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Richard W. Nelson 

Large and small banks serve unique and 
useful functions. The ability to do things right 
is not the special preserve of banks of any one 
size. 

Chemical Bank has a tradi t ion of service in the 
South that goes back many years. W e like to 
th ink that our record here is bui l t on honesty, 
service, and a sense of fairness that we share 
w i th southern bankers. Wha t we are talking 
about at my bank is interstate branching, or 
bank ho ld ing company expansion, rather than 
interstate banking. W e th ink that Chemical 
could conduct its interstate business better 
w i th branches, and that local bankers w o u l d 
not be worse off if w e did. 

Large banks such as mine play a very important 
role in the U.S. banking structure. Consider 
that in 1983 some 256 large banks, each w i th 
wor ldw ide assets greater than $1 bil l ion, held 
assets totaling $1.5 trillion. This group accounted 
for about two-th i rds of the total wo r ldw ide 
assets of all U.S. commercia l banks. The largest 
among these banks have wor ldw ide assets 
exceeding $100 bi l l ion (Cit icorp), domest ic 
assets of over $75 bi l l ion (Bank of America), 
and 75,000 employees (Bank of America). 
Many of these bi l l ion-dol lar banks already are 
southern banks, w i th presences in Florida, 
Georgia, and other areas wel l outside the major 
money centers of the nation. 

In terms of number of banking organizations, 
relatively small banks dominate U.S. banking 
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structure. Fully half of all banks in the Uni ted 
States still operate only one off ice, and three-
quarters have assets of $50 mi l l ion or less. 

The relative balance of large and small banks 
has not changed material ly over the last 40 
years. Banks have become larger, but some of 
this growth s imply reflects inflation: str ipping 
out the effects of inflation, we see that many 
banks have shifted f rom the ranks of the very 
small into the ranks of banks that are simply 
small. For instance, in the early 1940s about 
7,000 banks had assets of less than $5 mi l l ion 
in 1980 dollars (equal to only about $800,000 in 
1940 dollars). By 1980, a mere 700 banks fell 
in to that category, making for quite a drastic 
reduction. However, most of the very small 
banks that disappeared over those decades 
were replaced by institut ions in the $10 mil l ion 
to $50 mil l ion range, wh ich still is very small 
relative to the largest banks in the country. 

Regulation's Role 

The U.S. banking structure cont inues to pro-
v ide impor tant roles for both large and small 
banks. What allows it to do so, according to a 
current and perhaps the most popular view, is 
regulation, and specifically restrictions on inter-
state branching or interstate ownership of banks. 
Supporters of this v iew maintain that the in-
herent advantages of large banks are so enor-
mous that they could, if permi t ted, run all small 
banks out of business, or at least buy them o u t 

In fact, regulation has had far less impact on 
the roles of large and small banks than is 
commonly assumed. This conclusion is reassuring 
since it implies that our existence has been 
more closely t ied to eff ic iency than to politics. 
But banks do have a real enemy in fear. In the 
past, fear somet imes has dr iven us to seek or 
accept regulation as protect ion against changes 
in the marke tp lace . The actua l results are jus t 
the opposi te, as such regulation only prevents 

us f rom serving the needs of our customers 
very well. To the extent that it reflects fear, 
regulation is the enemy of banks large and 
small. 

For the most part, large and small banks act in 
di f ferent p roduct markets. Mos t smaller banks 
operate on a playing f ie ld where size has litt le 
to do w i th eff iciency. In markets where large 
banks have decisive advantages over small 
banks, they already have the playing f ie ld 
pretty much to themselves. 

Large Banks' Advantages 
The most obvious strengths of large banks 

are in wholesale banking, where customers 
typical ly transact in extremely large denomi-
nations. As a result, wholesale customers need 
to hold large sums in the fo rm of f inancial 
assets, bor row large amounts, and send and 
receive payments in very large denominat ions. 
The size of the transactions reflects the size of 
the corporat ions making them. In 1983, the 10 
largest non-f inancia l corporat ions recorded 
sales f rom $27 bi l l ion to $88 bi l l ion and assets 
f rom $23 bi l l ion to $63 bil l ion. 

