
Do larger banks necessarily enjoy insur-
mountable competitive advantages over smaller 
ones? The question of large banks' impact on 
smaller competitors lies at the heart of nearly 
all disagreements about easing geographic re-
strictions on banking.1 

Many who oppose the liberalization of re-
strictions on banks' geographic expansion have 
argued that inherent advantages of larger banks 
allow them to jeopardize the market share and 
profitability of smaller banks and, eventually, 
to absorb them. Easing cross-state restrictions, 
these skeptics warn, will doom small institutions 
and eliminate the special service they provide 
to individuals and small-business customers. 

Despite its popular appeal, this hypothesis 
has failed empirical tests consistently. One of 
its basic premises—that large banks are able to 
capture significant economies of scale or scope-
has been tested in many studies; it has yet to 
find support. Further, several studies conclude 
that larger banks entering new areas fail to win 
significant increases in market share or to 
reduce bank earnings seriously in the com-
munities entered. 

Yet the argument that large banks have an 
inherent advantage continues to win pro-
ponents, and not without reason. Studies of' 
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Many still say large banks' size 
advantages will prevail in competit ion 
with smaller banks The latest data 
from upstate New York markets, 
though, provide further evidence 
disputing this hypothesis 

economies of scale in banking typically have 
used data from the 1960s and 1970s. Most 
studies of market entry by large banks also 
focus on a period before ceilings on interest 
payable on time and savings deposits began to 
be phased out under the Depository Institutions 
Deregulation and Monetary Control Act of 
1980. Phasing out these ceilings may have 
diminished the advantages of local-office con-
venience and enhanced the competitive powers 
of both banks and thrift institutions by allowing 
them to offer market rates on a gradually 
increasing proportion of their deposits. The 
ceilings may have improved large banks' ability 
to compete with smaller banks or, conversely, 
may have provided the smaller institutions an 
edge. 

Banks' experience since 1980 should provide 
timely insight into large banks' current advantages 
One of the most fruitful grounds for an analysis 
of large banks' experience is upstate New York, 
where some of our country's largest banks in 
the 1970s entered markets (such as Albany, 
Binghamton, and Elmira) dominated by smaller 
banks. Two previous studies have documented 
that the New York City banks, through 1980, 
had failed to enlarge their footholds significantly 
in upstate markets.2 

An analysis of the most recently available 
data indicates that the upstate New York com-
petitive situation has changed little, despite 
banks' new powers to compete for deposits. 
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Relaxation of interest ceilings and the insti-
tutions' new authority to offer money market 
deposit accounts (MMDAs) and Super N O W 
(negotiable order of withdrawal) accounts ap-
parently failed to enhance large New York City 
banks' ability to gain market share at the expense 
of other banks in these areas they entered 
through de novo and foothold acquisitions. The 
big banks' penetration remains low and their 
changes in market share since 1980—though 
generally positive—have been modest. 

Evidence from this tough proving ground gives 
no indication that the regulatory changes of the 
early 1980s have made it any easier for some of 
the nation's largest banks to enter markets in 
competition against smaller banks. Deposit 
interest deregulation has continued since June 
1983, possibly shifting the competitive balance 
between large and small banks still more. How-
ever, the record of 1980-1983 gives no indication 
that a transition is occurring. 

The Issue of Large Banks' Advantage 
Except for the very largest banks, each broad 

banking size group tends to argue that larger 
banks have advantages that allow them to 
threaten small banks' market share and prof-
itability and eventually to acquire the smaller 

> banks. This can be a persuasive argument, 
particularly to legislatures, which typically are 
sympathetic to smaller businesses. 

In the 1980s, even larger regional banks have 
argued, in supporting regional reciprocal in-
terstate banking laws, that they should be 
given time to grow within their region to avoid 
being acquired by large money center insti-
tutions when national interstate banking arrives.3 

More often, though, the argument that large 
banks have inherent advantages has assumed 
that the smaller banks in question are com-
munity banks faced with the prospect of com-
peting with regional and money center banks. 

