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THE BANKING STRUCTURE:
What It Means and Why It Matters

Nearly anyone who customarily reads business 
and financial publications has encountered the phrase 
“ the banking structure.”  Most readers are aware 
that the phrase refers to certain characteristics of 
the banking industry such as the number of banks 
in particular localities and the size and relative 
market power of specific banking institutions. But 
many readers would probably like the answers to 
three basic questions. First, precisely what is meant 
by the structure of the banking industry and how 
is it measured? Second, what factors determine the 
banking structure and which of these factors can 
bank regulatory agencies control or influence? 
Third, what is the operational significance of the 
banking structure? That is, how does the banking 
structure affect bank performance? This article will 
discuss each of these questions in turn. In doing 
so, the goal of the article is to provide the reader 
with the means to evaluate critically published ma
terial concerning the banking structure.

I. WHAT IS THE BANKING STRUCTURE?

Economists use the word “ structure” to refer to 
the number and size distribution of buyers and 
sellers making up a particular economic market. 
The key word in the preceding sentence is market, 
for one cannot determine the structure of a market 
until the market under consideration is carefully 
defined and delineated. It will be useful to discuss 
the market definition problem generally and subse
quently apply this discussion to the definition of 
banking markets.

General Problems in Market Specification Speak
ing broadly, the market for any good or service con
sists of the individuals, business firms, and govern
ment agencies buying or selling the item in question. 
In practice, however, it may be quite difficult to 
designate precisely which buyers and sellers con
stitute a particular market. In defining a market, 
two especially vexing problems arise: (1 ) specifica
tion of the product or products exchanged in the 
market and (2 ) delineation of the geographic area 
covered by the market.

Product Definition Two distinct conceptual dif
ficulties exist with respect to market classification 
according to product. First, some nonidentical

goods (such as coffee and tea) are substitutes in 
the eyes of the consuming public. Second, some 
goods (such as bread and butter) complement one 
another when consumed jointly.

(1 ) Substitutable Products Prior to the 1930’s, 
economists traditionally considered a market to en
compass the exchange of a narrowly specified good 
at a uniform price. The work of Edward Cham
berlin and others, however, suggested that it is useful 
for many analytical purposes to study market ac
tivity in terms of groups of nonidentical but sub
stitutable goods.1 This approach raised an immediate 
question: how broadly should one define the group 
of substitutable goods traded in a particular market? 
Unfortunately, economic theory does not offer a 
precise criterion. For the purposes of practical 
market analysis, an eclectic approach is taken: 
markets are defined both narrowly and broadly with 
respect to product groups, the choice in any par
ticular case depending on the goals of the study at 
hand. To give a simple illustration, an analyst might 
consider the market for all passenger automobiles. 
Or, he might prefer to analyze more narrowly de
fined markets for automobiles having particular me
chanical or stylistic characteristics such as sport 
cars or station wagons.

(2 ) Complementary Products T h e p ro d u ct  
specification problem posed by the existence of com
plementary goods is particularly relevant to service 
industries. Specifically, what particular products 
constitute an integrated service product? For ex
ample, hospitals provide a wide variety of specific 
medical services. Does a separate market exist for 
each of these services? Or is there a broadly de
fined market for the composite group of “ hospital 
services” ?

The Geographic Delineation of Market Areas 
Designating the geographic area covered by a market 
presents an additional set of conceptual difficulties. 
Speaking generally, the geographic area covered by 
a specific market is the region within which a par
ticular group of consumers and producers customarily 
exchange a product among themselves. The geo
graphic segmentation of markets results from bar

1 See reference (5 ) in the bibliography accompanying this article.
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riers to the transfer of goods and services over 
distance. The character and strength of these bar
riers vary greatly from one product or group of 
products to another. For bulky or highly perishable 
physical goods, the barrier is high transport costs. 
For certain legal and financial services, the barrier 
is the unfamiliarity of individuals and firms in one 
locality with individuals and firms in another lo
cality. In contrast, the markets for certain financial 
instruments exhibit relatively weak spatial barriers. 
For example, the market for U. S. government se
curities extends over much of the world. In attempt
ing to define the geographic region covered by a 
particular market, the principal difficulty lies in 
determining precisely what barriers to interlocational 
trade exist, the strength of these barriers, and the 
market boundaries to which they give rise.2

The Definition of Banking Markets This gen
eral discussions of markets and market definition 
can now be related to banking.

