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The perennial issue: 
branch banking
In recent years, bankers in every 
state o f  the Seventh Federal Reserve 
District have been involved, on one 
side or the other, in the controversy 
surrounding branch banking. Pres
sures for permitting branch banking 
in states where it is now prohibited 
and for relaxing restrictions in 
states where it is already a fact 
are likely to increase in the future. 
Through historical background 
material and by identifying and 
discussing the findings o f  research 
on specific issues, this article aims 
to provide a better understanding 
o f  branch banking.
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The perennial issue: branch I:
One aspect o f the American banking 
system that quickly impresses itself on the 
mind o f a foreign observer is its fragmented 
structure. Whereas virtually every other in
dustrial country has a banking structure 
dominated by a handful o f large banks with 
extensive nationwide branching networks, 
the banking structure o f the United States 
remains segmented geographically and rela
tively unconcentrated.1 With negligible ex
ceptions, even the largest banks in the 
United States have full service branches in 
no more than one state. Multibank holding 
companies, which are an alternative to 
branching, also generally have banking sub
sidiaries in no more than one state. In 19 
states and the District o f Columbia branch
ing is permitted anywhere within the 
boundaries o f the state, although only by 
merger in some cases and subject to varying 
control requirements. In 15 states, branch 
banking is prohibited by statute or regula
tion, and in the remaining 16 states banks 
may branch only within a restricted geo
graphical area.

These restrictions can be understood 
only in the context o f this country’s

unique “ dual banking system” under which 
banks may be chartered and regulated by 
state or federal banking agencies. In branch
ing, as in several other areas, federal law de
fers to state law, and within any given state, 
national banks and state banks are subject to 
the same geographic restrictions on branch
ing. In recent years, however—and this clear
ly has been  true in the Seventh Federal 
Reserve District—many states have experi
enced  b itter  controversy over efforts to 
liberalize state branching laws.

The purpose o f this article is to help 
interested readers better understand both 
how  the existing array o f state branching 
restrictions came into existence, why they 
have come under increasing pressure in re
cent years, and what existing evidence sug
gests regarding the merits o f the economic 
case for branching.

NO TE: Bracketed numbers [21  ] refer to 
th e  num erica lly-listed  bibliography on 
pages 4 and 5. Citations are either to 
studies whose results are described in this 
article or to scholarly elaborations o f  topics 
discussed.

A historical overview2
It is striking that, despite all the criti

cism o f banks and bankers, and all the dis
trust o f  monied interests and the concen
tration o f economic power that is almost 
an American tradition, and despite the di
sastrous losses suffered by depositors as a

1 Even in the United States, the 100 largest banking organizations hold almost half of total commercial bank deposits, and the 20 largest banks hold nearly one-third.
2 This section draws heavily on studies 9, 10, 17, 22, 52, and 57.

consequence o f banking abuses, there was 
virtually no criticism o f branch banking as 
such prior to the second half o f the nine
teenth century. Among the few exceptions 
was Alexander Hamilton’s expression of 
concern that too many weak branches 
might affect the solvency o f the First Bank 
o f the United States—both the First Bank 
o f the United States (1791-1811) and the 
S econ d  Bank o f  the United States 
(1816-36) operated branches, as did the 
state-owned Bank o f the State o f South
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Carolina (1812-68) and State Bank of 
Indiana (1834-57).

The quiet controversy

Opposition to branch banking is a rel
atively recent development whose origins 
go back to an 1865 interpretation o f the 
National Bank Act o f 1863. The stated pur
poses o f the National Bank Act were to 
provide for the establishment and super
vision o f a system of federally-chartered 
banks, to provide a uniform national cur
rency, and to assist in financing the Civil 
War. The act contained many provisions 
borrowed directly from the free banking 
acts o f the individual states, including the 
incorporation o f national banks under gen
eral regulation and bank note issues secured 
by a deposit o f  government bonds with the 
Treasury. It also included a requirement 
that the organizers o f a national bank 
specify:

The place where its operations o f dis
count and deposits were to be carried 
on, designating the state, territory, or 
district, and also the particular county 
and city, town, or village.

Although branch banking was not even 
mentioned in the debate preceding the pas
sage o f the National Bank Act, a strict 
interpretation o f the singular noun “ place” 
in the act precluded the operation o f bank
ing offices at more than one location. Be
ginning with Freeman Clarke in 1865, 
every Comptroller o f the Currency up until 
D. R. Crissinger in 1922 interpreted the act 
in this fashion, although there was no 
broad-based opposition to branch banking. 
The consequence was that the national 
banking system consisted entirely o f unit 
banks, except that state banks that con
verted to national charters were allowed to 
keep their branches under an amendment 
to the act in 1865.