Considering the magni tudes involved, small 
banks s imply are unable to provide many 
wholesale banking services. In the credit area 
corporations maintain credit lines from individual 
banks in the hundreds of mil l ions of dollars. 
Simple ar i thmet ic tells us that a $10 mil l ion 
bank cannot provide a $100 mil l ion loan wi thout 
becoming substantially more than a $100 mi l l ion 
bank. 

A second significant advantage of large banks 
in wholesale banking is their abi l i ty to diversify 
risks. Even that $100 mi l l ion bank cannot make 
a $100 mi l l ion loan if it wants to maintain a 
diversif ied loan portfol io. The risks of total lack 
of diversif ication w o u l d be considerable, and 
wou ld prevent even many bi l l ion dollar banks 
f rom serving the credit needs of large corpora-
tions. 

22 JANUARY 1985, E C O N O M I C R E V I E W 

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

January 1985



Theoret ical ly, par t ic ipat ion in syndicated 
loans enables small banks to become involved 
in wholesale banking. In practice, however, 
transactions costs are too high to make partici-
pations eff ic ient on a w ide scale. The most 
impor tant of these transactions costs relate to 
the need for mul t ip le credit evaluations, and 
are intrinsically a part of the banking business. 

Finally, many wholesale banking services can 
be produced more cheaply by large banks than 
small banks. This is t rue either because a highly 
specialized labor force is needed to deal w i t h 
the complexi t ies of large corporate business, 
or because such services require substantial 
capital i nves tment Those factors lead to high 
f ixed costs that can be covered only at large 
vo lume or size, as is the case w i th funds 
transfer systems. 

Banking is not a one-product business. In 
talking about economies of scale in banking, 
we should discuss specific products. The failure 
of researchers to f ind overall economies of 
scale in large banks does not mean that there 
are not certain banking products that must be 
produced by very large financial institutions. 
Wholesale banking would seem to be an obvious 
instance of such economies. 

Branching 

Wholesale banking contributes considerably 
to the size of the biggest banks today, but some 
bi l l ion-dol lar banks are primari ly retail. W h y do 
they exist? One potent ia l strength of large 
banks in the retail area is their abi l i ty to operate 
large-scale offices, wh ich typical ly can be run 
at lower average cost than small offices. Most 
studies of economies of scale come to that 
conclusion. In other words, economies of scale 
may not exist at t h e bank level ( c o m b i n i n g 
the ou tpu t of all branch offices), but they d o 
exist at the of f ice level; banks can decrease 
average costs by expanding the size of their 
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offices, but not by expanding the number of 
their offices. 

The diff iculty of attracting customers to large 
scale offices limits the practical advantage that 
large retail banks enjoy in this area. Customers 
typical ly care about the cost of gett ing to and 
f rom banking offices, as wel l as the price they 
have to pay for banking services. Large offices 
generally are considered undesirable if incon-
venient ly located. As a result, the abi l i ty to 
operate large-scale offices constitutes a strength 
for large retail banks only in markets where 
large off ices are in demand. Those markets are 
principally located in urban areas where high 
geographic density of demand (e.g., deposits 
per square mile) prevails. 

The average bank of f ice in the Uni ted States 
is qui te small: just over half fall w i th in the $10 
million to $50 mill ion deposit range, and approxi-
mately 18 percent have deposits under $5 
mil l ion. On ly about 8 percent of all bank offices 
have deposits in the $50 mi l l ion to $100 
mil l ion range. Judged on the basis of operat ing 
costs alone, most of the offices appear to be 
smaller than required to min imize average 
cost These small offices probably are eff icient, 
however, owing to the impor tance of conve-
nience. The conclusion is that large banks gain 
very l i t t le practical advantage f rom their abi l i ty 
to establish large-scale offices, especially in 
markets outs ide major metropol i tan areas. 