The product specification problem for banking 
markets is complicated by both product substitut
ability and product complementarity. With respect 
to complementarity, the essential question concerns 
the degree to which the wide variety of services 
banks provide are related. Banks make loans, accept

2 For a classic discussion of the geographic characteristics of 
markets, see Marshall (19; pp. 323-330).

deposits, process checks, and provide trust services. 
In addition to these traditional services, banks have 
expanded their activities in recent years to include 
the provision of such diverse services as investment 
consultation and the leasing of computer facilities. 
Do all of these services so complement one another 
that it is reasonable to speak of a market for “ bank
ing services” ?3 Or, at the other extreme, does each 
of the individual services provided by banks con
stitute a distinct product for purposes of market 
definition ?

Whether one views banking services as a com
posite product or as a group of distinct products, it 
is clear that nonbank financial institutions provide 
a variety of services similar to and, in varying de
grees, substitutable for the services offered by com
mercial banks. Hence, in defining markets for bank
ing services, one must determine which nonbank 
institutions should be included as sellers in these 
markets. This is the problem posed by product 
substitutability for the definition of banking markets.

Determination of the geographic pattern of banking 
markets is directly related to product specification. 
If a distinct market exists for each bank service, it 
seems reasonable to speculate that the geographic 
extent of these markets varies considerably from one

3 The banking industry itself has vigorously promoted the idea that 
individual banking services are interrelated with its “ full service 
bank” advertising slogan.
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service to another. For example, while markets for 
loans to small business firms appear to be local in 
character, the market for large loans to prime cor
porate borrowers is probably national in scope. Yet 
even where the decision is made to differentiate the 
markets for particular bank services extensively, the 
geographic area covered by the market for a specific 
service is often unclear. For example, do markets 
for loans to small business firms in urban areas in
clude the entire metropolitan region or only some 
portion of the region? At the other extreme, if the 
aggregate group of bank services is considered a 
composite product for purposes of market definition, 
it becomes quite difficult to specify criteria for geo
graphic market delineation.

One additional issue regarding the geographic 
specification of banking markets should be noted. In 
the United States, legal restrictions on bank branch
ing differ from one state to another. Other factors 
aside, the market area for a given bank service may 
depend to some degree on the stringency of branch
ing restrictions. Branching regulations are especially 
relevant to the designation of market areas in metro
politan regions. In cities where branching is per
mitted, each bank can, with the approval of the 
proper bank regulatory agencies, enter any neighbor
hood in the city through the establishment of a 
branch office. Where branching is prohibited (that 
is, where “ unit” banking prevails), each bank must 
confine its facilities to a single office in a particular 
neighborhood or financial district. On these grounds, 
it has been argued that markets for such bank ser
vices as checking deposits cover the entire metro
politan area where branching is permitted, but that 
these markets are segmented in cities where branch
ing is prohibited.4

The Measurement of Banking Market Structure
As stated earlier, the structure of a specific market 
refers to the number and size distribution of buyers 
and sellers transacting business in that market. 
Often, the term is more restrictively employed to 
designate the number and size distribution of sellers 
in a given market. Throughout the remainder of 
this study, the phrase “ banking structure” will be 
used in this more limited sense; that is, the term 
will refer to the number and size distribution of 
banks in particular banking markets.

