
Review of Empirical Literature 

Having reviewed the theoretical justification for 
viewing commercial banking as a separate line of 
commerce, we are still left with two empirical 
questions. First, do banks in fact offer a monopoly 
product and second, do banks in fact clustertheir 
services? Or alternatively, do bank customers 
view the services offered by commercial banks 
as a package instead of a set of separable 
independent products? Since the enactment of 
the Monetary Control Act of 1980, the unique-
ness of the array of services offered to consumers 
is highly questionable. 

What is not questionable, however, is the fact 
that commercial banks are still the only suppliers 
of third party transaction accounts for commercial 
customers. The courts have repeatedly empha-
sized that as long as commercial banks are the 
only significant suppliers of a product, a financial 
service or an interrelated group of services, to a 
significant group of consumers they would con-
tinue to be viewed as offering a separate product 
from that of all other suppliers of financial services. 
Therefore, the question of whether or not com-
mercial banking is a separate line of commerce 
hinges on the empirical question of the existence of 
significant alternative suppliers of financial services 
offered to commercial consumers by commercial 
banks. This article reviews the empirical literature 
on this question and assesses the evidence. 

If local commercial banks currently offer any 
services that customers cannot get elsewhere at 
reasonable cost, these must involve services to 
local businesses. Individuals, nonprofit institu-
tions, and governments all have local sources of 
financial services other than banks in most areas. 

The characteristics of businesses' relations to 
banks and other financial institutions have been 
studied in the past in connection with attempts 
by regulatory agencies to define banking markets 
and with attempts to determine the adequacy of 
business financing. Three groups of studies pro-
vide most of the systematic empirical evidence 
that we have about the sources of financial 
services to small businesses. The largest portion 
of this evidence comes from a group of surveys of 
businesses. Only the latest of these covers a 
broad range of financial services (including trade 
credit and factoring) or the location of nonbank 
providers of financial services. Only half cover 
nonbank providers of financial services at all. 

"The question of whether or 
not commercial banking is a 

separate line of commerce 
hinges on . . . the existence 

of significant alternative 
suppliers of financial services 
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However, these studies do provide some evi-
dence on many of the characteristics of the 
market for business financial sen/ices. 

The second group of studies originates from 
surveys of commercial banks about their business 
lending. Along with other information, these 
surveys developed data on the location of bank 
customers. Thus, they provided evidence on the 
local nature of banking markets. Like the business 
surveys, they were done mainly in the 1960s. A 
similar study, grouped with these for convenience, 
is the recent study of nonlocal competition 
commissioned by the American Bankers Associa-
tion. The final type of study uses available aggregate 
balance sheet data from businesses to paint a 
picture of the borrowing alternatives of businesses. 
The single study in this category deals in aggregates 
and averages. 

"Local banks were the 
predominant suppliers of 

most services at the time of 
these studies, but a significant 
proportion of businesses used 

both nonlocal banks and 
nonbank financial services." 

Business Surveys 

Only three of the business surveys were national. 
The others dealt with smaller areas such as 
towns, metropolitan areas, or states. The areas 
were quite diverse, ranging from smallertowns in 
Indiana and Florida to suburbs of New York City 
to the state of Ohio. The general conclusions of 
these studies on the extent of the geographic 
market for financial services produced by banks 
were, however, quite similar. Much less information 
about the importance of alternatives to banks as 
sources of financial services is to be found in 
them. 

Of the rather broad set of topics covered by 
business surveys, the most relevant to the question 

of line of commerce and geographic market 
were number and location of banks used by the 
firm and other financial institutions used by the 
firm. This latter topic was covered in seven of the 
thirteen studies reviewed. The results of the 
survey related to location of banks and use of 
nonbank institutions for loans are summarized in 
Table I. 

The model for business surveys, a study done 
in 1957 by George Katona, deals with very large 
firms, but its findings are quite consistent with 
later studies with high concentrations of small 
firms. Katona's sample of firms generally used 
more than one bank, but more than half used a 
bank located in their headquarters city as their 
primary bank. Katona found also that the number of 
banks used and the likelihood of using nonlocal 
banks was lower for smaller firms. A second 
survey of the Fortune 500 industrial corporations 
found results similar to Katona's. This study 
(Staats), however, found that a majority of these 
large corporations had primary banks in areas in 
which the companies had branches as well as in 
their headquarters area and that they obtained 
credit as well as deposit services from these 
banks. 