At conventions o f the American Bank
ers Association in the 1870s and 1880s, 
speakers argued strongly for the adoption

6

o f branch banking in the United States, 
usually citing the Canadian experience with 
such a system. The response was more one 
o f  indifference than active opposition. 
J. H. Eckels was the first Comptroller of 
the Currency to take a strong position in 
favor o f branch banking. In the Comptrol
ler’s annual report for 1896, he urged that 
national banks be permitted to “ establish 
branch banks in towns and villages where 
no national bank is established and where 
the population does not exceed 1,000 in
habitants.”  In support o f his proposal, he 
cited the adoption o f branch banking in 23 
foreign countries and the need for banks in 
small towns.

In 1898, the Indianapolis Monetary 
Commission, a privately-sponsored study 
group comprised o f businessmen, drew up a 
plan for the reform o f the banking system 
that included a recommendation that 
national banks be permitted to branch. The 
introduction o f the plan into the House o f 
Representatives appears to have been the 
high watermark o f the movement to grant 
branch ing privileges to  national banks. 
Thereafter, the pro-branching movement re
ceded  as branching came to be associated 
with a number of other controversial propos
als, such as that to replace the bond-secured 
N ational Bank Notes with a currency se
cured by short-term commercial paper and 
other assets. In 1900, the need for banking 
facilities in small towns lost some o f its sig
nificance as an argument for branch banking 
when Congress lowered the capital require
ment for new national banks in towns with 
populations of 3,000 or less to $25,000.

Pros and cons after 1900

After the turn of the century, the 
branch banking issue at the federal level 
was eclipsed for two decades by the con
troversy over reform o f the currency. The 
report o f the National Monetary Com
mission, established by an act o f Congress 
in 1908 to investigate the causes o f the

Federal Reserve Bank of Chicago
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Panic o f 1907 and to recommend means o f 
preventing such liquidity crises in the fu
ture, made no mention of branch banking 
in its report issued in 1911. The Federal 
Reserve Act, which took shape in the wake 
o f public discussion o f the Commission’s 
report, was also silent on the question.

Although the movement for branching 
by national banks failed to make any head
way between 1900 and 1920, branch bank
ing made important advances in those 
states whose laws either expressly permit
ted state banks to branch or were silent on 
the issue. Most o f the branches established 
during this period were within the home- 
office city o f the bank. The rapid multipli
ca tion  o f city branches reflected the 
growing importance o f so-called “ retail”  
banking—primarily the deposit accounts o f 
households—and the need for conveniently 
located offices to attract this type o f busi
ness. Prior to widespread use of automo
biles, the difficulty o f supervising branches 
located at great distances from the head 
office all but eliminated the development 
o f branches in other cities, even in those 
states that permitted unrestricted branch
ing. A prominent exception was California 
where, following the enactment of a statute 
authorizing statewide branch banking in 
1909, several banks in San Francisco and 
Los Angeles established banking systems 
extending throughout major portions of 
the state. One o f these, the Bank o f Italy, 
eventually developed into the Bank of 
America, the largest bank in the United 
States with more than 1,000 domestic 
branches and over $49 billion in total re
sources as o f December 31, 1973.

In many o f the states that did not 
permit branch banking, other forms of 
multiple-office banking developed. Group 
or holding company banking, a corporate 
device which enabled unit banks to achieve 
at least some o f the advantages o f branch
ing, experienced rapid growth in response 
to the economic forces underlying retail 
banking. Largely as a consequence o f the

Business Conditions, February 1974

expansion o f both branch and group bank
ing in the early years o f the century, orga
nized opposition to multiple-office banking 
in all its forms began to develop, led by 
unit bankers opposed to multiple-office 
banking on principle or fearful of its pos
sible effects on the future o f their own in
stitutions. In contrast to the equanimity 
and wholly academic interest with which 
speeches advocating or opposing branch 
banking were greeted at conventions of the 
A m erican  Bankers Association in the 
1890s, the 1916 convention erupted in bit
ter controversy over the branching issue. 
Following an acrimonious debate that 
sharply divided the bankers in attendance, 
the association adopted a resolution oppos
ing “ branch banking in any form.” 3

In retrospect, the 1916 convention 
represented both the pinnacle and the on
set o f the decline of the anti-branching 
movement. From that year to the present, 
it has fought a holding action, winning 
occasional victories but generally retreat
ing. An important event occurred in 1922 
w hen C om p tro lle r  o f  the Currency 
D aniel R. Crissinger, concerned by the 
competitive disadvantage suffered by na
tional banks in states where state banks 
were permitted to branch, reversed the 
policy o f previous Comptrollers and ruled 
that national banks might open limited ser
vice offices in their home office city in 
states permitting branching. This action, to
gether with all forms of branch banking, 
whether by state or national banks, was 
condemned in a resolution adopted at the 
1922 meeting o f the American Bankers 
Association. According to the resolution, 
“ branch banking is contrary to public 
policy, violates the basic principles o f our 
Government and concentrates the credit of

7

3 In every year from 1916 through 1919, the Federal Reserve Board recommended that national banks be permitted to operate branches within the head office city or county. Similar proposals were m ade by Com ptroller of the Currency J. S. Williams each year from 1916 to 1920.
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the nation and the power o f money in the 
hands o f a few.”

