
Does Multiproduct Production 
in Large Banks Reduce Costs? 

William Curt Hunter and Stephen G. Timme 

One justification often cited for further deregulation of the products banks offer is the cost savings that can result 
from joint production of a variety of financial services. In this article, the authors show that, though consumers 
may save money on transactions costs when a bank provides a number of financial services, large banks do not 
necessarily incur lower costs by engaging in multiproduct production. 
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Iegal and regulatory changes have greatly 
influenced the operations of U.S. finan-
- J cial institutions, especially commer-

cial banks and bank holding companies. Two 
major t rends are the l ibera l izat ion of long-
standing restrictions on geographic expansion 
and the extension of the products legally avail-
able from banking organizations. These devel-
opmen ts have led to increased in ters ta te 
banking and to an explosion in the variety of ser-
vices and products that commercial banks offer. 
Although individual insti tut ions have long pro-
v ided a variety of products to consumers, only 
recently has the abi l i ty to offer mul t ip le prod-
ucts under one corporate banner been cited as a 
major justif ication for increased deregulation. 

The argument in support of allowing banks to 
provide an unl imi ted menu of financial prod-
ucts, or global product deregulation, is that such 
a move wil l benefi t society by making more 
choices available to consumers whi le reducing 
their transactions costs, that is, the monetary 
and nonmonetary costs such as travel t ime as-
sociated with traveling to dif ferent institutions 
and seeking information. This argument is qu i te 
appealing. By having a host of financial services 
available at one location, consumer welfare may 
be enhanced even if financial insti tut ions incur 
higher costs in providing these services. As long 
as the amount consumers save on transactions 
costs exceeds whatever increase in bank pro-
duction costs they would bear as a result of the 
bank's offering more products, consumers are 
unambiguously better off. 

The call for increased product deregulation in 
banking has justifications beyond the s imple 
one given above. By offering addit ional prod-
ucts, some analysts maintain, banks wil l actually 
face lower total costs because of certain econ-
omies that result from mult iproduct produc-
tion. Thus, consumers wi l l save not only on 
transactions costs but, to the extent that banks 
pass on production cost savings, on the total 
costs of bank products as well. The l ikel ihood 
that these savings will be shared with con-
sumers depends on the extent to which com-
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pet i t ion exists among the banks and nonbanks 
offering these products. 

This article addresses the issue of global prod-
uct deregulation by focusing on bank produc-
t ion efficiency issues. In particular, it takes a 
look at the available l i terature and offers some 
new empirical evidence as to whether, among 
the largest banks in the economy, cost savings 
result from mul t iproduct production. 

It is true that widespread innovations in the 
financial services industry have spawned much 
of the recent product deregulation in banking. 
Still, even though the product ion process is cer-
tainly influenced by the status of product de-
regulat ion, banks cont inue to deve lop new 
products on their own. Product development 
personnel, to perform their jobs optimally, must 
be informed about the extent to which gen-
eralized mult iproduct product ion enhances the 
efficiency and competit iveness of commercial 
banks. Thus, gauging the efficiency potential in 
this area is a vital step in policy considerations. 

Measuring the Benefits of 
Multiproduct Production 

Economists have tr ied to measure the cost-
reducing benefits of mul t iproduct product ion 
using the notion of economies of scope. Simply 
put, economies of scope are said to exist when it 
is cheaper for one company to produce several 
products than for a number of specialty firms to 
develop each product separately. Economies of 
scope def ined in this manner are called global 
or generalized economies of scope, and they 
typically occur when several di f ferent products 
can be made through a single product ion pro-
cess.1 

Economies of scope can result from the use of 
fixed inputs in the product ion process. Since 
some fixed inputs, including both physical and 
human capital, are lumpy, that is, not perfectly 
divisible and thus not easily shifted from one 
type of production to another, making one sub-
set of products may leave the firm with excess 
capacity. In this case, the company may benefit 
from using its surplus resources to create other 
goods and services. On the other hand, some of 
the f irm's inputs cou ld have a quasi -publ ic 
characteristic. That is, a valued product might 
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be obtained simply as a by-product of some 
other production. A firm's inputs could also be 
interrelated in such a manner that it is cheaper 
for the company to create a given product in 
conjunction with others than to make just that 
p roduc t ; th is po ten t ia l saving results f rom 
product-specific economies of scope. 