Certain statistics are commonly employed to 
specify the structure of banking markets. These 
statistics include: (1 ) the number of banks in the 
market, (2 ) the number of bank offices in the

4 See Shull and Horvitz (23; pp. 328-330).

market, (3 ) the ratio of banks or bank offices to 
the population of the market area, (4 ) “ concentration 
ratios,”  which indicate the percentage of total de
posits held by the largest banks in the market, and
(5 ) the absolute size of individual banks in the 
market as measured by total deposits or total assets.

In evaluating such data, the essential point is that 
each statistic, if it is to provide useful structural in
formation, must be appropriately applied to a par
ticular market defined with respect both to product 
and geographic area. To take an extreme example, 
the number of banks in the United States or the per
centage of total domestic deposits held by the three 
largest banks in the nation tells one little about the 
structure of local markets for small business loans 
or checking accounts. In practice, the difficulty en
countered in developing useful data on the structure 
of banking markets arises at a considerably finer 
level of detail. In states where branching is per
mitted, for example, should the geographic market 
area for a particular bank service be defined to in
clude the entire state, local regions, or portions of 
local regions? What groups of bank services con
stitute integrated banking service markets in given 
areas, and which nonbank financial institutions com
pete with banks in these markets? In short, the 
problem encountered in developing and evaluating 
information concerning the structure of banking 
markets amounts largely to the problem of defining 
banking markets.

This discussion began by asking what constitutes 
the banking structure. As we have seen, no definitive 
answer can be given to this question until some 
ultimate consensus is reached regarding the pattern 
of banking markets. No such consensus is likely to 
be achieved. Moreover, no agreement would be 
permanent if it were attained, since the pattern of 
banking markets is in a continual state of evolution. 
For purposes of practical analysis, however, the 
situation is not as bleak as it might appear at first 
glance. Economists have devoted considerable ef
fort to the analysis of banking markets, and some 
fundamental results have been achieved.5 Most 
economists agree that banking services form a group 
of related but distinguishable products rather than a 
composite product. Further, it is generally recog
nized that geographic market areas vary in extent 
from one service product to another. Finally, most 
students of financial markets agree that both bank 
and nonbank institutions compete in integrated mar
kets for certain types of financial services.

5 For two examples of recent detailed banking market studies see 
Gelder and Budzeika (10; pp. 258-266) and Luttrell and Pettigrew  
(18; pp. 9 -12).
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The Banking Structure and the Organization of 
Banking Institutions The banking structure was 
defined above as the number and size distribution of 
banks in given banking markets. A  full understand
ing of the structure and functioning of banking 
markets, however, requires additional information re
garding the organization of banking institutions. 
For example, it is important to know whether banks 
in a given market are unit banks or whether they 
belong to branch bank or bank holding company 
systems. The existence of such systems can directly 
affect the structure of banking markets. As indicated 
earlier, the proper geographic delineation of a given 
banking market may depend on branching regula
tions affecting banks in the market. Moreover, some 
banking analysts have argued that markets are 
characterized by fewer banks and greater concentra
tion of bank resources where branching is permitted 
than where unit banking prevails.6

A  particularly important organizational phe
nomenon during the past decade has been the ex
tensive growth of bank holding companies.7 The 
structural significance of bank holding companies is 
twofold. First, the holding company device can be 
used to bring two or more banks under common 
corporate control. Second, the device can be em
ployed to bring one or more banks and one or more 
nonbank institutions under common corporate con
trol. Therefore, bank holding company expansion 
can directly affect the number of independent banks 
operating in a market and the concentration of fi
nancial resources in the market. In addition, the 
linking of bank and nonbank activities by bank hold
ing companies may broaden the market (with re
spect both to service product and geographic area) 
within which a given subsidiary bank operates.

II. WHAT DETERMINES THE BANKING STRUCTURE?

Since the banking structure refers to the number 
and size distribution of banks operating in particular 
banking markets, it follows that the factors which 
determine the structure of a specific market are the 
factors which affect the number and size distribution 
of banks operating in the market. In this section, 
these factors are identified and briefly discussed.