Whether new technology has significantly 
altered convenience in banking is a controversial 
t o p i c There seems no doub t that 800 te lephone 
numbers and national credit cards have made 
it possible to do a nationwide consumer banking 
business from a single office. Wha t is not 
established is h o w large such a nat ionwide 
business could be, and what remains essentially 
local in character. Evidence to date, at least 
suggests that the vast bulk of the business 
remains locally or iented. 

The abil i ty to operate extensive branch sys-
tems provides a second potent ial advantage 
for large banks in the retail markets. The best 
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evidence available suggests that large branch 
systems produce no systematic cost advantages 
for large banks. That is, small banks can operate 
small off ices as ef f ic ient ly as large banks can. 
However, multi-office banking enables the cus-
tomer to transact banking business at more 
than one location. Thus, beyond comparat ive 
cost, an impor tant demand considerat ion also 
is involved in this con tex t Mul t i -o f f ice banking 
is a service that customers may wi l l ingly pay 
for, even if, as some studies suggest, extensive 
branch systems are more costly t o operate than 
unit banks or l imi ted branch systems. 

The branching movement gained momentum 
dur ing the 1950s in step w i th the great social 
migrat ion f rom Amer ican cities to the suburbs. 
Branching was in part an a t tempt to fo l low 
customers to the suburbs in order to retain the 
business. M o r e fundamenta l ly , however, it 
represented a basic shift in the types of services 
demanded. The heavy commut ing associated 
w i th suburban living made it desirable for 
customers to have access to banks both at 
work and at home. 

In theory, the need to transact banking busi-
ness at more than one location is not l imi ted to 
metropol i tan areas. Retail customers in rural 
areas typical ly shop and trade over a much 
wider geographic area than individuals in cities. 
The demand for convenience of mult i -of f ice 
banking is not uniform among customers either, 
whether in urban or rural areas. Next-door 
neighbors may have utterly different commuting, 
shopping, trading, and vacation patterns. 

Restrictions that have prohib i ted branching 
w i th in many states, as wel l as across state lines, 
have prevented a full test of the demand for 
branching in this country. Yet the demand for 
branching is a key issue in understanding the 
advantages of large banks. Some inferences, 
perhaps, can be drawn f rom the branching 
patterns that have evolved in states where 
branching is permi t ted. 

In N e w York State, for instance, the largest 
branch systems have grown to 200 to 300 
branch offices and are concentrated in metro-
pol i tan N e w York City. This number of offices 
implies enormous banking organizations even 
in the area of retail banking. W i t h off ice size in 
the $10 mi l l ion to $50 mi l l ion range, total bank 
size wou ld have to be somewhere be tween $2 
bi l l ion and $1 5 bil l ion. 

The most extensive branching system in the 
country, involving more than 1,000 offices, is 
operated by the Bank of America. Spanning the 
entire state of California rather than just its 
urban areas, Bank of America's branch system 
has a geographic scope that clearly magnifies 
the bank's size considerably. However, the 
advantages of such statewide systems are not 
clearly established. Nat ionwide statistics indi-
cate that 80 percent of all branch offices are 
located in the city or county of the head office, 
or in cont iguous count ies. Branching laws 
account for this narrow geographic reach in 
some but not all states. Thus in N e w York State, 
where branching restrictions are not a factor, 
the percentage of branches contiguous to the 
head off ice county remains in the high 70s. 

Finally, the evidence shows that unit banks 
have persisted even in states where branching 
is permit ted. In both N e w York and California, 
about o n ^ t h i r d of all banks operate only one 
office. 

Future Structure 

The record provides mixed indications of 
what might happen under interstate banking. 
The existence of systems such as Bank of 
America's suggests the existence of some 
demand for mult i -of f ice banking on a broad 
geographic scale, possibly nat ionwide. Some 
banks are test ing that demand today. 
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However, the cont inued existence of Cali-
fornia banks without extensive statewide systems 
and the failure of such systems to develop in 
N e w York and other states seem to imply that, 
for many customers, extensive geographic 
branching is not an advantage. If restrictions 
were l iberalized, we probably cou ld expect 
nat ionwide branching systems to emerge but 
certainly not to dominate the industry. 