A s imple example i l lustrating the concept of 
economies of scope is that of the producer of 
wool and mutton, which appears in many ele-
mentary economics textbooks. The example 
demonstrates that, under normal condit ions, 
producing wool and mutton from one herd of 
sheep is cheaper than producing them from two 
different herds, one for mutton and the other 
for wool. 

Economies of scope may also derive from 
demand-side considerations. By making a num-
ber of products, a company can avoid the risks 
associated with single-product production, such 
as variations in revenues resulting from changes 
in demand. In this way, the inst i tut ion actually 
broadens its product offering in much the same 
manner and for the same reasons that investors 
diversify the i r security port fo l ios. Thus, the 
presence of product market uncertainty also 
provides an impetus for economies of scope. 

Based upon the above discussion, one may 
conclude that the product ion processes of U.S. 
commercial banks harbor significant economies 
ofscope. After all, these institutions uti l ize fixed 
and indivisible resources in their product ion 
processes, employ inputs that have quasi-
publ ic features, and face significant uncertain-
ties with regard to the nature and extent of the 
demand for their products. However, based on 
some recent empirical studies of economies of 
scope in the banking industry, the conclusion 
that banks experience significant economies of 
scope may not be warranted. 

Studying Bank Production 

Two basic approaches tend to be used in 
empirical studies of bank product ion: the pro-
duction approach and the intermediat ion ap-
proach. According to the former, a bank's inputs 
include labor and physical capital such as com-
puters and other types of equipment . Bank out-
put is measured by the number of accounts held 

at the bank. Costs under the production ap-
proach include all of the operating expenses 
that the inst i tu t ion incurs over the relevant 
period of analysis. Interest paid on deposits 
and other borrowed funds is not considered an 
operating cost and thus is not included in the 
def ini t ion of relevant production costs. 

The second approach concentrates on the 
process of financial intermediat ion by which 
banks borrow from savers and subsequently 
lend to borrowers. Output is measured by the 
total dollar value of the various products that 
the bank offers. The relevant def ini t ion of pro-
duction costs for the intermediat ion approach is 
total costs, which includes both interest ex-
penses as well as operating costs. The inter-
mediat ion approach is generally accepted as 
more relevant for addressing questions related 
to the long-run competit iveness of banks.2 

Studies that use the product ion approach in 
examining bank costs generally rely on data 
col lected by the Federal Reserve's Functional 
Cost Analysis (FCA) program, through which cer-
tain banks report cost data on a variety of bank 
functions. However, the results obtained from 
these studies cannot, in general, be extrapo-
lated to the large bank populat ion because the 
survey is conducted on a voluntary basis and 
banks with over $ I b i l l ion in total deposits tend 
to be underrepresented. This weakness associ-
ated with use of the FCA data undermines the 
production approach since the FCA program is 
the only rel iable source for account-based data 
on large samples of banks. Nonetheless, re-
searchers can offset this shortcoming because 
account-based data lend themselves more 
readily to gauging bank output.3 

Deciding on the proper indicator of bank out-
put is a common problem. Under the produc-
tion approach the di lemma is less serious since 
the def ini t ion of output is account-based. Thus, 
one has only to decide which accounts to in-
clude in the analysis. On the other hand, under 
the in te rmed ia t ion approach the researcher 
must consider carefully which bank assets and 
l iabi l i t ies to include in the def ini t ion of output. 
Since the results of cost studies in banking can be 
sensitive to the def in i t ion of output, this consid-
eration is far more important under the interme-
diat ion approach. Ideally, each bank product 
should be cons idered as a d is t inct output . 
However, the analysis quickly becomes intract-
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able as the number of ou tputs is expanded.4 

Thus, under the intermediation approach choices 
have to be made with respect to the number and 
types of outputs to include in the analysis. 

