviews of internal controls or acted 
upon deficiencies when they were found. This places the reliability of the 
supervisory process-particularly with respect to larger banking 
companies-m some question. 

Our questions about the effectiveness of the bank examination and the 
bank holding company inspection processes also raise concerns about the 
merger approval process because regulators rely primarily on previous 
examinations and inspections to evaluate the parties involved in a merger. 

‘See FDIClA, sections 112,111, and 132. 

%-tternal contiols include the bank’s plan of organization and ail methods and measures adopted by 
the bank to safeguard its assets, ensure the accuracy and reliability of accounting data, promote 
operational efficiency, and encourage adherence to prescribed managerial policies. 

%ee, for example, Bank and Thrift Regulation: Improvements Needed in Examination Quality and 
Regulatory Structure (GAO/AFMD-93-16, Feb. l&1993). 
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Even though the Federal Reserve is responsible for approving bank 
holding company mergers, the supenisory weaknesses of all the bank 
regulators are a concern because the examinations of any of the federal 
bank regulators may be used in evaluating the banks and bank holding 
companies involved in a merger.” 

Liberalized Interstate 
Banking and 
Branching Laws Can 
Help BIF and Make 
Supervision More 
Effective and Less 
Burdensome 

Nationwide banking and branching laws can benefit BIF by making it easier 
to resolve problem banks, Nationwide branching could also make 
supervision more effective and less burdensome by simplifying the 
corporate structures of banking companies. Simplifying the corporate 
structure, however, will not necessarily eliminate the potential problems 
associated with divided regulatory responsibility for banks and their 
holding companies. 

Reduced Costs to BIF Although we cannot quantify the benefits, we believe that removing 
geographic restrictions on interstate banking and branching could benefit 
BIF by (1) reducing failures if more failing banking companies are acquired 
interstate, (2) making the acquisition of some failed banks more attractive 
if they can be converted into interstate branches of the acquiring 
institution, and (3) increasing the pool of bidders for smaller failed banks. 

Until the early 198Os, failed banks could only be purchased by banks 
within their own state, greatly limiting the pool of potential bidders for 
these banks and potentially increasing the cost of resolutions to FDIC. In 
1982, the Gain-St Germain Act (subsequently expanded upon by the 
Competitive Equality Banking Act of 1987 and other legislation) amended 
section 13 of the Federal Deposit Insurance Act to permit banking 
companies from any state to acquire failed barks with over $500 million in 
assets anywhere in the country, notwithstanding the Douglas Amendment. 
Section 13(f) of the act currently authorizes acquisitions of both banks in 
default and banks in danger of default; however, interstate restrictions still 
apply to the purchase of banks with assets of less than $500 million. 

Interstate banking could solve another problem that arises from the fact 
that section 13(f) of the Federal Deposit Insurance Act, as outlined above, 
does not apply until a bank is in default or in danger of default. The 
purchase of other troubled or failing banks remains restricted by state 

loWe focus on the Federal Reserve because all interstate mergers involve bank holding companies. 
In-state bank mergers are reviewed by the supenisoxy agency responsible for the acquiring bank. 
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interstate banking laws. Again, these geographic restrictions can increase 
BIF’S costs. As FDICIA’S early closure requirements increase the incentives 
for troubled banks to seek merger partners before they fail, interstate 
restrictions that hinder potential acquisitions may become increasingly 
costly. Nationwide banking could help troubled banking companies find 
merger partners and could ultimately reduce the costs to BIF if these 
institutions are acquired before they fail. The magnitude of such potential 
savings depends largely on the acquisition strategies of expanding banking 
companies. 

We agree with FDIC that interstate branching also can make the acquisition 
of failed and failing banks more attractive. Acquiring banks may be more 
likely to purchase such banks if they could convert them to interstate 
branches because many banks believe that branches are less expensive to 
operate than bank subsidiaries. i1 The greater attractiveness of failed banks 
would not only reduce the cost of bank failures to BIF but could also 
benefit local communities to the extent that a banking presence would be 
maintained as branches of the acquiring bank when the failed bank 
otherwise would have been dissolved. 

Interstate banking has increased the complexity of banking companies 
because, under the Douglas Amendment, only holding companies with 
separate subsidiary banks may expand interstate. If the liberalization of 
interstate branching laws were to encourage banking companies to 
simplify their structures by converting bank subsidiaries into interstate 
branches, it could reduce the number of regulatory agencies responsible 
for each banking company and make the examination and inspection of 
larger banking companies more efficient and potentially more effective by 
enabling examiners to more easily assess risks for the company as a 
whole. This, in turn, would help reduce the burden of multiple regulatory 
examinations on banking companies. 

Under the current regulatory structure, all bank holding companies and 
their nonbank subsidiaries are regulated and inspected by the Federal 
Reserve. Supervision of the holding company’s bank subsidiaries is shared 
among the three federal regulatory agencies and the 50 state banking 

“Perpetual Federal Savings Bank has been cited as a failed institution that might have garnered a 
higher price if interstate branching rather than interstate banking had been an option. Because 
Perpetual was located in Maryland, Virginia, and the District of Columbia, a bank not already in these 
markets would have had to establish separate. subsidiary banks or maintained a thrift charter to 
acquire the organization. Some banks felt that this cost was great enough to discourage some potential 
bidders, thereby reducing the price obtained by BIF for Perpetual. 
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departments. The agency or agencies responsible for each bank is 
determined by the bank’s charter. occ supervises national banks. FDIC 
shares the supervision of state-chartered, non-Federal Reserve member 

1 
R 

banks with the state banking departments, and the Federal Reserve shares 1 
supervision of state-chartered member banks with the state banking 
departments. I 

As a result of this regulatory division of responsibility, a bank holding 
company and its bank subsidiaries may require supervision and 
examination by all three federal bank regulators and by numerous state 
bank regulators. l2 Of the 33 bank holding companies that currently own 
banks in 4 or more states, 16 face annual examinations of their bank 
subsidiaries by all 3 federal bank regulators.r3 Figure 5.1 illustrates the 
complexity of the regulation of a bank holding company. 

“See appendix III for additional information on holding company supervision. 

IsThis occurs when the bank holding company has bank subsidiaries that are national banks under 
OCC jurisdiction as well as state nonmember banks regulated by FDIC. The Federal Reserve is 
responsible for state member banks as well as the holding company. 
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Fiaure 5.1: Recwlation of a Hvnothetical Bank Holdina Comaanv 

Note: State and federal regulators for each bank are in parentheses. 

aNonbank subsidiaries may also be regulated by other federal and state agencies 

Regulation and supervision of a multistate bank holding company 
becomes even more complicated if the holding company’s subsidiaries are 
located in several regulatory districts.14 Jf, for example, a bank holding 
company is headquartered in New York and has national bank subsidiaries 
in New York and Texas, non-Federal Reserve member, state chartered 
banks in Massachusetts and California, and nonbank subsidiaries in 

‘4The Federal Reserve System is composed of a Board of Governors and 12 district Federal Reserve 
Banks located in Boston, New York, Philadelphia, Clevebnd, Richmond, Atlanta, Chicago, St Louis, 
Minneapolis, Kansas City, Dallas, and San Francisco. FDIC has regional offices in New York, Atlanta, 
Boston, Chicago, Dallas, Kansas City, Memphis, and San Francisco. OCC has district offices in New 
York, Ath.nta, Chicago, Kansas City, Dallas, and San Francisco. 
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Illinois and Florida, it would be regulated and examined by all three 
federal bank regulators located in seven districts or regions and by two 
state bank regulators. 

Multiple agency ex aminations and examinations that cover several 
districts or regions require a significant amount of coordination. The 
Federal Reserve Bank responsible for a multistate holding company must 
coordinate. with other Federal Reserve Banks if holding company 
subsidiaries are located in several Federal Reserve district~.~~ The other 
banking agencies must also coordinate if bank subsidiaries of a single 
bank holding company are located in several regions. Interagency 
agreements have been worked out among bank regulators, under the 
auspices of the Federal Financial Institutions Examination Council, for 
agencies to coordinate their ex amination activities in supervising banking 
companies that have assets in excess of $1 billion. Working within these 
agreements, efforts have been made within and among federal regulatory 
agencies and between federal and state agencies to improve coordination. 
Such efforts notwithstanding, coordination is difficult, given that these 
agencies have different regulatory policies and procedures. Similar 
problems of coordination and communication could develop among state 
regulators of state-chartered banks if state-chartered banks were to 
branch interstate. 

In this report, we did not attempt to conduct a thorough review of 
coordination and communication among regulators. However, interviews 
that we conducted with Federal Reserve offLUs as well as bank 
management indicate that improvements in coordination are possible. 
Bankers tell of having to answer to a number of regulators who are not 
always consistent in the information they want or in the way regulations 
are interpreted and applied. Furthermore, federal bank regulators 
occasionally believe that information they receive from other regulators is 
not always timely or sufficient to support a merger decision. For example, 
before approving some of the larger bank holding company mergers, the 

‘@The location of the top-tier bank holding company determines the location of the Federal Reserve 
Bank responsible for supervising the entire bank holding company. Except for the largest bank holding 
companies, the responsible reserve bank coordinates the overall supervision of the bank holding 
company and determines the frequency of on-site inspections. Federal Reserve staff in Washington, 
DC., handle the planning and scheduling of inspections in the largest bank holding companies. 

Reserve banks that have subsidiary holding companies, member banks, or nonbanks of the top-tier 
holding company in their districts are designated as host reserve banks. Responsible reserve banks 
rely, as much as possible, on host reserve banks to examine the bank holding company subsidiaries in 
their districts. Some reserve banks maintain a constant on-site presence in the largest, most complex 
companies. Because most nonbank activities of bank holding companies are centralized, the Federal 
Reserve can concentrate its examiners at fewer locations. 
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Federal Reserve has conducted its own examinations of the largest 
national bank subsidiaries in the holding companies-an indication that it 
felt that it could not base a merger decision on the information it was 
obtaining from the banks’ regulator. 

Interstate branching could reduce the number of banking agencies 
responsible for a single bank holding company and its subsidiaries if 
banking companies consolidate their interstate operations into one bank 
with interstate branches. Such a structure would be examined by only one 
federal bank regulator, and the bank holding company would be inspected 
by the Federal Reserve if the bank holding company structure were 
retained for other purposes. l6 Problems associated with interagency 
coordination and communication could, thus, be greatly reduced. 

Improve the Examination 
Process 

A simplified banking company structure under interstate branching has 
the potential to improve the bank examination process in several ways. If 
bank holding companies converted bank subsidiaries into branches, 
regulatory resources could be concentrated at a bank’s headquarters and 
at any processing facilities where records are kept, instead of being spread 
among all of a bank holding company’s subsidiary banks. Only a sample of 
branches would need to be examined to assess a bank’s compliance with 
laws, regulations, policies, and procedures. 

Even though the asset size of the institution would not change, fewer 
examiners might be needed. For example, regulators say it is likely that 
one bank with $5 billion in assets and centralized systems and numerous 
branches will not require as many examiners as five $1 billion bank 
subsidiaries of a bank holding company. The actual amount of regulatory 
savings will depend on the degree of centralization of bank policy 
decisionmaking and lending, the quality of the management information 
systems, the bank’s systems of internal controls, and the risk profile of the 
banking company. 

The consolidation of bank subsidiaries into bank branches would simplify 
the bank examination process. Under the current bank holding company 
structure, examinations of bank subsidiaries may be spread out over an 
entire year. While regulators are not precluded from examining all of a 

16Most larger bank holding companies have nonbank subsidiaries. Consequently, even if these holding 
companies were to consolidate their bank subsidiaries into one bank with several interstate branches, 
the holding company structure would still be necessary for the nonbank subsidiaries. Therefore, the 
Federal Reserve would continue to be involved in bank holding company inspections, even if the bank 
holding company’s subsidiary were a national bank. Bank holding companies wanting to reduce 
supervision and regulation to only one federal regulator would have to charter their bank subsidiary 
(or subsidiaries) as state member banks. 
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holding company’s banks simultaneously, such coordination becomes 
more difficult as the number of regulators involved increases. 

In a branch system, all of the branches in the entire banking company 
could be examined simultaneously. One comprehensive examination 
would make it easier to obtain a complete picture of the company and 
would prevent the shifting of problem assets among subsidiaries, The 
reduction of multiple regulators with varied examination schedules would 
also reduce the possibility that information about the condition of the 
banking company will fall through regulatory cracks. 

The safety and soundness reforms in FDICIA contain incentives for 
multibank holding companies to establish centralized systems of 
management and control. For example, FDICLA'S management and auditing 
reform requirements may be met at the holding company level for 
well-rated bank subsidiaries with less than $9 billion in assets. However, 
this only applies if the systems in place at the holding company are 
comparable to those that FDICIA requires for each separately insured bank. 
In addition, in its proposed regulations for another of FDICIA'S safety and 
soundness requirements, l7 the Federal Reserve adopted the same standard 
for banks and their holding companies. In doing so, it noted that under the 
proposed regulation, it “believes that a holding company could establish 
policies for the entire organization, with each of the subsidiary depository 
institutions &uming these policies.“18 

How each of the regulatory agencies would be affected by interstate 
branching will depend on the extent to which interstate bank holding 
companies consolidate their bank subsidiaries and the choice of bank 
charter into which interstate operations are consolidated. It is possible 
that interstate branching could significantly alter the distribution of bank 
charters, thereby requiring a shift of regulatory responsibilities among the 
federal and state regulatory agencies. For example, if many banking 
companies consolidated their interstate bank subsidiaries into a national 
bank, occ would be responsible for more bank assets, even though the 
number of banks it would examine might actually decrease. 

To date, interstate banking has already produced some shifts in regulatory 
responsibility because some bank holding companies have switched to 
national charters for their bank subsidiaries to simplify regulatory 

%ection 132 of FDICIA. 

L8Notice of Proposed Rulemaking for Safety and Soundness Standards, (Section 132 of FDICIA), Staff 
Memo to the Board of Governors, April 19,1993, p. 31. 
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compliance. Federal regulators acknowledged this potential for changes in 
resource requirements among the regulators. In general, however, they did 
not believe that interstate branching would complicate the regulatory 
process; consequently, they have not developed plans for responding to 
the changes that nationwide banking and branching could bring, such as 
an increased need for intra-agency coordination among regulatory districts 
or regions in which interstate branches or regional processing centers are 
located. 

Divided Responsibility for Under the existing regulatory structure, divided responsibility for 
Holding Company and supervising the holding companies and their bank subsidiaries would 
Bank Examinations continue even if all bank subsidiaries were consolidated into branches.lg 

Complicates Supervision Of the 190 banking companies with interstate bank subsidiaries, about 

and Regulatory 52 percent have lead banks that are national banks supervised by occ. 

Compliance 
Another 33 percent have lead banks that are state-chartered, nonmember 
banks supervised by FDIC. As a result, the bank holding company would be 
regulated and supervised by the Federal Reserve, while the lead bank 
would be under the jurisdiction of a different federal regulator. 

This division of responsibility increases the chances that important 
information will not be shared among regulators. For example, sections 
23A and 23B of the Federal Reserve Act place a number of limitations on 
transactions between a bank and other parts of the holding company. The 
purpose of these limitations is to keep transactions from weakening the 
bank and increasing the risks to BIF. Because there are two sides to such a 
transaction-the bank holding company and the bank-and a different 
regulator is generally responsible for each side, it is relatively easy for 
violations to be overlooked. We recently reviewed holding company 
inspections and generally found problems with supervision of 
intercompany transactions and found evidence that the regulatory division 
of responsibility contributed to this problem.20 

From our interviews with market participants and regulatory officials, it is 
clear that most banking companies centrally manage their exposure to 

‘me single exception would be in the case of a holding company that owned banks that were all state 
member banks. In this instance, the Federal Reserve would be the federal regulator responsible for 
both the banks and the holding company. 

%ee Bank Examination Quality: F%B Examinations and Inspections Do Not F’ully Assess Bank Safety 
and Soundness (GAO/AFMD-93-13, Feb. 16,1993), p. 46. In one instance cited in that report, an 
examiner told us that he did not focus on intercompany transactions during the inspection of a large 
holding company because he relied on the examiner of the lead bank to discover and inform him of 
any adverse intercompany transactions during the examination. However, during the year in question 
the regulator of this holding company’s lead bank did not review insider and affiliate transactions. 
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risk. For example, although a banking company may conduct trading 
activities from a number of entities within the corporate structure, any 
large well-managed bank holding company operating in today’s 
competitive environment needs to have a management system that 
consolidates the risk position of the company as a whole. 

This being the case, it makes sense to consolidate regulatory responsibility 
for assessing the risk management system for the company as a whole. 
The division of responsibility for holding company inspections and bank 
examinations can be eliminated in one of three ways. The agencies 
themselves could be consolidated, one regulator could be assigned to 
regulate all bank holding companies and all of their subsidiaries, or the 
holding companies could be divided among or between bank regulators. A  
proposal by some banking industry experts to give the Federal Reserve 
regulatory responsibility of the largest bank holding companies because of 
its role in monitoring the nation’s money supply and its experience in 
regulating foreign bank operations in the United States is just one example 
of how holding company regulation could be consolidated. Legislation 
would be required to affect any of these options. 

Conclusions and supervision that are both positive and negative, Most of the potential 
risks-those associated with rapid growth, excessive risk-taking, and poor 
management, particularly of large banking companies-are relevant to 
industry consolidation in general. While some of our previous reports have 
identified regulatory weaknesses, the implementation of prompt corrective 
action and other FDICIA reforms provide a framework for controlling the 
risks that additional interstate banking might bring. 

Liberalizing interstate banking and branching laws may reduce costs to BIF 
by making it easier and more attractive to acquire failed and weak banking 
companies. In addition, by simplifying bank corporate structures, 
interstate branching could help make supervision more effective and less 
burdensome. If the remaining restrictions on interstate banking and 
branching are removed, only well-managed and well-capitalized banks 
should be allowed to expand. In addition, the major safety and soundness 
reforms of FDICIA must be implemented properly and be working 
effectively. These issues are of concern even if Congress chooses not to 
liberalize federal interstate banking and branching laws because of the 
consolidation that is already taking place in the banking industry. 
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‘hapter Summary 

Topic 

This chapter addresses the effect that 
removing interstate banking and 
branching restrictions could have on the 
nation’s economy, particularly on bank 
customers. 

Principal Findings 

Many bank customers-commercial and 
retaiCcould potentially benefit from 
interstate banking and branching as a 
result of 

l the wider range of products and 
services associated with larger banking 
companies, 

l likely to result when banks of different 
size compete for customers, and 

l the reduced need to maintain separate 
accounts in different states. 

However, nationwide banking and 
branching will probably not benefit all 

bank customers or all communities. 
Some communities and small businesses 
could experience some disruptions when 
local banks are acquired. To help 
preempt such potential problems, it is 
important to have vigilant antitrust 
enforcement and to make sure that the 
burden of regulation on small and newly 
chartered banks is not excessive relative 
to the risks in such banks. 

Also, unless community reinvestment 
reporting requirements are modified, 
interstate branching may make it more 
difficult to assess a bank’s community 
reinvestment record. 

Many banking services that are not directly available through local banks 
are available through correspondent banking relationships or through 
direct solicitations from large banking companies that are outside the 
local market. Nevertheless, additional competition among banks of 
varying sizes and business strategies associated with nationwide banking 
and branching has the potential to benefit the U.S. economy in a number 
of ways. It could enhance customer convenience, the availability and 
accessibility of banking services @articularly for some segments of the 
small business community), and potentially reduce the cost of some 
services. Local communities could benefit from the more stable presence 
of larger, more diversified interstate banking companies. The realization of 
these benefits depends to a great extent on bank management and the 
degree to which current legal and regulatory constraints impede 
expansion. 

Not everyone will be better off as a result of structural changes in the 
banking industry. The failure of larger banks created through interstate 
banking and branching could have a disruptive effect on 1ocaI 
communities. Some local borrowers may find it more difficult to access 
bank credit if banking companies find more profitable lending 
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opportunities out of state. Furthermore, some small businesses that do not 
fit into standardized credit scoring categories may find it more difficult to 
obtain loans. 

Regulatory action to ensure that markets remain competitive and that 
excessive regulation does not discourage new bank charters or the 
operation of small banking companies is important for the benefits of 
nationwide banking and branching to be realized and to minimize any 
adverse effects that liberalized interstate banking laws might have. In 
addition, strong enforcement of FDICIA’S regulatory reforms wilI reduce the 
likelihood of disruptive bank failures. Although we have concerns in these 
areas, there is no reason to conclude that additional legislation is required 
to resolve them. However, because the full impact of consolidation is not 
predictable, it is possible that some additional regulatory authority may be 
required at some point in the future to address any unanticipated 
consequences of consolidation. 

We found no evidence to conclude that nationwide banking and branching 
wiIl have either a significantly positive or negative effect on service to 
underserved urban communities. 

By opening markets to new participants, nationwide banking and Increased 
Competition Can Be 
Expected to Provide 
Potential Benefits to 
the Public 

branching can be expected to foster more competition in the banking 
industry.1 This competition may be due to new entry into protected 
markets or simply result from increased pressure on banking companies 
across the country to become more competitive rather than risk losing 
customers to banking companies from other states. If banking markets 
function properly, this additional competition has the potential to bring 
service and price benefits to the public. However, as we noted in chapter 
1, data limitations and the inability to predict bank management strategies 
circumscribe efforts to evaluate these benefits. 

One of the most obvious potential benefits from liberalized interstate 
banking and branching is improved customer convenience. Interstate 
branching restrictions limit the deposit services banking companies may 
offer their business customers and individuals in other states, even states 
in which the banks have a physical presence. For example, a Virginia bank 
may not accept the deposit of a customer of its Maryland or District of 
Columbia aEiliate. It could do so if these affiliates were converted into 

‘It should be noted that no local U.S. banking market is free from potential entry from banking 
organizations located outside that local market. 
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branches under interstate branching. Mechanisms such as traveler’s 
checks, bank-by-mail, direct deposit, and ATM networks only partially 
overcome these service limitations. 

About one-quarter of the U.S. population lives in metropolitan areas that 
include more than one state and therefore would be most likely to benefit 
from the convenience of interstate branching. In addition, small or 
medium-sized businesses that operate across state lines, business travelers j 

and tourists, college students, and individuals who spend part of the year 
1 

in more than one state could avoid the cost and inconvenience of opening 
or maintaining separate accounts for each state they frequent. 

Interstate banking will also provide many bank customers, both 
businesses and individuals, with more choices of banks of different sizes 
to service their banking needs. This variety of banking companies will help 
ensure that the greatest range of banking needs is met. Larger banking s 
companies--those that are most likely to expand interstate-generally 
offer a wider array of products and services than smaller banks because 
they can generate the volume of business necessary to justify such I 
services, Liberalized interstate banking consequently may increase the 
availability of such products and services.2 Community banks are 
preferred by many bank customers because of the perception that they 
offer more personal service, particularly to customers with 
unconventional credit or service needs. These banks have demonstrated 1 
an ability to hold their own in competition with Iarger banks, as we 
discussed in chapter 3. 

If markets are competitive, consumers also benefit as banks compete by 
offering services at lower prices. Indeed, many of the cost savings 
associated with interstate branching that we discussed in chapter 4 may 
benefit the bank customer, not the banking company, because the cost 
savings may be passed along to customers as banks compete to increase 
or maintain their market share. A  number of factors can affect the price of 
particular banking services, including labor costs, local economic 
conditions, the nature of the competition, and the general business 

“Mutual fund sales is one example of the type of service that might become more available through 
banking companies as a result of interstate banking and branching. According to a recent study, 
banking institutions sold about $10 billion of proprietary and private-label mutual funds in 1991. 
Another 8 billion to $10 billion in mutual funds and $9 billion in annuities were sold through 
third-par@ broker-dealer marketing companies worldng with banks. This study found that banks with 
$1 billion to $10 billion in assets were about twice as likely (67 percent to 31 percent) to offer 
brokerage services to their customew as banks in the $50 million to $100 million range. (See Ayotte, 
Richard A. “Banks Could Be Investment Powerhouses,” American Ranker, Nov. 9,1992, p.llA. This 
study was based on a census [not a sample survey] of 6,083 commercial banks and 1,556 savings and 
loans. The institutions in the census all had more than $60 n&lion in assets.) 
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strategy of a bank. A  direct connection between interstate banking and 
price is therefore difficult to make, particularly because comprehensive 
and consistent information on pricing for all banks is not widely available.3 

Although some degree of expanded product offerings is likely for many 
bank customers, there is no guarantee that customers in any particular 
market will have access to new products and services in the event that 
geographic restrictions are eliminated. The availability of new banking 
services is a function of banks’ business strategies-where banks wish to 
expand and what products they believe they must offer to compete in local 
markets-and therefore is difficult to predict. 

Furthermore, it is likely that at least initially some bank customers will 
feel that their banking services have not improved as a result of interstate 
acquisitions of local banks. Bankers and regulators told us that most bank 
acquisitions are followed by some initial loss of deposits from the merged 
institution, indicating some customer dissatisfaction with the quality or 
price of services being offered. In the longer run, however, it seems that 
banks affiliated with interstate bank holding companies show some 
recovery in deposits. How management reacts to bank customers’ needs 
will determine how successful a bank will be in retaining or attracting 
customers. However, as long as markets are competitive, customers will 
have the option to switch banks if they are dissatisfied with bank services, 

Example of Export 
Financing 

Export financing provides an example of the potential benefits associated 
with interstate banking and branching. As with other benefits, these 
cannot be quantified and their magnitude depends on management 
decisions at individual banks. 

3As a result of increased competition, the prices of some services, such as fees on some types of 
accounts, have increased in many banks. This increase represents the result of repricing of various 
bank services to meet competitive pressures and to better align the revenue and costs of various 
services. Cross-subsidization of service+taking revenue gained in one service area to lower the cost 
in another-is harder to maintain in competitive markets where customers have choices about where 
to buy each particular service. 
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Exporting has become an important factor in U.S. economic growth4 but 
remain concentrated in a few states and in larger companies.6 If the export 
sector is to continue to grow and be a source of strength to the U.S. 
economy, a larger number of firms, including many smaller ones, must 
become involved in exporting. The U.S. financial system must have the 
capacity and expertise to provide the necessary financing for export 
activities. Removing federal restrictions on interstate banking and 
branching could help contribute to both goals by allowing banks with 
strong export financing interests and capabilities to expand their 
operations. 