The McFadden Act o f 1927 appeared 
to reflect a standoff between pro- and anti
branching forces. Although it gave national 
banks explicit legislative sanction to esta
blish full service branches in states where 
state banks were permitted to branch, the 
act limited these branches to the home 
office city. Indeed, its sponsor in the House 
referred to it as “ an anti-branch-banking 
measure severely restricting the further 
spread o f branch banking in the United 
States.”  In the years immediately following 
passage o f the McFadden Act, six states en
acted laws prohibiting branching.

Bad times for banks

An important force working in favor 
o f the branching movement throughout the 
1920s was the large number o f rural bank 
failures. Between 1921 and 1929, 5,712 
banks failed in the United States, an aver
age o f more than 600 per year (and most 
were in agricultural areas). Others were pre
vented from failure by merger into other 
banks. By the late 1920s, this experience 
gave rise to a call for more liberal branching 
laws in order to bring banking facilities to 
small towns left bankless by the failure o f 
local institutions. The arguments set forth 
at the time were (1) that a branch can oper
ate economically on a smaller scale than a 
unit bank, and (2) that, because o f the 
greater geographical diversity o f their lend
ing, branch banks are less susceptible to lo
cal economic vicissitudes [10, 41, 52]. 
These assertions, which were not then and 
are not now universally accepted, formed 
only part o f a broader set o f questions con
cerning the relative efficiency and sound

8

ness o f branch and unit banking. Neverthe
less, they weighed heavily in the thinking 
o f many at the time, and led to a number 
o f  proposals to enlarge the branching 
powers of national banks.

After the enormous wave of bank fail
ures between the beginning o f 1930 and 
the bottom of the Depression in 1932 
(5,096 banks closed their doors during this 
period), it appeared that greatly expanded 
branching would be an integral part o f any 
reform measures designed to strengthen the 
banking system. As it turned out, the only 
liberalization of national bank branching 
powers to be undertaken in the 1930s was 
a provision of the Banking Act o f 1933 
that allowed national banks to establish 
branches outside the home office city “ sub
ject to the restrictions as to location im
posed by the law o f the State on state 
banks.”

That the federal banking legislation 
adopted in the 1930s went no further than 
this in enlarging branching powers appears 
to be due to the fact that Congress found 
alternative means o f improving the safety 
o f the banking system [10 ]. Most impor
tant by far was the adoption of federal de
posit insurance, which eliminated the in
centive for depositor “ runs” on banks by 
effectively restricting the effects o f an iso
lated bank failure to the stockholders and 
large depositors o f the failed institution. 
Since the Depression, the controversy over 
branching has shifted from the federal to 
the state level. Although few states have 
liberalized their branching laws in the past 
four decades, branching has made spec
tacular gains in those states where it has 
been permitted. Between 1933 and 1973, 
the number of branches in the United States 
increased from 2,780 to 26,251.

Federal Reserve Bank of Chicago
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Issues and evidence
As the political struggle between pro- 

and anti-branching forces has settled into a 
continuing trench warfare, with attrition 
on both sides but no victory in sight for 
either, the issues have been refined and 
crystallized into a few well-defined cate
gories. There has been almost no change in 
the statement o f the issues over the past 30 
years, and but little over the past 50. In 
spite o f their longevity, some issues con
tinue to be presented in a misleading or 
confused manner. In only a tiny minority 
o f cases has sufficient evidence accumu
lated to allow issues to be resolved. In the 
remainder of this article, an attempt is 
made to state the principal issues in the 
controversy over branching as clearly as 
possible and to assess them in the light o f 
both logic and available evidence.

Branch banking and operating efficiency

It is frequently asserted in arguments 
favoring the liberalizing o f branching laws 
that branching would enable banks to 
ach ieve greater operating efficiency. 
Opponents o f branching either deny this 
or, if they concede it, argue that other ad
verse consequences o f branching more than 
outweigh this advantage.

Before launching into a review of ex
isting evidence on the relationship between 
branching and efficiency, it is necessary to 
clarify just what question it is that needs to 
be answered. Failure to do so can lead to 
confusion in both the design of research 
studies and the interpretation of them, and 
often has done so in the past. For example, 
a finding common to the earliest studies of 
the costs o f branching [1, 46] has been 
that for banks producing the same out
put—as measured by total assets, operating 
revenue, number o f accounts, etc.—it is 
cheaper to operate a unit bank than a 
branch bank. However, because of the im

portance banking customers attach to con
venience, a single large unit bank is a poor 
substitute for another bank of the same 
size that operates a number of branches. To 
the customer, the total costs o f doing bank
ing business consist o f the costs of banking 
services at the office where the services are 
available plus the costs o f time, trouble, 
and transportation expense involved in ob
taining them.