For most purposes of determining the appro-
priate def ini t ion of bank output under the inter-
med ia t ion approach, the cr i ter ion of value-
added presented by Allen N. Berger, Gerald A. 
Hanweck, and David B. Humphrey (1987) is suffi-
cient. This standard simply requires that for a 
product to be considered part of a bank's out-
put, consumers must value the product more 
highly in the form produced by the bank than if 
they were to generate the same output them-
selves. Demand deposi t accounts are one ex-
ample of a bank product that meets this criterion. 
Consumers value the safety and convenience 
provided by bank checking accounts more highly 
than transacting in cash alone and thus are will-
ing to pay for this service. 

Measuring Economies of Scope 

To determine whether generalized econo-
mies of scope are in effect, one usually mea-
sures the cost d i f ferent ia l that wou ld arise 
between the joint and independent product ion 
of given output levels of all products. This cost 
differential is then adjusted by div id ing by the 
total costs of joint production. To il lustrate this 
concept, assume that the output to be measured 
is the dollar volume of loans. In this hypothetical 
example one bank produces $1 bi l l ion in retail 
loans and $3 bi l l ion in wholesale loans each 
year, while another pair of banks specialize, one 
issuing $1 bi l l ion in retail loans and no whole-
sale loans and the other granting $3 bi l l ion in 
wholesale loans and no retail loans. 

To measure economies of scope in this case 
one would compute the d i f ference between 
the total costs associated with the first bank's 
production and that of the pair. This difference 
would then be put on a percentage basis by 
dividing it by the total product ion costs asso-
ciated with the mult iproduct bank. Clearly, if 
this index is negative, meaning that the cost of 
joint production is less than the cost of inde-
pendent production, global economies of scope 
are present. An index greater than zero indi-
cates diseconomies of scope. 

Several ways to measure product-speci f ic 
economies of scope are available. The simplest 
and most widely used procedure involves the 
examination of pairwise cost complemen-
tarities. That is, the analyst determines how the 
joint creation of two products in the firm's offer-
ing affects the marginal cost of producing each 
product. If the marginal cost of making one 
product declines with an increase in the output 
of the second product, and this relationship 
holds for all products, global cost complemen-
tarities exist. In other words, in the two-product 
case cost complementar i t ies make it possible 
for the firm to produce the two products more 
efficiently from a single product ion process than 
independently. 

The Empirical Evidence 

Several s tudies in the l i terature examine 
economies of scope using the product ion ap-
proach.5 Among these papers, only Thomas 
Gil ligan and Michael Smirlock's (1984) and Gil-
ligan, Smirlock, and Wil l iam Marshall's (1984) 
report significant global or generalized econo-
mies of scope. On the other hand, many of these 
studies report significant product-specific econ-
omies of scope. In general, significant econo-
mies of scope were observed for the fol lowing 
output pairs: investments and loans, deposits 
and loans, and t ime deposi ts and demand 
deposits. 

H. Youn Kim's (1986) and Colin Lawrence and 
Robert Shay's (1986) studies are representative 
of research ut i l iz ing the in te rmed ia t ion ap-
proach in examining economies of scope in 
banking. Kim found both global and product-
specific scope economies in a sample of Israeli 
banks when output was def ined to include four 
specific products: demand deposits, foreign 
currency, loans, and securities. However, when 
output was def ined to be only a subset of these 
four products—for example, loans and securities— 
neither global nor product-specif ic economies 
of scope were found. The study by Lawrence and 
Shay finds no significant global economies of 
scope for the sample analyzed, bu t it does 
report significant product-specific economies 
of scope between deposits and investments as 
well as between deposits and loans. This study 
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also f inds economies of scope between loans 
and nonbank activit ies—safe depos i t , trust, 
data services, and other agency-type services as 
well as nonbank investments and activities l ike 
mortgage lending or data processing. However, 
the study reports strong diseconomies of scope 
between loans and investments. 