Evidence from the Department of Commerce and others indicated that 
small and medium-sized companies, in particular, have had difficulty 
obtaining export financing. For small companies, most export financing is 
internally generated. According to a recent survey, more than 90 percent 
of the survey respondents used internally generated working capital for 
export financing; only 7 percent received funding from financial 
institutions, and 2 percent obtained funding from public sources.’ 

Interstate banking and branching could have a positive impact on export 
financing, particularly for the exports of smaller companies, primarily by 
making export financing services more accessible. Although there is not 
much quantifiable data on export financing, we compiled a list of 21 
nationwide banking organizations that are generally regarded as major 
participants in export financinge7 The importance of bank size in the 
provision of export financing is reflected in the fact that of these 21 bank 
holding companies, 18 ranked among the 50 largest U.S. bank holding 
companies as of June 1992. 

4Exports rose to 10.6 percent of the gross domestic product in 1991, up from 7.6 percent in 1986. 

@Fen states accounted for $228.8 billion of the $421.9 billion in U.S. exports recorded in 1991, or 
64.2 percent of the total, with California in the lead ($50.4 billion), followed by Texas ($40.1 billion), 
and Washington ($27.1 billion). New York ($23.3 billion) and Michigan ($20.2 billion) rounded out the 
top five. 

Only 66 companies accounted for 54 percent of all U.S. exports in 1991. The 1991 Grant Thornton 
Survey of American Manufacturers found that 72 percent of mid-sized firms, defined as those with 
annual sales of between $10 million and $600 million, reported export activity; however, on average 
foreign transactions represented only 14 percent of total sales. More than half of the mid-sized 
companies reported that exports constituted less than 10 percent of their total sales. 

%oopers and Lybrand, Trendsetter Barometer, September 1992. 

‘We compiled this list by drawing upon volume activity recorded with Export-Import Bank, published 
comments, and marketplace perceptions. While we recognize that the methodology employed to 
derive this list is a judgmental one, we believe it is representative of marketplace activity in export 
fhllCillg. 
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While the 21 banking companies are headquartered in only 13 states,8 
interstate expansion by these companies has spread their banking 
presence to all but 9 states-Alaska, Hawaii, Nebraska, Oklahoma, 
Missouri, Louisiana, Mississippi, West Virginia, and New Hampshire. 
Furthermore, firms in 28 states have access to the export financing 
services of at least 2 of these banking companies, again thanks largely to 
interstate banking (see fig. 6.1). This interstate expansion may have 
provided easier access to export financing services for more businesses 
across the country. Further liberalization of the interstate banking laws 
would increase the chances that additional businesses would have access 
to the services of these leading export financing banks and that 
competition among these banks would increase. However, without a 
bank’s commitment to pursue trade-related business, it is unlikely that any 
external catalyst will be successful in accomplishing this objective. 

me states and the number of bank holding companies headquartered there are New York (S), North 
Carolina (3), California (Z), Pennsylvania (2), Alabama (l), Massachusetts (l), Minnesota (l), Michigan 
(l), Ohio (l), Texas (l), Illinois (1)) Florida(l), and Maryland (1). 
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Figure 6.1: Geographic Distribution of Leading Bank Export Financing Lenders as of December 31,1992 

No teadhg bank expotl lenders 

One leading bank export lender 

Two or more leading bank export lenders 

Source: Export-Import Bank. 

I 
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A concern frequently associated with interstate banking is that banks : 
affiliated with out-of-state bank holding companies will damage local P 
economies by collecting local deposits and lending a significant portion of 
them outside the communities from which they were collected. The fear is ‘\ 
that this phenomenon, often referred to as “deposit siphoning,” will rob 
local economies of the credit necessary for economic development and 
growth. Available data can provide no proof to either support or alleviate _ 
this concern. However, if banks are safe and sound and banking markets 
are competitive, we find no reason to conclude that the movement of 
deposits will necessarily increase as a result of nationwide banking and i 1 
branching. The ability of banking companies to geographically diversify I 

their deposit taking and lending may also benefit some local communities. 

Bank regulators have numerous regulatory tools to control the potential 
risks associated with industry consolidation and nationwide banking and 
branching. We have no basis for concluding that these tools are 
insufficient to serve this purpose. However, it is possible that some 
unanticipated consequences of nationwide banking and branching may 
necessitate legislative action to strengthen the tools available to bank 
regulators. 

The efficient flow of credit among regions within the United States creates 
r 

a tension between the needs of local markets and those of the national F 
market. Some critics of interstate banking are concerned that the needs of 1 
residents and local businesses will be subjugated to the credit needs of the { 
larger, corporate clients of the banking companies that will be likely to 
expand interstate. Although these concerns are important, a 
well-functioning, efficient credit market--of which banks are a crucial 
element-is an essential component of a healthy economy. The more 
efficient the market, the more likely that funds will be directed to the most 
profitable enterprises, regardless of their location.g It is these enterprises 
that will contribute most to employment and the growth of the gross 
domestic product, 

%I theory, if credit markets are operating efficiently, profitable industries and growing local and 
regional economies will attract lendable funds away from low-profit, low-growth areas. Differences in 
credit demand and the returns available to lenders in different industies or regions will influence 
decisions about where bank invest depositor funds. Thus, in response to changing economic 
conditions, some regions become net exporters of lendable funds, while others borrow more than 
would be available from local deposits. New sources of credit should flow into areas in which 
legitimate credit needs are not being met, and if some banks fail to provide setice, others will step in 
and do so. 
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The movement of deposits from one location to make loans in another is 
nothing new. Historically, regional U.S. economic development has 
depended upon outside sources of capital and credit. Early in its history, 
for example, the United States depended on credit sources in Europe, 
primarily England, to finance its growth. As economic expansion moved 
from east to west, the slower growing eastern states financed growth in 
the high-growth western states. Yet while there was some measure of 
credit movement from low-growth to high-growth areas, credit markets 
remained relatively inefficient. Geographic barriers to credit flows in the 
19th century resulted in substantial differences in interest rates among 
regions, as much as 4 to 7 percentage points according to one study, due in 
large part to difficulty in obtaining information over long distances.‘* Over 
time, credit markets gradually became more efficient until eventually they 
became nationally integrated. 

This movement of funds from areas of lesser demand to those of higher 
demand will continue with or without interstate banking. Even before the 
onset of interstate banking, banking companies employed a number of 
mechanisms to respond to differences in loan demand among regions. 
Smaller banks have historically served as deposit collection agents for 
large banks, such as the money center banks, that were restricted from 
establishing branches outside of their headquarters states to collect 
deposits but made loans to large corporations all around the country,” 

The issue, therefore, is not whether the movement of deposits from one 
community to another will continue but whether changes in federal 
interstate laws would somehow cause this to happen to an inappropriate 
degree. If markets function properly, we find nothing inherent in 
liberalized interstate banking that would adversely affect the balance 
between local and national interests that exists in the U.S. financial 
system. 

Impact on Local 
Communities Is Unclear 

Market participants and banking experts repeatedly told us that local 
communit ies are not at risk from deposit siphoning as long as markets 
remain competitive. They said that the movement of deposits into or out of 
local communit ies is not necessarily a function of size or ownership 

loDavis, Lance E., “Capital Mobility and American Growth,” in Fogel and Engerman, The 
Reinterpretation of American Economic History, (New York: Harper and Row, 1971). 

“Interstate banking could make credit intermediation more efficient because fewer funds will have to 
be channeled through smaller community banks to reach the larger banks making the loans. This is not 
likely to be a significant factor in the volume of deposits that are collected in one location and lent in 
another, however. 

I 
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structure and that banks that do not lend Iocally will have difficulty 
retaining local depositors. Although it is impossible to anticipate all of the 
forces that may affect market reactions in the future, we found a good deal 
of evidence that is consistent with these views. 

The diversity of larger bank holding companies’ business strategies is 
illustrated by a study conducted by the House Committee on Banking, 
Finance, and Urban Affairs in 1992.l’ To the extent available data 
permitted, this study analyzed the use of funds by the subsidiaries of 15 
large bank holding companies with significant interstate operations. The 
study estimated that 40 percent of the multistate bank holding companies 
invested a smaller portion of their deposits in-state than the average for all 
banks in that state; conversely, 49 percent of the bank holding company 
subsidiaries located outside the bank holding companies’ home states had 
higher than average local investments. Results on the remaining 11 percent 
were inconclusive.13 

Other studies have found that banks acquired by out-of-state bank holding 
companies tend to have higher than average loan to asset ratios. A  1991 
nationwide study by the Federal Reserve Bank of Kansas City found that a 
majority of the banks acquired between 1985 and 1987 increased their 
loan-to-asset ratios relative to other banks in the same region and that 
commercial and industrial lending at these banks did not decline relative 
to their peers.14 A 1991 study by the Maryland Bank Commissioner 
compared acquired banks to a group of large competitor banks and found 
that total loans as a percentage of deposits was higher at the acquired 
institutions. l6 

i2Analysis of Banking Industry Consolidation Issues, Staff Report to the Committee on Banking, 
Finance, and Urban Affairs, House of Representatives, 102nd Congress (Washington, D.C.: Mar. 2, 
1992) 

13We have not attempted to independently duplicate the results of the House Banldng Committee’s 
study. It should be noted that there are several problems in this and any study associated with reliance 
on call report data to evaluate bank lending behavior. One is the practice, common among large 
multistate bank holding companies, of booking many loans at a central location. On the basis of the 
data available, the Committee study had to include such loans in the home state statistics rather than 
counting them in the state where the loans were actually made. In addition, loans made by refed to a 
nonbank subsidiary of a bank holding company would not appear on a bank’s consolidated call report. 
As a result, the Committee analysis excluded local lending by nonbank subsidiaries for such products 
as mortgages, student loans, and credit cards. 

i4Spong, Kenneth, and John Shoenhair, “Performance of Banks Acquired on an Interstate Basis,” 
Federal Reserve Bank of Kansas City, December 1992. 

i6Report of the Bank Commissioner to the General Assembly on the Effects of Regional Reciprocal 
Interstate Banking and Emergency Interstate Acquisitions, State of Maryland, October 1, 1991. 
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Using a study population similar to that of the Federal Reserve Bank of 
Kansas City study, we looked at the lending activity of 124 banks that were 
acquired by out-of-state bank holding companies between 1985 and 1988 
and compared their activity with all other banks in the same region and 
size ~lass.‘~ We found that in the years following their acquisition by 
out-of-state bank holding companies 

l 77 percent of the acquired banks increased their total loans outstanding 
more than the average of the comparison group, and 

l 66 percent of the acquired banks increased their commercial and 
industrial loans outstanding more than the average of the comparison 
group. 

While these studies show increases in loan ratios, data were not available 
to show where or to whom the loans were made. As a result, the impact on 
a particular market could not be determined. 

A  similar situation exists when the lending activities of larger and smaller 
banks are compared. The benefits associated with interstate banking 
result from choices among both larger and smaller banking companies. 
Smaller banks, in general, make loans to small local businesses that are 
not widely known outside the local market (as we discuss in more detail in 
the section on small business lending). However, smaller banks also invest 
a somewhat lower portion of their assets in loans than do larger banks. 
(See table 6.1.) This lower level of lending by smaller banks generally 
reflects the need to remain liquid, to diversify risks through the purchase 
of securities or other nonloan assets, and local credit demand. 

Because they are generally more diversified on both the asset and liability 
sides of the balance sheet, larger banks should also be able to take risks 
that smaller banks cannot. As a result, the economy as a whole-as well as 
many businesses located in particular markets-can be well served by the 
choice between larger and smaller banks that diversification and 
competition make possible. 

“We studied the portfolio composition of 124 banks that passed from in&ate to out-of-state ownership 
between 1985 and 1988 and remained as bank subsidiaries. The banks were located in 29 states and the 
Ditict of Columbia Eighty-one percent of the study population was located in the southeastern or 
central regions of the country. Ninety-one percent of the institutions studied had less than $600 million 
in assets before their acquisition. Portfolio composition for the year before acquisition was compared 
to the asset portfolio 2 to 3 years after the year of acquisition. Changes in the portfolio of each of the 
acquired institutions was measured against changes reported for all other banks in the same region 
and size class. 
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Table 6.1: Selected Loan-To-Asset 
Ratios of Banks by Size 

Size of bank 

Loan-to-asset ratios (In percent) 
Commercial 

Total and industrial Other real Consumer 
loans loans Mortgage estate loans loans 

$10 billion or more 59% 20% 11% 9% 8% 

$1 billion-$10 billion 60 14 13 12 15 

$100 million-$1 billion 57 11 17 15 II 

Less than $100 million 51 9 15 13 9 
All banks 58 15 13 12 11 

Nate: Data are for the period ending December 31, 1992. 

Source: Call report data. 

The evidence clearly shows that multistate bank holding companies are 
able to raise local deposits and lend them in the national market. As we 
discussed earlier, the historic role of banks has been to intermediate funds 
regardless of the locations of their origin or end use. Such funding has 
occurred in spite of interstate banking restrictions and will continue 
whether or not restrictions are lifted, The ability to raise local deposits and 
Iend them in the national market does not mean, however, that local 
markets will be poorly served by nationwide banking and branching. If 
markets remain competitive, we would have no basis for concluding that 
local demands for credit would go unmet if the degree of interstate 
banking and branching were to increase. 

The larger banking companies can provide a stabilizing influence in local 
communities. The presence of larger, more diversified institutions in local 
communit ies could significantly reduce disruptions in banking services 
associated with bank failures and local economic downturns. We were 
told by bank regulators in Arizona, for example, that had it not been for 
the presence of out-of-state banks in Arizona, banking services in the state 
would have been seriously disrupted when in-state banks and thrifts failed 
in the 1980s. Larger geographically diversified interstate banking 
companies may also provide a more stable lending presence than less 
diversified local banks-such as those that failed in Texas, Arizona, and 
New Hampshire-because larger banks that operate in more than one 
market are less susceptible to downturns in local economies.17 

“A recent Congressional Budget Office study documented that the availability of credit is a function of 
the health of the banking organizations. Those aress that have experienced the sharpest drop in credit 
availability in the recent recession are generally the areas that are served by the weakest banks. 
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We cannot separate the effects of interstate banking from other factors 
that affect local economies. States with very different banking laws and 
widely varying levels of out-of-state entry-Texas, Massachusetts, and 
California-have all experienced or are experiencing severe problems 
with real estate loans, despite the fact that one state had a tradition of 
prohibiting in-state branching, one helped launch a regional compact, and 
the third had a long tradition of statewide branching. Other economic 
factors-interest rates, changes in oil prices, and defense budget 
cuts-appear to have played more significant roles. In addition, states 
experiencing dynamic, growing economies have done so under a variety of 
interstate banking laws. 

It is also important not to lose sight of the growing role of nonbank 
lenders as they take advantage of profitable lending opportunities. For 
example, data reported by the Small Business Administration indicated 
that from 1980 to 1990, business loans outstanding from finance 
companies more than tripled, from $90 billion to $286 billion. If 
consolidation leaves unmet market demand, the chances are increasing 
that such demand can be met outside the banking system, 

Regulation Must 
Ensure Competitive 
Markets 

The validity of our conclusion about the effects of liberalized interstate 
banking depends upon markets remaining competitive and upon small 
bank viability. At present, we have no basis for concluding that federal 
safety and soundness, antitrust, and chartering regulations are insufficient 
to ensure competition and to protect the public against the risks 
associated with interstate banking. However, we do have concerns in each 
of these key areas of regulation. 

Maintaining Safety and It cannot be assumed, simply because large banks use a larger percentage 
Soundness in Large Banks of their deposits to make loans, that the economy will necessarily be 
Is Essential better served by a relative increase in lending by large banks. As shown in 

table 6.2, the credit decisions of large banks as a group have resulted in a 
much higher proportion of net charge-offs of loans as a percentage of net 
income than has been true for small banks, thus contributing to the poor 
rates of return of large banks. It can certainly be questioned whether the 
economy was well served by many of the lending decisions of the large 
banks that resulted in these losses. These larger proportions of net 
charge-offs in large banks, once again, illustrate the importance of making 
sure that banks that are allowed to expand under liberalized interstate 
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banking laws be adequately capitalized and well managed, as discussed in 
chapter 5. 

Table 6.2: Cumulative Net Income and 
Net Loan Charge-Offs by Bank Size for 
1984-92 

Dollars in billions 
Size of bank 
$10 billion or more 
Less than $10 billion 
Source: Call report data. 

Net Income Net charge-offs 
$40.1 $86.9 
119.8 98.6 

Although geographic diversification makes larger banks less susceptible to 
local economic downturns, if a large bank with a significant interstate 
network does fail, it is likely to have a severe impact on local communit ies 
throughout its region of expansion. For example, a Federal Reserve 
official told us that before the Bank of New England failed in 1991, it had 
become the largest small business lender in New England. Its failure, 
consequently, had a severe impact on small businesses throughout the 
region. The prospect that expanded interstate banking and branching 
could further increase the market shares of regional or even national 
banking companies raises concerns about the magnitude of economic 
disruption a single bank failure could cause in local communit ies across 
the country. 

The potential effect of large bank failures has led to concerns that 
interstate banking will create more banks that are considered too big to 
fail or that the proportion of lending undertaken by banfing companies 
that are considered too big to fail will increase. It is generally 
acknowledged that when a bank becomes troubled, its managers may be 
tempted to take excessive risks to spark a recovery. Managers of banks 
considered to be too big to fail wil1 have incentives to take even more 
excessive risks because they would not be concerned with being 
disciplined by regulators or the market. Although FDICIA makes it more 
likely that uninsured depositors will suffer losses if banks fail, exceptions 
can be made for banks whose failure could destabilize the U.S. economy.1s 

lBF’roposals to split retail lending using insured deposits from wholesale lending funded by noninsured, 
wholesale liabilities are intended, in part, to address this problem, Under such proposals, deposit 
insurance would be limited to “narrow” or “retail” banks that conduct only certain approved categories 
of lending, such as consumer, small business, or mortgage lending. They might be affiliated with 
wholesale, noninsured banks in a bank holding company but would be protected from the risks taken 
by these affiliates through a variety of firewalls and other protections. 
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The tripwire and internal control provisions in FDICJA are designed to 
encourage more disciplined lending on the part of all banking companies 
but are particularly important in disciplining large bank risk-taking 
because of the impact large bank failures may have on local communit ies 
as well as on BIF. It is, consequently, extremely important that regulators 
forcefully and successfully implement these provisions. 

Antitrust Regulation The public is at risk if consolidation results in the ability of a few 
institutions to dominate local markets to the extent that they can exert 
undue influence over price and service. Antitrust and banking laws, 
enforced by the Department of Justice, the Federal Reserve, and other 
federal bank regulators (when approving mergers), provide the means to 
protect against such a result. As we discuss in more detail in chapter 7, 
their effective use is an important element in making sure that the public 
will continue to be well served by consolidation in banking. 

Entry, Regulation, and the The U.S. banking system is unique among industrialized nations in its large 
Competitive Position of number of community banks. Although they have declined significantly in 
Community Banks number, community banks, as a group, have demonstrated their ability to 

compete effectively in most markets, as we discussed earlier. For the most 
part, however, a major change in the conditions affecting community 
banks has already occurred with the adoption in most states of statewide 
branching laws. As we noted earlier, the decline in the number of banking 
companies that has occurred in the last 5 years has been greatest in states 
that liberalized in-state branching in some way. Whether community banks 
will remain competitive depends on a number of factors, including 
developments in the economics of banking, the enforcement of the 
antitrust laws, and the goals of the owners and managers of both large and 
small banks, Two areas of particular concern that involve regulation are 
the chartering of new banks and the regulatory burden under which 
smaller banks operate. 

Regulation will also affect the ability of community banks to compete. It is 
important that regulations designed to address problems in large banks do 
not inadvertently make it more difficult for smaller banks to operate. 
There is reason for concern about the safety and soundness of smaller 
banks because as we have noted, they have been responsible for a high 
percentage of the losses in the deposit insurance system. Nonetheless, one 
of the important goals of the current efforts to assess regulatory burden is 
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to make sure that the regulatory requirements applicable to smaller banks 
are appropriate for the risks involved in such institutions.ig 

It is also important that new bank charters are not inhibited by excessive 
regulation of community banks because new entry is an important factor 
in ensuring competitive markets. It is not valid to assume that simply 
because there are a large number of banks in the United States that all 
markets are adequately served by the banks currently in the market and 
that new charters are not needed. 

There is evidence that new banks are commonIy chartered in markets that 
have experienced bank acquisitions. Bankers and regulators provided us 
with anecdotal evidence of such entry, and a 1989 Federal Reserve Bank of 
Boston study concluded that new banks in New England were chartered at 
least “in part in response to a rise in the number and scope of bank 
mergers and acquisitions. “‘O Founders of these new banks asserted that 
they were chartered in response to a decline in the quality of banking 
services provided to small and local customers. However, the study was 
not able to conclude whether this was the case or whether bank 
executives from acquired banks chartered new banks as an alternative 
career strategy. 

This evidence notwithstanding, new bank charters hit a 41-year low in 
1992, suggesting a need to at least monitor new charters carefully in the 
future. We recognize that this decline in new charters may have been the 
result of numerous influences-the economy, local market conditions, and 
a high number of failed thrifts (whose purchase provides an alternative 
vehicle for entry into banking)-and is not necessarily a long-term 
concern. 

While new banks pose special risks-as do all new businesses-the safety 
and soundness requirements applied to new banks should be no greater 
than can be justified by the nature of their risk-taking. Continuing 
oversight in this area is particularly important in a consolidating industry 

‘@The principle of making distinctions based on asset size is recognized in the law. For example, 
FDICIA exempts all banks with less than $160 million in assets-about 80 percent of all banks-from 
the requirement that a bank’s external auditors report on statements prepared by the bank’s 
management regarding the effectiveness of internal controls and compliance with applicable laws and 
regulations. Furthermore, excercising discretionary authority granted under FDICIA, FDIC issued 
regulations on June 3,1993, raising the exemption level for small banks to those with assets of less 
than $600 million. 12 C.F.R., 363. 

MDunham, Constance, “New Ranks in New England,” New England Economic Review, 
January/February 1989. 
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because the possibility of new bank charters helps maintain competitive 
markets. 

Another area in which effective regulation could be significant involves 
protecting smaller banks from unfair pricing by larger banks. However, we 
found no evidence, either in studies or from interviews, that interstate 
banking has led to predatory pricing by out-of-state banking companies. 
Despite assertions by some community bankers and industry groups that 
unfair competition by large banks is not uncommon, both the bankers and 
industry groups did not provide us with documentation of such practices. 
No recent action against any banking company for predatory pricing has 
been undertaken by the Department of Justice. 

Small Business 
Lending 

- 
Problems with small business lending are frequently cited as a potential 
risk from expanded interstate banking. Such potential problems are an 
extremely important consideration because a healthy small business 
sector is a crucial component of the US. economy. As has been well 
documented, the small business sector of the economy has been 
responsible for most of the net job creation that has occurred in the 
country in recent years.21 Looking forward, there is every reason to expect 
that small business will continue to be extremely important to the U.S. 
economy.22 

1 

Very little quantitative data on lending to small businesses currently exist, 
although the Federal Reserve is planning a national survey on small 
business financing that will eventually improve data availability. 

%etween 1976 and 1988, companies with fewer than 600 employees accounted for 60 percent of all 
private sector employment and 60 percent of net job creation in the United States. From 1988 to 1990, 
firms with fewer than 600 workers created more than 3 million net new jobs, while larger fums had a 
net loss of half a million jobs. In addition, between 1976 and 1988, firms with fewer than 20 employees 
accounted for 19 percent of overall employment and 37 percent of job growth. Between 1988 and 1990, 
employment at these smallest fums increased by 4 million jobs, while companies with 20 or more 
employees suffered a net loss of 1.4 million jobs. 

The latest figures on small business share of the gross national product, published by the Small 
Business Administration in 1987, indicated that in 1982 firms with fewer than 600 employees 
accounted for 39 percent of the gross national product and nearly half of ptivate sector production. 

%  must be recognized that the vitality of the small business sector is a function of many factors. Many 
of the factors that are related to credit-including economic conditions, access to venture capital, 
regulatory policy, and lender liability concerns-are not si~cantly affected by interstate banking 
restritions. other factors affecting small business vitality, such as taxes, government regulation of 
small businesses, operating costs and product demand, are unrelated to bank credit. Since 1989 no 
more than 7 percent of respondents to quarterly National Federation of Independent Business surveys 
ranked credit availability as their most important problem. 
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Information that does exist showed that smaller, local banks are an 
important source of financing for many small businessesz3 

In spite of the heavy reliance on smaller banks by small businesses, 
interstate banking and branching and the increased presence of larger 
banking companies have the potential for benefiting many small 
businesses by increasing the volume and accessibility of small business 
lending, although not every type of business can expect to benefit. We 
have already pointed out one area that holds promise for such 
benefits--export financing. 

In addition, many larger banks have reportedly indicated that they intend 
to pursue small business lending as one of their last profitable lending 1 

markets-since many of their larger corporate customers now borrow 
directly from the capital markets. This change in business strategy may be 1 
important since smaller banks appear to have been reducing their 
commercial and industrial lending during the last half of the 1980s and 
early 1990s.24 

23According to the National Survey of Small Business Finances conducted from 1988 to 1989 for the 
Federal Reserve and Small Business Administration, most small and mid-sized businesses depend 
primarily on local commercial banks to meet their credit needs. The survey found that 81 percent of 
small businesses that obtain credit from any financial source do so from a commercial bank. 
Ninety-two percent of these firms use local credit sources. 