Looking quickly at another facet of our sub-
ject, I bel ieve that technology may be work ing 
in the favor of small banks rather than large 
banks today. The same technology that is making 
it easier to transact banking business w i thou t 
regard to geographical location is reducing the 
cost of operating branches and making possible 
cooperat ive arrangements between banks. In 
terms of the analysis above, the effect is to 
reduce the advantages of large banks since 
small banks become better able to provide the 
convenience of mult i -of f ice banking. 

Technology does, however, po in t to an addi-
t ional advantage of large banks. Small banks 
are able to achieve eff iciency in part by pur-
chasing some services f rom larger correspon-
dents and market ing t hem to their customers. 
Producing these services represents another 
strength of large banks, probably because of 
economies of scale. The deve lopment of new 
technology is one area where large banks seem 
likely to maintain an advantage. 

M y analysis points to retail banking in non-
metropol i tan areas as the most intense area of 
compet i t ion between large and small banks. It 
is important t o recognize that this compet i t ion 
has been going on for qu i te some t ime w i thou t 
dramatic changes in the roles of those institu-
tions. Despi te progressive l iberal izat ion of 
restrictions on branching wi th in the states over 
the last 20 years, the number of commercial 
banking firms remains large, not much lower 
than it was in the 1940s. Further, in cases where 
branching laws have been liberalized, changes 

in market share, especially in rural areas, have 
generally been unrelated to the size of the 
bank wi th in the local market or the size of 
holding company wi th which it may be affiliated. 
What this seems to leave as determinants of 
success in smaller retail markets are differences 
in eff iciency and qual i ty of services, wh ich are 
unrelated to size. 

Conclusions 
What conclusions can be drawn f rom the 

analysis? First, it seems clear that the issue is 
not whe ther large banks wi l l exist, but rather 
where they wi l l exist. W e must have large 
banks to serve our economy. Large banks are 
needed to provide wholesale and international 
banking services. In do ing so, they operate 
throughout the country and the world. Large 
banks also are needed to provide correspondent 
services to small banks, and to meet at least 
some retail banking customers' needs for multi-
o f f ice banking. Large banks have decis ive 
strengths in all of these areas, and there is, as a 
result, l i tt le if any compet i t i on between large 
and small banks. 

A second conclusion is that, to some extent, 
it does not matter where the deposi t- taking 
offices of large banks are located. W e know that 
many services can be prov ided eff ic ient ly on a 
national or even international scale w i thou t 
extensive branching systems. A traveling sales 
force or offices that do not take deposits are 
of ten qui te adequate. 

Third, restricting large banks within geographic 
areas may impair banks' eff ic iency in del iver ing 
services to some customers w i thou t affect ing 
which banks produce those services. This is 
important because it implies that geographic 
branching restrictions have an adverse effect 
on all parties involved. The publ ic is a clear 
loser and, in terest ing ly , local banks do not 
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come out ahead either. What we have is what 
economists call a deadweight loss to the econo-
my as a whole. Surely, branching restrictions 
are unfor tunate f rom this perspective. 

A fourth conclusion is that where large banks' 
s t rengths are no t dec is ive, such as in geo-
graphical areas where customers are wel l served 
by r e l a t i v e l y sma l l , r e t a i l - o r i e n t e d o f f i c e s , 
the eff ic iency of local management and cus-
tomer preference—rather than bank size—wil l 
determine which bank gets the business. Here, 
do ing things right is not the special preserve of 
banks of any one size. 

Whether the playing field is level wi th respect 
to size depends a great deal on whether the 
game is football or soccer. Eliminating restrictive 
regulations wou ld al low large and small banks 
to compete on a roughly equal foot ing in some, 
but not all, businesses. Of course, the playing 
f ie ld wi l l not appear level to any of us, large or 
small, as we ponder how to meet customers' 
demands and competi tors ' moves. 

M y own v iew as to the ou tcome of the 
compet i t ive process, however, is that large and 
small banks both wi l l survive and endure. 
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