In principle, one could measure these 
“ inconvenience costs,”  add them to the in
ternal operating costs o f both branch and 
unit banks, and compare their efficiency 
directly. However, it is difficult to measure 
the dollar value o f nonpecuniary costs in
curred by a great number o f customers 
residing in various locations. A more man
ageable approach is to compare a branch 
bank, not with a unit bank o f the same 
size, but with a collection o f unit banks of 
the same size and producing the same mix 
o f services as the individual offices of the 
branch bank [18, 20, 22, 39]. Because the 
convenience costs associated with the two 
organizational forms would then be iden
tical, their relative efficiency could be de
termined on the basis o f internal operating 
costs alone, for which data are more readily 
available. Moreover, this comparison cor
responds more closely to the public policy 
question that is most often encountered: 
given a determination that a specified loca
tion can support a new banking facility, 
should that facility be a new unit bank or a 
branch o f a larger institution?4

A conceptual difficulty that plagues 
even this comparison is that certain mixes 
o f output that are feasible for a branch are

4 Strictly speaking, even this comparison is not completely valid. Even if unit banking could provide the same total number of banking offices in a given area, it could not provide bank customers the convenience of being able to do business at two or more offices of the same bank.
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not possible for a unit bank. If, for ex
ample, a branch is to be established in a 
rapidly growing residential area where the 
demand for consumer instalment loans and 
residential mortgage loans greatly exceeds 
the supply o f deposits, it may be possible 
for the loans o f that office to greatly ex
ceed its deposits if the shortfall in funds 
can be made up by surpluses at other 
branches o f the same bank. In contrast, a 
unit bank would be bound by its balance 
sheet either to limit its lending to the avail
able supply o f deposited funds or to bor
row outside its immediate area.

On its face, the argument that branch 
banks should enjoy some advantage in 
operating efficiency appears quite plausi
ble. There are a number o f banking opera
tions—personnel management, purchasing, 
investment portfolio management, and gen
eral administration, among others—that 
could well be centralized at the bank’s head 
office [1, 10, 22]. Assuming there are any 
economies o f scale in these functions, the 
result should be lower costs for a branch 
system than for a unit bank. It may also be 
possible to use lower level management per
sonnel to manage branch offices, inasmuch 
as key policy decisions, including credit de
cisions on loans exceeding a specified 
amount, are typically reserved to senior 
loan officers at the bank’s main office. As
suming that the resulting cost savings are 
not completely eaten up by the additional 
costs o f maintaining adequate supervision 
over the branches, this arrangement may re
duce management costs.

The existence o f these alleged econo
mies o f the branch form o f organization is 
disputed by some opponents o f branching 
[3 6 ] . They emphasize the difficulties in
herent in overseeing a large branch network, 
and question the extent to which authority 
and responsibility can safely be delegated to 
branch managers. Clearly, the issue is not a 
purely logical one that can be answered by 
abstract reasoning and argumentation, but 
an empirical question that can be answered
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on ly  by hard evidence. However, repeated 
attempts over the past two decades to collect 
and analyze data in order to resolve the ques
tion once and for all have yielded conflicting 
results. Only through a critical analysis of 
the m e th o d o lo g y  and data used in each 
study can one reach a reasoned conclusion as 
to  the valid ity  o f the results. Even then, 
doubts remain.

Measurement o f efficiency involves re
lating production or output either to the re
sources used to produce it or to the cost of 
those resources. The measures o f output 
used in the earliest studies o f branch and unit 
b a n k  co s ts—the am ount o f  sp ec ified  
“ s to c k s ”  o f  assets as o f a given point in 
time—are not appropriate measures o f out
put. Banking output is a flow o f services over 
time. To be sure, there is likely to be some re- 
lationship  between the size o f the bank’s 
stock o f assets at the end of the year and the 
size o f the flow o f services the bank provides 
during the year. But the correspondence is 
likely to be loose and, more importantly, use 
o f  the stock measure o f output involves a 
systematic bias.

The bias results from the fact that the 
average size o f loan and deposit accounts 
tends to be larger at large banks than at 
small ones. In an output measure such as 
total loans and investments or total assets, 
a $1 million commercial loan will count the 
same as one thousand $1,000 consumer 
instalment loans. However, the actual ser
vice output o f the bank—in terms o f credit 
investigation, decision-making, physical 
processing o f the loan application, collec
tion, recordkeeping, and risk-bearing—will 
be much greater for the 1,000 small con
sumer loans than for the single large com 
mercial loan. Hence, relating costs to un
weighted stocks o f assets as measures of 
output will overstate the efficiency of large 
banks and wholesale-oriented banks relative 
to small or retail-oriented banks.