Although data were not available on the percentage of commercial and industrial lending to small 
businesses, most of the banking officials and others with knowledge of the market to whom we spoke 
agreed that smaJl bsnks make a large portion of the loans to small businesses. Surveys that the Federal 
Reserve conducts periodically on the terms of commercial lending by banks of different sizes confirm 
a pattern that most of the smallest loans made by banks are made by the smaller banks. In surveys 
conducted in 1991, banks not among the 64 most active commercial lenders, whose commercial and 
industrial loans generally totaled less than $1.6 billion, accounted for about one-third of all such loans 
outstanding and about two-thirds of all such outstanding loans of less than $1 million each. (See 
special table 4.23, Terms of Lending at Commercial Banks,” published periodically in the Federal 
Reserve Bulletinl 

Y%tistics concerning small business lending by banks are difficult to interpret, especially for small r 
banks, because small business loans may be classified by banks as real estate, home equity, or even 
credit card loans in addition to the traditional commercial and industrial loan category usually 
associated with business lending. Nonetheless, commercial and industrial loans outstanding for banks ,, 
in both the fess than $100 million and $100 million to $1 billion asset categories have declined since the r 
mid-1980s. For banks with less than $100 million in assets, commercial and industrial lending declined 
from $48.5 billion in 1986 to $32.7 billion in 1991-a 33-percent drop. For banks with $100 million to 
$1 billion in assets, commercial and industrial lending declined from $92.6 billion in 1986 to 
$79.8 billion in 1991-a Id-percent drop. 
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Effective Regulation Can AIthough interstate expansion and consolidation in the banking industry 
Minimize the Adverse may lead to more lending to the small business sector in general, small 
Effects That Consolidation businesses whose size, condition, or credit requirements do not fit into a 

Is Likely to Have on Some standardized approach may be adversely affected by the methods used by 

Small Businesses larger banks in assessing credit risk. Such businesses would tend to 
include those with unique operations or uncertain creditworthiness. The 
credit needs of these businesses are likely to involve more intimate 
knowledge of their operations than may be cost-effective for many larger 
banks to obtain. 

Some larger banks have already become important sources of small 
business credit. For example, one large regional bank has a portfolio of 
$715 million of small business loans. The average size of this bank’s 
outstanding small business loans is about $81,250, and more than half the 
loans are for less than $50,000. Nevertheless, it seems reasonable to 
conclude that the focus of many larger banks likely will be on the more 
standardized types of credit.26 

The number of small businesses most likely to experience difficulties in 
dealing with larger banks is hard to estimate. But it is possible that a 
substantial share of the small businesses in the country will be affected. 
According to statistics compiled by the U.S. Bureau of the Census in 1989, 
approximately 6.1 million business establishments had payrolls. Of this 
number, 5.3 million-more than 85 percent-employed fewer than 20 
people. Most of these smaller establishments (which employ 24 million or, 
about one-quarter of all private sector employees) would have annual 
sales of less than $1 million. In addition, most of these establishments 
probably do not have audited financial statements and, given the turnover 
in businesses, may not have been in business very long. 

In our analysis of the banking markets in California, Arizona, and 
Washington, we conducted 11 focus group discussions on the subject of 
credit availability for small businesses. Many participants in the focus 
groups believed that many small businesses were having a harder time 
obtaining credit than they did in the past. Although it was recognized that 
economic factors played a part and that credit standards have been 
tightened because of the numerous bank failures, many also felt that the 

26To ensure consistency in underwriting standards, many large banks have adopted a standard set of 
criteria for considering small business credit applications. Such criteria might include years in 
operation, amount and term of current debt, history of earnings and debt service performance, 
financial condition and cash flow projections, and value of collateral. Lenders using such “credit 
scoring” systems may have less flexibility ix consider local economic conditions or special 
circumstances in evaluating borrower creditworthiness. 
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centralized lending procedures followed by some larger banks contributed 
to small business credit availability problems. 

Smaller banks are a vital part of today’s credit markets. Future industry 
consolidation may increase credit concerns for the smallest businesses. 
However, these risks are not unique to the consolidation that would result 
specifically from the liberalization of interstate banking laws. 

Any adverse impact of consolidation on certain segments of the small 
business sector can be minimized through actions designed to keep 
markets competitive. These actions include carefully enforcing safety and 
soundness and antitrust regulations, ensuring that the chartering of new 
banks is carried out in a way that will provide fair and open competition in 
local markets, and ensuring that banking companies are not subject to 
excessive regulation. 

Even when regulation is successful in keeping markets open and 
competitive, some credit problems may be encountered by some 
businesses+ New entry will not immediately resolve all potential small 
business lending problems in the wake of bank acquisitions-because it 
takes up to 2 years to organize and charter a new bank and most new 
banks start small, limiting their initial ability to add significantly to local 
credit availability. 

Interstate Banking 
and the Community 
Reinvestment Act 

Some critics of expanded interstate banking have raised concerns that 
low-income communities, in particular, would be disadvantaged by any 
additional consolidation that might accompany changes in interstate 
banking and branching laws. Currently, the principal regulatory tool 
available to deal with these concerns is enforcement of the Community 
Reinvestment Act of 1977 (CRA). 

1 

r 

j 

CRA Is a Factor in Merger Under CRA, federal bank regulators rate the performance of financial 
Applications institutions in helping meet community credit needs, including those of 

low- and moderate-income neighborhoods. Bank CEW performance is 
evaluated in the following five categories: 

. ascertainment of community credit needs, 
l marketing and types of credit offered and extended, 
+ geographic distribution and record of opening and closing offices; 
+ discrimination and other illegal credit practices, and 
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. community development. 

CRA requires federal regulatory agencies to consider a bank’s CEIA 
performance in acting on any “application for a deposit facility,” including 
mergers and acquisitions of financial institutions. 

There is no question that the problems CRA seeks to address are important 
issues for our economy and society. Low-income communities, 
particularly inner city areas, have severe problems concerning access to 
banking services. The price of basic banking services has risen. Bank 
industry consolidation, particularly for large in-market mergers, has 
tended to reduce the number of bank offices in cities. Large areas in such 
cities as Los Angeles and New York City lack a single full-service branch 
bank. According to a study by the City of New York, other areas have 
population-to-bank ratios four and five times higher than the national 
average. The growth of the check cashing industry and pervasive 
anecdotal evidence about the lack of credit in low-income urban areas 
suggests an absence of banking services in markets. 

Since the passage of CRA in 1977, federal banking agencies have denied 
only a small number of mergers and other bank applications on CFU 
grounds. This does not, however, necessarily indicate the impact CRA may 
have had on the provision of bank services. Some institutions may have 
withdrawn merger applications to avoid denials on CFJA grounds. 
Furthermore, institutions interested in making acquisitions have strong 
incentives to conform to CM requirements since the enforcement of CM 
centers around requests for approvals of applications. As a result, they 
may have focused more effort on CRA than they might have otherwise. 

Furthermore, because of CRA’S importance in the merger approval process, 
it appears to have played a role in reducing some of the adverse 

1 
F 

consequences of bank consolidation in communit ies where market forces 
have not favored the development of vigorous competition among 
financial services providers. For example, it is likely that some of the 
branches serving poor, inner-city neighborhoods remain today at least 
partially as a result of pressure from community groups who have used the 
merger application approval process to seek CRA commitments from 
acquiring institutionsz6 Were it not for the presence of large bank 
branches in these neighborhoods, banking services would be all but 
nonexistent. Smaller banks are generally not subject to such public 

! 

‘these large banks generally started serving the larger urban areas when they were still relatively 
prosperous. 
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pressure because they are involved in fewer applications for mergers and 
branch openings and closings. 

CRA Does Not Address All Conflicting concerns about CRA include views that it is burdensome but 
Banking Problems of still insufficient to address community lending problems. Critics of the CRA 
Underserved process assert that CRA exams do not necessarily reflect a bank’s actual 

Neighborhoods lending practices but rather the adequacy of its documentation of CRA 

activities. CRA standards contain little specificity about what services 
should be provided by banks. Consequently, criteria for determining CM 
ratings are fairly subjective. 

There are also public policy concerns that CRA is not able to address. For 
example, banks cannot be forced to enter markets that are underserved. 
At most, CRA can provide incentives for banks to remain in markets. 
Furthermore, public concerns about CFU are most likely to focus on larger 
banking companies whose mergers are most likely to attract community 
attention. Yet small banks may be equally suited to address the needs of 
borrowers who do not conform to broad lending categories. 

Because certain communit ies remain underserved, it appears appropriate 
to consider other ways to supplement CRA or make it more effective in 
order to improve the banking services in these areas. However, an 
evaluation of the process or potential improvements or additions to CRA 
was beyond the scope of this report. We are currently conducting a 
separate review on the efficiency and effectiveness of CM. 

We did, however, consider the more focused question of how banking 
services to local communit ies or CFLA might be affected by nationwide 
banking and branching. On the broader issue of services to local 
communit ies we were unable to reach a conclusion. We found no evidence 
from our many interviews with community representatives that 
nationwide banking would have a significant impact--either positive or 
negative. 

Large bank mergers, however, often focus extra attention on CM. As a 
result, local community groups are often able to obtain CRA commitments 
from the banking companies involved in the merger that they might not 
otherwise obtain. To the extent that nationwide banking would encourage 
such mergers, local communit ies might benefit on a case-by-case basis. 
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Interstate branching could have a potentially significant impact on the way 
CRA is administered. Under current CRA requirements, banks, whether they 
operate in 1 local market and have no branches or in 50 markets with 200 
branches, receive a single CRA rating. For example, Bank of America gets a 
single CRA rating for the entire state of California. If interstate brmching 
were allowed without changes to CBA reporting requirements, banking 
companies would still only be examined for CRA compliance at the bank 
level. A  large degree of specificity in the examination process would 
consequently be sacribced. For example, if NationsBank consolidated its 
11 banks into 1 bank, it would receive a single CRA rating for its operations 
in 10 states and the District of Columbia, whereas it now receives a rating 
for each of its 11 bank subsidiaries. 

Conclusions Many banking services that are not directly available through local banks 
are available through correspondent banking relationships or through 
direct solicitations from large, out-of-market banking companies. 
Nevertheless, the elimination of geographic restrictions on banking and 
branching has the potential to benefit the economy in a number of ways as 
long as competition is maintained as we discuss further in chapter 7. Local 
communit ies may benefit from the more stable presence of more 
diversified interstate banking companies. Furthermore, the elimination of 
branching restrictions and the increase in competition fostered by 
interstate banking and branching may enhance customer convenience, 
increase the availability and accessibility of banking services, and reduce 
the cost of those services. Nevertheless, not ail bank customers are likely 
to feel that the acquisition of local banks by out-of-state banking 
companies is in their best interest. If markets are competitive, however, 
dissatisfied bank customers will have the option of turning to other banks 
or financial services providers to serve their needs. 

The benefits to bank customers and the economy associated with 
interstate banking and branching are not automatic, however. The 
realization of benefits depends, to a great extent, on bank management+ 
The impact of interstate banking and branching will, consequently, vary by 
banking company and by community. 

Concerns have been raised about the adverse impact interstate banking 
and branching could have on local communities, the small business sector, 
and on economically disadvantaged borrowers. These concerns are by no 
means unique to liberalizing federal interstate banking and branching 
laws. Nevertheless, to the extent that interstate banking may accelerate 
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the trend toward consolidation, it is important that the concerns be 
addressed+ 

Although we have found no evidence that nationwide banking and 
branching will result in a greater degree of deposit siphoning, larger 
banks-particularly those that operate interstate-ould have a 
significantly disruptive effect on numerous local communit ies if they fail. 
Furthermore, while some small businesses may benefit from large bank 
lending, others, who do not conform to standardized lending processes, 
may find it more difhcult to obtain loans. Whether small businesses’ 
borrowing needs will be met in the wake of mergers will depend largely on 
bank management, nonbank credit sources, and new bank entry into local 
markets whose small business needs are not being supplied adequately. 
There is some evidence that new bank or financial services entry will take 
place in markets that have experienced bank mergers. 

We have no reason to believe that the tools regulators have are insufficient 
to control the potential risks associated with nationwide banking and 
branching. Strong enforcement of the tripwire and internal control 
provisions of FDICIA will reduce the likelihood of disruptive bank failures. 
Antitrust and other regulatory actions to ensure that markets remain 
competitive and that excessive regulation not discourage bank charters or 
the operation of small banking companies are critical to ensuring that the 
market will fill gaps in the provision of banking services. However, 
additional regulatory authority may prove necessary if unanticipated 
consequences of consolidation and nationwide banking and branching 
develop. 

CFU appears to have served as an incentive to spur larger banking 
companies that want to expand into increasing their commitment to inner 
cities and other underserved areas. But CRA alone is not sufficient to 
address all of the banking problems in these areas. Maintaining geographic 
restrictions to bank ownership will certainly not solve the banking 
problems of these areas. Interstate branching could, however, have a 
significant impact on CEU by reducing the specificity of CRA examinations 
unless changes are made to the CRA reporting requirements to make them 
more regionally specific. 

I 

r 

Given the complexity of these issues, regulators need to adapt their 
judgments to changing circumstances in the banking industry. These 
concerns are relevant even if federal laws on interstate banking and 
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branching are not liberalized given the structural changes currently 
occurring in the banking industry. 
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Chanter Summarv “-r‘-’ _- .._... -. , 

Topic Principal Findings 

This chapter discusses the impact Antitrust enforcement in future bank l At the local market level, at least 130 
banking industry consolidation could have mergers is critical to ensure competitive of the nation’s 318 urban markets are 
on market power and the role antitrust markets, whether or not geographic already dominated by 3 or 4 banks. 
enforcement plays in ensuring that restrictions are lifted. Although antitrust 
markets do not become overly enforcement appears to be able to l It is impossible to predict how 
concentrated or anticompetitve. prevent anticompetitive mergers, the nationwide banking and branching may 

following factors give rise to some affect the structure of and competition 
uncertainty about the impact nationwide within the industry. 
banking and branching could have on 
market power: Because of these factors and the amount 

of judgment involved in antitrust analysis, 
l The relevant market area for antitrust oversight of antitrust enforcement is 

enforcement in banking has generally important. 
been local. 

l It has become harder to define product 
markets relevant for antitrust purposes. 

Concerns about market power-the ability of one or more firms to 
maintain prices above competitive levels-arise whenever any industry 
experiences significant consolidation. Antitrust statutes are designed to 
ensure that such power is not achieved by any one company or group of 
companies. 

The consolidation that has already occurred in the banking industry has 
raised antitrust concerns in certain markets. Consequently, whether or not 
geographic restrictions are lifted, careful enforcement of antitrust statutes 
will continue to be important when mergers are approved. Rigorous 
oversight of antitrust enforcement will also be necessary to ensure that 
banking markets remain competitive, particularly because antitrust 
enforcement requires a great degree of legal and economic judgment and 
because the Federal Reserve and the Department of Justice do not always 
agree in several judgment areas. 

Nature of the 
Concerns 

resulting from interstate banking and branching varies depending on the 
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markets being considered-local, regional, or national-and the time 
frames under discussion. 

National and Regional 
Markets 

As we discussed in chapter 1, the Bank Holding Company Act restrictions 
on interstate banking were imposed partly as a result of concerns about 
concentration of economic power at a national or regional level in a small 
number of banking institutions. The potential increase in concentration at 
the national and regional levels that would result from the interstate 
mergers of some of the largest banks in the United States remains a 
concern. 

As we noted earlier, the nature of competition in the financial services 
industry has changed considerably since the passage of the Bank Holding 
Company Act in 1956. Banking companies face more competition from 
nonbank financial services providers than they did then, making concerns 
about national oligopolies in financial services much less credible. 
Nevertheless, bank management strategy might encourage a string of 
acquisitions that over time, could create a few large banking institutions 
wielding considerable market power. 

It is also possible that the merger of large banks will affect competition in 
specific markets in which large banking and other financial services 
organizations compete on a national or regional level, such as securities 
clearing or American depositary receipts.’ However, it is often difficult to 
describe such markets as purely national in scope, because foreign 
financial service providers often compete in these markets. 

Local Markets To date, antitrust actions in banking have focused more at the local 
market level than at the national or regional level. Removing geographic 
restrictions of any kind generally provides opportunities for reducing 
concentration or market power in local markets. Lifting restrictions on 
interstate banking would increase the number of firms legally able to enter 
most banking markets, and markets considered likely to be profitable will 
attract new banks. Even if banks do not actually enter such markets, the 
increased possibility of new entry may limit the market power of existing 
banks because banks may not raise prices if they know others will enter to 
contest their market. In addition, in the short to medium term, interstate 
banking may reduce pressures leading to increased concentration because 

‘American depositary receipts are securities issued by U.S. banks against the shares of a foreign-based 
corporation held by a US. bank entitling the shareholder to all dividends and capital gains. 
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it will give growth-oriented banking companies the opportunity to expand 
outside of their current markets-ither through branching or 
acquisitions-rather than force them to consolidate within those markets. 

Nevertheless, interstate mergers involving large banking companies with 
significant geographically overlapping operations can increase local 
market concentration-a point of some significance since many local 
markets are already relatively concentrated. In 1991, for example, the 
three largest banking companies in over two-fifths of the U.S. urban 
markets held at least 70 percent of the total commercial bank deposits.’ 
While geographic overlaps are currently few, if banking companies expand 
nationwide and extend their networks, the likelihood of future mergers 
among larger institutions with overlapping local markets increases. 

Most Mergers Have 
Not Raised Antitrust 

Justice, and state attorneys general have responsibility for enforcing the 
antitrust laws relevant to the banking industry.3 The Federal Reserve and 

Considerations Department of Justice have been most involved in assessing the 
competitive effects of interstate mergers. The enforcement of the antitrust 
laws-which are very broad-is facilitated by guidelines issued by the 
Department of Justice. The guidelines provide, among other things, a 
methodology to screen all proposed mergers for potential adverse 
competitive effects. This screen assists regulators in determining which 
mergers have the potential to enhance or create market power and should 
be investigated further, Nonetheless, implementing the screen requires a 
significant amount of judgment by the regulators. The vast majority of 
proposed banking company mergers has not exceeded the screen 

these statistics tend to exaggerate concentration in banking markets because they do not take into 
account the competitive effects of thrifts or other nonbank competitors. 

Throughout this report, we refer to antitrust laws as any laws or sections of laws relevant to the 
banking industry whose purpose is to prevent anticompetitive behavior. These include the laws 
enforced by the Department of Justice, including the Sherman and Clayton antitrust acts, as well as 
certain sections of banking law found in the Bank Merger Act, the Bank Holding Company Act, and the 
Change in Bank Control Act. 
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Legal Basis for Antitrust 
Assessment 

The purpose of antitrust laws is to prevent anticompetitive behavior and 
preserve and promote competition. The Sherman Acl! and the Clayton Act5 
are the linchpins of federal antitrust enforcement. In general, they-and 
several state antitrust statutes that mirror their provisions-prohibit 
mergers that would result in or tend to create a monopoly or may 
substantially lessen competition. The Department of Justice is charged by 
the acts to enforce the antitrust statutes in all industries, including 
banking. 

Until the Bank Merger Act was passed in 1960, it was not clear whether 
bank regulators had the authority to deny bank mergers that were 
anticompetitive. To remedy this uncertainty, the act mandated that bank 
regulators with responsibility over the surviving ba.nk consider the 
competitive effects of bank mergers” but did not specify the standards 
bank regulators should apply in assessing these competitive effects7 There 
was also considerable confusion about whether the Sherman and Clayton 
antitrust acts applied to the banking industry. In 1963, the Supreme Court 
clarified this matter in the Philadelphia National Bank case,’ holding that 
these laws, and particuIarly section 7 of the Clayton Act, which prohibits 
mergers or acquisitions that tend to create a monopoly or that may 
substantially lessen competition, applied to the banking industry. The 

%&don 1 of the Sherman Act (16 U.S.C. sections 1 through 7) makes illegal any contmct, combination, 
or conspiracy that results in a “restraint of trade.” Courts have interpreted this to cover a variety of 
horizontal and vertical trade restraining agreements. Horizontal restraints any agreements among 
competitors at the same level of the production or distribution process (e.g., among competing 
manufacturers or distributors). Vertical restraints are arrangements between persons or firms 
operating at different levels of the manufacturing or distribution chain (e.g., between a manufacturer 
and a wholesaler) that restrict the conditions under which the firms may purchase, sell, or resell. 
Section 2 of the Sherman Act also prohibits monopolization as well as attempts, combinations, or 
conspiracies to monopolize. 

@Che Clayton Act, as amended, (15 USC. sections 12 through 27) supplements the Sherman Act by 
proscribing certain types of market behavior that may restrain trade. Section 7 prohibits certain 
mergers or acquisitions of stocks or assets of firms engaged in interstate or foreign commerce. In 
general, mergers and acquisitions covered by section 7 are unlawful if they would tend to create a 
monopoly or may substantially lessen competition. 

The Hart-Scott-Rodino Antitrust Improvements Act of 1976, which added section 7A to the Clayton Act 
(16 U.S.C. section lSa), provides several mechanisms to assist the Department of Justice in 
investigating whether proposed mergers and acquisitions would be anticompetitive. 

%e Federal Reserve has responsibility for state member banks, FDlC has responsibility for state 
nonmember banks that have federal deposit insurance, and OCC has responsibility for national banks. 

‘The Bank Holding Company Act of 1956 required an assessment of the competitive effects of bank 
acquisitions by a bank holding company-in contrast to bank mergers. However, before 1960, there 
were very few significant holding company acquisitions, and the competitive requirement of the Bank 
Holding Company Act was rarely applied. 

*United States v. Philadelphia National Bank, 374 U.S. 321(1963). 

Page 129 GAOIGGD-94-26 Interstate Banking and Branching 



Chapter 7 
Antitrust Considerations 

court also held that mergers approved by bank regulators were not 
immunized from further antitrust challenges. 

Following the Philadelphia case, Congress further strengthened bank 
merger enforcement efforts by amending both the Bank Merger Act and 
the Bank Holding Company Act in 1966 and by passing the Change in Bank 
Control Act in 1978. These amendments and the Change in Bank Control 
Act introduced the language of the Sherman and Clayton antitrust acts into 
the banking laws9 As a result, federal bank regulators and the Department 
of Justice generally enforce similar antitrust statutes when addressing the 
competitive concerns arising from bank mergers. 

State attorneys general and some state bank regulators also have the 
authority to enforce state antitrust laws relevant to the banking industry. 
State attorneys general may also bring actions on behalf of state residents 
for federal antitrust offenses. We surveyed all state attorneys gene& and 
state bank regulators to try to determine the extent of their involvement in 
assessing the competitive effects of bank mergers. Of the 43 state 
attorneys general who responded to our survey, 15 indicated that they 
assess at least selective bank mergers in their states for competitive 
effects and several others indicated that they would assess bank mergers if 
they thought there was a particular need to do so. Of the 42 state bank 
regulators who responded to our survey, 2 1 indicated that they assess at 
least selective bank mergers in their states for competitive effects. 

Although antitrust laws are enforced by numerous state and federal 
regulators, we focused our analysis on the Federal Reserve and the 
Department of Justice because they have been involved in all recent 
interstate mergers. The Federal Reserve assesses the competitive effects 
of all bank holding company mergers and, consequently, all interstate 
mergers because banking companies may only acquire other banking 
companies across state lines through the bank holding company. The 
Department of Justice is not required to act on every bank holding 
company merger, as must the Federal Reserve, but Justice staff said they 
review virtually all mergers and acquisitions in the banking industry and 
they have the responsibility to challenge any merger that significantly 
reduces competition. 

@Ike acts also require the bank regulators to consider whether certain public interest factors outweigh 
any anticompetitive effects of mergers. 
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Process for Assessing Merger applications are submitted to the Federal Reserve Bank with 
Banking Company Mergers geographic jurisdiction, which then sends a copy to the Department of 

Justice and other relevant bank regulators. The Federal Reserve has 60 
days to approve or deny an application from the time it is formally 
accepted,lO and the Justice Department has 30 days after the Federal 
Reserve approves an application to seek a preliminary injunction enjoining 
the consummation of the merger. Federal Reserve and Department of 
Justice officials said they often work informally with merger applicants to 
work out any competitive concerns that may arise from the merger. 

During the time the Federal Reserve and Justice are preliminarily 
reviewing a merger application, an applicant may file amendments to its 
application with the Federal Reserve. In addition, Justice staff will inform 
the merger applicant of any competitive concerns and attempt to work 
with the parties to eliminate the problems rather than resort to litigation. 
Most merger applications are approved by the district Federal Reserve 
Banks. However, under current Federal Reserve policy, the Board of 
Governors of the Federal Reserve must approve merger applications that 
raise antitrust concerns, 

Department of Justice 
Guidelines Provide the 
Basis for Merger Analysis 

The language of the antitrust statutes is sufficiently broad to provide the 
authority to address the potential competitive concerns raised by 
nationwide banking and branching we discussed earlier. How these 
concerns are actually addressed, however, depends on the enforcement of 
the statutes. In order to facilitate antitrust enforcement, the Department of 
Justice has issued Merger Guidelines that provide the basis for the merger 
analysis of the Justice Department and the Federal Reserve and implement 
the language of section 7 of the Clayton Act.” 

The Merger Guidelines describe the analytical framework and specific 
standards used to assess the effect of proposed mergers on market power. 
The guidelines describe a methodology for measuring the level of market 
concentration that will result from a merger. They also describe other 
factors regulators should consider that could affect the level of 

“Regulation Y gives the Federal Reserve 60 calendar days after the Federal Reserve Bank accepts an 
application to act on the application, unless the Federal Reserve notifies the applicant that the 6Oday 
period is being extended for a specified period and states the reasons for the extension. Federal 
Reserve staff told us that some complicated cases take signifxantly longer than 60 days to process. 

“The Department of Justice, which issued these guidelines m 1968 and revised them in 1982, 1984, and 
1992, follows them when assessing mergers in all industries. Although the focus of the Merger 
Guidelines has changed over the years, each version is alike in its basic elements. The 1992 guidelines 
were issued jointly by the Department of Justice and the Federal Trade Commission. 
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competition in a market after a merger. Although the guidelines describe a 
general methodology to assess mergers and improve the predictability of 
the outcome of the merger review process, determining whether a merger 
will create or enhance market power requires regulators to exercise a 
great deal of judgment. It is not possible to mechanically assess the 
competitive impact of bank mergers. 

Because concentrated markets are generally considered to be a necessary 
condition for market power, an important focus of the Merger Guidelines 
is to limit merger-induced increases in market concentration.12 To 
accomplish this goal, the Merger Guidelines establish post-merger 
concentration standards-based on the Herfindahl-Hirschman Index 
@ @ -which the Federal Reserve and the Justice Department use to help 
them evaluate the potential impact of mergers on competition. 