These findings must be interpreted with cau-
t ion for several reasons. First, notwithstanding 
variations in statistical methodologies, cost and 
output definit ions, and differences in underly-
ing technical assumptions, the results are based 
almost exclusively on samples consist ing of 
banks with less than $1 bi l l ion in total deposits. 
Thus, theseconclusions do not necessarily char-
acterize the nature of joint product ion in larger 
banks.6 Second, since banks generally do not 
produce only one product, the application of 
these measures to the banking industry neces-
sitates extrapolating the est imated cost func-
t ion well beyond the range of the observed data, 
which perhaps explains the inconclusiveness of 
the literature's reported results.7 

The Cost Structure of Large Banks 

Despi te the body of results avai lable for 
smaller banks, the structure of mul t iproduct 
product ion among the U.S. economy's largest 
banks is stil l fraught with unknowns. Given the 
importance of the large money center and re-
gional banks in the national and world econo-
mies, this ignorance is somewhat surprising. In 
an effort to answer the quest ion of whether 
significant cost savings are associated with mul-
t iproduct production in the economy's largest 
banks, the cost structure of a large-bank sample 
was examined using a methodology immune to 
the problems noted in the previous section.8 

This examination ut i l ized the intermediat ion 
approach to bank production. Five bank prod-
ucts were included in the analysis: (I) retail 
loans; (2) wholesale loans; (3) transactions ac-
counts, that is, demand deposits, negotiable 
orders of withdrawal, and other interest-bearing 
checking accounts; (4) nontransactions accounts, 
such as savings accounts and small t ime de-
posits; and (5) a proxy for other bank products 
intended to capture the increasingly important 
area of off-balance sheet activities such as loan 

sales, letters of credit, and securitization activi-
t ies. The proxy for other bank products was 
def ined as annual noninterest income exclud-
ing both service charges received on transac-
tions and nontransactions accounts as well as 
gains and losses on securi t ies and foreign-
exchange transactions. Total costs were def ined 
as total noninterest costs plus allocated interest 
expense as appropr iate under the intermedia-
t ion approach. Since securities are not exam-
ined as an output, allocated interest expense is 
def ined as the product of the ratio of total loans 
to total earning assets and total interest ex-
pense. 

The Data. Financial data for the 400 largest 
U.S. banks in terms of total assets were collect-
ed from the "Reports of Condit ion" and "Re-
ports of Income and Dividends" f i led with the 
Federal Reserve during 1986. Forty-seven banks 
in states with unit banking laws were d ropped 
from the analysis since branch banking struc-
tures are regarded as most appropr ia te for 
drawing general conclusions concerning the 
banking industry. Twenty-eight other banks 
were also excluded from the sample for assort-
ed reasons. For example, data for banks head-
quartered in Puerto Rico and banks with credit 
cards as their major source of business were d is-
carded. Also, 13 banks with either incomplete 
data or signif icant data discrepancies were 
eliminated. The final sample included 312 banks. 
Table I presents summary statistics for all banks 
in the sample and by eight subgroups based on 
total asset size. 

The Methodology. In order to avoid many of 
the technical problems associated with measur-
ing economies of scope, this study adapts and 
augments a production-efficiency measure de-
veloped by Berger, Hanweck, and Humphrey in 
examining the cost structure of the banks sam-
pled. These researchers developed a measure 
called expansion-path subaddit iv i ty as an alter-
native to the tradit ional measures of economies 
of scope given earlier. 

Berger, Hanweck, and Humphrey contend 
that as banks expand along a certain path they 
alter their product mixes, as i l lustrated by the 
growth of many inst i tu t ions through acquisi-
t ions or mergers with other banks offering dif-
ferent product mixes. Thus, the expansion-path 
subaddit iv i ty index measures the percentage 
difference in the total costs of a single firm's pro-

6 ECONOMIC REVIEW, MAY/JUNE 1989 

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

May 1989



Table 1. 
Bank Output for Sample Banks at End of Year 1986* 

(billions of dollars) 

Asset Number Total Retail Wholesale Transactions Nontransactions Other 
Size of Banks Assets Loans Loans Accounts Accounts Output 

$ 0.8- 45 $0 .88 $0 .17 $0 .38 $0 .25 $0 .51 $0 .01 
1.0 (0.06) (0.08) (0.10) (0.07) (0.08) (0.01) 

$ 1.0- 79 1.23 0.25 0.50 0.36 0.66 0.01 
1.5 (0.15) (0.14) (0.14) (0.11) (0.13) (0.01) 

$ 1.5- 36 1.73 0.37 0.69 0.52 0.93 0.01 
2.0 (0.21) (0.17) (0-11) (0.15) (0.13) (0.03) 

$ 2.0- 48 2.50 0.42 1.07 0.70 1.29 0.02 
3.0 (0.28) (0.19) (0.25) (0.20) (0.24) (0.01) 