The business survey studies of the late 1960s 
and early 1970s generally found strong evidence 
that businesses chose a primary bank located in 
their own town and that they acquired most of 
their financial services from that bank. For example, 
in the first of two surveys conducted in Elkhart, 
Indiana, by the Federal Reserve Bank of Chicago, 
95 percent of businesses used primary banks 
with Elkhart locations; in the second study, 94 
percent used Elkhart banks (Kaufman 1967b, 
1969). Similar results were found in the other 
studies that dealt with small businesses (Kaufman 
1967b, King, Stiles) except for two studies of 
suburban areas close to large cities. In each of 
these studies—one of Central Nassau County, 
New York, and the other of Bucks County, 
Pennsylvania—only two-thirds of businesses used 
local primary banks (Kildoyle, Bowers). Most of 
the other businesses dealt with primary banks in 
New York City and Philadelphia, respectively. 
Both of Ware's studies of a sample of all sizes of 
Ohio businesses found slightly less than 90 
percent of the businesses sampled using a local 
bank as their primary bank. These percentages 
fall between those of small businesses and those 
of large businesses. 

A single study involving businesses in a large 
city—St. Louis—(Luttrell) had findings on the 
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"The surveys . . . 
reinforce the 
evidence that 

convenience is the 
most important 

factor in choosing 
a lending bank." 

number of banks used that were consistent with 
other studies but found more businesses borrow-
ing from nonbank financial institutions. This 
survey covered large and small businesses. Most 
of the larger businesses used more than one 
bank; most of the smaller did not. Of the large 
firms, some 32 percent borrowed from nonbank 
financial institutions; of the small firms, 25 percent 
did. These percentages exceed those found in 
studies of small town and suburban firms, which 
found from 16 to 20 percent of the firms used 
nonbank financial institutions. 

The two most recent business surveys were 
conducted by the National Federation of Inde-
pendent Businesses in April of 1980 (Zayas) and 
the Federal Reserve Bank of Cleveland in the 
spring of 1981 (Watro). Questions in the former 
dealt only with the most recent business loan of 
the businesses surveyed. Consequently, the sur-
vey did not cover the volume of loans supplied 
by various sources, the location of loan sources, 
and the use of other financing methods. Despite 
these missing pieces, the surve/s results suggest 
that banks are still important sources of business 
credit. The firms surveyed reported that banks 
had provided their most recent business loan in 
83 percent of the cases. They named no other 
lender in more than 5 percent of the cases. 

The Cleveland survey (Watro) was broadly 
based in that it dealt with deposit and credit 
services and with a broad spectrum of financing. 
This survey of small businesses (assets less than 
$5 million) in Ohio found commercial banks to 
be the almost exclusive source of transactions 
accounts, coin and currency, lock box, night 
depository, cash management and trust services. 

Savings and loans and other institutions supplied 
business time and savings accounts for almost 
thirty percent of the businesses. The survey 
results cast serious doubts on banks' dominance 
as a source of credit. Respondents indicated that 
suppliers of goods and equipment were the 
most widely used source of credit. Banks ranked 
second but were used by only 56 percent of the 
firms. Only one sixth of borrowing firms had all 
their debt with commercial banks. 

The business surveys bring out several charac-
teristics of businesses' use of firms providing 
financial services. Local banks were the predomi-
nant suppliers of most services at the time of 
these studies, but a significant proportion of 
businesses used both nonlocal banks and non-
bank financial institutions. Convenience was 
evidently a strong motivating factor in the choice 
of primary bank and alternative banks. Small 
firms generally relied on one bank while larger 
firms used two or more banks more often. 
Alternative banks were more often found out-
side the firm's local area. The surveys of business 
lending by banks reinforce the evidence that 
convenience is the most important factor in 
choosing a lending bank, although the surveys 
did not attempt to uncover price differences 
among banks. 

These business surveys have similar strengths 
and limitations. Except for the Zayas and Watro 
surveys, each presents evidence on the local 
nature of small business-bank relationships. Al-
though only two surveys deal with a national 
sample, the combination of evidence from the 
other studies presents a convincing picture of 
business-bank relationships of the 1960s and 
early 1970s. The findings of each of these studies 
are quite consistent. Each study concluded that 
most small businesses used local banks. Whether 
local banks held a dominant place in supplying 
all business financial services, however, was not 
nearly so well covered. Only half of the studies 
asked businesses about any kind of nonbank 
services that they used. All but one of these dealt 
only with loans; consequently, trade credit and 
equity financing sources and all other financial 
services were ignored. In addition, it is difficult to 
determine whether respondents included se-
cured loans on equipment and real estate in their 
definition of loans. The recent Cleveland study is 
the exception to the others in its combination of 
timeliness and breadth. Its results indicate that— 
at least in Ohio—although small businesses remain 
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tied closely to banks for transactions accounts 
and related services, they use other sources for a 
significant portion of their time deposit and 
credit services. These results cast serious doubts 
on whether businesses treat banks as providers 
of an inseparable cluster of services. 