HHI is calculated by adding the squared market shares-generally based on 
deposits-of each bank and thrift in a market.13 This calculation accounts 
for both the number of banks and thrifti in a market and their relative 
sizes, since squaring the market shares emphasizes the larger banking 
companies, The maximum value of HHI is 10,000, or 100 percent squared, 
for a market with only 1 bank or thrift. The minimum value of HHI 
approaches zero for a market with a very large number of similarly sized 
banks and thrifts. 

HHI Is Used to Screen 
Mergers 

Federal Reserve and Justice Department officials use HHI as a screening 
mechanism to eliminate from further review mergers that do not have the 
potential to adversely affect competition. If mergers exceed the screen-a 
post-merger market HHI that is above 1800 with an HHI increase of more 
than ZOO-then the Federal Reserve and the Justice Department will 
investigate them further for potential anticompetitive effects. An HHI of 

12The basic model of industrial organization economics is that the market structure-r 
concentration-of an industry affects the conduct of the firms in the market, which influences the 
firms’ performance. Empirical tests of this model have generally indicated that higher market 
concentration is associated with higher firm profits. The traditional explanation of this relationship is 
that higher market concentration causes higher profits because in more concentrated markets, firms 
have greater market power so they can raise prices either unilaterally or through collusion. Some 
economists have argued that the observed relationship between concentration and profits is not a 
causal one. They argue that more efficient firms tend to grow larger than other firms so that market 
concentration in markets with large efficient firms will be high. The merger analysis of the Federal 
Reserve and Justice Department has relied on the former interpretation-that greater market 
concentration causes higher profits. 

‘The Justice Department has considered whether other nonbank competitors, such as finance 
companies, should be included in its HHI calculations. Also, the Federal Reserve and the Justice 
Department may weight the deposits of thrifts when calculating HHI to account for the thrifts’ limited 
activity in the market. 
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1800 corresponds to a market in which the 3 or 4 largest banking 
companies account for about 70 percent of the market.14 The banking 
industry HHI screening standard is somewhat more lenient than the lower 
HHI standard the Justice Department uses for all other industries to 
approximate the possible competitive influence of nonbanking companies 
located in the market.‘” 

Even this somewhat mechanical screening process requires a certain level 
of judgment, and the more judgment involved, the less predictable the 
outcome of the antitrust review process. For example, to calculate HHI 
levels, judgments must be reached about the geographic markets, the 
market participants, and the weight to give market participants. 

For the purposes of screening bank mergers, the Federal Reserve uses the 
district Federal Reserve Banks’ geographic market definitions, and the 
Department of Justice generally uses the same definitions. These markets 
are generally defined as standard metropolitan areas, Rand McNally areas, 
or rural counties. Yet the Federal Reserve may make adjustments to these 
areas on the basis of judgments about commuting and shopping patterns, 
banking relationships, and other related information. 

The HHI screening process also requires the Department of Justice and the 
Federal Reserve to make a judgment about the likely market participants 
and the amount of weight to place on the participants.16 Both Justice and 
the Federal Reserve include all banks in a market and give them full 
weight when calculating their market shares for the HI-II screen. In 
addition, the Federal Reserve generally includes all thrifts in the market 

“If a market includes 2 banks each with a X6-percent share of deposits and 2 banh each with a 
E-percent share, HHI accounted for by these 4 banks is 1700. A variety of smaller banks would affect 
the index relatively little. For example, if the remaining 20-percent market share were divided equally 
among 4 banks, HHI for the &bank market would be 1800. If a market had one bank with a 30-percent 
market share, two wltb 20 percent, and several smaller banks, the results would be about the same. 

‘The Department of Justice Merger Guidelines criteria to identify mergers that raise significant 
competitive concerns are a postrmerger HHI above 1800 and an increase ln the HHI of more than 60. 
Justice adopted a screening standard of a 200-point increase ln banking because it believed that a 
deposit-based HHI did not adequately recognize that nonbank financial institutions--such as credit 
unions, finance companies, money market funds, and brokerage firms--may provide competition for 
banking products but that their competitive influence is difficult to measure. When Justice conducts 
full-scale investigations of mergers, it generally utilizes an 1800/50 HHI standard in conjunction with 
the more precise HHI data developed through investigations. 

“The weight given to market participants is generally calculated by taking some percentage of the 
participants’ deposits. HI-II ia then calculated based on weighted market shares. 
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weighted at 50 percent, and the Justice Department generally includes 
thrifts weighted at 20 percent.17 

The HHI screen is a critical element in antitrust enforcement because 
setting the HHI l imits too high would, of course, allow anticompetitive 
mergers to be approved, while setting them too low would require the 
Department of Justice and the Federal Reserve to investigate many more 
mergers than necessary to ensure adequate competition. No studies to 
date provide empirical evidence that delineates the exact point at which 
markets become so concentrated that market power can be established, 
although economic studies have generally established a positive 
relationship between market concentration and prices. We have no 
independent basis for evaluating the MOO/200 HHI screen, although analysts 
we talked with agreed that the HHI levels set in the guidelines represent a 
reasonable approximation of critical concentration levels, and Justice staff 
said that they have not received complaints about the current HHI limits. 

Examining markets for postmerger concentration levels that exceed the 
HHI standard permits the Federal Reserve and Justice Department to 
screen a large number of mergers quickly and at a relatively low cost. This 
examination is particularly important given the high number of mergers in 
the banking industry. In 1991, Justice reported that it reviewed over 1,500 
mergers. This included virtually every proposed bank, thrift, or bank 
holding company merger, consolidation, or acquisition, including 
Resolution Trust Corporation or FDIC transactions involving failed or 
troubled institutions. The Federal Reserve reported that it reviewed 336 
state member bank and bank holding company mergers in 1991. 

The vast majority of mergers do not result in local market concentration 
levels that exceed the HI-II screen. For example, in 1991 Justice said about 
40 to 50 of the more than 1,500 mergers it reviewed exceeded the HHI 
screen. However, some of the mergers that have exceeded the screen have 
been large and well-publicized mergers, such as the BankAmerica-Security 
Pa&c and Fleet/Norstar-Bank of New England mergers. 

“The Justice Department may also calculate the HHI screen with thrifts given full weight The result of 
this screen will be more binding than the screen including thrifts weighted at 20 percent if one of the 
parties to the merger is a thrift, or if thrifts have leading positions in the market. 
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Most Concerns If the Department of Justice or the Federal Reserve determines that a 

Resulting From  
proposed merger will exceed the HHI guidelines in any geographic market, 
they will investigate the merger further to determine if it is likely to be 

Mergers Are Resolved anticompetitive. They also may investigate further any merger of banking 

Through Divestitures companies that, in their judgment, could have an adverse effect on 
competition, even though the screen was not exceeded. They might 
undertake such an investigation if, for example, they had some reason to 
believe that data used for the screen did not accurately reflect the 
competitive conditions in a particular market. 

In this second step of a merger investigation, Justice and Federal Reserve 
officials may consider a number of factors, including a more detailed 
examination of the market and its participants, the potential for new entry 
into a market, economic and other market characteristics, and the health 
of the acquired bank. This additional investigation addresses some of the 
uncertainties associated with the HHI screen. The investigation might 
reveal that the merger is unlikely to create or enhance market power even 
though the concentration in the market exceeded the HHI screen. On the 
other hand, the investigation might reveal some concerns about market 
power. In the latter case, most concerns have been resolved through 
divestitures of certain banking assets and deposits. 

Refinement of Market 
Definition and Market 
Participants 

If a merger fails the initial HI% screening test, both the Department of 
Justice and the Federal Reserve may refine their definitions of the product 
and geographic markets and the market participants initially used to 
calculate HHI. W ith the more precise definitions of markets and market 
participants, they will again calculate concentration levels and compare 
them to the guidelines, and if the concentration levels still exceed the 
guidelines, continue their analyses. 

Product Market The Justice Department’s Merger Guidelines generally define a product 
market as the smallest group of products a hypothetical monopolist could 
profitably sell if it imposed a small but significant and nontransitory 
increase in price. To define this market, Justice staff determine if there are 
substitutes for the particular products bought by the customers who 
Justice believes might be most adversely affected by a merger. For 
example, if the price of a commercial loan were increased by 5 percent, 
Justice would consider whether a small business customer would shift 
away from that loan to another type of 10a.n.~~ If not, Justice staff would 

IsTo obtain the information needed to do this analysis, Department of Justice staff might interview 
customers and banks and other financial services suppliers in a market to determine the choices and 
relative prices of services available to customers. 
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Geographic Market 

Market Participants 

Measuring Market 
Concentration 

define commercial loans as the relevant product market. In recent bank 
merger investigations, Justice Department staff have defined relevant 
product markets to include transaction accounts and loans to small 
businesses and to middle market businesses.1g The product market 
definition depends, among other things, on the banks involved in the 
merger and the characteristics of the local market. 

The Federal Reserve generally does not refine its analysis in this area but 
continues to define the product market as the cluster of bard&g products 
and services. 

When examining products or services for locally limited customers, the 
Justice Department staff generally start with the district Federal Reserve 
Banks’ definitions of geographic banking markets and then adjust them if 
necessary. For other relevant product markets, however, Justice may 
adopt regionstl or nationwide geographic markets based on the degree to 
which more distant suppliers are acceptable alternatives for consumers. 
Because the Federal Reserve generally does not analyze product markets 
other than the traditional cluster of banking services, it generally does not 
redefine geographic markets in this part of the investigation, although it 
may reexamine whether markets have changed since they were last 
defined. 

Once Justice staff have identified the relevant markets, they reevaluate the 
firms that are considered to be market participants. This analysis is most 
often focused on whether to include thrifts as participants. Justice staff 
said they examine each thrift individually and include in the market only 
thrifts that provide the relevant products or those that are in a position to 
enter the market. The Federal Reserve will also reconsider the importance 
of thrifts and other depository and nonbank financial institutions, such as 
credit unions and finance companies, in the market if the initial screening 
violates the HHI standards. 

After Justice has determined which participants to include in the market, 
they determine what weight to give the participants for the purpose of 
recalculating HHI. For example, Justice staff may include only a percentage 
of the deposits of the relevant thrifts to account for the thrifts’ limited 
activity in commercial business. As we noted earlier, the Federal Reserve 
typically gives thrift deposits a 50-percent weight in calculating HHI, but 
thrift deposits may be included at a higher percentage if thrifts in the 

Widdle market businesses are medium-sized businesses with annual revenues around the $10 
mill ion4260 million range that have borrowing and cash management needs that exceed the 
capabilities of community banks. 
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market provide products and services similar to those provided by banks. 
Other institutions might also be given additional weight if their presence in 
the market is unusually important. 

Other Considerations If a merger fails HHI after these acljustments, Justice and the Federal 
Reserve will look beyond the HHI screen at other factors that might 
negatively or positively affect competition in a market. 

Factors Negatively Affecting 
Competition 

For example, to determine whether market conditions are conducive to 
market power, Justice and the Federal Reserve will consider the current 
nature and degree of competition in a market, including any information 
on pricing behavior and the quality of services provided. They will also 
consider the total market share of the merged bank and have indicated 
that when that market share exceeds 35 percent they review the merger 
carefully because at that level it becomes more likely that the bank 
unilaterally could exert market power. 

Another issue that the Federal Reserve has on occasion considered when Y 

reviewing bank holding company mergers is the sequential acquisition of I 

banking companies. In some instances when a banking company acquires 
several small banking companies, one at a time, the acquisitions, when 
assessed alone, do not violate the concentration standards. However, 
together these acquisitions have raised some questions as to their effect on 
competition. 

Potential Mitigating Factors The Federal Reserve and Justice also consider whether anticompetitive 
behavior will be prevented or remedied by the possibility that other 
competitors may enter the market. For potential competition to be 
considered a procompetitive factor, the market must be attractive for both 
de novo and out-of-market entry. Markets must also have low barriers to 
entry, potential acquisition targets, and meaningful potential entrants. 
Justice specifically considers whether entry (1) could occur within a 
“timely” period, (2) would be profitable and therefore “likely,” and 
(3) would be sufficient to return prices to their premerger levels. The 
number of potential entrants generally increases as restrictions on in-state 
branching and interstate banking are lifted. In several merger cases in the 
last 5 years, the Federal Reserve found that potential competition was a 
significant factor in mitigating the anticompetitive effects of a merger and 
approved the merger even though the postmerger HHI was above the 
1800/200 standard. 
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The recent merger of First Bank System, Inc., and Bank Shares, Inc., was 
such a case. This merger increased HHI by 317 points to 2026 in the 
Minneapolis-St. Paul banking market. However, the merger was approved 
by the Federal Reserve and was not challenged by the Department of 
Justice. The Federal Reserve said that “the Minneapolis-St. Paul banking 
market is a major urban area and, as such, is attractive for entry.” The 
Federal Reserve noted that the market had experienced both de novo 
entry and entry by acquisition in recent years and that Minnesota had 
recently relaxed restrictions on interstate banking, which increased the 
number of potential entrants. 

In other recent cases, Justice took into consideration whether firms 
currently operating in the relevant markets had the capacity and incentive 
to expand their output, If smaller market participants would be likely to 
expand output sufficiently, it would become more difficult for banks, 
either unilaterally or through collusion, to raise prices after a merger. 

Justice also considers the potential efficiencies gained from a merger as a 
factor that could mitigate the anticompetitive effects of a merger. The 
Justice Department recognizes that efficiency gains from mergers can 
benefit consumers through lowered production costs, new products, 
improved services, and lower prices. However, to be considered a 
mitigating factor by Justice, the efficiencies gained from a merger must be 
achievable only through the merger and must outweigh the merger’s 
potential adverse competitive effects. Justice relies on the merging parties 
to provide the evidence of efficiencies. 

The anticompetitive effects of a proposed merger can also be mitigated if a 
firm  is expected to fail in the near future, no other purchaser is avaiIable 
that would make the merger less anticompetitive, and the assets of the 
firm  would exit the market if the acquisition were not allowed. It is 
important to note that if other purchasers are available to make the merger 
less anticompetitive, the Justice Department will not consider this “failing 
firm ” defense to be a mitigating factor. For example, in the Fleet/Nor-star 
acquisition of Bank of New England, the Department of Justice found that 
fewer anticompetitive alternatives were available and required 
FleeUNorstar to make appropriate divestitures to resolve competitive 
problems in certain marketszO 

%e Justice Department filed a civil antitrust suit to block this merger and Fleet/Norstar agreed to the 
divestitures and settled the suit. United States of America v. Fleet/Nor&r Financial Group, Inc., @iv. 
No. 91-0221-P (D. Maine 1991). 
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Divestitures 

Finally, a declining market or other factors unique to a market or firm  
might also mitigate the anticompetitive effects of a merger. For example, if 
a market is declining economically, and it is determined that this decline is 
a long-term condition, a merger might be the most appropriate way for 
banks to exit the market. 

After considering each of these factors, the Federal Reserve will make its 
final determination of whether to deny a merger on antitrust grounds, and 
the Department of Justice will decide whether to challenge a merger. 
Some mergers are allowed only after the applicant formally agrees to 
divest certain banking assets and deposits. When the merging banking 
companies have a significant presence in the same markets, significant 
divestitures might be necessary. 

Divestitures are agreed upon by the acquiring banking company and the 
Federal Reserve and Justice. Once divestitures are agreed to, banking 
companies are required to abide by the agreement. For example, 
Bar&America and Security Pacific overlapped in 114 banking markets in 7 
states. They agreed to divest approximately $8.6 billion in deposits, or 
about 6 percent of the merged institution’s domestic depositi, in 74 
geographic markets located in 5 states. BankAmerica agreed to divest 
branches, vault and operations facilities, deposits, and earning 
assets-particularly commercial 10ans,~i According to the Justice 
Department, the divestitures that Bar&America agreed to in Seattle, Las 
Vegas, and Reno created a major new competitor with an extensive branch 
network and a significant competitive presence in middle market, small 
business, and retail banking and lending.22 

In some cases where the Federal Reserve has approved a merger but the 
Justice Department has filed suit to block it, banking companies have 
agreed to divest certain offices in order to settle the suit with the Justice 
Department. For example, in the Society-Ameritrust merger that was 
approved by the Federal Reserve, the Department of Justice filed suit to 
block the merger and simultaneously filed a settlement in which the 
parties agreed to divest 30 branches-assets and deposits-in Cuyahoga 
and Lake Counties in the Cleveland area. These divestitures included 
about $40 million in small business loans. The final settlement also 

2’SpecificaUy, in Arizona, BankAmerica agreed to divest, among other things, 49 branches; in 
California, 43 branches; in Nevada, 30 branches; in Oregon, 3 branches; and in Washington, 86 
branches. In each case, Bar&America agreed to divest commercial or consumer loans outstanding to 
borrowers whose primary deposit account relationship was with a divested branch. 

2zIn Arizona, the divestitures BankAmerica agreed to created the fifth largest bank in Arizona, 
replacing the retail banking competitor lost by the merger. 
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Antitrust Enforcement 
Appears to Have 
Prevented Some 
Anticompetitive 
Mergers, but 
Continued Oversight 
Is Necessary to 
Ensure Competitive 
Markets 

required that Society make all 3easonable efforts” to ensure the sale of the 
entire divestiture package to a single, independent pu.rchaser.23 

There have been very few cases where the Department of Justice and the 
Federal Reserve have not been able to agree on solutions with the banks 
involved to prevent anticompetitive effects of bank mergers. In the past 5 
years, the Department of Justice has filed suit to block banking company 
mergers in only five cases, and the Federal Reserve has denied only two 
mergers because of competitive concerns.24 However, it is important to 
note that the number of disapprovals or formal objections raised by each 
agency by no means fully reflects the influence of antitrust enforcement. 
The antitrust enforcement of the Federal Reserve and the Justice 
Department has most certainly discouraged some potential bank mergers 
before the applications were ever filed and has resulted in divestitures to 
avoid litigation. 

Antitrust enforcement has been important in ensuring that local banking 
markets remain competitive, despite record consolidation in the banking 
industry. Both the Department of Justice and Federal Reserve follow a 
deliberate process of antitrust enforcement. They each take an active role 
in screening all mergers and investigating those with the potential to 
adversely affect competition. Their antitrust enforcement appears to have 
prevented some anticompetitive mergers and has helped to ensure that the 
average concentration levels in local banking markets-both urban and 
rural-have remained relatively stable during the 1980s. 

In addition the characteristics of many local markets indicate that the 
application of antitrust statutes will continue to be important in future 
mergers. For example, the median HHI is just slightly above the 1800 HHI 
standard in urban areas and well above that standard for most rural 
markets. Eight of the 46 metropolitan statistical areas with populations of 

Wnited States v. Society Corporation, and Ameritrust Corporation, 1:92CV 0625 (D. Ohio 1992). 

24The Department of Justice flied suit to block mergers in the following cases: 
United States of America v. First Hawaiian, Inc., and First Interstate of Hawaii, Inc., Civ. No. 90-00904 
(D. Hawaii 1991); 
United States v. Fleet/Nomtar Financial Group, Inc. Civ. Docket No. 919221-P (D. Maine 1991); 
United States v. Society Corporation and Ameritrust Corporation, 1:92CV 0625 (D. Ohio 1992); 
United States v. Texas Commerce Bancshares, Inc., and Texas Commerce Bank-Midland, N.A., 
3;93CV02494-6 (D. Texas 1993); 
United States v. Texas Commerce Bancshares, Inc., and Texas Commerce Bank-Beaumont, N.A., 
393CV030ELD (D. Texas 1993). 
The Federal Reserve Board denied SoutbTrust Corporation’s application to acquire First Federal 
Enterprises, Inc. (Federal Reserve Bulletin, Sept. 1992) and Nonvest Corporation’s application to 
acquire First Federal Savings Bank of South Dakota (Federal Reserve Bulletin, June 1992). 
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more than 1 million have HHIs above the 1800 standard. Although these 
data most likely overstate the concentration levels to some extent because 
they do not account for thrifts or other competitors and may not 
correspond exactly to geographic market definitions used in actual bank 
merger analysis, they still demonstrate that future in-market merger 
activity will likely cause competitive concerns. 

To ensure that banking markets remain competitive in the future, careful 
enforcement of the antitrust laws will be needed-whether or not 
restrictions on interstate banking are lifted. Indeed, market concentration 
concerns may be more immediately apparent if geographic barriers to 
nationwide banking are not lifted. Yet nationwide banking may raise some 
unique antitrust concerns, specifically related to national and regional 
markets and to the potential spurt in consolidation that permitting 
nationwide banking may encourage. Furthermore, enthusiasm over 
deregulation could lead to a relaxation in antitrust enforcement in the 
banking industry. 

While the broad nature of the antitrust statutes and Merger Guidelines 
provide the flexibility to address a wide range of antitrust concerns, this 
very characteristic requires a sign&ant degree of judgment in the 
enforcement of the statutes The inherently judgmental nature of certain 
key aspects of the antitrust process emphasizes the need for congressional 
oversight and raises concerns about some issues, including 

. the differences in methodology between the Federal Reserve and the 
Justice Department for defining the product markets, 

l the basis for considering national and regional concentration levels in 
certain situations, 

l the treatment of problem banks, 
l policies toward divestitures, 
l follow-up of merger approvals that exceed the HHI screen, and 
+ acquisitions of small banks. 

Defining the Relevant 
Product Markets 

The appropriate definition of product markets in antitrust enforcement is 
an issue of potentially great significance to bank customers and, of course, 
the banks as well. The definition of product markets is of particular 
relevance to small businesses, given the importance of small businesses to 
the economy and their dependence on local banks for financing. 
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The language in section 7 of the Clayton Act requires that bank 
competition be assessed in terms of the appropriate product and 
geographic markets in the banking industry. In the 1963 Philadelphia 
National Bank case we discussed earlier, the court accepted the evidence 
and analysis presented to it that the relevant geographic market in 
commercial banking was a local area and that the relevant product market 
was represented by the cluster of banking products and services. Court 
cases since the Philadelphia case have upheld the basic market definition 
concepts laid out in the case. However, the courts have indicated a 
will ingness to consider arguments that commercial banking services are 
not a single product line if the facts support a departure from the market 
definitions as they were laid out in the Philadelphia National Bank case. 
An example of a case rejecting an alternative market definition because of 
insufficient evidence was the 1987 case against Central State Bank.26 In 
that case, a court of appeals upheld a lower court’s decision that the 
cluster of banking services was the relevant product market because the 
government failed to factually support its claim that the circumstances in 
the case warranted a departure from the traditional cluster of products 
and services market definition. While the court found the cluster of 
services was the appropriate market definition in this case, its analysis 
underscored the factual nature of this inquiry.26 

The approach taken to define a product market is important because the 
degree of antitrust protection that exists for particular sectors of the 
economy, such as small business, depends on the product market 
definition. Depending on the product market definition, the concentration 
analysis and resulting competitive concerns may differ significantly. For 
example, by focusing on a more specific product line, rather than on the 
cluster of services for all banking customers, the Department of Justice 
staff may determine that the relevant geographic market is either smaller 
or larger than the Federal Reserve market and include different banking 
and thrift organizations in their analysis than would the Federal Reserve.27 

26United Statesv. Central State Bank, 817 F.Zd 22 (6th Cir. 1987). 

*% this case, the Department of Justice proposed to treat transactions accounts and small business 
loans as separate product lines. 

27For example, when Society Corporation and Ameritrust Corporation merged, the Department of 
Justice analysis defined the geographic market more narrowly than did the Federal Reserve. The 
Department of Justice’s analysis determined that the relevant product market was nonreal estate loans 
to small businesses. They also determined that small businesses in the Cleveland market were not 
likely to receive loans beyond their home counties. Therefore, Justice staff concluded that the 
Cleveland metropolitan market, as defined by the Federal Reserve, was too large and should be 
divided into two marke-. 
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The Justice Department staff may also determine that thrifts play a larger 
or smaller role in providing the products or services in the relevant 
product market and weight them accordingly. For example, if the relevant 
product market is loans to small businesses and Justice staff determine 
that the thrifts in the area do not provide loans to small businesses, those 
thrifts will not be treated as participants in the market. Justice may, 
however, consider the role of other financial services providers not 
specifically included by the Federal Reserve under its cluster of services 
approach to defining a product market. 

Although the differences in the Federal Reserve’s and the Department of 
Justice’s approaches to defining product markets have not affected the 
outcome of many mergers to date, the differences are likely to become 

i 

more important in the future if local markets become more concentrated / 
and HHI standards are tested more frequently. In addition, these differences 
have caused confusion among banks and industry analysts, and both 
approaches have been criticized. Some critics have said that the cluster of 
banking products and services is no longer the relevant market for 
assessing bank mergers and that the Department of Justice’s approach ! 

more closely fits economic reality. Federal Reserve officials have 1 

responded that product market definitions must be based on empirical 
evidence and that it is not clear, at this point, that systematic empirical 
evidence exists that would justify breaking up the cluster into separate 
product markets. i 

Some Federal Reserve officials are also cautious about adopting a more 
specific product line approach because they believe it might create greater 
uncertainty for banks intending to merge. For example, without general 
empirical evidence regarding product market definitions, it would not 
always be possible for Federal Reserve staff to provide applicants with an 
assessment of likely competitive concerns early in the processing of an 
application. Nevertheless, these problems could be minimized if bank 
regulators and Justice staff clearly describe and make public their 
methodologies for assessing bank mergers. 

Another practical problem with the Justice Department approach is a lack 
of readily available data. For example, when Justice staff have determined 
that nonreal estate loans to small businesses is the relevant product 
market, they would ideally measure each bank’s share of nonreal estate 
commercial loans extended to small businesses and use these shares to 
calculate HHI levels. These data, however, are not routinely collected and 
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are very difficult to obtain on a bank-by-bank basis in particular 
geographic areas2$ 

The Justice Department’s approach to defining markets is also very 
time-consuming because Justice may rely on interviews with potential 
suppliers and consumers of the relevant product. In addition, Federal 
Reserve officials said they cannot gather as much information as the 
Justice Department because they do not have Justice’s civil investigative 
demand powers and therefore cannot demand information from banks not 
involved in the merger or from other firms in the market. Nevertheless, 
Federal Reserve officials agreed that the approach taken by the Justice 
Department should not be dismissed and that it has some intuitive appeal 
from a theoretical economic perspective. 