Economic Factors A basic tenet of general 
market theory is that demand and supply conditions 
characterizing a given market effectively determine 
the number and size distribution of firms serving the

3 For evidence on this point, see Shull and Horvitz (23; pp. 312-339).

7 Briefly defined, a bank holding company is a company which con
trols one or more banks in addition to whatever nonbank institutions 
it owns.

market. Other things equal, the strength of demand 
in a market determines how many firms can operate 
profitably in the market. On the supply side, two 
especially important determinants of market structure 
are the technical characteristics of production and the 
relative ease with which new suppliers can enter the 
market. Regarding these latter two factors, it is 
well known that firms in certain industries enjoy 
economies of large-scale production: that is, decreas
ing average or “ unit” costs up to a certain level of 
output. If, in a given market, the output volume at 
which unit costs begin to rise is high in relation to 
total market demand, small firms will be driven 
from the market and new entry will be discouraged. 
Under these conditions, the market is likely to be 
characterized by a small number of large firms and 
a high degree of resource concentration.

Which of these economic determinants of market 
structure play active roles in shaping the structure 
of banking markets ? The demand for banking 
services clearly influences the number of banks 
operating in particular areas. Moreover, demand 
conditions directly affect bank size. With respect 
to supply conditions, much attention has been given 
to the possibility that scale economies exist in the 
production of banking services. While statistical 
evidence suggests the presence of such economies, 
there is little agreement regarding their quantitative 
significance or their precise impact on the structure 
of banking markets.

Legal and Institutional Factors Econom ic fac
tors, such as those just outlined, only partially de
termine market structure. Of great importance is 
the regulatory environment within which a market 
functions. In the United States, market structure 
has been directly and extensively affected by the ap
plication of antitrust statutes to particular industries. 
Moreover, entry into several strategic industries is 
restricted by law or by regulatory authority.

It is quite clear that a principal determinant of 
the structure and organization of American banking 
markets is the complex “ duel” system of federal and 
state banking regulations. Two categories of banking 
regulations directly affect the banking structure:
(1 ) restrictions on the formation of new banks and
(2 ) regulations which affect structure through their 
impact on bank organization.

Restrictions on bank formation are embodied in 
the chartering authority of federal and state regu
latory agencies. Federal law and most state laws 
contain criteria to guide these authorities in approv
ing or disapproving specific applications to establish 
new banks. These criteria include capital adequacy,
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the general character of proposed management, and 
probable effects on the convenience and needs of 
the community to be served. Because these guide
lines are quite broad, regulatory agencies exercise, 
in effect, discretionary control over bank formation. 
Through the exercise of this authority, agency de
cisions directly influence the number of banks 
and the distribution of bank resources in specific 
markets.8

W e have already discussed the impact of bank 
organization on the structure of banking markets. 
In the United States, bank organization is shaped 
by federal and state laws affecting branching, bank 
mergers, and acquisitions by bank holding com
panies. Branching across state lines is prohibited. 
State laws variously permit statewide branching, per
mit limited branching (usually within local areas) 
or prohibit branching altogether. Where branching is 
permitted, federal and state regulatory agencies rule 
011 applications to establish new branches and on 
applications to merge two or more banks. Agency 
decisions in specific cases directly influence the num
ber of banks and the distribution of bank resources 
in particular markets. Further, the authority of the 
Board of Governors of the Federal Reserve System 
to approve or disapprove bank holding company 
acquisitions permits the Board to influence the num
ber of independently controlled banks and the pat
tern of resource ownership in particular banking 
markets.