The Depository Institutions Deregulation and 
"f Monetary Control Act of 1980 and the Carn-St 

Germain Act of 1982 added to concern about 
the large bank-small bank issue. These pieces of 
legislation increased the number of institutions 
empowered to offer a full line of consumer 
financial services from about 14,000 commercial 
banks to more than 40,000 banks, thrifts, and 
credit unions. They also added some 3,500 
thrifts to the number of institutions able to offer a 
full line of business financial services. The question 
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of larger institutions' advantage was underlined 
by the fact that some of these new competitors 
were larger than the commercial banks they were 
authorized to compete against. 

Over the past two decades many studies have 
cast doubt on the assertion that larger banks 
have advantages that will allow them to over-
whelm smaller banks. These studies have ap-
proached the issue from two directions: studies 
of economies of scale and scope in various 
samples of banks, and studies of changes in 
markets where the large banks began competing 
with smaller banks. 

Little evidence has been found that large 
banks possess inherent advantages. A recent 
summary of evidence on large banks' advantages 
concludes that, "with remarkable consistency, 
the studies reported here suggest that large size 
does not seem to give a financial institution a 
significant competitive advantage."4 

Studies have found that banks can achieve 
significant economies of scale in producing basic 
banking services only up to asset sizes of $50 
million to $100 million, and the research has 
produced little evidence to demonstrate econo-
mies of scale for individual basic products. These 
studies use different approaches, but their evi-
dence is consistent.5 More recently, researchers 
have studied economies of scope—the effects 
on costs of combining a group of related production 
processes in one operation—in banking with 
similar results: no cost advantages for large banks 
are evident.6 

The second type of study of large banks' 
advantages looks at the effects of size in banking 
markets. Such an approach avoids several criticisms 
often leveled at economies of scale studies 
because it views the large bank as a whole and 
assesses its ability to attract customers in a 
market situation. Results of these studies generally 
are consistent with studies of economies of scale 
and scope; they conclude that larger institutions 
usually gain neither significant market share nor 
erode local banks' profitability when they enter 
smaller banks' markets. This has been shown in 
many types of entry and markets.7 

Recent changes in financial system regulation 
and technology have made evidence in these 
studies potentially less relevant in today's en-
vironment however. Better communications tech-
nology and the substitution of rate for convenience 
competition are making local offices less im-
portant.8 The phased removal of regulatory re-
strictions on interest payable on time deposits 
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and the introduction of new deposit accounts 
open up new dimensions of competition among 
depository institutions. These dimensions, not 
directly relevant to studies of economies of 
scale, were unavailable when most studies of 
large banks' market performance were under-
taken. 

The decline in importance of the local office 
and the introduction of deposit interest com-
petition may hav«a become crucial as interest rate 
ceilings have been removed and as new deposit 
products—such as money market certificates 
(1978), MMDAs (late 1982) and Super N O W 
accounts (early 1983)—were introduced.9 Larger 
banks' alleged advantages in raising funds, it 
might be reasoned, could allow them to pay 
higher interest on deposits. In addition, the large 
banks' purported advertising advantages could 
help them attract deposit accounts when interest 
rate competition is allowed. Although interest 
rate ceilings will not be removed completely 
from time and savings deposits until early next 
year, data already available should provide evi-
dence of any sharp shift in large banks' com-
petitive abilities since phased removal of the 
ceilings began in 1980. 

A Case Study 
New York provides a useful case study of the 

impact of this changing environment. Money 
center banks from New York City moved upstate 
with de novo and foothold entries in the early 
1970s.10 The 1970 amendments to the Bank 
Holding Company Act that eliminated advantages 
of operating as a one-bank holding company 
allowed large New York City banks to consider 
upstate bank acquisitions without fear of losing 
other advantages. Further, a 1971 state act liber-
alized the conditions underwhich NewYorkCity 
banks could branch in upstate markets. In com-
pliance with State Banking Department policy, 
they entered by establishing new banks or branches 
or by acquiring banks with small market shares.11 

The performance of these banks in the new 
markets has been reported in two earlier studies.12 