National and Regional 
Markets 

Some industry observers have expressed a concern that lifting restrictions 
on interstate banking and branching will create a significant increase in 
concentration at the national or regional level, particularly if banks adopt 
a “gold rush” mentality. Although the Federal Reserve’s safety and 
soundness standards may be sufficient to discourage any hastily conceived 
mergers of out-of-market banks, it is unlikely that interstate mergers will 
raise antitrust concerns. This is particularly true under the Federal 
Reserve’s antitrust analysis because national and regional markets are 
very unconcentrated-as measured by HHI-and there are currently few 
banking companies that overlap in local markets in different states. As we 
mentioned earlier, the Federal Reserve’s analysis focuses only on local 
markets because it defines the relevant product market as the cluster of all 
banking products and services. In certain cases, the Federal Reserve 
expanded its cluster approach, on an ad hoc basis, to consider separately 
the competitive effects of activities that may have national or regionaI 
markets. 

The Justice Department framework for deCning product markets is more 
easily adapted to assessing the competitive effects of mergers on national 
or regional markets because it can include definitions of relevant markets 
by product line. In some merger investigations, Justice staff have based 
their analyses on product markets with regional or national geographic 
markets-such as loans to middle market businesses or government 
securities clearing activities. 

*% at least one case, Justice has approximated the share of total commercial loans each banking 
organization in the market makes to small businesses and then used this information to estimate the 
banking organization’s market shares and the market concentration levels. 
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Problem Banking 
Company Resolutions 

Conflicting safety and soundness and antitrust goals may also raise 
concerns about the adequacy of the banking agencies’ antitrust reviews, 
particularly when the mergers involve failed or failing banking companies. 
Officials at the Federal Reserve and FDIC acknowledged that they have to 
balance the goals of ensuring a safe and sound banking system, protecting 
BIF, and maintaining competitive markets. To do this sometimes means 
allowing mergers that might not be allowed if only the competitive effects 
of mergers were considered. 

The Federal Reserve has approved mergers that have resulted in 
concentration levels that exceeded its standards while not always 
accepting the least anticompetitive bid. In the failed Bank of New England 
transaction, the Federal Reserve approved the bid of an in-market 
institution even though out-of-market bank holding companies had also 
bid on the Bank of New England. A  Federal Reserve official said that 
accepting one of the other bidders would have been very expensive to BIF. 
In this case, the Justice Department filed a suit to block the merger unless 
the acquirer, Fleet/Nor&r, agreed to certain divestitures. The acquirer 
agreed to the Justice Department’s terms, and the suit was settled. An 
official at the Federal Reserve also told us that there have been cases in 
which the staff were concerned about denying a merger application for a 
troubled bank or thrift because a denial might discourage other Crms from 
bidding on failed banks or thrifts in the future. 

On the other hand, the Federal Reserve denied Norwest Corporation’s 
application to acquire a troubled Resolution Trust Corporation-controlled 
thrift, First Federal Savings Bank of South Dakota, because Norwest’s 
market share after the acquisition would have violated the concentration 
guidelines, In this case, unlike in most assisted thrift acquisitions, there 
were alternative bids for the thrift that would not have resulted in an 
increase in concentration, and the Federal Reserve decided that the extra 
cost to the Resolution Trust Corporation of accepting the second-best bid 
for the troubled thrift was outweighed by the anticompetitive effects of 
allowing Norwest to acquire the thrift. 

Divestiture Policy Although both the Department of Justice and the Federal Reserve believe 
that targeted divestitures of branches or certain other banking operations 
are important to ensure that markets remain competitive after bank 
mergers, they have somewhat different approaches to divestitures. These 
different approaches make it difficult for banking companies that are 
applying to merge to predict what divestitures will be necessary. The 
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Federal Reserve will generally approve mergers if the divestitures bring 
the postmerger concentration below the 1800/200 HHI screen, accepting 
this measure as an acceptable level of concentration. In addition, the 
Federal Reserve generally permits the acquiring bank to determine which 
branches to divest in order to meet the concentration standard. 

The Justice Department, on the other hand, examines the specific 
branches and assets proposed for divestiture to ensure that the divestiture 
will alleviate any anticompetitive concerns. The Justice Department’s goal 
is to ensure that the divestitures replace the competition lost through the 
merger. EJ Justice officials said that the Federal Reserve’s policy will not 
necessarily replace this lost competition. For example, Department of 
Justice officials may require that certain divested deposits or assets go to a 
new entrant to the market rather than to an existing bank in the market. In 
addition, Justice officials said that while divesting a branch located on the 
outer fringe of a market may decrease HHI so that it falls within the 
standard, it may be unlikely to restore competition in the market. The 
Federal Reserve, however, believes that if the market definitions are 
correct, it should not matter which branches are divested in a market. 

Follow-Up As we mentioned earlier, bank merger analysis is not an exact science but 
requires some judgment that might be infiuenced by the philosophical 
leanings of Justice Department staff and Federal Reserve officials and 
staff. The need for judgment is particularly evident with regard to factors 
that might mitigate the anticompetitive effects of mergers in highly 
concentrated markets. However, neither the Federal Reserve nor the 
Department of Justice devotes any resources to assess the validity of the 
specific judgments that led to the approval of mergers that exceeded the 
HHI screen, although Federal Reserve economists do study related issues. 

For example, in cases where the Federal Reserve has cited the possibility 
of entry as a reason for approving mergers in highly concentrated markets, 
no work has been done to determine whether potential entry has been a 
factor in ensuring competitive banking markets after the mergers. Neither 
have Justice nor Federal Reserve staff followed up on markets where 
divestitures have been necessary for approval of a merger to help 
determine whether the current divestiture policies are sufficient to replace 
the competition lost through mergers. 

28For example, in the recent BankAmerica-Security Pacific merger, Justice required that the 
divestitures in the Seattle area create a major competitor in middle market lending that would leave 
the market substantially aa competitive as it was before the merger. 
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Acquisitions of Small 
Banks 

The enforcement of antitrust laws generally will not protect small banks 
from being acquired by large banks because antitrust policy focuses on 
market power, not the size of banks in a markeL30 Acquisitions of small 
banks by much larger ones would rarely exceed the HWI screen for 
potential market power because it would be extremely difficult for such an 
aCqUi&iOII t0 RSUk in a 2o@pOiIIt inCreaSe in HHI. FOr eXmpk, a large 
bank with a 20-percent share of a market could sequentially acquire 4 
small banks, each with a 2-percent share of the market, and HHI would 
increase by only 80,88,96, and 104 points, respectively, never exceeding 
the screen. On the other hand, an acquisition of a single bank with an 
&percent share of the market would increase HHI by 320. 

The Federal Reserve told us that in the past it has examined the effect of 
sequential mergers on market power and pricing in already concentrated 
markets even when the mergers individually did not violate the HHI screen, 
as noted earlier. This concern, however, has little to do with the specific 
number of small banks in a market but focuses on the acquiring banking 
company. If markets are not concentrated, the Federal Reserve would not 
be concerned by a significant number of small bank acquisitions or by 
decisions of the acquiring banks to stop offering certain banking 
services-such as loans to small businesses-that the acquired banks had 
provided. These issues are not relevant to the market power concerns of 
antitrust analysis. 31 They would have to be addressed outside of the 
antitrust process and may merit congressional oversight if the future 
viability of small banks is called into question. 

Conclusions It is difficult to predict how lifting restrictions on interstate banking will 
affect the concentration of banking markets. At the national level, a 
significant amount of consolidation could occur before antitrust concerns 
would become a factor. At the local market level, nationwide banking may 
reduce concerns about market power in the short to medium term if 
banking companies expand into new markets rather than continue 
consolidating in markets in which they already have a significant presence. 
Yet over time, as banking companies develop a more nationwide presence, 

WAs we discussed earlier, there is one exception to this general rule. If a merger results in a banking 
organization with at least a 36percent share of the market, both the Federal Reserve and the 
Department of Justice will examine the merger more closely to determine whether it may create 
market power. 

3’J.n a free market economy, business strategies are not dictated by regulation unless an overwhelming 
public good is involved. In such cases, laws or regulations are passed to specifically address the 
identified needs. CRA is an example of such a public policy tool. 
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the extent of local market overlaps that might create competitive concerns 
is likely to increase. 

Whether or not restrictions are lifted on interstate banking, careful 
enforcement of antitrust laws is essential to ensure that banking markets 
remain competitive in the future. While the language of the antitrust laws 
is sufiIciently broad to provide the authority to address the potential local 
and national market competitive concerns associated with nationwide 
banking and branching, how the concerns are addressed depends on the 
enforcement of the statutes. Because this enforcement requires a greater 
degree of legal and economic judgment compared with other areas of 
banking regulation, its adequacy, to a certain extent, depends on the 
philosophical leanings of the officials charged with enforcement 
responsibilities. 

Because of the judgment involved in assessing the competitive effects of 
bank mergers, differences have emerged in the analyses of the Federal 
Reserve and Department of Justice. While the differences have not 
affected the outcome of many mergers, they are likely to become more 
important in the long term if local markets become more concentrated, the 
HHI standards are tested more frequently, or if large banking companies 
merge more frequently. Ensuring protection in the future against 
anticompetitive effects of mergers will require staff at the banking 
agencies and the Department of Justice to continue to work to get the best 
possible data and to ensure that they are as well informed as possible 
when assessing the competitive impact of mergers. Nevertheless, there 
will be considerable latitude for judgment to be applied in final merger 
decisions regardless of the data and staff analysis. Because this judgment 
could be affected by internal policy goals at both the Federal Reserve and 
the Department of Justice, congressional oversight of antitrust 
enforcement is important. Such oversight will be important whether or not 
federal interstate banking and branching laws are liberalized because a 
considerable amount of consolidation is possible under current federal 
restrictions. 
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Influences Shaping the Banking Industry’s 
Structure 

To assess the possible effect of removing interstate banking and branching 
laws, it is necessary to have a clear understanding of the structure of the 
banking industry. In this appendix, we discuss the influences that have 
shaped the industry’s structure. Many factors have contributed to recent 
changes that have occurred in the structure of the banking industry, 
including changes in branching laws, the bank holding company structure, 
special provisions in federal laws, interstate compacts, bank failures, the 
economies of bank mergers, and the presence of foreign-owned banks. 

Branching, Laws Before the National Currency Act of 1863 authorized the chartering of 
national banks and created the dual banking system, most banks were 
chartered individually by state legislatures. As a result, branching 
authority often varied from bank to bank but not necessarily from state to 
state. Although the National Currency Act and its successor, the National 
Bank Act of 1864, did not specifically mention branching, they were 
interpreted by the courts as prohibiting branching by national banks. This 
interpretation created inequities between nationally and state-chartered 
banks because some state-chartered banks were allowed to branch while 
national banks were not. 

In 1927, Congress passed the McFadden Act, which-contrary to common 
belief-liberalized branching rights for national banks by permitting them 
to branch within their home cities if state-chartered banks were allowed to 
do so. Congress further liberalized the abilities of national banks to branch 
when it passed the Banking Act of 1933, authorizing national banks to 
establish branches in any location state law alIowed state banks to branch.’ 
The primary significance of the Banking Act of 1933, however, was to give 
states, not the federal government, the authority to legislate the branching 
structure for both national and state-chartered banks within a state’s 
territory. 

The branching laws that states passed fell into three categories--those 
prohibiting branching (unit banking states); those allowing limited 
branching, generally within geographic limits such as a county or city; and 
those allowing unrestricted branching within states’ borders. Most states 
passed statutes restricting branching in some way. And while many states 
liberalized their branching laws over time, 12 states still prohibited any 
form of branching in 1979.2 

‘A branch was defined as an office of a bank that receives deposits, pays checks, or lends money. 

% 1979, the unit banking states were Colorado, Illinois, Minnesota, Kanws, Missouri, Montana, 
Nebraska, North Dakota, Oklahoma, Texas, West Virginia, and Wyoming. 

t 
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In the intervening years, these 12 states repealed their laws prohibiting 
branching. Thus, no unit banking states remain, and only 13 states 
continue to limit branching in some way.3 The industry’s experience with 
large numbers of bank failures in the 1980s contributed to this 
liberalization of in-state branching laws. It is generally believed that banks 
in unit banking states were more vulnerable to economic downturns 
because they were restricted from diversifying geographically. The Federal 
Deposit Insurance Corporation (FDIC) has also been supportive of 
liberalized branching laws in an effort to make failed banks more 
attractive to potential purchasers. 

The effect of restrictive state branching laws on the structure of the 
banking industry is readily apparent. In 1986, before it repealed its unit 
banking law and before massive bank failures, Texas domiciled 1,972 
banks-about 14 percent of the total number of banks in the United States. 
Illinois, another state that severely restricted branch banking, had 1,221 
banks in 1986, almost 9 percent of the total number of banks in the United 
States at the time. By contrast, California, a state with a long history of 
statewide branch banking, had 484 banks, and New York had 200 banks. 

Bank Holding 
Companies 

Banking companies were able to overcome in-state branching restrictions 
by forming multibank holding companies. By 1956, the expansion of bank 
holding companies-both into different locations and different product 
lines-had created concern in many quarters about the concentration of 
economic power among a relatively small number of large banking 
institutions. This concern about the potential to exert undue influence 
over the allocation of financial resources prompted the passage of the 
Bank Holding Company Act of 1956. 

The act was the first federal legislation to focus solely on the multibank 
holding company form of organization and included many provisions 
governing bank holding companies. It gave the Federal Reserve the 
responsibility for supervising multibank holding companies4 and restricted 
the degree to which multibank holding companies could be affiliated with 

30f the 13,8 (Colorado, Illinois, Minnesota, Montana, Nebraska, North Dakota, Oklahoma, and 
Wyoming) had been unit banking states in 1979. The other five that limit in-state branching are 
Arkansas, Georgia, Indiana, Iowa, and Kentucky. 

4The Federal Reserve usually relies on the appropriate bank regulatory agency to supervise the bank 
when the bank involved is a national bank-the Office of the Comptroller of the Currency (OCC)-or a 
nonmember state bank-FDIC. In the same manner, the Securities and Exchange Commission 
regulates the securities subsidiaries of bank holding companies, such as section 20 firms and discount 
brokers, and the Commodit ies Futures Trading Commission regulates bank holding company 
subsidiaries that fall under its jurisdiction. 
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(i.e., own or be owned by) industrial and other nonbanking companies.” In 
1970, the Bank Holding Company Act was extended to cover one-bank 
holding companies. 

Although the act restricted bank holding companies in some ways, it 
permitted them to establish nonbank subsidiaries and offices that carry 
out a variety of activities provided that these activities are “so closely 
related to banking or managing or controlling banks as to be a proper 
incident thereto.” The Federal Reserve was given the authority to 
determine these “closely related” activities and has authorized many by 
regulation and order. Subsidiaries that are permitted under section 
4(c)(8) of the Bank Holding Company Act include mortgage corporations, 
finance companies, brokerage firms, and data processing firms. 

The Federal Reserve estimated that as of December 31,1992, consolidated 
bank holding company assets totaled $2.7 trillion, of which 6.7 percent, or 
$181 billion, was accounted for by nonbank subsidiaries and the parent. 
Among the larger bank holding companies, there is not much variation in 
nonbank assets as a percentage of total assets. Two of the 25 largest bank 
holding companies have more than 20 percent of their assets in nonbank 
assets, while 19 have less than 10 percent in such assets (see table 1.1). 

Table 1.1: Nonbank Assets as a 
Percentage of Total Bank Holdlng 
Company Assets for the 25 Largest 
Bank Holding Companies 

Nonbank assets/total bank holding Number of bank holdlng 
company assets companies 
20%-50% 2 

1 O%-20% 4 

l%-10% 19 
0 0 

Note: Data are for the period ending September 30, 1992. 

Source: Federal Reserve data. 

The act also included section 3(d), known as the Douglas Amendment, 
which prohibited bank holding companies from acquiring or chartering a 
bank in another state unless such actions were specifically permitted by 

%  general, bank holding companies may not own or be owned by industrial or other nonbanking 
organizations. However, the Bank Holding Company Act does allow bank holding companies to 
purchase up to 6 percent of the stock of any corporation as long as it is a noncontrolling interest. It is 
our understanding that bank holding companies have generally not taken advantage of thii provision 
because of liability concerns associated with owning stock in companies to which they also make 
loans. 
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the state into which the bank holding company wished to enters6 The 
Douglas Amendment thus added control over interstate banking to the 
in-state branching authority previously given to states. Nonetheless, 
because no state moved to permit interstate expansion until years later, 
banking companies were effectively blocked from further interstate 
activity through full-service bank subsidiaries. Those bank holding 
companies that had already crossed state borders when the act was 
enacted were allowed to keep their interstate bank subsidiaries but were 
not allowed to expand into additional states.7 

The Douglas Amendment did not restrict interstate expansion through 
nonbank section 4(c)(8) subsidiaries because they do not meet the lending 
and deposit gathering criteria that would define them as banks. 
Consequently, even before states moved to permit interstate banking 
beginning in the late 197Os, bank holding companies could expand across 
state lines through their section 4(c)(8) subsidiaries. The Federal Reserve 
estimated that by 1988 bank holding companies owned approximately 
6,500 interstate section 4(c)(8) subsidiaries8 

Special Provisions in AdditionaS avenues for interstate expansion authorized in federal laws 

Federal Laws 
have contributed to the multistate presence of many banks and bank 
holding companies, These include nonbank banks, Edge Act Corporations, 
and loan production of&es. 

Before 1987, the Bank Holding Company Act defined a bank as an 
institution that made commercial loans and accepted demand deposits. 
Several bank holding companies, nonbank financial institutions, and 
commercial firms took advantage of this definition to establish 
subsidiaries that engaged in only one of these activities. Concern about the 
rapid increase in nonbank banks that accepted deposits insured by FDIC 
prompted the passage of a provision in the Competitive Equality Banking 
Act of 1987 that changed the definition of banks’ eligibility for deposit 
insurance. However, the existing ones were grandfathered. 

me term bank was defined as any institution that both accepted demand deposits and made 
commercial loans. 

‘The grandfathered holding companies included seven US. holding companie+Westem 
Bancorporation, First Bank System, Northwest Bancorporation, Otto Bremer Foundation, Financial 
General Bancshares Inc., General Bancshares Corporation, and First Security Corporation-and five 
foreign banldng organizations-Bank of Montreal, Canadian imperial Bank of Commerce, The Bank of 
Tokyo, Ltd., Barclays Bank Limited, and The Sumitomo Bank, Limited. 

BMost recent number available. 
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Since 1919, banks have been permitted to establish Edge Act Corporations 
outside their home states to provide services related to international 
transactions. According to the Federal Reserve, 94 Edge Act Corporations 
of U.S. banks had about $30 billion in assets at the end of 1992. 

Banks may also maintain loan production offmes, which allow them a 
lending presence outside of their home state. As of 1988, banks had 
established 332 loan production offices.g 

Interstate Banking 
Laws 

Until 1978, no state took advantage of its ability under the Douglas 
Amendment to permit out-of-state acquisitions of its banks. Effective that 
year, the state of Maine permitted the entry of out-of-state bank holding 
companies on a national reciprocal basis, i.e., allowing the entry of bank 
holding companies from any state that also permitted bank holding 
companies headquartered in Maine to enter. There was no further state 
action until 1982 when Alaska and New York passed interstate banking 
laws. 

In 1982 and 1983, the development of interstate banking took off when the 
New England compact was established. Massachusetts, Connecticut, and 
Rhode Island initially participated in the compact. Each of the states 
passed laws permitting interstate entry from other New England states on 
a reciprocal basis. The Supreme Court upheld the exclusive nature of the 
compact in 1985, a decision that contributed significantly to the 
acceleration of interstate banking through regional compacts. In 1985, of 
the 24 states and the District of Columbia with interstate banking laws, at 
least 15 belonged to regional compacts.1o 

States with reciprocal laws generally fell into the following broadly 
defined regions: the West, New England, the Southeast, and the Midwest.‘l 
Most of these regional compacts were viewed as a means of fostering the 

growth of banking companies within their areas while barring competition 
from large money center banks in New York and other large bank holding 

gMost recent number available. 

“‘The term compact is used relatively loosely in describing regional reciprocal banking laws. Each 
state passed regional interstate statutes identifying the states to which it would grant reciprocity. 
There is no single regional interstate law or a regional agreement among the states in a region to which 
all adhere. Regional definitions also vary. For example, the states in the Southeast and those in the 
Midwest sometimes vary widely in the states within their region to which they have granted 
reciprocity. 

“Each state determined the states it wished to include in its region. Consequently, the members of any 
regional compact were not exactly defined. 
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companies from states such as California and Texas. Consequently, these 
states generalIy were not included in regional reciprocal agreements. 

These regional compacts were successful in fostering the rise of regional 
banking and the creation of large regional and superregional banks. For 
example, even though Citicorp still heads the list of the largest bank 
holding companies, about one-half of the top 20 bank holding companies 
in the United States were developed largely through interstate acquisitions 
in states belonging to regional compacts (see table 1.2). 

Table 1.2: Superregional Bank Holding 
Companies Among the 20 Largest U.S. 
Bank Holding Companies 

Dollars in billions 

Name (headquarters state) 
BankAmerica (California) 

Rank 
1992 

2 
Assets 
$180.6 

Asset growth 
rate (1986-92) 

73.3% 
NationsBank (North Carolina) 4 118.1 329.5 
Bane One (Ohio) 8 61.4 252.9 
Wells Fargo (California) 9 52.5 17.7 
PNC Financial (Pennsvlvanial 10 51.4 90.4 
First Union (North Carolina) 11 51.3 90.7 
First Interstate (California) 12 50.9 -8.1 
Fleet Financial G~OUD (Rhode Island) 14 46.9 300.9 
Norwest Corp. (Minnesota) 15 44.6 107.4 
NDB Bancorp (Michigan) 16 40.9 77.1 
Bank of New York (New York) 17 40.9 
Barnett Banks (Florida) 18 39.5 
SunTrust Banks (Georgia) 20 36.6 
Note 1: Superregional banks and 1992 rankings as designated by American Banker 

Note 2: Data are for the period ending December 31, 1992. 

97.6 
95.5 
39.7 

Source: Federal Reserve data and American Banker. 

The liberalization of interstate banking laws has continued unabated since 
1985. By early 1993, all but two states, Montana and Hawaii, permit some 
form of interstate banking.12 Although most states originally took a 
regional approach to interstate banking, by December 341992, a majority 
of states had opened their doors to bank holding companies from any 
state, either on a reciprocal or nonreciprocal basis as follows: 

12Montana has banks grandfatiered under the Douglas Amendment and passed legislation permitting 
regional reciprocal banking that took effect October 1,1993. 
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l Thirteen states and the District of Columbia allow entry by bank holding 
companies from any state (nationwide). 

l Twenty-one states allow entry by bank holding companies from any state 
that reciprocates states this privilege (nationwide reciprocal). 

9 Only 14 states still restrict interstate entry to bank holding companies 
from their own geographic region (regional reciprocal). l3 Regional 
reciprocal banking predominates primarily in the southeastern central, 
and north central United States. The New England and West state 
compacts no longer exist as all of the states originally in those compacts 
have since adopted nationwide or nationwide reciprocal laws. 

The speed with which states passed interstate laws may be attributed to 
several factors. Some states hoped that interstate banking would promote 
economic development-either through the entry of new capital or as a 
result of the creation of large regional banks that would promote 
economic growth. Also, states hoped that allowing interstate entry would 
increase the number of potential acquirers of troubled banks. Finally, 
some argued that interstate banking should be permitted if only to 
formalize the de facto interstate activity of bank holding companies 
through nonbank subsidiaries, 

Among the reasons cited for the liberalization of interstate laws are that it 
would (1) place banks on a more even competitive basis with other 
financial senices firms, (2) enable banks to keep up with those in states 
that already had such laws, and (3) enable bankers interested in selling 
their banks to obtain higher bids. 

Interstate banking laws are far from uniform even within the three 
categories--regional reciprocal, nationwide reciprocal, and 
nationwide-we described earlier. Some reasons for the differences are as 
follows: 

l Regional definitions. Several states belonging to the same regional 
compact define the states belonging to that region differentiy.14 

iSMontana enacted regional reciprocal legislation that took effect October I, 1993, which brings the 
number of regional reciprocal states to 15. 

14Some states are excluded from the region by others in the region, while other states belong to two 
regions. In general, to qualii as a holding company from a specific region, the holding company must 
have at least 80 percent of its total deposits in states within that region. Up to 20 percent of the holding 
company’s deposits may be in bank subsidiaries outside of the region. If a bank holding company 
ceases to qualify as a regional holding company, it must divest itself of some of its assets outside of the 
region, generally within 1 or 2 years. 
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Bank Failures 

l Types of acquisition. Most laws permit entry only through acquisition, and 
some restrict acquisitions to institutions that have been in existence for a 
minimum number of years. However, at least 17 states allow de novo 
entry. Some states also restrict the percentage of the state’s deposits that 
can be held by any single bank holding company. But these restrictions 
vary from 10 percent of deposits in Iowa to 30 percent in Minnesota. 

l An opt-out. Several states allowed in-state banks to opt out of interstate 
activity for a certain period of time. If a bank opts out, it is not allowed to 
acquire banks out of state or to be acquired by out-of-state bank holding 
companies. 

9 Economic development criteria. Some states require bank holding 
companies that acquire in-state banks to contribute to the states’ 
economic development. Maine, for example, requires acquiring bank 
holding companies to bring new capital into the state. Arkansas requires a 
plan for meeting the credit needs of small businesses and individuals in 
the communit ies affected by acquisitions. 

Record numbers of bank failures that occurred between 1986 and 1992 
accelerated banking industry consolidation and contributed to the 
interstate presence of many bank holding companies. Between 
January 1986 and December 1992,1,194 banks, of which the vast majority 
were banks with assets of less than $1 billion, failed. Only 33 had assets of 
more than $1 billion, while 809 had assets of less than $50 million. 
Fifty-four, mostly large banks received FDIC assistance in these years (see 
table 1.3). 

Table 1.3: Bank Failures for 1986-92 
Dollars in billions 

Size of bank 
Number of Total 

failures assets 
$5 billion or more 0 $84.2 
$1 billion-$5 billion 25 50.0 
$500 million-$1 billion 31 20.8 
$100 million-$500 million 172 39.0 
$50 million-$100 million 149 10.6 
Less than $50 million 809 16.5 
Total 1.194 $221.0 
Note: Failures include 54 assistance transactions. 