III. WHAT IS THE SIGNIFICANCE OF THE 
BANKING STRUCTURE?

Some Theoretical Considerations Perhaps the 
most significant hypothesis generated by general 
market theory concerns the relationship between the 
structure of a market and the efficiency with which 
the market allocates economic resources. Specifically, 
the theory asserts that the structure of a market de
termines the degree of competition in the market 
and that the degree of competition, in turn, affects 
the performance of producers with respect to the 
quantity of goods or services produced, efficiency in 
production, and prices charged in the market. 
Speaking generally, the theory draws the following 
conclusions. First, greater competition exists in 
markets characterized by large numbers of producers 
where no producer controls a significant share of the 
market. Second, given market demand, more com
petitive markets lead to greater output at lower 
prices. Hence, according to the theory, the aggregate

8 For a detailed analysis of the regulation of bank formation, see 
Motter (20: pp. 299-349).

welfare of the consuming public is improved by 
markets having numerous competitive producers.

With respect to banking, these theoretical pro
positions imply that the significance of the banking 
structure lies in its impact upon the performance of 
the banking industry in providing bank services to 
the public. Further, the theory seems to imply 
that markets with numerous competitive banks are 
preferable to markets exhibiting other structural 
characteristics.

The validity of market theory, however, depends 
critically on several highly restrictive preliminary 
assumptions regarding the nature of particular in
dustries or markets to which the theory is applied. 
Where these preliminary assumptions do not cor
respond to reality, one cannot conclude that a com
petitive market structure is optimal.

Two of these assumptions are especially relevant 
to banking. First, the theory assumes that the rapid 
exit of relatively inefficient firms from competitive 
markets will not, in and of itself, detrimentally 
affect the functioning of the market. By eroding 
public confidence, however, bank failures may dis
rupt the operation of banking markets. It is true 
that deposit insurance mitigates some of the harmful 
effects of bank failures. Nonetheless, the fact that 
bank failures produce effects external to the failing 
banks themselves raises serious doubts regarding the 
desirability of unrestrained competition between 
banks.

Second, the theory assumes that the technically 
efficient level of an individual firm’s total output is 
small in relation to aggregate market demand for 
the product in question. This condition is not 
met by firms engaged in productive activities 
characterized by significant economies of scale. 
Where scale economies exist, highly competitive 
market structures may be undesirable, since the 
numerous firms producing in such markets may be 
forced to operate at suboptimal output levels. As 
indicated above, several empirical studies have sug
gested the existence of scale economies in banking. 
The results of these studies are controversial and by 
no means conclusive. Nonetheless, they raise ad
ditional doubts regarding the desirability of com
petitive bank markets.

The Banking Competition Controversy These 
considerations lie at the heart of what has become 
known as the “ banking competition controversy.” 
Essentially, this debate focuses on a single question: 
what is the optimal structure of the banking in
dustry? The controversy has a long history and is
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reflected in the development of bank regulation 
during the past several decades.

During the 1920’s and early 1930’s, the highly 
unsettling effect of widespread bank failures stimu
lated an equally widespread distrust of unrestricted 
bank competition.9 As a result, the Banking Acts of 
1933 and 1935 included provisions designed to reduce 
competition among banks. In particular, the 1935 
Act established standards for chartering national 
banks which tightened restrictions on bank forma
tion. At the same time, state governments imposed 
a variety of additional restrictions.

In conjunction with the introduction of deposit 
insurance, these regulations have reduced the rate 
of bank failure significantly. Within this regulatory 
environment, however, structural changes of a dif
ferent sort have appeared during the past two 
decades. Specifically, the number of independent 
banks has declined during these years as a result of 
numerous mergers and bank holding company ac
quisitions. Consequently, many observers of bank 
activity have become convinced that too little rather 
than too much competition exists in banking markets, 
causing harmful effects on the consumers of bank 
services. This attitude received its principal practical 
manifestation when, in 1963, the United States Su
preme Court held that a proposed merger of The 
Philadelphia National Bank with The Girard Trust 
Company Exchange Bank violated Section 7 of the 
Clayton Antitrust Act.10

Statistical Evidence In its present form, the 
banking competition controversy is essentially a de
bate concerning the effects of the apparent decline 
in banking competition on bank performance. To 
enlighten the debate, a number of studies have at
tempted to measure statistically the relationship 
between the banking structure on the one hand and 
bank performance with respect to the quality and 
pricing of bank services on the other. As indicated 
earlier, market theory suggests that producers in 
more competitively structured markets supply greater 
output at lower prices.