$ 3.0- 41 3.85 0.70 1.60 1.10 1.82 0.03 
5.0 (0.63) (0.35) (0.47) (0.29) (0.44) (0.02) 

$ 5.0- 40 7.11 1.17 3.08 2.04 3.08 0.06 
10.0 (1-43) (0.63) (1.05) (0.75) (0.83) (0.07) 

$10.0- 14 13.70 1.98 6.11 3.42 5.52 0.11 
25.0 (3.18) (1.18) (2.57) (0.81) (1.48) (0.07) 

$25 .0 9 46.05 5.39 20.09 12.65 16.88 0.89 
plus (15.86) (4.30) (7.55) (4.15) (8.94) (0.60) 

Overall 312 4.38 0.68 1.88 1.22 1.92 0.05 
(8.25) (1.21) (3.69) (2.25) (3.22) (0.18) 

* Standard deviations are given in parentheses below the means. 

Source: Computed at the Federal Reserve Bank of Atlanta from data in "Reports of Condition" and "Reports of Income and Dividends" filed 
with the Federal Reserve during 1986. 

ducing a set of products in given quanti t ies com-
pared with the costs incurred by a pair of com-
panies producing the same set of products 
whose value, when summed, equals that of the 
single firm. That is, the expansion-path subad-
dit ivity index subtracts from the single firm's 
total cost of producing a set of financial services 
the expenses incurred by the two other firms. 
This amount is then scaled by div id ing the sum 
by the single firm's total cost. 

For example, Bank A produces $ l bi l l ion in 
retail loans and $3 bi l l ion in wholesale loans, 
and Bank B produces $0.5 b i l l ion in retail loans 
and $ l bi l l ion in wholesale loans. Expansion-
path subaddit iv i ty measures the difference, on 
a percentage basis, in the costs of Bank A rela-
tive to thecosts of Bank B and Bank C, which pro-
duces $0.5 bi l l ion in retail loansand $2 bi l l ion in 
wholesale loans. An expansion-path subaddi-
tivity index of less than zero represents the per-
centage reduction in total costs that the single 
bank incurs relative to the total cost incurred by 
the pair of banks. Thus, the expansion-path sub-

addit iv i ty index is based on a more realistic 
treatment of bank product mixes and is also 
more reflective of the manner in which banks are 
l ikely to expand in terms of both the number 
and quantity of their products. 

In this article's analysis of the sample banks, 
the expansion-path subaddit iv i ty index is aug-
mented with the grid approach developed by 
David S. Evans and James J. Heckman (1984) in 
their analysis of costs in the Bell System. The 
Evans and Heckman procedure is similar to the 
Berger, Hanweck, and Humphrey expansion-
path subaddit iv i ty test in that it compares the 
percentage difference in costs of a single bank 
producing a given output mix relative to the 
same output mix being d iv ided between two 
" c o m p e t i n g " banks. However, un l i ke the 
expansion-path subaddit iv i ty test, the grid ap-
proach requires (I) that each firm produce some 
percentage of a min imum observed quanti ty of 
all products and (2) that each bank's final prod-
uct mix be consistent with the observed data. 
For a given range of observed product mixes, a 
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Table 2. 
Expansion-path Subadditivity 

and Maximum Grid Subadditivity 

Asset Size Expansion-path Maximum Grid 
(in billions of dollars, Subadditivity Subadditivity 

end of year 1986) (percent) (percent) 

$ 0 .8 - 1.0 NA NA 

$ 1.0- 1.5 -0.23 -0.71 

$ 1.5- 2.0 -0.50 -0.43 

$ 2 .0 - 3.0 0.73 -0.12 

$ 3 .0- 5.0 0.39 1.51 

$ 5 .0 -10 .0 1.23 2.78* 

$10 .0 -25 .0 1.52 4.81* 

$25.0 plus 4.24* 16.81* 

* Significant at the .01 level. 

grid of admissible combinations of competing 
firms is constructed by varying the percentage of 
the min imum quantity produced by each com-
pet ing firm. At each point within the grid, the 
total cost of a single firm's producing the com-
bined product mix is compared on a percentage 
basis to the sum of the total costs of the compet-
ing firms. This index at each point is called grid 
subaddit ivity. 