Source: FDIC data. 
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Acquisitions of failed banks have provided a vehicle for bank holding 
companies to increase their interstate holdings. The Garn-St Germain Act 
of 1982 permitted out-of-state bank holding companies to acquire large, 
failed commercial banks and insured mutual savings banks. The 
Competitive Equality Banking Act of 1987 liberalized and extended those 
provisions and authorized FDIC to arrange interstate takeovers of 
institutions with assets of more than $500 million. In addition, some states 
enacted their own laws allowing out-of-state banks to acquire failing 
in-state institutions. The Garn-St Germ&-t Depository Institutions Act of 
1982 also allowed banks to acquire failed banks and thrifts, and a number 
have expanded by doing so. 

Some of these acquisitions have contributed substantially to the growth of 
several regional bank holding companies. North Carolina-based NCNB, 
now NationsBank, entered into an agreement with FLIIC to acquire First 
Republic in July 1988. At the time, First Republic had apprordmately 
$26.8 billion in assets; NCNB reported assets of $28.6 billion on June 30, 
1988. When NCNB acquired controlling interest of First Republic during 
the third quarter of 1989, its assets increased to $59.7 billion. When Bane 
One acquired MCorp, the Texas banking company, in 1989, it became the 
largest bank in Bane One’s organization (see table 1.4). 

Tabte 1.4: 12 Largest Interstate Acquisitions of Failed Banks and Thrifts 
Datlars in billions 

Acquiring bank holding 
company 
NCNB Corporation 
Fteet/Norstar 
Bane One Corporation 

Asset size 
at time of 

acquisition Failed bank/thrift 
$28.6 First Republic Bank 

32.6 Bank of New England 
25.1 MCorp Bridge Bank 

Asset Year of 
size approval 

$26.8 1988 
13.6 1991 
12.0 1989 

Security Pacific 86.5 Gibraltar Savings 5.1 1990 
BankAmerica Corporation 115.5 Sunbelt Federal Savings Bank 3.8 1992 
BankAmerica Corporation 106.4 Mera Bank Federal Savings Bank 3.5 1990 
Chase Manhattan 98.5 City Trust/M&F Savings Bank 2.6 1991 
UST Corporation 2.5 Home Owners Savings Bank 2.3 1990 
3ankAmerica Corporation 104.0 Ben Franklin Federal Savings & Loan 2.2 1990 
BankAmerica Corooration 101.1 Western Savinas & Loan Association 2.2 1990 
Bane One Corporation 
Equimark Corporation 

37.9 Bright Bane Savings 
3.5 National Bancshares 

Note: Data are for the period ending January 1, 1993. 

2.2 1990 
2.2 1989 

Source: Federal Reserve data. 
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Mergers The consolidation of banks within bank holding companies has also 
contributed signiticantly to changes in the banking industry’s structure 
since 1985. A  number of bank mergers between 1985 and 1991 occurred 
when states liberalized their in-state branching laws. The 10 states that 
experienced the largest numbers of bank mergers between 1985 and 1991 
liberalized their branching laws at some point during those years.‘” 

The liberalization of interstate banking laws also contributed to the extent 
and pace of bank consolidation. While 5 of the 10 largest mergers from 
1985 through 1992 occurred between bank holding companies 
headquartered in the same state, all but Z-Wells Fargo-Cracker and Bank 
of New York-Irving-involved significant expansion of an interstate 
presence (see table 1.5). 

Table 1.5: 10 Largest Bank Holding 
Company Mergers for 1985-92 Dollars in billions 

Acqulror/target 
8ankAmerica Corporation-Security Pacific 
Chemical 3ankinn-Manufacturers Hanover 

Assets of the 
target 
$76.4 

65.6 

Year 
1992 
1991 

NCNB Corporation-C&S/Sovran Core. 49.6 1991 
NCNB Corporation-First Republic Bank 26.8 1988 I , 

The Bank of New York-l rvina Bank 25.6 1988 
Citizens & Southern-Sovran Financial 25.4 1990 1 
Chemical New York-Texas Commerce Bancshares 19.2 1987 
Wells Farao Co.-Cracker National 19.2 1986 
Republic Bank Corp.-Interfirst Corp. 
Shawmut National Corp.-Hartford National 
Source: Federal Reserve data. 

16.7 1987 
13.8 1988 

Foreign-Owned Banks In a few states, bank subsidiaries of foreign banking companies play as 
large a role, if not a larger one, than out-of-state banks owned by U.S. bank 
holding companies. Because much of the debate about interstate banking 
centers around how out-of-state-owned banks might affect local 
economies, it is important to include foreign-owned banks in our 
examination of interstate bank expansion. 

‘6The 10 states are Texas, Missouri, Florida, Illinois, Michigan, Wisconsin, Minnesota, Alabama, 
Georgia, and Indiana. 
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Until 1978, foreign-owned banks were not limited to a banking presence in 
one state, as were U.S. banks. To eliminate this competitive advantage, the 
International Banking Act of 1978 prohibited foreign-owned banks from 
expanding in ways not permitted to domestic banks. Foreign organizations 
were required to choose one state in which they would own a bank or 
holding company and operate according to the laws of that state. As was 
the case for U.S. banking companies, however, foreign-owned banks that 
already had interstate networks were allowed to keep them. In addition, 
foreign-owned banks and their bank subsidiaries may also establish Edge 
Act Corporations and maintain limited service interstate operations 
through branches and agencies. 

As of December 199285 bank subsidiaries owned by foreign banking 
companies controlled almost $162 billion of banking assets in the United 
States. These bank subsidiaries are concentrated in New York, California, 
and lllinois (see table 1.6). Each of these states has more of its banking 
assets controlled by foreign-owned banks than by out-of-state U.S. banking 
companies. Foreign-owned banks are also located in seven other states 
and the District of Columbia. In addition, there were 578 foreign branches 
and agencies, 
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Table 1.6: Location, Number, and 
Assets of Bank Subsidiarles Owned by 
Foreign Banking Companies 

Dollars in millions 

Foreign-owned bank 
subsidiaries 

States Number Assets 
Arizona 1 $76.0 
California 21 478873.5 
Delaware 1 579.7 
District of Columbia 2 109.8 

Florida 2 346.6 
Illinois 21 22,812.9 
Maryland 7 6,843.g 
New Jersey 1 6,657.g 
New Mexico 2 327.0 
New York 32 759480.3 
Rhode Island 1 799.6 
Total 85 $161,641.1 
Note 1: A foreign-owned bank subsidiary is any organization that has 25 percent or more of its 
voting shares directly or indirectly owned, controlled, or held with power to vote by a foreign 
banking organization or by any organization that is otherwise controlled or capable of being 
controlled by a foreign banking organization. 

Note 2: Data are for the period ending December 31, 1992. 

Source: Federal Reserve and call report data. 
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Changes in Banking Company Structure 

In this appendix, we present in tables detailed information that was 
summarized in the chapters of this report. Table II.1 shows states by their 
interstate banking and in-state branching laws. Tables II.2 and II.3 present 
the following information on banking companies in each state: the number 
of banking companies, the percentage of state banking assets controlled 
by banking companies headquartered outside of a state, and the 
concentration ratio of the three largest banking companies by state. Table 
II.2 presents the information in alphabetical order, while table II.3 presents 
the same information sorted by the percentage of national banking assets 
held in the state. 

Table II.4 shows interstate banking laws and categorizes the percentage of 
out-of-state ownership in each state by law. Table II.5 presents this 
information in detail for each state. Tables II.6 and II.7 compare states by 
their percentage of out-of-state ownership of state banking assets and 
concentration ratios of the three largest banking companies. 

Tables II.8 through 11.10 present information on changes in the market 
share of community banks in each state. Table II.8 categorizes changes in 
the market share of community banks and compares this information with 
the percentage of out-of-state ownership by state. Table II.9 presents more 
detailed information by state and the general direction of changes in the 
market share of community banks. Table II. 10 presents the actual 
percentage changes in the market share of community banks. 

Table II. 11 shows the correlation between the employment growth rate in 
each state and the percentage of out-of-state ownership. 
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Table 11.1: Interstate Banking and 
In-State Branching Laws by State as of 
December 31,1992 Interstate banking laws 

National 

In-state branching laws 
Statewide Limited 
Alaska Colorado 
Arizona Oklahoma 
District of Columbia Wyoming 
Idaho 
Maine 
Nevada 
New Hampshire 
New Mexico 
Oregon 
Texas 
Utah 

National reciprocal 

Regional reciprocal 

California 
Connecticut 
Delaware 
Louisiana 
Massachusetts 
Michigan 
New Jersey 
New York 
Ohio 
Pennsylvania 
Rhode Island 
South Dakota 
Tennessee 
Vermont 
Washington 
West Virginia 
Alabama 
Florida 
Kansas 
Maryland 
Mississippi 
Missouri 
North Carolina 
South Carolina 
Virginia 
Wisconsin 

Illinois 
Indiana 
Kentucky 
Nebraska 
North Dakota 

Arkansas 
Georgia 
Iowa 
Minnesota 

No interstate banking Hawaii Montanaa 

aMontana enacted a regional reciprocal law that took effect October 1, 1993. 

Source: Federal Reserve and Conference of State Bank Supervisors data. 
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Table 11.2: Banking Company Information by State 

State 

Number of five 
Percentage of Percentage of 

f 
largest : 

assets held by Concentration national banking j 
In-state out-of-state ratio of the three banklng Number of companies 

Interstate branching banking largest banking assets held In banking headquartered 
banking law law companies companies state companies out of state ’ 

Alabama RR S 2.4% 55.0% 1.3% 177 0 
Alaska N S 21.0 88.2 0.1 8 2 
Arizona N S 64.8 82.6 1 .o 36 3 ; 
Arkansas RR L 2.1 25.6 0.7 190 0 j/ L 
California NR S 15.4 62.3 9.5 434 2 

Colorado N L 43.9 38.2 0.9 217 4 1 
Connecticut NR S 39.3 68.9 0.9 47 4 
Delaware NR S 68.8 34.5 2.2 37 3 i 
District of Columbia N S 52.9 70.6 0.4 22 3 
Florida RR S 51.6 59.0 4.2 318 4 

Georgia RR L 41.7 48.1 2.2 310 3 ; 
Hawaii N/A S 5.6 86.3 0.6 16 1 1 
Idaho N S 55.0 78.2 0.3 18 4 B 
Illinois NR L 21.7 37.3 5.8 714 2 
Indiana NR L 52.9 4‘1.3 1.7 181 4 Y 
Iowa RR L 25.9 26.6 1.1 418 3 Y 

Kansas RR S 0.1 22.0 0.9 448 0 
Kentucky NR L 40.4 38.2 1.3 236 3 
Louisiana NR S 5.2 37.8 1.1 211 2 
Maine N S 79.9 76.8 0.3 22 4 
Maryland RR S 39.3 44.9 1.5 76 3 i 
Massachusetts NR S 23.2 59.0 2.7 59 0 
Michigan NR S 3.2 58.8 2.9 142 0 1 
Minnesota RR L 2.9 56.7 1.7 472 1 
Mississippi RR S 2.1 42.2 0.7 120 0 
Missouri RR S 1.9 46.7 1.9 362 0 

Montanaa N/A L 31.8 37.8 0.2 94 2 il 
Nebraska NR L 10.2 37.4 0.7 313 1 j 
Nevada N S 93.4 84.2 0.4 17 5 
New Hampshire N S 27.6 59.1 0.2 26 1 
New Jersey NR S 17.1 42.7 2.9 96 2 
New Mexico N S 36.7 51.9 0.4 56 2 
New York NR S 13.2 51.2 20.1 161 0 

(continued) 
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State 
North Carolina 

Number of five 
Percentage of Percentage of largest 

assets held by Concentration natlonal banking 
In-state out-of-state ratlo of the three banking Number of companies 

Interstate branching banking 
banklng law 

largest banking assets held In banking headquartered 
law compsnler companies state companies out of state 

RR S 0,2 65.5 2.5 72 0 

North Dakota NR L 31.5 31.5 0.2 122 3 

Ohio NR S 4.0 47.6 3.6 213 0 

Oklahoma N L 11.8 21.4 0.8 362 2 

Oregon N S 44.6 78.2 0.7 45 3 

Pennsylvania NR S 10.2 47.0 5.3 219 0 

Rhode Island NR S 31.2 90.9 0.4 12 2 

South Carolina RR S 69.4 63.4 0.8 77 3 

South Dakota NR S 65.4 61.5 0.5 99 3 

Tennessee NR S 29.3 39.6 1.5 203 2 3 
Texas N S 49.4 41.5 5.0 942 4 I Utah N S 24.8 60.5 0.4 53 3 / 

Vermont NR S 4.4 65.0 0.2 17 1 

Virginia RR S 21.0 44.0 2.1 139 1 
Washington NR S 74.2 62.4 1.2 88 4 I 

West Virginia NR S 4.7 37.5 0.6 91 0 
Wisconsin RR 

Wyoming N 
S 

L 

Legend 

18.2 42.6 1.5 296 1 
42.0 39.7 0.1 51 3 

N = Nationwide banking, no restrictions 
NR = Nationwide reciprocal banking 
RR = Regional reciprocal banking 
N/A = No interstate banking allowed 
S = Statewide branching permitted 
L = Limited area branching onty 

Note: Data are for the period ending December 31, 1992. 

PMontana enacted regional reciprocal legislation that took effect October 1, 1993. 

Source: Call report data. 
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Table 11.3: Banking Company 
Information, Ranked by Each State’s 
Percentage of National Banking Assets 

By state 
Larger banklng presence 

New York 

Interstate In-state branching 
banking law law 

NR S 
California NR S 
Illinois NR I 
Pennsylvania NR S 
Texas 
Florida 

N S 
RR s 

Ohio NR S 
New Jersey 
Michigan 
Massachusetts 
North Carolina 
Delaware 

NR S 
NR s 
NR S 
RR S 
NR s 

Georgia RR L 
Virginia 

Medium banklng presence 
RR S 

Missouri 
Minnesota 
Indiana 
Maryland 
Wisconsin 
Tennessee 

RR S 
RR L 
NR L 
RR S 
RR S 
NR S 

Alabama 
Kentucky 
Washington 
Louisiana 
Iowa 
Arizona 

Smaller banking presence 
Connecticut 
Colorado 
Kansas 
Oklahoma 
South Carolina 
Nebraska 
Oregon 

RR S 
NR L 
NR S 
NR S 
RR L 

N S 

NR S 
N L 

RR S 
N L 

RR S 
NR L 

N S 
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Percentage of assets Concentration ratio of Percentage of national Number of Number of five largest 
held by out-of-state the three largest banklng assets held In banklng banking companies 
banking companies banking companies state companies headauartered out of state 

13.2% 51.2% 20.1% 161 0 
15.4 62.3 9.5 434 2 
21.7 37.3 5.8 714 2 
10.2 47.0 5.3 219 0 
49.4 41.5 5.0 942 4 
51.6 59.8 4.2 318 4 

4.0 47.6 3.6 213 0 
17.1 42.7 2.9 96 2 

3.2 58.8 2.9 142 0 
23.2 59.0 2.7 59 0 

0.2 65.5 2.5 72 0 
68.8 34.5 2.2 37 3 
41.7 48.1 2.2 310 3 
21.0 44.0 2.1 139 1 

1.9% 46.7% 1.9% 362 0 
2.9 56.7 1.7 472 1 

52.9 41.3 1.7 181 4 
39.3 44.9 1.5 78 3 
18.2 42.6 1.5 296 1 
29.3 39.6 1.5 203 2 

2.4 55.0 1.3 177 0 
40.4 38.2 1.3 236 3 
74.2 62.4 1.2 88 4 

5.2 37.8 1.1 211 2 
25.9 26.6 1.1 418 3 
64.8 82.6 1.0 36 3 

39.3% 68.9% 0.9% 47 4 
43.9 38.2 0.9 217 4 

0.1 22.0 0.9 448 0 
11.8 21.4 0.8 362 2 
69.4 63.4 0.8 77 3 
10.2 37.4 0.7 313 1 
44.6 78.2 0.7 45 3 

(continued) 

Page 167 GAO/GGD-94-26 Interstate Banking and Branching 

E 



Appendix II 
Changes in Banking Company Structure 

Bv state 
Interstate In-state branching 

banklna law law 
Arkansas 
Mississippi 
Hawaii 

RR L 
RR S 

N/A S 
West Virginia 
South Dakota 

NR S 
NR S 

Utah N S 
District of Columbia 
Nevada 

N S 
N S 

Rhode Island 
New Mnxko 

NR S 
N S 

Idaho 
Maine 
MnntansP 

N S 
N S 

N/A L 

New Hamoshire 
North Dakota 
Vermont 

N S 
NR L 
NR S 

Wvomina N L 
Alaska N S 
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Percentage of assets Concentration ratio of Percentage of national Number of Number of five largest 
held by out-of-state the three lergest banklng assets held In banklng banking companies 
banking companies banking companies state companies headquartered out of state 

2.1 25.6 0.7 190 0 
2.1 42.2 0.7 120 0 
5.6 86.3 0.6 16 1 
4,7 37,5 0.6 91 0 

65.4 61.5 0.5 99 3 
24.8 60.5 0.4 53 3 
52.9 70.6 0.4 22 3 
93.4 84.2 0.4 17 5 
31.2 90.9 0.4 12 2 
36.7 51.9 0.4 56 2 
55.0 78.2 0.3 18 4 
79.9 76.8 0,3 22 4 
31.8 3748 0.2 94 2 
27.6 59.1 0.2 26 1 
31.5 31.5 0.2 122 3 

4.4 
42.0 
21.0 

65.0 
39.7 
88.2 

Legend 

0.2 17 1 
0.1 51 3 
0.1 8 2 

N = Nationwide banking, no restrictions 
NR = Nationwide reciprocal banking 
RR = Regional reciprocal banklng 
N/A = No interstate banking allowed 
S = Statewide branching permitted 
L = Limited area branching only 

Note 1: Banking presence is determined by the percentage of national banking assets held in the 
state. We designated as a larger banking presence those states that had 2 percent or more of 
national banking assets; medium, as those with 1 to 2 percent; and smaller, as those with less 
than 1 percent. 

Note 2: Data are for the period ending December 31, 1992. 

*Montana enacted regional reciprocal legislation that tookeffect October 1, 1993. 

Source: Call report data. 
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Table 11.4: States Categorized by Their Percentage of Out-of-State Ownership and State Interstate Banking Laws as of 
December 31,1992 

States with out-of-state ownership of 
Less than 40% but 

Interstate banking laws 40% or more more than 10% 10% or less 
Nationwide Arizona Alaska 

Colorado New Hampshire 
District of Columbia New Mexico 
Idaho Oklahoma 
Maine Utah 
Nevada 
Oregon 
Texas 
Wyoming 

Nationwide reciprocal Delaware California Louisiana 
Indiana Connecticut Michigan 
Kentucky Illinois Ohio 
South Dakota Massachusetts Vermont 
Washington Nebraska West Virginia 

New Jersey 
New York 
North Dakota 
Pennsylvania 
Rhode Island 
Tennessee 

Regional reciprocal 

No interstate banking 

Florida Iowa Alabama 
Georgia Maryland Arkansas 
South Carolina Virginia Kansas 

Wisconsin Minnesota 
Mississippi 
Missouri 
North Carolina 

Montanaa Hawaii 
aMontana enacted a regional reciprocal law that took effect October 1, 1993. 

Source: Federal Reserve and Conference of State Bank Supervisors data. 
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Table 11.5: Banking Company lnformatlon by Interstate Banking Laws 

In-state 
By state branching law 
Nationwide 

Percentage of 
assets held by Percentage of 

out-of-state natlonal banking Number of 
banking assets held In banking 

companies state companies 

Nevada S 93.4% 0.4% 17 
Maine S 79.9 0.3 22 
Arizona S 64.8 1.0 36 
Idaho S 55.0 0.3 18 
District of Columbia S 52.9 0.4 22 
Texas S 49.4 5.0 942 
Oreaon S 44.6 0.7 45 
Colorado L 43.9 0.9 217 
Wyoming L 42.0 0.1 51 
New Mexico S 36.7 0.4 56 
New Hampshire S 27.6 0.2 26 
Utah S 24.8 0.4 53 
Alaska S 21.0 0.1 8 
Oklahoma L 11.8 0.8 362 

Nationwlde reciprocal 
Washington 
Delaware 
South Dakota 

S 74.2% 1.2% 88 
S 68.8 2.2 37 
S 65.4 0.5 99 

Indiana L 52.9 1.7 181 
Kentucky L 40.4 1.3 236 
Connecticut S 39.3 0.9 47 
North Dakota L 31.5 0.2 122 
Rhode Island S 31.2 0.4 12 
Tennessee S 29.3 1.5 203 
Massachusetts S 23.2 2.7 59 
Illinois L 21.7 5.8 714 

I 

New Jersey S 17.1 2.9 96 
California S 15.4 9.5 434 
New York S 13.2 20.1 161 
Nebraska L 10.2 0.7 313 
Pennsylvania S 10.2 5.3 219 
Louisiana S 5.2 1.1 211 
West Virsinia S 4.7 0.6 91 

(continued) 
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By state 
Vermont 
Ohio 

Percentage of 
assets held by Percentage of 

out-of-stete 
In-state 

national banking Number of 
banklng assets held in 

branching law 
banklng 

companies state companies 
S 4.4 0.2 17 
s At7 3.6 213 

Michigan 3.2 142 
Reglonal reciprocal 

South Carolina 
Florida 

Georgia 
Maryland 
Iowa 

Virginia 

S 69.4% 0.8% 77 
S 61.6 4.2 318 i - ..- 
L 41.7 2.2 310 / 1 
S 39.3 1.5 
L 

78 i 
25.9 1.1 418 

S 21.0 2.1 139 
Wisconsin S 18.2 1.5 296 1 
Minnesota L 2.9 1.7 472 
Alabama Arkansas 

Mississippi 

Missouri 

- -.- 
S 2.4 1.3 177 
L 

2.1 0.7 
! 

190 

S 2.1 
I 

0.7 120 j 
s 19 1.9 362 ’ 

North Carolina 0.2 72 ’ 
Kansas 

No interstate banking allowed 
Montanaa 
Hawaii 

S 0.1 0.9 448 

L 31.8% 0.2% 94 
s 56 0.6 16 

Legend 

S = Statewide branching allowed 
L = Limited area branching only 

Note: Data are for the period ending December 31, 1992. 

BMontana enacted regional reciprocal legislation that took effect October 1, 1993. 

Source: Call report data. 
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Table 11.6: Changes in Concentration 
Levels of Each State’s Three Largest 
Banking Companies Compared to the 
Percentage of Out-of-State Ownership 
of Each State’s Banking Assets 

1 
States where the change In the concentration ratio of the 

Percentage of three largest banking companies 
out-of-state Rlses by less than Rises by 
ownershlp for 1992 Falls 20 percent 20 percent or more 1 

High Colorado Arizona Florida 
(40% or more) District of Columbia Delaware Indiana 

Georgia Idaho Maine 
Oregon Kentucky Texas 
South Carolina Nevada 1 
South Dakota Y 
Washington 
Wyoming 

Medium Illinois California Alaska 
(less than 40% but Montana Connecticut Iowa 1 
more than 10%) New Jersey Maryland Nebraska 

North Dakota Massachusetts 
Oklahoma New Hampshire 
Pennsylvania New Mexico 
Tennesse New York 

1 

Utah Rhode Island 
Virginia Wisconsin 

Low Minnesota Alabama Kansas 
I 

(10% or less) North Carolina Arkansas Michigan ? 
5 

Hawaii Vermont 
Louisiana West Virginia 
Mississippi 
Missouri 

1 

Ohio 
Note: Changes in concentration ratios are for the period December 31, 1986, to December 31, 
1992. 

Source: Call report data. 
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Table 11.7: State Banklng Information 
Ranked by the Percentage Change in 
the Concentration Ratlo of the Three 
Largest Banking Companies From 
1966-92 

State 
Alaska 
West Virginia 
Indiana 
Florida 
Kansas 
Nebraska 

Maine 
Vermont 
Iowa 
Texas 
Michigan 
Ohio 
Missouri 
Arkansas 
Mississippi 
New Hampshire 
Massachusetts 
Louisiana 
New York 
Arizona 
Hawaii 
Wisconsin 
Kentucky 
Connecticut 
Nevada 
New Mexico 
Delaware 
Idaho 
Maryland 
Alabama 
Rhode Island 
California 
Utah 

Percentage of state 
banking assets 

Concentration ratio for the three controlled by 
largest banking companies out-of-state banking 

Percentage companies 
1966 1992 change 1966 1992 ; 

54.6% 88.2% 61.5% 14.9% 21.0% 
24.0 37.5 56.3 0.0 4.7 
27.2 41.3 51.8 13.1 52.9 
43.0 59.8 39.1 33.4 51.6 
16.3 22.0 35.0 0.0 0.1 / 
28.1 37.4 33.1 9.5 10.2 1 

I 
57.8 76.8 32.9 86.2 79.9 
49.1 65.0 32.4 0.0 4.4 [ 
20.6 26.6 29.1 8.1 25.9 : 
34.4 41.5 20.6 0.0 49.4 il 
49.0 58.8 20.0 0.6 3.2 1 
39.8 47.6 19.6 0.7 4.0 i 
39.3 46.7 18.8 0.0 1.9 
22.0 25.6 16.4 0.0 2.1 t 
37.2 42.2 13.4 0.0 2,i 
52.1 59.1 13.4 0.1 27.6 
52.9 59.0 11.5 2.7 23.2 
34.3 37.8 10.2 0.0 5.2 j 
47.4 51.2 8.0 12.0 13.2 1 
77.2 82.6 7.0 46.6 64.8 
80.8 86.3 6.8 5.4 5.6 
40.0 42.6 6.5 3.6 18.2 
36.1 38.2 5.8 4.7 40.4 
65.3 68.9 5.5 42.2 39.3 
80.2 84.2 5.0 66.1 93.4 
49.5 51.9 4.8 14.0 36.7 
33.0 34.5 4.5 66.1 68.8 
75.4 78.2 3.7 36.8 55.0 / 
43.3 44.9 3.7 37.3 39.3 1 
53.1 55.0 3.6 0.0 2.4 
87.9 90.9 3.4 32.3 31.2 
61.3 62.3 1.6 13.0 15.4 
61.0 60.5 -0.8 14.1 24.8 

(continued) 
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Percentage of state 
banking assets 

Concentration ratio for the three controlled by 
largest banking companies out-of-state banking 

Percentage companies 
State 1986 1992 change 1986 1992 
District of Columbia 71.8 70.6 -1.7 22.0 52.9 
South Carolina 64.9 63.4 -2.3 46.4 69.4 
Wyoming 40.8 39.7 -2.7 12.3 42.0 
Pennsylvania 48.5 47.0 -3.1 0.0 10.2 
Oregon 81.4 78.2 -3.9 37.9 44.6 
Washington 65.5 62.4 -4.7 40.7 74.2 
Colorado 41.1 38.2 -7.1 11.8 43.9 
North Carolina 70.8 65.5 -7.5 0.4 0.2 
Tennessee 43.0 39.6 -7.9 16.2 29.3 1 

Virainia 48.1 44.0 -8.5 6.5 21 .o 
Georgia 52.9 48.1 -9.1 24.3 41.7 
Minnesota 63.1 56.7 -10.1 0.0 2.9 
New Jersev 48.2 42.7 -11.4 3.3 17.1 
North Dakota 35.7 31.5 -11.8 35.7 31.5 
South Dakota 72.3 61.5 -14.9 75.8 65.4 
Montanaa 45.1 37.8 -16.2 40.7 31.8 1 
Oklahoma 26.6 21.4 -19.5 4.8 11.8 I 

Illinois 48.8 37.3 -23.6 8.3 21.7 
I 

Note: Data are for the periods ending December 31, 1996, and December 31, 1992. 

aMontana enacted regional reciprocal legislation that took effect October 1, 1993. 