In order to test the validity of this hypothesis for 
banking markets, the studies just mentioned have 
employed two sets of variables designed to measure
(1 ) the structure of banking markets and (2 ) the 
market performance of banks. Structural variables 
include the number of banks serving a market, the 
concentration of banking resources in the market

51 Signif.cantly, use of the term “ overbanked” to refer to markets 
containing an excessive number of (consequently weak) banks 
originated during these years.

10 U . S. v. The Philadelphia National Bank, et. al., 374 U . S. 321
(1963).

(usually measured by the proportion of total market 
deposits held by the largest banks serving the 
market), and bank size. Performance variables in
clude (1 ) price variables such as interest charged 
for various types of bank loans and interest paid on 
time and savings deposits and (2 ) quantity (i.e., 
“ output” ) variables such as the ratio of loan volume 
to total deposits.11 Market theory suggests that, 
where other market characteristics are identical, 
banks will charge lower interest rates on loans, pay 
higher interest rates on time and savings deposits, 
and maintain higher loan-deposit ratios in markets 
having larger numbers of independent banks, larger 
numbers of competing nonbank financial institutions, 
and less concentration of banking resources.

The statistical studies referred to above have at
tempted to test these hypotheses. They have also 
analyzed other relationships between structure and 
performance and have attempted to determine 
whether or not economies of scale exist in the pro
duction of bank services. For the reader’s con
venience, these studies are listed in the accompanying 
bibliography. Their major findings are briefly sum
marized in the following paragraphs.

(1 ) Several studies [14, 15, 22] attempted to de
termine whether or not the number of banks and 
nonbank financial institutions competing in par
ticular markets affected bank performance in these 
markets. While some of the results tend to confirm 
the above hypotheses, other results either contradict 
these hypotheses or suggest that no systematic re
lationship exists.

(2 ) Conclusions regarding the effects of banking 
resource concentration were also mixed. A  number 
of studies [7, 8, 15, 21], however, found that less 
concentrated markets generally exhibited lower in
terest rates on loans and higher interest rates on 
time and savings deposits, results which support the 
theoretical hypotheses.

(3 ) The results of several studies [4, 8, 14, 16, 
22] appear to suggest that, on balance, the per
formance of large banks is superior to the per
formance of small banks with respect to both interest 
rates and the proportion of total bank resources de
voted to lending. This finding must be approached 
very cautiously, however, since large and small banks 
serve characteristically different types of customers.

(4 ) Test results were generally inconclusive re
garding the performance effects of the organization

11 Use of the loan-deposit ratio as a measure of bank “ output”  
arises from the preeminence of lending among bank activities. 
While the issues raised by this choice are beyond the scope of this 
article, it should be noted that many students of banking object to 
the procedure on theoretical grounds.

(Continued on page 10)
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the problems encountered in defining banking mar
kets, therefore, raises additional doubts regarding the 
validity of test results. In short, the findings sum
marized here can only be considered suggestive.

IV. CONCLUSIONS

This article has attempted to clarify the meaning 
of the banking structure, to specify its determinants, 
and to suggest how it might affect individual bank 
behavior. Section I listed several common measures 
of banking market structure and indicated the critical 
problem posed by accurate market definition in ap
plying and evaluating these measures. Section II 1 
described the combination of economic conditions 
and regulatory practices which determines the 
structures of actual banking markets. Finally, Sec
tion III outlined several theories of the relationship 
between banking market structure and bank per
formance and summarized related statistical evi
dence. It is hoped that this discussion has il
luminated some of the issues surrounding the bank
ing structure and related questions regarding bank 
competition. Alfred Broaddus

1 0 1Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

November 1971