The expansion-path subaddit iv i ty index can 
be viewed as depict ing just one possible divi-
sion of the mean quantit ies of the products of a 
representative bank between two competing 
banks conta ined wi th in a gr id composed of 
banks which are most l ikely to be sources of 
competi t ion. Clearly, addit ional insights into 
the potential cost benefits associated with mul-
t iproduct product ion may be gained by examin-
ing the behavior of costs resulting from other 
divisions of output within the grid, which, by 
construction, is a representative section of the 
bank cost function. 

A statistical test was conducted to see if each 
computed grid subaddit iv i ty index was equal to 
zero, that is, if no cost savings or dissavings are 
associated with mult iproduct production. If the 
maximum value of the grid subaddit iv i ty index 
wi th in a grid is statistically significant and nega-
tive, the hypothesis that mult ibank product ion 
leads to no cost savings is rejected. Such a result 
wou ld lend suppor t to the not ion that cost 

savings do indeed accrue to mult iproduct pro-
duction. A statistically significant posit ive value 
of the maximum grid subaddit iv i ty index within 
a grid provides evidence that cost disadvan-
tages (dissavings) are associated with mult i-
product production. 

To implement both the expansion-path sub-
add i t i v i t y and gr id subadd i t i v i t y tests, the 
overall sample of banks was d iv ided into eight 
subgroups based on total assets (see Table I). 
For each subgroup a measure of expansion-path 
subaddit iv i ty was est imated in addi t ion to a 
construct of grid subaddit iv i ty indices. Within 
each grid the maximum grid subaddit iv i ty index 
was ob ta ined and repor ted. This procedure 
provides a more stringent test of the hypothesis 
that significant cost savings are associated with 
mult iproduct production by banks. 

Results of the Tests. Table 2 reports esti-
mates of the expansion-path subaddit iv i ty and 
maximum grid subaddit iv i ty indices for each of 
the asset subgroups. The expansion-path sub-
add i t i v i t y and max imum gr id subadd i t i v i t y 
levels in this table measure the percent in-
crease (decrease) in total costs associated with 
a single bank's producing the given products 
relat ive to this same ou tpu t determinant 's 
being d iv ided between two competing banks. 

Based strictly on the numerical values of the 
expansion-path subaddit iv i ty index, the results 
presented in Table 2 indicate that slight cost 
savings are associated with mult iproduct pro-
duction for the sample banks with total assets 
up to approximately $2 bi l l ion, no cost savings 
exist for banks with total assets in the $2 bi l l ion 
to $5 b i l l ion range, and increasing cost dis-
savings occur for banks with total assets exceed-
ing $5 bi l l ion. With the exception of the largest 
asset subgroup, however, noneo f thecomputed 
values of expansion-path subadd i t i v i ty are 
statistically dif ferent from zero. Thus, based on 
the expansion-path subadd i t i v i ty indices in 
Table 2, no statistically significant cost savings 
or dissavings can be l inked with mult iproduct 
product ion for banks with asset holdings up to 
$25 bi l l ion. 

As stated earlier, the grid subaddit iv i ty index 
permits the examination of many more points 
on the bank cost function and thus generalizes 
the expansion-path subaddit iv i ty measure. The 
maximum grid subaddit iv i ty indices in Table 2 
prov ide sl ight ly d i f ferent evidence from the 
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expansion-path subaddit iv i ty indices. The nu-
merical values of the maximum grid subad-
dit ivi ty index indicate slight cost savings as-
sociated with mult iproduct production for banks 
with assets up to $3 b i l l ion and increasing dis-
savings for inst i tut ions wi th asset sizes above 
$3 bi l l ion. However, an examination of the sta-
tistical significance of these numerical values 
reveals that the maximum grid subaddit iv i ty 
indices for asset sizes up to $5 bi l l ion cannot be 
regarded as dif ferent from zero. Thus, the more 
robust maximum grid subaddit iv i ty tests imply 
that no statistically significant cost savings or 
dissavings are associated wi th mu l t i p roduc t 
production for banks with up to $5 b i l l ion in 
assets. Beyond the $5 bi l l ion level, the index 
values imply that statistically significant dis-
savings are involved in mul t iproduct produc-
tion. The difference between the asset size at 
which dissavings set in under the two measures 
reflects the fact that the maximum grid subad-
dit ivi ty test examines more points on the bank 
cost function than the expansion-path subad-
dit ivity test. 