One approach that overcomes this 
problem is to weight each category o f earn
ing assets by its gross yield. Thus, a dollar
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o f consumer loans would be weighted more 
heavily in the index o f output than would a 
dollar o f commercial loans. Where the 
yields used as weights are the actual yields 
o f the individual bank, the resulting mea
sure o f output is simply the total revenue 
or gross income derived by the bank from 
its lending and investing functions. Though 
solving the weighting problem implicit in 
using stocks o f earning assets as a measure 
o f output, most o f the revenue measures 
suffer from their assumption that all bank
ing output is associated with the asset side 
o f the balance sheet. Actually, the safe
keeping, accounting, liquidity, and pay
ments services rendered in conjunction 
with the administration o f deposit accounts 
are as much a part o f a bank’s output as are 
its lending services.

At least three studies have related 
banking costs to one or another o f the reve
nue measures o f output in order to deter
mine the relationship between total or aver
age costs and size o f bank (as measured by 
output) and type of organization (unit 
bank, branch bank, or member of bank 
holding company). The first o f these [18] 
reported, on the basis o f statistically esti
mated cost functions for member, branch, 
and unit banks in the Fifth and Tenth Fed
eral Reserve Districts, that branch banks 
operate at lower average cost, at most com 
parable levels o f output, than collections of 
unit banks having the same output and 
number o f offices. A later study [44 ], 
which compared the costs o f unit and 
branch banks o f similar size and with simi
lar product mixes, used data on member 
banks in the Seventh Federal Reserve Dis
trict. Its findings on the unit-branch cost 
question are inconclusive. The most recent 
such study [3 9 ], based on data for all in
sured commercial banks in the First, Sec
ond, and Third Federal Reserve Districts, 
reported that only branch banks with $5 to 
$24.99 million in assets, fewer than four 
offices, and whose output was in the upper 
part o f  the range for banks in this asset size
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class were more efficient than an equivalent 
collection o f unit banks. Branch banks in 
the $25 to $99.99 million asset size class 
are less efficient, and results for the $100 
million and over class were inconclusive.

A somewhat different approach to 
measuring banking output was taken in 
several other studies [5, 6, 37, 39]. Rather 
than attempting to find a single index of 
output for the whole bank, these studies 
disaggregated banks into their component 
functions or services—demand deposits, 
time deposits, capital and industrial lend
ing, instalment lending, real estate lending, 
and safe deposit—and related the costs o f 
providing each service to a physical mea
sure o f output for each function, usually 
the number of accounts serviced. This was 
made possible by use o f data from the Fed
eral Reserve Functional Cost Analysis Pro
gram, a standardized cost accounting pro
gram, for small banks. The total costs for a 
bank with any given mix o f output could 
then be found by substituting the output 
o f each service into the cost equation for 
the corresponding bank function, calculat
ing its cost, and then adding the costs for 
all the functions.

Again, the results were mixed. Al
though the studies using the functional cost 
approach reported the usual finding that 
branch banks have higher costs than unit 
banks producing the same output, the results 
o f comparisons o f branch bank costs with 
those o f a collection o f unit banks were 
found to depend on the particular sizes of 
the branches being compared and their out
put mix. This is primarily a consequence of 
the fact that the existence and extent of 
economies o f scale (declines in unit costs as 
output increases) differ greatly among the 
functions. For example, the most recent 
and sop h istica ted  o f  these studies 
[3 7 ]—which, however, dealt only with the 
demand deposit function—concluded that 
“ branch banks which have large offices 
which cater to customers with small ac
counts are more efficient than similar unit
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Branch banking in the Seventh District

Illinois

The only concessions Illinois law has made 
to branch banking have been a 1967 amendment 
that permitted the establishment of a single 
drive-in facility not more than 1500 feet from 
the main premises of the bank, and the 1973 
Foreign Banking Office Act that permits foreign 
banks to open one office in the downtown busi
ness district of Chicago. On December 31, 1.973, 
there were 175 drive-in facilities in the state and 
ap p lication s had been received for seven 
branches of foreign banks. Illinois law prohibits 
multibank holding companies.

In 1973, the Illinois Bankers Association 
split over a resolution reaffirming the associa
tion’s continued opposition to branch banking. 
Some members, primarily large banks in Chicago 
and in larger cities downstate, withdrew from 
the association and supported a bill that would 
have permitted branching in the home office 
county.
Indiana

In Indiana, branches may be established 
within the home office county but not within 
one-quarter mile of an existing bank or trust 
company. Home office protection is conditioned 
on the population of the county and the number 
of cities of a given size in the county. For each 
branch opened, a bank must have at least 
$200,000 in capital and surplus. At year-end 
1973, there were 777 branches in the state. Sev
eral bills to permit branching in contiguous coun
ties have been defeated in recent years, as has a 
proposal to permit multibank holdingcompanies.
Iowa

Banks in Iowa may open offices that pro
vide all banking services, but records must be 
maintained at the home office. Offices may be 
established only in the home office county and 
in the counties contiguous to it, but only in un
incorporated areas in which no bank or banking 
office is already located. The number of offices 
that may be established within the municipal 
corporation or urban complex in which the 
home office is located varies with the population

of the area. At year-end 1973, there were 369 
such offices.