Source: Calt report data. 
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Table tl.8: Changes in Community 
Bank Market Share and Out-of-State 
Ownership of State Banking Assets 

Percentage of 
out-of-state States where the community bank market share is 
ownership for 1992 Falling Rising Mixed 
High 
(40% or more) 

Medium 
(less than 40% but 
more than 10%) 

Low 
(10% or less) 

Arizona 
Delaware 
Idaho 
Indiana 
Kentucky 

Alaska 
tllinois 
towa 
Nebraska 
Pennsylvania 
Tennessee 
Wisconsin 

Alabama 
Arkansas 
Hawaii 
Kansas 
Michigan 
Mississippi 
Missouri 
Ohio 

Colorado Oregon 
District of Columbia Wyoming 
Florida 
Georgia 
Maine 
Nevada 
South Carolina 
South Dakota 
Texas 
Washington 
California New Jersey 
Connecticut Oklahoma 
Maryland 
Massachusetts 
Montana 
New Hampshire 
New Mexico 
New York 
North Dakota 
Rhode Island 
Utah 
Virginia 
Minnesota Louisiana 
North Carolina Vermont 

West Virginia 
Note 1: The following four size classes were used to define community banks: $1 bitlion or less in 
assets, $500 million or less, $300 million or less, and $100 million or less. If at least three of the 
four size classes in a state showed increased market share, the community bank market share 
was classified as rising. If at least three of four fell, the market share was classified as falling. If 
two rose and two fell, the market share was mixed. 

Note 2: Changes in market share are for the period December 31, 1986, to December 31, 1992. 

Source: Call report data. 

Page 176 GAO/GGD-94-26 lnteretate Banking and Branching 



Appendix II 
Changes in Banking Company Structure 

Page 177 GAOIGGD-94-28 Interstate Banking and Branching 



Appendix II 
Changes in Banking Company Structure 

Table 11.9: DirectIon of Changes In 
Market Share of Community Banking 
Companies by State 

By state 
High out-of-state ownership 

Nevada 

Interstate In-state 
banklng law branching law 

N S 
Maine N S 
Washington NR S 
South Carolina RR S 
Delaware 
South Dakota 

NR S 
NR S 

Arizona 
Idaho 
District of Columbia 
Indiana 
Florida 
Texas 
Oregon 
Colorado 
Wyoming 
Georgia 
Kentucky 

N S 
N S 
N S 

NR L 
RR S 

N s 1 
N s i 
N L I 
N L ,I 

RR L 
NR L j 

Medium out-of-state ownershlu 
I 

Connecticut 
Maryland 
New Mexico 

NR S 
RR S 

N s I 
Montanab 
North Dakota 
Rhode Island 

N/A L 
NR L 
NR S 

Tennessee 
New Hampshire 

NR S 
N S 

Iowa 
Utah 
Massachusetts 

RR L 
N S 

NR S 
Illinois 
Virginia 
Alaska 
Wisconsin 
New Jersey 
California 

NR L 
RR S 

N s ! 
RR s Y 
NR s i 
NR S 
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Percentage of assets held Concentration ratio of 
by out-of-state banklng the three largest banking 

companies companies 

Changes in the market share of community banking companies 
Less than Less than Less than Less than 

$100 million $300 million $500 million $1 billion 

93.4% 84.2% X X X 
79.9 76.8 X X X X 
74.2 62.4 X X X X 
69.4 63.4 x X X 
68.8 34.5 
65.4 61.5 X X X X 
64.8 82.6 X 
55.0 78.2 
52.9 70.6 X X X X 
52.9 41.3 
51.6 59.8 X X X X 
49.4 41.5 X X X X 
44.6 78.2 X X 
43.9 38.2 X X X 

41.7 48.1 X X X X 
40.4 38.2 

39.3% 68.9% 
39.3 44.9 
36.7 51.9 
31.8 37.8 
31.5 31.5 
31.2 90.9 
29.3 39.6 
27.6 59.1 
25.9 26.6 

24.8 60.5 
23.2 59.0 
21.7 37.3 
21.0 44.0 
21.0 88.2 
la.2 42.6 
17.1 42.7 
15.4 62.3 

X 
X 
X 
X 

X 

X 

X 
X 

X 

X 
X 

X X 
X 

X X 
X X 
X X 
X X 

X X 
a 

X 
X 

X X 

X X 
(continued) 
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By state 
New York 
Oklahoma 
Nebraska 

Interstate in-state 
banking law branching law 

NR S 
N L 

NR L 
Ponnsvlvania NR S 

Low out-of-state ownership 
Hawaii 
louisiana 

N/A s 
NR S 

West Virainia NR S 
Vermont 
Ohio 

NR S 
NR S 

Michigan 
Minnesota 
Alabama 
Arkansas 
Mississippi 
Missouri 
North Carolina 
Kansas 

NR S 
RR L 
RR S 
RR L 
RR s I 
RR s i 
RR s 1 
RR S 
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Percentage of assets held Concentration ratio of 
by out-of-state banking the three largest banking 

companies companies 
13.2 51.2 

Changes in the market share of community banking companies 
Less than Less than Less than Less than 

$100 million $300 million $500 miii~on $1 billion 
X X X X 

11.8 21.4 X X 
10.2 37.4 
10.2 47.0 X 

5.6% 86.3% 
5.2 37.8 X X 
4.7 37.5 
4.4 65.0 X X 
4.0 47.6 
3.2 58.8 X 
2.9 56.7 X X X 
2.4 55.0 X 
2.1 25.6 
2.1 42.2 
1.9 46.7 X 
cl.2 65.5 X X X X 

Legend 

N = Nationwide banking, no restrictions 
N/A = No interstate banking allowed 
NR = Nationwide reciprocal banking 
RR = Regional reciprocal banking 
S = Statewide branching permitted 
L = Limited area branching only 
X = Indicates an increase in market share 

Note 1: Out-of-state ownership is divided into three categories. High represents an ownership of 
40 percent or more; medium, less than 40 percent but more than 10 percent; and low, 10 percent 
or less. 

Note 2: An empty cell indicates a decrease in market share. 

Note 3: Data are for the periods ending December 31, 1986, and December 31, 1992. 

alndicates neither an increase or decrease in market share. 

bMontana enacted regional reciprocal legislation that took effect on October 1, 1993. 

Source: Call report data. 
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Table 11.10: Percentage Changes in 
Market Share of Community Banking 
Companies by State interstate In-state 

By state banking law branching law 
High out-of-state ownership 

Nevada N S 
Maine N S 

Washington NR S 
South Carolina RR S 

Delaware NR S 
South Dakota NR S 

Arizona N S 
Idaho N S 

District of Columbia N S 
Indiana NR L 
Florida RR S 
Texas N S 

Oregon N S 
Colorado N L 
Wyoming N L 

Georgia RR L 
Kentucky NR L 

Medium out-of-state ownership 
Connecticut NR S 

Maryland RR S 
New Mexico N S 

Montana” N/A L 
North Dakota NR L 
Rhode Island NR S 

Tennessee NR S 
New Hampshire N S 

Iowa RR L 
Utah N S 

Massachusetts NR S 
Illinois NR L 

Virginia RR S 
Alaska N S 

Wisconsin RR S 
New Jersey NR S 

California NR S 
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Concentration ratio of Changes in the market share of community banks 
Percentage of assets held the three largest banking Less than Less than Less than Less than 
by out-of-state companies companies $100 million $300 mlliion $500 million $1 billion 

93.4% 84.2% 16.6% 47.6% 31.7% -20.5% 

79.9 76.8 86.2 22.7 47.3 47.3 

7432 62.4 24.3 18.3 27.5 8.1 
69.4 63.4 4.4 3.9 -0.7 30.5 
68.8 34.5 -13.4 -60.0 -64.4 -65.8 
65.4 61.5 20.1 49.4 59.2 56.6 
64.8 82.6 -42.1 -27.3 -13.2 4.5 
55.0 78.2 -29.0 -35.6 -22.7 -11.3 
52.9 70.6 44.6 128.6 53.3 63.1 
52.9 41.3 36.5 -34.1 -23.7 -24.0 
51.6 59.8 10.3 2.1 9.2 8.3 
49.4 41.5 6.8 23.8 32.6 24.3 
44.6 78.2 -31.8 0.5 -22.8 10.7 
43.9 30.2 -10.4 8.7 17.0 14.3 
42.0 39.7 0.6 -18.9 27.4 -6.3 
41.7 40.1 10.2 5.3 10.1 5.5 
40.4 38.2 -18.0 -17.3 -22.9 -10.8 

39.3% 68.9% 42.5% 45.0% 5.0% 6.7% 

39.3 44.9 7.2 0.5 -7.1 17.7 
36.7 51.9 -30.7 2.5 2.3 19.3 
31.8 37.8 9.6 33.4 13.5 30.6 
31.5 31.5 2.8 -2.6 6.7 22.6 
31.2 90.9 -0.4 2.0 14.3 25.1 
29.3 39.6 -13.6 -9.0 -4.7 -11.4 
27.6 59.1 -55.2 18.7 4.1 12.9 
25.9 26.6 -13.5 -12.3 0.0 -1.8 
24.8 60.5 3.8 13.2 -4.4 66.6 
23.2 59.0 39.8 20.2 -5.5 10.1 
21.7 37.3 -21.0 -18.6 -16.5 -8.5 
21.0 44.0 -7.5 5.4 17.7 17.6 
21.0 88.2 55.6 -3.8 -51.7 -53.4 
18.2 42.6 -13.0 -11.0 -8.1 -13.4 
17.1 42.7 25.4 6.5 -0.2 -4.4 
15.4 62.3 7.9 11.3 16.4 28.7 

{continued) 
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Low out-of-state ownership 

interstate in-state 
By state banking law branching law 

New York NR S 
Oklahoma N L 
Nebraska NR L 

Pennsylvania NR S 

Hawaii N/A S 
Louisiana NR S 

West Virginia NR S 
Vermont NR S 

Ohio NR S 
Michigan NR S 

Minnesota AR L 
Alabama RR S 
Arkansas RR L ” 

Mississippi RR s 1 
Missouri RR S 

North Carolina RR S 
Kansas RR S 
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Concentration ratlo of Changes in the market share of community banks 
Percentage of assets held the three largest banking Less than Less than Less than Less than 
by out-of-state companies companies $100 million $300 million $500 mMon $1 billion j 

13.2 51.2 6.2 29.4 58.1 47.3 
11.8 21.4 -0.7 -0.7 1.3 2.4 
10.2 37.4 -23.5 -25.2 -16.0 -16.0 
10.2 47.0 -22.8 -2.8 -3.6 5.7 

5.6% 86.3% -25.3% -74.6% -56.4% -44.5% 

5.2 37.8 -5.6 0.9 3.3 -4.7 
4.7 37.5 -43.4 -45.2 -51.2 -22.9 
4.4 65.0 31.1 9.9 -14.2 -35.3 

4.0 47.6 -16.1 -16.2 -13.5 -9.8 
3.2 58.8 -22.4 -13.9 -19.6 2.6 
2.9 56.7 -0.7 10.7 17.9 18.3 

2.4 55.0 -21.7 -0.8 5.1 -3.1 

2.1 25.6 -16.6 -11.3 -4.7 -8.0 
2.1 42.2 -14.0 -19.4 -12.7 -11.3 
1.9 46.7 -1.0 -4.2 -8.0 6.5 
0.2 65.5 25.8 22.9 19.4 19.4 
0.1 22.0 -17.8 -14.2 -10.3 -5.8 i 1 

Legend 

N = Nationwide, no restrictions 
N/A = No interstate banking allowed 
RR = Regional reciprocal banking 
S = Statewide branching permitted 
L = Limited area branching only 

Note 1: Out-of-state ownership is divided into three categories. High represents an ownership of 
40 percent or more; medium, less than 40 percent but more than IO percent; and low, 10 percent 
or less. 

Note 2: Data are for the periods ending December 31, 1986, and December 31, 1992. 

aMontana enacted regional reciprocal legislation that took effect on October 1, 1993. 

Source: Call report data. 
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Table 11.11: Changes in State Employment Rates Between 1986 and 1991 and Out-of-State Ownership of State Banking 
Assets 
Percentage of 
out-of-state States with employment growth rates of 
ownership for 1992 Less than 0% 0 to 4.9% 5 to 6.9% 7 to 9.9% 10% or more 
High District of Columbia Connecticut Maryland Arizona Delaware 
(40% or more) Wyoming South Dakota South Carolina Florida 

Texas Idaho 
Maine 
Nevada 
Oregon 
Washinaton 

Medium Massachusetts 
(less than 40% but North Dakota 
more than 10%) Rhode Island 

Alaska 
Indiana 
Montana 
New Jersey 
New York 

Colorado 
Georgia 
Kentucky 
Pennsylvania 
Tennessee 

Low 
(10% or less) 

Oklahoma Alabama 
Louisiana 
Michigan 
Vermont 

Arkansas 
Kansas 
Mississippi 
Missouri 

California 
Illinois 
Iowa 
New Hampshire 
New Mexico 
Utah 

Virginia 
Wisconsin 

Nebraska 
North Carolina 
West Virginia 

Hawaii 
Minnesota 

Ohio 
Source: Call report and Department of Labor data. 
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Supervision of BaYlk 
Holding Companies 
and Their Subsidiaries 

The US. regulatory and supervisory system is a complex dual structure in 
which federal and state authorities share responsibility for supervising 
banks and bank holding companies. The system consists of three relatively 
autonomous federal regulatory agencies-the Federal Reserve, occ, and 
r?nIc-and 50 state banking departments. To demonstrate the complexity 
of the U.S. banking and regulatory system, we created a hypothetical bank 
holding company with a number of bank and nonbank subsidiaries. Figure 
III. 1 illustrates the structure of this company and identifies its points of 
contact with the various bank regulators. 

The supervision of bank holding companies and their subsidiaries is either 
shared among the three federal regulatory agencies and the 50 state 
banking departments or carried out by a single federal regulatory agency. 
The Federal Reserve supervises all bank holding companies and all 
nonbank subsidiaries and shares the supervision of state member banks 
with the state banking departments. occ only supervises national banks. 
FDIC shares the supervision of state nonmember banks with the state 
banking departments. As we show in figure III. 1, our hypothetical bank 
holding company must deal with all three federal bank regulators and 
perhaps as many as three state banking departments. In the following 
sections, we briefly discuss each component of our hypothetical multistate 
bank holding company and its regulation. 

Supervision of a Bank 
Holding Company 

The Federal Reserve supervises the parent bank holding company and all 
lower tier bank holding companies.’ In our example, the Federal Reserve 
would supervise the parent bank holding company and the two lower tier 
bank holding companies. To ensure that a bank holding company is 
operating in a safe and sound manner, the Federal Reserve inspects the 
bank holding company. A Federal Reserve inspection focuses on the 
holding company’s policies concerning the supervision of subsidiaries, the 
fmancial analysis of the parent and consolidated companies, and a review 
and classification of the assets of the credit-extending nonbank 
subsidiaries. Central to the inspection process is the evaluation of the 
holding company’s organizational policies, the adequacy of its loan review, 
the risk assessment process, and the auditing function. 

‘The Federal Reserve is composed of a board of governors and 12 district Federal Reserve Banks 
located in Boston, New York, Philadelphia, Cleveland, Richmond, Atlanta, Chicago, St. Louis, 
Minneapolis, Kansas City, Dallas, and San Francisco. 

Page 187 GANGGD-94-26 Interstate Banking and Branching 



Appendix III 
Supervision and Regulation of a MuMstate 
Bank Holding Company 

lgure ttl.1: Regulation of a Hypothetical Bank Holding Company 

Lead national bank 
WC) 

Nonbank 
subsidiaries cl Pw 

State member 
bank(s) n (Federal 

Reserve and 
state) 

Note: State and federal regulators for each bank are in parentheses. 

“Nonbank subsidiaries may also be regulated by other federal and state regulators. 

The frequency of bank holding company inspections is determined by the 
size, Gnancial condition, and complexity of the institution. The Federal 
Reserve defines a complex bank holding company as one with 
credit-extending nonbank subsidiaries or debt outstanding to the general 
public. AU complex bank holding companies, except those with less than 
$150 million in assets, must be annuaUy inspected by the Federal Reserve. 
Bank holding companies with no credit-extending nonbank subsidiaries or 
no publicly heId debt are required to be inspected every 2 or 3 years, 
depending on their asset size and financial condition. 
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The planning and scheduling of inspections for smaller bank holding 
companies are handled by the individual Federal Reserve Banks. For 
larger bank holding companies, the planning and scheduling of inspections 
are handled by the staff of the Federal Reserve’s Board of Governors in 
Washington, D.C. 

Supervision of State 
Member Banks 

The day-to-day supervision of bank holding companies is carried out by 
the individual Federal Reserve Banks. The Federal Reserve Bank 
responsible for the supervision of the parent bank holding company, 
known as the responsible Reserve Bank, is also responsible for the 
supervision of all lower tier bank holding companies and their nonbank 
operations, regardless of the district in which these operations are located- 

Our hypothetical bank holding company has two state member banks. 
These two state member banks are regulated by both the Federal Reserve 
and the banking department of the states in which they are located. The 
Federal Reserve requires an annual full-scope examination for all state 
member banks.’ The examination focuses on five critical areas of bank 
operations and condition--capital adequacy, asset quality, management, 
earnings, and liquidity*ommonly referred to by the acronym CAMEL. 
Each area is rated, using a 5-point scale, with 1 as the best and 5 as the 
worst, and the bank receives an overall rating. Bank examinations are 
conducted by the Federal Reserve Barks and the state banking 
departments. The Federal Reserve Bank responsible for a multistate 
parent bank holding company relies as much as possible on other Federal 
Reserve Banks to examine the bank subsidiaries located in each of their 
districts. 

Although state member banks must be examined annually, the Federal 
Reserve may alternate its examination of highly rated state member banks 
with a state examination. fn 1981, the Federal Reserve instituted its 
Alternate Examination programs with state banking departments. Under 
the Alternate Examination programs, those state member banks that are 
relatively free of problems are examined in alternate years by the Federal 
Reserve Bank and the state banking department. A.s of September IO, 1992, 

?he Federal Deposit Insurance Corporation Improvement Act requires at least an annual full-scope, 
on-site safety and soundness examination of alI insured institutions. 
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36 states have participated in some form of the program, including joint or 
concurrent examinations.3 

On September 9, 1992, the Federal Reserve entered into a joint resolution 
with the Conference of State Bank Supervisors4 The resolution provides a 

i 

framework for each Federal Reserve Bank to enter into examination 
agreements with the individual state banking departments in their 
districts. The agreements between the Federal Reserve Banks and the / 

state banking departments specify eligible banks, asset size limitations, 
CAMEL rating criteria, and minimum examination procedures for permitting 
examinations on an alternate-year basis. 1 

? 
Our hypothetical bank holding company has three national banks. 
National banks are chartered by occ and are members of the Federal 
Reserve. occ has primary responsibility for the supervision of national 
banks. Most of OCC'S supervisory work is done at its six district offices.5 

i 

Eight of the largest national banks, however, are supervised by occ’s 
1 

multinational division in Washington, D.C. 

Supervision of National 
Banks 

The following are occ’s goals in supervising national banks: (1) to identify 
systemic and individual bank risks; (2) to determine banks’ compliance 
with laws and regulations-including those regarding consumer 
protection, fair lending, and fiduciary activities, the Bank Secrecy Act, and 
the Community Reinvestment Act; (3) to address risks in a preventive 
manner that limits adverse impacts; and (4) to identify and require 
correction of problems in banks. occ uses CAMEL ratings in assessing the 
condition of national banks. 

occ has tended not to conduct its examinations at one time. Rather, occ 
targets particular areas of the bank to examine over the year until all areas 
of the bank are covered by examiners. Since the mid-1980s, occ has 
permanently stationed on-site examiners at selected multinational banks 
and superregional banks. 

3For both a joint and concurrent examination, the federal and the state regulators go into the bank at 
the same time. However, in ajoint examination, the federal and state regulators issue a single report, 
while for a concurrent examination, the federal and state regulators issue a separate report. 

me Conference of State Bank Supenisors is the professional association of the state officials who 
charter, supervise, and regulate the nation’s statechartered banks. 

60CC has district offices in New York, Atlanta, Chicago, Kansas City, Dallas, and San Francisco 
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Supervision of State 
Nonmember Banks 

Our hypothetical bank holding company has one state nonmember bank. 
Both FDIC and state banking departments supervise state nonmember 
banks. State nonmember banks are chartered by state banking 
departments and are not members of the Federal Reserve. FDIC uses CAMEL 
ratings in assessing bank condition+ 

FDIC’S regional offices conduct full-scope examinations of state 
nonmember banks6 In 1992, FDIC and the Conference of State Bank 
Supervisors entered into a joint resolution that specifies how cooperative 
examinations are to be undertaken between state banking departments 
and FDIC. This agreement allows each state banking department to 
participate in individual agreements with FDIC. According to the resolution, 
any bank that has a composite CAMEL rating of 1 or 2 would be examined 
by the state banking departments and FDIC on an alternate-year basis. FDIC 
and the Conference of State Bank Supervisors agreed to examine 
low-rated banks on an alternate-year, independent, joint, or concurrent 
basis, depending on the severity of the bank’s problems. 

Supervision of Nonbank 
Subsidiaries 

Section 4(c)(8) of the Bank Holding Company Act authorizes bank holding 
companies to engage directly or through a subsidiary in activities that the 
Board of Governors of the Federal Reserve determines are closely related 
to banking or managing or controlling banks.7 Many bank holding 
companies have established nonbank subsidiaries for this purpose. 

Our hypothetical bank holding company owns nonbank subsidiaries at 
three organizational levels-the parent bank holding company, an 
out-of-state bank holding company, and the lead national bank. The 
Federal Reserve inspects those nonbank subsidiaries that are subsidiaries 
of bank holding companies. The responsible Reserve Bank, which 
supervises the parent bank holding company, is responsible for the 
supervision of aIl nonbank subsidiaries, regardless of location. 

The Federal Reserve collects information on nonbank subsidiaries that are 
similar to but less detailed than information banks provide in their call 
reports. It also reviews information regarding the nonbank subsidiaries 
concurrently with the inspection of the parent holding company. After this 

% ‘DIC has regional offices located in Atlan~ Boston, New York, Chicago, Dallas, Kansas City, 
Memphis, and San Francisco. 

%ome of the activities of nonbank subsidiaries are consumer finance, trust services, leasing, mortgage, 
electronic data processing, insurance underwriters, management consulting services, and securities 
brokerage. 
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preliminary review, if the Federal Reserve determines that the nonbank 
subsidiary needs an on-site inspection, it sends examiners to inspect the 
nonbank subsidiary, otherwise on-site inspections are not conducted. In 
addition, nonbank subsidiaries of the lead national bank are examined by 
occ. occ has the authority to examine any subsidiary of a national bank. 

In addition, the Federal Reserve has the authority to regulate all foreign 
branches of U.S. banks All national banks and state member banks must 
receive permission from the Federal Reserve before they can open a 
foreign branch. Although the Federal Reserve has primary regulatory 
authority for foreign branches of U.S. banks, it defers its examination 
authority to occ concerning foreign branches of national banks because 
occ is the primary federal regulator of national banks. 

Coordination in 
Supervision of 
Complex Banking 
Companies 

Although the Federal Reserve is responsible for the holding company as a 
whole, it must often rely on occ, FDIC, and state examiners for information 
about significant parts of the holding company. Conversely, occ, FDIC, and 
the state regulators must rely on the Federal Reserve to provide 
information about the bank holding company and its ability to support the 
banks they supervise. Overlapping authority requires coordination among 
the various federal and state regulators as we discussed in chapter 5. 

Since 1979, the Federal Reserve, OCC, and FDIC have been operating under 
an interagency agreement for coordinating bank holding company 
inspections and bank subsidiary examinations. The agreement requires the 
regulators to coordinate the bank holding company inspection and the 
examination of the lead bank subsidiary for (1) any bank holding company 
with assets that exceed $10 billion, (2) any bank holding company or bank 
holding company subsidiary lead bank with a composite CAMEL rating of 4 
or 5, and (3) any bank holding company or bank holding company 
subsidiary lead bank with a composite CAMEL rating of 3 whose financial 
condition appears to have worsened significantly since the last inspection 
or examination. This agreement was recently broadened; regulators now 
coordinate the bank holding company inspection with the lead bank 
examination for banking companies whose assets exceed $1 billion. 

Because of the increase in multitier bank holding companies, the Federal 
Reserve established general guidelines for interdistrict coordination for 
these multitier bank holding companies when the lower tier institutions 
are located in a district other than that of the parent holding company. 
Under the guidelines, the responsible Federal Reserve Bank coordinates 
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the inspections of the lower tier companies but relies on the local Federal 
Reserve Bank to conduct the on-site inspection function. The Federal 
responsible Reserve Bank may provide an examiner-in-charge to head the 
inspection of any of the lower tier companies. The examiner-in-charge is 
responsible for coordinating the supervision of the entire banking 
company with the other Federal Reserve Banks. 

