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The consolidation of the banking in-
dustry that began in the mid-1980s
has primarily by
changes in the regulations on banks’
geographic expansion.

At the beginning of the century,
most states required banks to be
unit banks, that is, to have only one
office. In time, states began to
allow intrastate branching, but con-
tinued to prohibit interstate branch-
ing and the acquisition of local
banks by out-of-state banks. In the
1950s, banks attempted to avoid
this prohibition by developing bank

been driven

holding companies (BHCs) with
banks located in various states.
However, in 1956 the Douglas
Amendment to the Bank Holding
Company Act stopped this initiative.
It prohibited a BHC from acquiring
a bank outside the company’s home
state without authorization from the
target bank’s state.

Restrictions on banks’ geographic
expansion had pushed their number
to a post-Depression high of about
14,500 in 1984, when regulatory bar-
riers on interstate banking began to
fall. States started to allow out-of-

state BHCs to acquire home-state
banks, but maintained the ban on in-
terstate branching; that is, they did
not allow the acquired banks to be
converted into branches of the out-
of-state banks. In parallel with these
regulatory changes, the number of
banks steadily dropped, mainly be-
cause of increased merger activity.
One implication of banking con-
solidation, particularly in the 1990s,
is the greater importance of the
largest institutions. Their number
has increased significantly, as has
(continuted on next page)
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their share of the industry’s deposits
and assets.

Banking consolidation has af-
fected the industry’s performance
because banks of different sizes have
different ways of doing business. For
instance, larger banks tend to have
higher operating costs. They make
morte loans that turn out to be uncol-
lectable, have higher funding costs,
and incur greater non-interest ex-
penses. However, their non-interest
income is sufficiently high to over-
come these costs. In addition, their

easier access to capital markets al-
lows them to operate with lower
capital/asset ratios. This explains
why they do better in terms of return
on equity but not (in the case of the
very largest banks) in terms of return
on assets. These results seem to ac-
cord with recent research that fails to
find economies of scale for the very
largest banks.

As expected, the 1994 enactment
of the Interstate Banking and
Branching Efficiency Act began a
new wave of bank mergers. How-
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ever, the effects of this consolida-
tion will differ from those driven by
the regulatory changes of the 1980s.
The 1994 act’'s most important
change is that it permits BHCs to
convert their banks, even if they are
located in several states, into a sin-
gle network of branches. This will
most likely have a greater impact on
larger banking organizations by giv-
ing them an opportunity to reduce
their non-interest expenses, an area
in which smaller banks have tradi-
tionally had more success.