Bank Surveys 
In addition to evidence from the recent inter-

agency survey of banks about small business 
lending (summarized below), there are three 
other studies that develop evidence on charac-
teristics of markets for business financial services 
from surveys of banks. The earlier two of these 
were based on a 1955 survey of business loans 
carried out by the Federal Reserve System (Lozo-
wick, Steiner, and Miller; Eisenbeis). These studies 
dealt only with the question of the geographic 
extent of the loan market. Analyzing data on 
distance between banks and borrowers, the 
authors of each concluded that businesses, gen-
erally, limited their bank borrowing to the SMSA 
in which they were located. The local limitations 
were stronger for smaller businesses and smaller 
loans. 

Much more recently, the American Bankers 
Association sponsored a study of nonlocal com-
petition for banks located in large metropolitan 
areas (Merrill). Information for the study came 
from interviews with banks and other institutions 
The study found that there were many nonlocal 
banking competitors of local banks in the large, 
rapidly growing metropolitan areas of the Sun 
Belt. These competitors apparently concentrate 
mainly on providing financial services to middle 
market business customers. It further concluded 
that the nonlocal competitors generally shun 
smaller towns, smaller businesses, and more 
slowly growing or declining areas. 

The studies based on the Federal Reserve's 
Business Loan Survey deal exclusively with the 
geographic nature of bank-business loan relation-
ships. They do not explore either the existence 
or the location of nonbank suppliers of financial 
services. Their results are also based on data 
collected in 1955, before the last quarter century 
of financial developments. The Merrill study, on 
the other hand, is current but limited to a few 
large metropolitan areas. Its conclusions are 
based on a survey of bank and nonbank sources; 
thus, they eliminate biases based on banker 
knowledge alone. The conclusions of the Merrill 
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study are of unknown applicability in smaller I 
metropolitan areas or towns. They also touch the \ 
issue of services to small businesses only peri- r 
pherally. 

Aggregate Data 
A further recent piece of research uses aggre- ' 

gate data from several government agencies to 3 
paint a broad picture of the sources of small 
business financing in the late 1970s (Andrews ' 
and Eisemann). This study, like Watro's recent 
work, casts substantial doubt on banks' present 
dominance as sources of credit for small busi-
ness and on the proposition that businesses 
treat banks as offering a cluster of services 
rather than individual services. 

From the perspective of alternative sources 
of business financial services, the most impor- I , 
tant conclusion of this study is that trade credit, 
finance company credit, and government credit 
rival bank credit in importance as sources of 
financing for small businesses. These three 

sources are covered in only one of the surveys 
reviewed above so that we do not know if most 
businesses responding to them followed the 
same pattern found in the study by Andrews 
and Eisemann. In the study that did cover these 
sources (Watro), results are similar to those of 
Andrews and Eisemann. It is clear from the 
aggregate evidence, however, that businesses 
have important financing sources other than 
banks and that they use these sources despite 
their continued dependence on banks for de-
mand deposit services. Another important find-
ing of Andrews-Eisemann is that secured loans 
either based on commercial real estate or from 
finance companies based on equipment provide 

•M 
38 APRIL 1982, E C O N O M I C REVIEW 

"The results cast serious 
doubts on whether businesses 
treat banks as providers of 
an inseparable cluster of 

services." 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

April 1982



substantial sources of financing for small busi-
nesses also. The study points out that although 
trade credit and secured loans may seem to 
involve directly use of credit for the purchase 
of a specific item, the funds acquired by these 
means may be used for any business purpose. 
This means that these financing sources are as 
general in their uses as unsecured credit typical of 
commercial banks. 

The Andrews-Eisemann study adds breadth 
to our knowledge of sources of small business 
financing. It explicitly considers financing se-
cured by real estate and equipment, and trade 
credit as business financing sources. Its use of 
dollar value rather than number of relationships 
provides an alternate measure of the importance 
of various financing sources. In addition, it is 
more current than most of the other studies 
cited here. This study leaves some gaps in our 
knowledge of small businesses' use of financial 
services. It does not cover nonbank services 
other than financing, and it does not say anything 
about the geographic extent of the business 
services market. 