Kunreuther found that through 1975, New York 
City banks had little success penetrating upstate 
markets. Golembe Associates extended the record 
of de novo and foothold acquisitions through' 
1980 and reported similar findings. Through 
June 1980, Golembe reported 29 of the 33 de 
novo and foothold banks and branches acquired 
in upstate metropolitan areas had gained a 

somewhat larger share of the market; one lost 
share. Two entrants had ceased operations and 
one changed character in a way that made its 
experiences irrelevant The average market share 
was only 1.8 percent; and fully 13 operations had 
gained less than one point. All the de novo 
operations that remained (18) had gained market 
share, but their average share at mid-1980 was a 
mere 1.5 percent. The largest de novo share was 
5.2 percent at that time; six de novos had market 
shares of less than 1 percent Market share gains 
by foothold acquisitions (12) averaged only 0.9 
percentage points. The largest gain was 2.7 
points.13 

Between 1980 and 1983, New York City banks 
changed their upstate market shares by buying 
or selling offices in a few instances. Bankers Trust, 
for instance, decided to sell its upstate offices 
entirely and completed some of the program by 
mid-1983. In measuring share changes for this 
study, sales of offices (but not purchases) were 
counted as share changes. This seemingly asym-
metrical treatment is used because office sales 
indicate that a firm is giving up in one market to 
pursue more attractive opportunities in another. 
Office purchases, on the other hand, increase 
market share by external means rather than 
through local market competition. 

When these external changes are accounted 
for, however, changes in New York City banks' 
upstate market shares between mid-1980 and 
mid-1983 show even smaller gains than in the 
entry-mid-1980 period. The large banks gained 
market share more often than they lost share, but 
gains averaged only one percentage point. The 
largest single share gain in any market was 9.5 
points. The largest loss was 2.8 points in another 
market. At least one New York City bank lost 
market share in five of the eight upstate metro-
politan areas analyzed in this study. Two lost 
share in three of the markets. (Share changes are 
detailed in Table 1.) 

Overall, market share changes averaged a 
positive 0.7 percentage points, only about one-
third of the change during the period between 
entry and 1980. (The larger share change during 
the earlier period is accounted for partially by the 
fact that the de novo operations begun before 
1980 started from a zero base.) New York City 
banks lost share in eight instances during the 
1980-1983 period, compared with the entry-
1980 period when only one New York City bank 
lost share in an upstate market. 
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Table 1. Market Shares of Large New York City-Based Banks 
Entering Upstate Metropolitan Areas 
By De Novo or Foothold Acquisitions, 
1970s-1983' 

Change in Market Share 
Market 1980- Entry- Entry-

Deposits Share 1983 1983 1980 
6-30-83 6-30-83 (percentage (percentage (percentage 

($ millions) (percent) points) Points) points) 

Albany-Schenectady Troy 
Chase Manhattan Corp 
Chemical New York Corp. 
Citicorp 
Irving Bank Corp 
Manufacturers Hanover Corp 

Market Total 
Binghamton 

Bankers Trust New York Corp 
Chase Manhattan Corp 
Chemical New York Corp 

Market Total 
Buffalo 

Bankers Trust 
Chase Manhattan Corp 
Chemical New York Corp 
Citicorp 
Manufacturers Hanover Corp 

Market Total 
Elmira 

Chemical New York Corp. 
Poughkeepsie 

Chase Manhattan Corp 
Chemical New York Corp 

Market Total 
Rochester2 

Bankers Trust New York Corp. 
Chase Manhattan Corp. 
Chemical New York Corp 
Manufacturers Hanover Corp. 