The occ district office that has supervisory authority over the lead national 
bank of a multinational bank holding company coordinates the 
examinations of the affiliated national banks in the banking company with 
the other regulatory agencies and occ district offices.8 Using our 
hypothetical bank holding company, the occ district in which our lead 
bank is located would oversee the supervision of the other three national 
banks in the bank holding company. This occ district office may 
coordinate its supervisory activities with up to three Occ district offices. 

Bank and Bank 
Holding Company 
Merger Process 

If our hypothetical bank holding company wants to merge with another 
bank holding company or acquire another bank, it must obtain the 
approval of the Federal Reserve as stated in the Bank Holding Company - 
Act.g 

As in the supervision process, the regulators’ jurisdiction also overlaps in 
the merger approval process. The Federal Reserve is responsible for all 
holding company mergers as well as for bank mergers involving state 
member banks. occ and FDIC have jurisdiction over bank mergers in which 
the resulting bank is a national or state nonmember bank, respectively. In 
addition, a regulator may comment on any bank holding company merger 
involving the banks that it supervises. In a merger involving our 
hypothetical bank holding company, all three federal regulators may be 
involved in the merger process because the holding company owns 
national banks, state member banks, and a state nonmember bank.‘O 

‘If the national bank is one of the eight national banks supervised by OCC’s multinational division, 
then the multinational division coordinates its supervision. 

BAcqutit iom refer to tmnsadions in which the target bank or bank holding company remains a 
separate entity after the transactjons. Mergers occur when the entity becomes part of its acquirer and 
disappears afkr the transaction. The term merger will be used to describe both types of txansactions 
unless otherwise stati 

%tate regulators may play a mle in the merger process. The circumstances for state involvement 
differ by state. Some require appmval if the resulting institution is state chartered, some if either 
organization is state chartered, and some regardless of the charter. 
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Bank Holding Company 

The main purpose of the merger process is to ensure the safety and 
soundness of the resulting institution and the banking system as well as 
competition within banking markets. For example, the Bank Holding 
Company Act requires the Federal Reserve to consider several general 
criteria in deciding the outcome of a merger application. The criteria 
include fmancial and managerial resources and future prospects of the 
company or companies and banks concerned, the community’s needs, and 
the competitive effects of the merger.” 

During the merger process, the regulators review the most recent 
examination report of each entity, paying particular attention to 
management quality, capital adequacy, and asset quality. If a bank involved 
in a merger has not been examined recently, the Federal Reserve may 
determine that more information is needed and may conduct another 
examination before approving the merger. 

Most mergers are reviewed and approved at the regional or district level. 
The Federal Reserve Banks process all merger applications and depending 
on the complexity of the case, approve the merger or send it to the Board 
of Governors of the Federal Reserve for further review and action. At FDIC, 
bank merger applications are filed and for the most part, processed at its 
regional offices. occ also allows merger approval at the district level for 
mergers meeting its expedited review process criteria. 

i 

%sues related to community needs and competitive considerations are discussed in chapters 6 and 7, 
respectively. 
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The Bank Merger Transaction: Financing 
and Accounting 

Banking companies must generally turn to the capital markets to raise 
funds both to finance mergers and satisfy regulatory capital requirements. 
The choice of Glancing will determine the accounting method for the 
transaction or vice versa. These choices in turn will affect the tax 
liabilities created by the merger, the future earnings of the merged 
institution, and the final acquisition cost. 

Financing Bank mergers are financed with either cash or stock or some combination 
of cash, stock, or other securities.’ If an acquiring bank pays cash to the 
shareholders of the target banking company, these shareholders will have 
no financial interest in the merged institution. The money paid for the 
acquired bank thus leaves the banking industry. 

Most larger acquisitions that do not involve the purchase of a failed 
institution generally include exchanges of stock in their fmancing.2 In a 
common stock transaction, the shares of the target banking company are 
exchanged for newly issued shares of the acquiring bank. Shareholders of 
the target banking company thus retain a financial interest in the merged 
institution. 

The ability of a bank to raise capital is probably the most important factor 
in assessing the feasibility of an acquisition. It is important for two very 
distinct reasons: Strong book capital levels are needed to obtain regulatory 
approval of mergers, and high market capital values make acquisitions 
more affordable. 

How Banking Companies 
Raise Capital 

Banking companies are limited in the ways they can raise capital. They 
may either retain earnings or issue stock or qualifying debt. Banking 
institutions generally are not able to retain earnings quickly enough to 
finance larger acquisitions. Consequently, they must turn to the capital 
markets for funding, making them somewhat dependent on analysts’ 
assessments of their expansion plans. If the shareholders disapprove of a 
merger, they can sell the bank’s stock, thereby driving down its price and 
making the acquisition more expensive. If the merger is perceived as 
rewarding, stock will be purchased, with an upward price effect. 

The price effect is important whether a merger is financed with cash or 
with an exchange of stock. In a cash transaction, the acquiring bank may 

‘This discussion primarily pertains to publicly held banking organizations. 

2The Resolution Trust Corporation and FJJIC generally require cash for purchases of failed institutions. 
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have to issue new stock to raise the cash needed for the purchase. When a 
merger is financed through a stock exchange, new stock will be issued to 
the owners of the target banking company in exchange for their existing 
shares. 

Book Value of Capital3 The Federal Reserve’s policy requires that acquiring institutions must be 
well capitalized and that mergers do not result in a diminution of the 
overall book value of capital of the acquiring companies4 If going into a 
merger an acquiring banking company has a risk-based capital level of 
12 percent, it must generally maintain that level of capital after the 
acquisition. The lower the capital level of the acquired institution and the 
higher the purchase price, the more capital the acquiring bank must raise 
to meet this requirement. 

Frequently banking companies will raise the capital necessary to acquire a 
target institution gradually. The Federal Reserve recognizes this and will 
generally judge the diminution of capital on the basis of the level of the 
acquiring bank’s capital before it started raising funds for the acquisition. 

Market Value of Capital Whether a banking company can afford an acquisition has little to do with 
the company’s book value capital but depends on the market value of its 
capital6 The higher the market values of an acquiring bank’s stock, the 
more affordable any acquisition will be, as the following simplified 
example illustrates. 

BankUSA and BankWorld, bank holding companies of similar size, both 
wish to acquire BankTen, which they value at $900,000. Both potential 
acquirers have 100,000 shares of stock outstanding with a book value of 
$20 per share. However, BankUSA’s stock sells at $50 per share, while 
Bar&World’s stock sells at only $25 per share, To purchase BankTen, 
BankUSA must only issue 18,000 shares of stock, while BankWorld must 

3The value of a bank’s stock and eligible capital debt at the time they were issued multiplied by the 
number of shares outstanding plus cash. Without new capital issues, book value fluctuates with 
retained earnings or losses. 

The regulators say they generally use the definition of well-capitalized that the Federal Deposit 
Insurance Corporation Improvement Act of 1991 required regulators to develop. Under this definition, 
a well-capitalized bank must have (1) a tier 1 r isk-based capital ratio of 6 percent or greater, (2) a total 
r isk-based capital ratio of 10 percent or greater, and (3) a leverage ratio of greater than 5 percent, (The 
leverage ratio approximately corresponds to book value of equity divided by total assets.) 

6The market value of capital is the price of a bank’s stock multiplied by the number of shares of stock 
outstandi. The market value of a bank’s capital can fluctuste on a daily basis depending on its stock 
value. 

0 
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issue twice as many shares. The acquisition is consequently easier for 
BankUSA to finance. 

The reason the number of shares that must be issued to finance an 
acquisition is important-as important as, if not more than, the actual 
purchase price--is because of their effect on earnings dilution. Dilution is 
the effect a merger has on a bank’s per share return. The higher the 
dilution, the lower the earnings per share, and the more difficult it will be 
to issue new stock to finance the merger. A  further discussion of the 
example can help explain dilution. (Also see table IV. 1.) 

BankUSA and BankWorld earned $750,000 in 1992, thus providing earnings 
per share of $7.50 (i.e., $750,000/100,000 shares). Because BankUSA had to 
issue 18,000 new shares to acquire BankTen, its earnings must be divided 
among 118,000 shares after the merger, diluting earnings per share by 
15 percent to $6.36.6 h-r addition, BankWorld’s post-merger earnings are 
divided among 136,000 shares, resulting in earnings per share of $5.52 and 
a dilution of more than 26 percent. 

Table IV.1 : Value and Earnings of 
BankUSA and BankWorld 

Shares outstanding 
Book value per share 
Market value per share 
Earnings per share (premerger) 
Earnings per share (post-merger) 
Earnings per share dilution 
~$750,000/100,000 = $7.50. 

BankUSA BankWorld 
100,000 100,000 

$20 $20 
$50 $25 

$7.50E $7.508 
$6.36b $5.52c 

15% 26% 

“$750,000/l 18,000 = $6.36. 

c$750,000/136,000 = $5.25. 

Bank analysts told us that markets generally look with disfavor at mergers 
that dilute earnings per share more than 3 percent at the time of 
acquisition and that take longer than 2 or 3 years to make up any dilution 
through increased revenues or reduced costs. The higher the dilution, the 
greater the pressure on a banking company to quickly increase revenues, 
often through high annual growth. 

90 simplify this discussion, we assumed that BankTen will not contribute earnings to the combined 
organization. We also do not allow for potential cost savings from the merger that might increase 
earnings. 
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Concerns about dilution are greatest in mergers involving banks of like 
sizes, because such mergers generally require relatively large issuances of 
new stock over which earnings must then be spread. If, on the other hand, 
a bank with $100 billion in assets acquires a bank with $100 million or 
even one with assets of $1 billion, the degree of dilution is likely to be 
minimal because relatively little new stock must be issued to finance the 
purchase. Thus, at least in the short term, large, well-capitalized banks are 
less constrained by the market when acquiring smaller banks. However, if 
a string of small acquisitions is perceived as being costlier than, for 
example, an acquisition of a single larger bank, then the acquiring bank’s 
stock could suffer in the long term, 

Industry experts also told us that regulatory capital requirements are 
generally more of a constraint on acquisitions than are the stockholders’ 
concerns about earnings dilution. Although bank managers have a 
fiduciary responsibility to their stockholders, projections of revenue 
improvements and cost savings from an acquisition are by nature 
uncertain and may consequently be presented optimistically to increase 
the attractiveness of a merger. Regulatory requirements, on the other 
hand, are very specific and strongly enforced. In the long run, however, 
the markets will judge bank management by its performance in past 
mergers, and if promises have not been kept, then financing for future 
mergers will become more expensive, 

Accounting Methods The two accounting methods used for bank mergers and acquisitions are 
(1) pooling of interest and (2) purchase. 

In pooling-of-interest transactions, the balance sheets (Le., assets and 
liabilities) of the two banking companies are simply added together, item 
by item. An important benefit of structuring mergers so that the 
pooling-of-interest method of accounting can be used is that it is a 
nontaxable transaction. Neither the buyer nor the seller is forced to 
recognize a gain or loss on the exchange of shares in the merger. This may 
be an important factor in the buyer’s ability to convince the bank owners 
to sell their shares. In addition, when a merger is structured so that the 
pooling-of-interest method of accounting is used, goodwill will not be 
created because the assets and liabilities are simply added together 
without any revaluation. Therefore, there will be no goodwill to amortize 
against future earnings. One possible disadvantage of structuring mergers 
so that the pooliig-of-interest method can be used is that the buyer must 

F 
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assume all of the assets and liabilities of the seller, including any unknown 
or contingent liabilities. 

When mergers are structured so that the purchase method of accounting 
must be used, the acquirer treats the target banking company as an 
investment and may revalue certain assets and liabilities on the target 
banking company’s balance sheet. This revaluation may create goodwill 
that must be written off against future earnings over a period of several 
years (usually 10 to 15 years). In some cases, this annual write-off makes 
this type of transaction unattractive because it has a very large impact on 
annual earnings,’ In addition, in purchase acquisitions, the sale or transfer 
of stock is treated as a taxable event. 

Whether the pooling-of-interest or the purchase accounting method is used 
is determined by the structure of the merger. Any transaction that does not 
meet the criteria for pooling-of-interest accounting must use the purchase 
method. Generally, the pooling-of-interest method can be used only when 
the merging parties are independent, the combination will be completed 
within 1 year, the acquiring bank issues its regular common stock in 
exchange for at least 90 percent of the common stock in the other 
company, and there are no future buy-out agreements or plans to sell a 
significant part of the assets of the merged banks within 2 years. 

There are several other more specific advantages and disadvantages of these structuring options that 
might influence the iinal merger structure and the accounting method used, but they are beyond the 
scope of this report. 
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Efficiency and Economies of Scale 

One of the factors driving the response to a change in interstate banking 
laws will be market perceptions of opportunities to increase efficiency and . 
benefit from economies of scale-in which average cost declines as bank 
output or size increases. The realization of such gains could improve 
individual bank profitability and increase the banking industry’s market 

1 

share of certain financial services if banks were able to become lower cost 
producers. 

Part of the debate on expanded interstate banking and branching centers 
on whether large banks have lower costs of production, merely because of 
their size, than smaller banks. Differing definitions of bank costs and 
outputs, methodologies, data, and results have made it difficult to form a i 
clear and unambiguous conclusion about the extent of economies of scale.’ ’ 
The general consensus of studies dating back over almost 30 years is that 1 
scale economies do not exist in banking, except in small banks usually 
estimated to have less than $100 million in assets. Many studies show that g 
larger banks experience either constant costs or slight diseconomies.2 

A number of studies over the past decade have focused specifically on 
larger banks, usually those with more than $1 billion in assets. Some of 
these studies have found economies of scale in banks with up to $2 billion 
in assets and others with up to $10 billion in assets but found 
diseconomies of scale thereafter. These results suggest that bank costs 
vary substantially depending on the range of bank sizes included in the 
sample and could be due, at least in part, to the different products 
produced by large and small banks. A recent study that purports to deal 
with these problems found that substantial scale economies exist for 

‘The literature is divided over the issue of the appropriate definition of bank output and consequently 
bank cost Two measures of output are most often used-dollar volumes in accounts and number of 
accounts. Ideally, bank output should be measured as a flow of services and products produced, but 
because of data limitations stock measures are used. Bank costs are defined as either operating costs 
(noninterest expenses) or total costs. 

Two sources of data have most frequently been used. The Federal Reserve’s Functional Cost Analysis 
i 
I 

survey collects cost information on a voluntary basis from 400 to 600 banks. These data typically 
exclude banks with more than $1 billion in assets because of the low participation rate of these banks. 
Moreover, the same banks are not in the sample each year. Call report data are the other source. These 
data cover all banks in the United States, but costs are not allocated to specific functions as they are in 
the Functional Cost Analysis data. 

Finally, differences exist in the choice of a cost function. Early studies generally used a function that 
did not allow for variation in costs between different sized banks. It assumed that the cost curve facing 
all banks was the same. 

*Similar results have been found regarding economies of scope-where the joint production of two or 
more products or services is cheaper than the production of each individually. Overall, there is no 
consistent evidence that general economies of scope exist. 
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banks with up to $500 million in assets and that there is generally no 
advantage or disadvantage beyond $500 million.3 

If significant economies of scale do not exist except in smaller banks, then 
only those smaller banks that are operating under scale diseconomies are 
at a cost disadvantage relative to larger banks. While smaller banks may 
reduce their costs simply by growing, larger banks will not gain a similar 
advantage simply by growing. Consequently, the development of a natural 
monopoly in banking is unlikely. 

Although there may be no advantages from general economies of scale 
through growth, a number of bankers and industry analysts believe that 
improvements, from the creation of larger banks through mergers, are 
possible in two areas. First, they believe that economies of scale are 
present in several market or product lines with high fixed costs. 
Consulting firms working with cost data provided by individual banks 
have found scale economies in branch networks, check clearing, 
centralized customer service, credit card lending, and home mortgage 
lending and processing. According to several studies, the key to success in 
achieving economies of scale lies in the ability of the banking company to 
focus on a limited set of business lines. This may help explain why general 
economies of scale have not been found in the banking industry. 

Second, many of the studies testing for economies of scale assume that 
banks produce their services with similar degrees of efficiency. Academic 
research and projections by management consultants regarding the 
benefits of merging well-run banks with less well-run banks show that this 
assumption is incorrect. Among banks of similar size, substantial variation 
exists in operating costs. 

The potential to decrease costs by increasing managerial efficiency is 
thought to be relatively large. Most of the projections for significant cost 
savings from bank mergers come from predictions that assume that the 
most efficiently run banks will acquire less well-run banks. While these 
savings may be possible, they are not the result of achieving economies of 
scale. If economies of scale exist, these savings would be in addition to 
any savings from such economies. 

The evidence that economies of scale in banking are limited is reflected in 
the structure of today’s banking industry. If banking technology resulted in 

3McAUister, Patrick H., and Douglas McManus, “Resolving the Scale Efficiency Puzzle in Banking.” 
Board of Governors of the Federal Reserve System. November 1992. 
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general economies of scale, we would expect banking companies to be 
large. Alternatively, if there were diseconomies of scale, small specialized 
banks could be expected to dominate. In the absence of either, a mixture 
of bank sizes would be likely, as is the case in the United States today. 
Furthermore, on the basis of results of economies of scale studies, this 
structure is likely to continue regardless of changes in interstate banking 
or branching laws, although the smallest banks may be at a disadvantage 
relative to all other banks. 
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Organizations Interviewed 

Financial Institutions Bane One Corporation-Cohunbus, Ohio 
Bar&America Corporation-San Francisco, California 
Bank of Boston-Boston, Massachusetts 
Bank of New York Company-New York, New York 
Bankers Trust New York Corporation-New York, New York 
Chase Manhattan Corporation-New York, New York 
Chesapeake Bank and Trust Company-Chestertown, Maryland 
Citicorp-New York, New York 
Civic Bank of Commerce-Oakland, California 
Crestar F’inawial Corporation-Richmond, Virginia 
First Union Corporation-Charlotte, North Carolina 
First Virginia Bank, Inc. -Falls Church, Virginia 
NationsBank-Charlotte, North Carolina 
Natwest Holdings, Inc.- New York, New York 
Norwest Corporation-Minneapolis, Minnesota 
Signet Banking Corporation-Richmond, Virginia 
SouthTrust Corporation-Birmingham, Alabama 
SunTrust Banks, Inc.-Atlanta, Georgia 
The Better Banks Company-Peoria, Illinois 
U.S. Bank-Seattle, Washington 
Virginia Community Bank-Louisa, Virginia 
Wachovia Bank and Trust-Winston-Salem, North Carolina 
Wells Fargo Bank-San Francisco, California 

I3ank Regulatory Agencies Bank Commissioner, State of Maryland 
Board of Governors of the Federal Reserve System 
Commissioner of Financial Institutions, State of Virginia 
Federal Deposit Insurance Corporation 
Federal Reserve Bank of Atlanta 
Federal Reserve Bank of Minneapolis 
Federal Reserve Bank of New York 
Federal Reserve Bank of Richmond 
New York State Banking Department 
Office of the Comptroller of the Currency 
Office of Thrift Supervision 

Other Federal Agencies Bureau of the Census, Foreign Trade Division 
Department of Commerce, International Trade Administration 
Department of Justice 
Export-Import Bank 
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Office of Management and Budget 
Small  Business Administration 

State Government 
Agencies 

Colorado International Trade Office 
Connecticut Department of Economic Development, International Division 
Florida Department of Commerce, Bureau of International Trade and 

Development 
Maine State Development Office 

, 

Massachusetts Office of International Trade and Investment 
Minnesota Trade Office 
New Hampshire Department of Resources and Economic Development 
North Carolina Department of Economic and Community Development, 

International Division 
Pennsylvania Department of Commerce, International Trade and 

Economic Affairs Department 
Port Authority of New York/New Jersey 
Washington State Department of Trade and Economic Development 
Washington State Office of the Attorney General 

Public Interest 
Organizations 

Association of Community Organization for Reform Now 
American Association of Retired People 
Center for Conununity Change 
Center for Policy Alternatives 
Consumer Action 
Consumer Federation of America 
Southern Finance Project 

Banking and Trade 
Associations 

American Association of Exporters and Importers 
American Bankers Association 
American Counter-trade Association 
Association of Bank Holding Companies 
Bankers Association for Foreign Trade 
Conference of State Bank Supervisors 
Export Assistance Center of Washington-Seattle, Washington 
Financial Services Council 
Independent Bankers Association of America 
Institute of International Bankers 
National Association of Attorneys General 
National Council for Urban Economic Development 
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Y 

National Federation of Independent Business 
National Small  Business United 
Small Business Exporters Association 
U.S. Chamber of Commerce 

Other Bear Stearns 
Brookings Institution 
Clearing House Interbank Payment System 
Danielson Associates 
Deloitte and Touche 
First Boston Corporation 
First Manhattan Consulting Group 
Furash and Company 
Global American Capital Group 
International Monetary Fund 
Keefe, Bruyette, and Woods, Inc. 
K.H. Thomas Associates 
Moody’s Investors Service 
Shearson Lehman Hutton 
Skadden Arps 
Smith Barney, Harris Upharn, and Company Inc. 
Standard & Poor’s 
Sullivan and Cromwell 
S.W.I.F.T. 
The Secura Group 
University of California at Berkeley, Haas School of Business 
Urban Institute 
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Comments From FDIC 

October 18, 1993 

Mr. James L. Bothwell 
Director, Financial Institutions 

and market Issues 
General Accounting Office 
Washington, D. C. 20548 

Dear Mr. Bothwell: 

Acting Chairman Hove requested I respond to your letter of 
September 27, 1993 asking for comment on a draft report entitled, 

8 of mvinu Interstate 

We have reviewed the draft report and have no substantive comment 
on its content8 or conclusions. For your information, Mt. Hove 
testified on this subject before the Senate Committee on Banking, 
Housing, and Urban Affairs on October 5, 1993. As a general 
matter, the FDIC supports the relaxation of the geographic and 
product restraints on banks prpvided that the states continue to 
play a role in the transition. 

The bank insurance fund has absorbed major losses in recent years 
in rescuing large banking organizations with assets concentrated in 
a few industries or in a limited geographic area. During the 
19808, for example, slightly more than 80 percent of failed-bank 
aesets were in just four states: Texas, Illinois, New York, and 
Oklahoma. Perhaps if they had been more geographically 
diversified, banks in these states might have been better able to 
weather the financial storms that beset local and regional energy, 
agricultural, and real estate markets. 

We appreciate the opportunity to review the draft report. 

* Sincerely, 

ohn W. Stone 
xecutive Director 
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Comments From the Department of the 
Treasury 

OEPARTMENT OF THE TREASURY 
WIP”(INCITON 

October 25, 1993 

Dear Mr. Bothwell: 

Thank you for your September 27 letter to Secretary Bentsen, 
enclosing thr draft of the GAO report . on m 

Restriotionr. 
We have no formal comments, but we appreciate receiving the 

report. Upon examination we found it to be an Impressive and 
thoughtful survey of the issues and evidence involved. We truat 
that this report will be useful background information for the 
current CDngraSSiOnal review of nationwide banking and branching. 

Sincerely, 

Frzmk N. Neiman 
Under Secretary of the Treasury 

Domestic Finance 

Mr. James L. Bothwell 
Director 
Financial Institutions and 

Markets Issues 
General Accounting Office 
441 G Street, NW 
Washington, DC 20548 

cc: Comptroller General of the 
United States Charles A. Bowsher 
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Major Contributors to This Report 

General Government Maja Wessels, Evaluator-in-Charge 

Division, Washington, 
W. Robert Abbot, Evaluator 
Nancy Eibeck, Evaluator 

D.C. Maia Greco, Senior Evaluator 
Rose Kushmeider, Senior Economist 
Kristi Peterson, Evaluator 
Robert Pollard, Economist 
Susan Westin, Senior Economist 

Office of the Genera3 Maureen A. Murphy, Senior Attorney 

Counsel, Washington, 
D.C. 
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Glossary 

Bank Holding Company A corporation that controls at least one bank. 

Banking Company One or many banks that belong to a single entity. 

Community Bank A banking company with less than $1 billion in banking assets. 

Compact A term that is used relatively loosely in describing regional reciprocal 
banking laws, 

Concentration Ratio A measure of the amount of business handled by a specified number of the 
largest banking companies. 

De Novo A new bank or branch office. 

Firewall A term that refers to regulations meant to segregate a bank’s securities 
underwriting from its deposit-gathering and lending activities. 

Herfmdahl-Hirschman 
Index (HHI) 

An index of concentration computed by summing the square of the market 
share of each firm in the industry. 

Independent Bank A bank that is not controlled by a bank holding company, 

In-Market Merger A merger between banks that operate in substantially overlapping 
markets. 

Interstate Branching An arrangement that permits banks to branch across state borders. 

E 
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Limited Branching An arrangement that restricts in-state bank branches, usually by number 
or by distance from where they are headquartered. 

Market Extension Merger A merger between banks that operate in minimally overlapping markets. 

Nationwide Banking An arrangement that permits bank holding companies to operate 
subsidiary banks in any state regardless of where the holding companies 
are headquartered. 

Nationwide Reciprocal 
Banking 

An arrangement whereby a state limits the entry of out-of-state bank 
holding companies to those states where its bank holding companies are 
permitted to enter. 

Nonbank Subsidiary Any business other than a commercial bank operated by a bank holding 
company. 

Regional Reciprocal 
Banking 

An arrangement whereby a state designates from which states it will 
permit the entry of bank holding companies. Entry is limited to banks from 
states within a specific region and is permitted only if those states offer 
reciprocity. 

Reserve Bank Any of the 12 district Federal Reserve Banks. 

Statewide Branching An arrangement that allows banks to operate a branch anywhere within a 
state. 

Superregional Bank A nonmoney center bank, ranking among the largest banking companies in 
the United States, that has merged across state lines to establish a full 
banking presence in another state, 

Page 210 GADIGGD-94-26 Interstate Banking and Branching 



Gloasnry 

Tripwire A term that refers to the system of mandatory enforcement actions 
established by FIDICIA that bank regulators must take based on a bank’s 
level of capital. 

Unit Banking An arrangement that prohibits banks from offering full services anywhere 
but their headquarters. Branching is not permitted. 
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