Conclusion 

The evidence that has been gathered in 
these studies of sources of business financial 
services indicates that substantial changes may 
have taken place in these sources in recent 
years, at least in some geographic markets. The 
business survey studies (all but two performed 
before 1974) uniformly indicated that markets 
for these surveys were local so far as small 
businesses were concerned. The pre-1974 studies 
uncovered evidence of use of nonbank loan 
sources by about one-fifth of small businesses 
and by a larger proportion of larger businesses. 
A recent business survey indicates that nonbank 
deposit and loan sources have become more 
important over time both as exclusive and 
additional sources of financial services to small 
businesses. A recent survey of financial institu-
tions indicates that in some markets—fast-
growing relatively large ones—nonlocal institu-
tions are becoming important suppliers of finan-
cial services at least to middle market businesses 
and that these institutions are not necessarily 
commercial banks. Finally, aggregate data on 
sources of small business financing indicate 
that banks are not now the dominant source of 
financing, but are part of a more extensive 

"Equity, trade credit, finance 
company credit, and 

government credit rival bank 
c r e d i t . . . as sources of 

financing for small businesses" 

menu including trade credit, governments, fi-
nance companies, and other mortgage lenders. 

This recent evidence on nonlocal and nonbank 
sources of financial services for small businesses 
casts doubt on the generally accepted conclu-
sion that these businesses depend exclusively 
or dominantly on local commercial banks and 
on whether they treat banks as providers of a 
group of services from which they cannot pick 
and choose. The limited nonbank competition 
found in early studies is also in part a result of 
their concentration on loans and of the exclusion 
of trade credit and equity as financing sources. 
Limited use of nonlocal banks and nonbank 
lenders found in the studies done in the 1960s 
and early 1970s may also have expanded. 

While no such dramatic changes as the Mone-
tary Control Act of 1980 have taken place in 
markets for business financial services, many 
subtle changes in these markets along with 
evidence of recent studies lead one to question 
the importance of commercial banks in offering 
many businesses individual services and as the 
source of a cluster of these services. Trade 
credit provides a large proportion of financing 
for small businesses. Commercial finance, cap-
tive finance, and leasing companies offer busi-
nesses financing secured by equipment or real 
estate but not necessarily used to buy equip-
ment or real estate. Savings and loan associations 
may finance noncorporate business and, if real 
estate is the security, corporate business. Bank-
ing organizations headquartered outside local 
markets provide financing through nonbank 
subsidiaries and loan production offices and 
calling officers. 

To conclude, the previous empirical work is, 
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Survey 
Large Busi-

nesses 
Katona " 

Smaller Town, 
Smaller Busi-

ness 
Kaufman 

1967a 
Kaufman 

1967b 
Kaufman 

1969 
King 
Stiles 

Mixed Location 
and Business 

Ware 1969 
Ware 1973 

Suburb, Mixed 
Business Size 
Bowers 

Kildoyle 
Large City 

Luttrell 

Using Only 
One 
Bank 

21 

65 
50 
70 
67 
70 

64 
58 

70 
59 

Table 1 
Summary of Business Survey Results 

(Percentage of Firms) 
Using More 

Than 
One Bank 

78 

35 
49 
29 
33 
30 

36 
42 

30 
41 

68/23* 

Using Local 
Primary 
Bank 

54 

94 
95 
94 
95" 
99 

87 

66 
66 

32/76"* 
"Not available 

"Checking accounts 
"""Large firms/small firms 
Note: Data reported in Staats and Watro do not fit the categories of this table. 

Using Local 
Secondary 

Bank 

47 
42 
56 
90" 
58 

60 
47 

Using Nonbank 
Financial 
Institution 

20 

18 

19 

16 
20 

32/25* 

by and large, dated, but existing evidence 
supports the following conclusions. First, small 
businesses seem to be constrained to local 
sources of financing, as the courts assumed. 
Second, commercial banks are and have been 
a major source for financial services to businesses, 
especially small businesses. Third, alternatives 
to banks for commercial loans and other finan-
cial services do exist and are becoming more 
significant. Perhaps most important, recent 
studies indicate that businesses make substan-

tial use of non-bank sources of financial services 
despite their dependence on banks for demand 
deposits. Although this does not provide evi-
dence that clustering exists or does not exist, 
the fact that small businesses are obtaining 
financial services from non-bank sources casts 
doubt on their viewing the services provided by 
commercial banks as clustered. 

—B. Frank King 
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