Iowa permits multibank holding compan
ies. However, under a 1972 law, the maximum 
proportion of state commercial bank deposits 
that any holding company may control is 8 per
cent. At year-end 1973, there were eight multi
bank holding companies that controlled 52 banks 
in the state.
Michigan

With the exception of Michigan National 
Bank, which was permitted to retain one office 
in each of several cities when the branching law 
was revised in 1945, banks may establish 
branches only within the home office county, 
within a 25-mile radius of the home office, or in 
a contiguous county at a distance greater than 
25 miles if that county has no bank. A home 
office protection clause specifies that branches 
may be established only in the home office city 
or village or in a city or village in which no bank 
or branch is in operation. At year-end 1973, 
there were 1,400 branches in the state.

Michigan’s banking law was revised in 
1960 to permit corporate ownership of bank 
stock. By year-end 1973, ten holding companies 
controlling 48 banks had been established.
Wisconsin

Prior to 1968, the only full service 
branches permitted in Wisconsin were those al
lowed to continue to operate under a grand
father clause in a 1947 act that prohibited 
branching. Limited service offices were per
mitted in towns having no other banking facili
ties. Since 1968, banks have been permitted to 
establish branches in the home office county, or 
in municipalities with no bank or branch that 
are located in contiguous counties within 25 
miles from the home office. Branches may not 
be closer than three miles from an existing bank 
or branch. At year-end 1973, there were 309 
branches in the state.

W isconsin has perm itted multibank 
holding companies for many years and at year- 
end 1973, 24 holding companies controlled 128 
banks in the state.
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banks, while unit banks which have small o f
fices and cater to customers with large ac
counts are more efficient than similar branch 
banks.”  This is valuable information, but it 
does not settle the branch-unit cost question 
once and for all.

Availability of banking facilities

An indirect measure of the relative 
operating efficiency o f branch and unit 
banks, as well as an important dimension of 
their service to the public, is the accessi
bility o f banking facilities that each form 
o f  organization provides. Other things 
being equal, it would clearly be desirable to 
have more banking offices than fewer and 
to have them so located as to provide the 
greatest convenience to the largest number 
o f bank customers. In the absence o f legal 
restraints on entry, the availability o f bank
ing offices under unit and branch banking 
gives an indication o f their relative eff
iciency in the following sense: if the mini
mum size banking office consistent with 
profitable operation is smaller under one 
form o f banking organization than another, 
this should be reflected in a larger number 
o f offices under that form o f organization.

It has often been argued that because 
branches need not provide all the services 
o f a unit bank or perform such overhead
generating functions as personnel admini
stration, accounting, investment portfolio 
management, and commercial lending, they 
can operate profitably in locations where 
the character and volume of business could 
not support a unit bank. As a consequence, 
branching has often been proposed as the 
solution to the problem of inadequate 
banking facilities in rural areas and small 
towns [41, 52].

A common procedure of studies at
tempting to determine the relative availabil
ity o f banking facilities in unit and branch 
banking states is to classify the states by 
their branching status—according to either 
their current laws or prevalent form o f or
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ganization—and then to compare the popu
lation per banking office o f the states in 
each classification [3, 10]. A fundamental 
shortcoming o f this approach is that it does 
not isolate the effect o f branching laws 
from that o f other factors, such as income, 
the level o f economic activity, and the 
liberality o f state bank chartering policy.

Several studies have used the state as 
the unit o f observation but have used mul
tiple regression analysis to isolate the ef
fects o f these other variables [27, 33, 34]. 
They have yielded mixed results, partly be
cause they have not adequately accounted 
for the most important variables other than 
branching status that affect population per 
banking office—the geographical distri
bution and density of population. The 
denser the population, the fewer offices 
needed to provide any given level o f con
venience in terms o f the average distance 
traveled by customers.

Indeed, the fact that distance traveled 
may reasonably be accepted as the primary 
convenience cost in the mind of the cus
tomer calls into question the use o f popu
lation per banking office (or its reciprocal, 
the ratio o f banking offices to population) 
as a measure o f banking convenience. In 
and o f itself, population per banking office 
affects customer convenience only insofar 
as it is related to congestion or impersonal 
treatment. It is a poor proxy even for these 
aspects o f convenience, because congestion 
and courtesy depend not simply on popu
lation per office, but also on the physical 
size o f the banking facility and the quality 
and quantity o f personnel employed to 
serve customers.