Market Total 
Syracuse 

Bankers Trust New York Corp 
Chase Manhattan Corp. 
Chemical New York Corp. 
Citicorp 
Manufacturers Hanover Corp 

Market Total 
Utica-Rome 

Bankers Trust New York Corp 
Chase Manhattan Corp 
Chemical New York Corp 
Citicorp 
Irving Bank Corp 

Market Total 

32.1 
67.9 
74.7 

121 .6 
69.5 

33.5 
33.0 
32.4 

0.0 

158.7 
42.4 

116.5 
65.4 

32.4 

46.3 
38.4 

0.0 
111.3 

81.6 
154.3 

2.7 
50.8 
79.5 
52.0 
22.4 

20.9 
24.7 
15.6 
33.9 
46.0 

1.10 
2.32 
2.55 
4.15 
2.37 

12.22 

2.83 
2.79 
2.73 
8.33 

0.00 
3.56 
.95 

2.62 
1.47 
8 . 6 0 

10.25 

6.15 
5.11 

11.26 

0.00 
2.37 
1.74 
3.29 
7.40 

.13 
2.46 
3.85 
2.52 
1.09 

10.05 

1.63 
1.93 
1.21 
2.64 
3.58 

10.99 

0.07 
0.27 
0 . 0 8 
0.10 

-1.43 

-1.56 
-0.19 

.68 

-0.40 
1.04 
0.48 

- 2 . 6 0 
0.05 

9.49 

3.49 
3.63 

-1.04 
0.34 
1.09 

-0.24 

0.02 
0.60 
2.78 
1.66 

- 0 . 6 8 

0 . 1 2 
0.86 
0.97 
1 .22 
0.27 

1 . 1 0 
2.32 
1.97 
.92 
.26 

-1.38 
2.79 
2.73 

0.00 
3.13 
0.95 
2.62 
1.47 

10.25 

6.15 
5.11 

-3.36 
1.96 
1.37 
2.45 

0.13 
2.46 
3.85 
2.52 
1.09 

0.57 
1.93 
1.21 
1.53 
1.27 

1.03 
2.05 
1.89 

. 8 2 
1.69 

0.19 
2.98 
2.05 

0.40 
2.09 
0.47 
5.22 
1.42 

0.76 

2.66 
1.48 

-2.32 
1.62 

. 2 8 
2.69 

0.11 
1.86 
1.07 
0.86 
1.77 

0.45 
1.07 
0.24 
0.31 
1.00 

'Da ta are as o l J u n e 3 0 of relevant year. 
'C i t i co rp opera tes in Rochester , but its o f f ices have a substant ia l vo l ume of non loca l deposi ts . 
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Thus, there is no evidence that the phased 
removal of deposit interest ceilings and the 
introduction of M M D A and Super N O W ac-
counts has improved large New York banks' 
ability to gain market share from smaller upstate 
banks. If anything, more losses in market share 
during the 1980-1983 period might indicate the 
opposite. 

The big banks' individual shares remained 
small at mid-1983, averaging just 3.64 percent The 
average deposit size of their operations was $55 
million. Acquired banks gained an average of 2.0 
percentage points over the whole entry-1983 
period. About two-thirds of that gain had occurred 
by 1980. 

Large New York City banks' combined market 
shares have climbed since their entry into upstate 
markets, but they remain fairly small. The gains 
occurred primarily during the entry-1980 period 
when de novo operations accounted for most 
increases in market share. At entry, the large 
banks combined acquired an average market 
share of 3 percentage points in upstate markets. 
Their average combined share had risen sharply 
to 7.4 percentage points by mid-1980. It increased 
moderately by mid-1983, going to 9.9 percent 

Summary 
The continuing evidence from upstate New 

York seems to contradict the premise that allow-
ing greater latitude for deposit competition in-
creases large banks' ability to compete for de-
posits more than it improves small banks' com-
petitiveness. This evidence also indicates that 
the large banks have not demonstrated substantial 
advantages over smaller upstate banks since 
they entered upstate metropolitan markets in 
the early 1970s. Deposit interest deregulation 
has continued since mid-1983; however, by that 
time some 55 percent of the nation's total bank 
deposits were free from interest rate regulation. 
Any change in large banks' competitive advantage 
should be noticeable in their relative performance. 

The new evidence from northern New York 
remains quite consistent with the bulk of past 

evidence on both economies of scale and market 
performance and casts further doubt on the 
fabled advantages of large banks in producing 
and marketing basic financial services. Large 
banks have some advantages or they would not 
exist. But these advantages presently appear to 
be irrelevant in attracting the loan and deposit 
business of individuals and smaller business 
customers—the bread and butter of smaller 
banks. 
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