Implications and Conclusions 

For commercial banks with up to $5 bi l l ion in 
assets, the results of this study's more rel iable 
index suggest that no appreciable cost savings 
accrue from mul t iproduct production, implying 
that consumers should not expect significant 
cost savings solely because of efficiencies as-
sociated with mult iproduct product ion at banks 
up to this size. However, mul t iproduct produc-

t ion in these banks should unambiguously in-
crease consumer welfare if it only increases 
consumer convenience and lowers transactions 
costs. Finally, for sample banks with up to $5 bi l-
l ion in assets, mul t iproduct product ion does 
not appear to give such banks a cost advantage 
relative to other bank and nonbank compet i -
tors. 

For banks with assets between $5 bi l l ion and 
$25 bi l l ion, the results of the grid subaddit iv i ty 
test indicate that mul t iproduct product ion ac-
tually increases product ion costs, suggesting 
that these banks should either alter their prod-
uct mix or reduce their scale of output. How-
ever, the model in this study does not explicit ly 
incorporate convenience to customers, and such 
banks may be reducing consumers' transactions 
costs through the array of services of fered. 
Moreover, these banks may engage in mult i-
product product ion also as a means of diver-
sification to reduce risk even though the re-
sulting scale of output or product mix is not 
opt imal when viewed strictly from a product ion 
perspective. If adjusted for the output of con-
venience and the benefits of diversification, the 
apparent cost disadvantage of mu l t i p roduc t 
production, as measured by the grid subad-
dit iv i ty index, should be substantially reduced. 
Thus, even for the largest banks, mult iproduct 
product ion does not appear to afford a cost 
advantage that could be used to the detr iment 
of potential competitors. Instead, the results 
indicate that product l iberalization would l ikely 
increase bank customer welfare by reducing 
transact ions costs and he lp ing to d ivers i fy 
banks. 
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Notes 

' a related concept, discussed later in this article, is that of 
product-specific economies of scope, which refer to sav-
ings that arise from the joint product ion of a particular 
product with other products. That is, producing a given 
product along with other products is cheaper than produc-
ing it independently. 

2Humphrey (1985) contains a thorough discussion of the 
production and intermediation approaches to examining 
bank production. 

3The question of what banks produce, that is, what the 
appropr iate def in i t ion of bank output is, has plagued 
financial economists for decades. For an interesting dis-
cussion of the problems associated with defining bankout-
put, see Sealey and Lindley (1977). 

4The problems encountered relate to both the nature of the 
data being analyzed and the form of the cost function that 
is to be fit statistically. Though a detai led discussion of the 
econometric problems associated with the measurement 
of scope economies in banking is beyond the focus of this 
article, a very readable discussion of the issues is con-
tained in Clark (1988). 

5The studies by Benston, Hanweck, and Humphrey (1982); 
Benston et al. (1983); Gilligan and Smirlock (1984); Gilligan, 

Smirlock, and Marshall (1984); Berger, Hanweck, and 
Humphrey (1987); and Kolari and Zardkoohi (1987) fall into 
this category. Some research examines the existence of 
economies of scope in other financial institutions, par-
ticularly savings and loan associations and credit unions. 
See the studies by Murray and White (1983); Kim (1986); 
Mester (1987); and Goldstein, McNulty, and Verbrugge 
(1987). 

6Recent studies by Hunter and Timme (1986, 1988), Shaffer 
(1988), and Shaffer and David (1986) examining production 
economies in samples composed of the largest banks in 
the economy report evidence that the largest banks 
operate on a different long-run average cost curve than do 
smaller banks. Thus, the results obtained from an examina-
t ion of the smaller banks in the economy should not be 
extrapolated to the banking industry as a whole. 

7For a discussion of the technical problems encountered in 
measuring economies of scope using banking data, the 
interested reader should see Berger, Hanweck, and 
Humphrey (1987): 505-06. 

^ h e complete details of this study will appear in a forth-
coming Federal Reserve Bank of Atlanta working paper. 
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