Area per banking office, which gives 
some indication o f the average distance cus
tomers must travel for banking services, is a 
better measure [15 ]. However, it is also af
fected by population distribution and den
sity. In general, the greater the propor
tion o f a state’s population that is con
centrated in a few urban centers and the 
smaller the area outside such centers, the
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greater the population per banking office 
and the smaller the area per banking office. 
In order to separate the effects o f branch
ing laws from population dispersion, several 
studies have disaggregated states into small
er units—either towns, counties, or other 
political subdivisions that are more hom o
geneous in terms o f population density— 
and compared the number o f banking o f
fices in units o f similar population in 
branch and unit states [22, 24, 46, 58].

These studies tend to support the con
tention that branch banking provides a 
greater number o f banking offices than unit 
banking. Surprisingly, however, the advan
tage appears to be limited to towns and 
metropolitan areas with populations of 
more than 7,500. In cities with populations 
of more than 25,000, the advantage is 
pronounced, with the area per banking o f
fice in branching states only about half that 
in unit banking states [15 ]. In smaller 
towns and villages—those usually expected 
to benefit most from expanded branch
ing—the average number o f banking offices 
differs little between branch and unit bank
ing states [24 ].

Thus, the weight o f the evidence sug
gests that branching does result in greater 
convenience to bank customers, as mea
sured by the number o f banking offices. 
This fact suggests, although it does not 
prove conclusively, the existence o f oper
ating economies related to branching.

Competition

One o f the most commonly offered 
justifications for statutory restrictions on 
branch banking is that the restrictions pro- 
vide protection against the effects o f 
branch banking on the “ concentration o f 
banking resources” and promote healthy 
competition between banks. Before exam
ining the validity o f this contention, it is 
necessary to clarify a number o f concepts 
that have not always been used with pre
cision in discussions o f branch banking.
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Concentration is a term used by econ
omists to describe a situation where the 
ownership o f a large proportion o f an in
dustry’s assets—or total sales or some other 
measure o f output or capacity—resides with 
relatively few sellers. For a given number of 
sellers, an increase in concentration implies 
a more unequal distribution o f assets or 
sales. In most cases, however, increases in 
concentration are accompanied by a re
duction in the number o f sellers.

When concentration occurs in a well- 
defined market—i.e., an area encompassing 
all those sellers whose actions have a signifi
cant direct or indirect effect on the sales of 
each other but excluding sellers whose 
actions have little or no effect—it is reason
able to expect, and considerable evidence 
suggests, that competition may be less in
tense than it would be in a less concen
trated market. The reason: because each of 
the large sellers controls a significant share 
o f the market, a price change or other 
action by any one o f them produces a per
ceptible effect on the sales and profits of 
its major rivals. A change by one seller that 
produces adverse effects on the sales and 
profits o f others is likely to be followed by 
retaliation; e.g., the other sellers may 
match a price cut initiated by the first 
seller. Knowing this, perhaps through past 
experience, the first seller is less inclined to 
undertake such a change than he would be 
if he were certain no retaliation would be 
forthcoming. The mutual recognition of 
this interdependence by the largest sellers is 
the essence o f the market situation known 
as o lig op o ly —and most local banking 
markets could be characterized as oligo
polies. At the extreme, it is conceivable 
that the sellers in the market could behave 
in such a fashion that prices, quality o f 
product, etc. would be the same as under a 
simple monopoly—i.e., they would behave 
so as to maximize their joint profits.

Several im portan t qualifications 
should be noted regarding the hypothesized 
relationship between concentration and
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competition. For one thing, the outcome in 
individual cases cannot be predicted with 
certainty. The attainment of maximum 
joint profits requires that all sellers practice 
restraint in their competitive behavior. If 
some sellers believe they have more to gain 
by lowering prices to win a larger share o f 
total industry profits—even if the total is 
thereby reduced—they will do so. Second, 
there is no presumption that the relation
ship between concentration and competi
tive behavior is continuous over all levels of 
concentration. It is possible that concen
tration must exceed some critical level 
before pricing behavior ceases to be com 
petitive and approaches that o f a mono
poly. Evidence on this point, though less 
than conclusive, suggests that this is true.

Finally, the degree o f concentration in 
the market will have little or no effect on 
competitive behavior if entry into the mar
ket is easy. Under such conditions, any in
crease in prices w ill attract new sellers, 
w hose add ition al output will reduce the 
p rice  to a competitive level. However, be
cause entry into banking is restricted by stat
ute and regulation, concentration would be 
e x p ected  to  affect competitive behavior. 
This conclusion is partially vitiated by the 
fact that various types o f nonbank financial 
institutions can perform many bank services 
and enjoy relatively free entry.

Opponents o f liberalized branching 
say that branch banking almost invariably 
leads to increased concentration, and they 
conclude from this that branching results in 
a reduction in competition leading to 
higher prices and poorer service for the 
public. The assertion that branching leads 
to higher concentration usually is based on 
observations at the statewide or national 
level [2 5 ]. Indeed, it is clear that the share 
o f total state banking assets or deposits 
held by the five largest banking institutions 
is greatest in statewide branching states, 
followed in turn by limited branching 
states and unit banking states. New Jersey 
and Virginia experienced rapid increases in
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concentration at the statewide level follow
ing liberalization o f their branching laws 
[49 ]. Similarly, it is true that concen
tration in countries having nationwide 
branching is vastly greater than in the 
United States.

It is not clear, however, that the state 
constitutes a distinct geographical market 
for any class o f customers or type of bank
ing service. It is widely acknowledged that 
most individuals and many small businesses 
are restricted in their banking alternatives, 
particularly for borrowing, to institutions 
in their immediate vicinity. Their market, 
as small as a village or as large as a standard 
metropolitan statistical area (SMSA), will 
seldom be as large as the entire state. On 
the other hand, larger firms are not re
stricted by state boundaries and may be 
able to borrow anywhere within a broad 
region or even throughout'the country.

Given the large number o f alternatives 
that are always open to borrowers whose 
size and reputation enable them to borrow 
anywhere in the country, it is most impor
tant that the closest scrutiny o f the concen- 
tration/competition issue be directed to 
lo ca l m arkets. Here the relationship 
between branching and concentration is 
much more difficult to discern. Many past 
studies have shown that banking concen
tration at the SMSA level closely reflects 
the degree o f concentration at the state
wide level. Among the findings were these: 
SMSAs in branching states have higher 
deposit concentrations than SMSAs in unit 
banking states [2 0 ]; in recent years, con
centration increased in SMSAs in branching 
states and declined in SMSAs in unit bank
ing states, and the number o f banks in 
SMSAs in branching states declined while 
the number o f banks in SMSAs in unit 
banking states showed more increases than 
declines [15 ]. If SMSAs are reasonable ap
proximations o f local banking markets, 
then there are grounds for concluding that 
branching is conducive to anticompetitive 
changes in bank market structure.
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Some doubt has been cast on this con
clusion by the results o f a study of changes 
in local banking markets in New York and 
Virginia after those two states liberalized 
their branch and holding company laws in 
1960 and 1962 [49 ]. Both states revised 
their laws to permit statewide holding com 
panies and to enlarge the area within which 
banks could branch. New York’s six SMS As 
experienced a net decline of ten banking 
organizations. However, four o f the six 
SMSAs experienced declines in deposit con
centration. Four of Virginia’s five SMSAs 
experienced either an increase or no change 
in the number o f banking organizations, 
while the direction and magnitude o f the 
change in concentration depends on how 
concentration is measured. While the de
posit share of the largest banking organi
zation in four o f the five Virginia SMSAs 
declined, the deposit share o f the four 
largest banking organizations increased in 
three SMSAs and declined in two.

Thus, there is some ambiguity con
cerning the effect o f branching and holding 
company laws on the structure of local 
banking markets. In all likelihood, the rela
tively minor changes in concentration in 
SMSAs in New York and Virginia reflect 
the increasingly procompetitive stance of 
the Federal Reserve System and other 
banking agencies since the Bank Merger Act 
was enacted in 1960. The Federal Reserve 
generally has denied applications for merg
ers that would result in large increases in 
concentration in local markets.

However, even in those states where 
liberal branching laws have led to levels o f 
concentration in SMSAs that are substan
tially higher than the levels in unit banking 
states, there is reason to question whether 
the resulting market structures are less con
ducive to competition. They may not be if 
the markets for specific banking services 
are smaller than the entire SMSA. Some 
bank customers, particularly those who 
commute to the central business district o f 
an SMSA, may have a wide choice o f
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banks. But others may be more restricted. 
To the extent this is true, the number of 
banks in the SMSA can greatly overstate 
the number of alternatives available to any 
given individual or small business customer.

Little research has been done on the 
number o f banking alternatives available in 
smaller areas within the SMSAs. One of the 
few exceptions is a 1967 study of the Phila
delphia SMSA [21 ]. Between 1946 and 
1966, the four-county core o f the Phila
delph ia  SMSA underwent a dramatic 
change in its banking structure, with the 
total number of commercial banks de
clining from 115 to 38. The proportion of 
deposits controlled by the largest four 
banks increased from 23 percent in 1947 to 
69 percent in 1962. According to the most 
commonly used structural criteria, the mar
ket should have become less competitive.

However, if one looks at what oc
curred in each of 38 districts into which 
the four-county area had been divided for 
purposes o f a survey of local retail trading 
areas, the picture is quite different. In 
addition to a great deal o f merger activity, 
the Philadelphia area experienced an enor
mous expansion o f branch facilities during 
the 1946-66 period. The net result was that 
the number o f banks represented in 26 of 
the 38 districts increased. In nine districts, 
the number declined and in three it was 
unchanged. For all districts taken together, 
the average number o f banks per district 
increased from 3.8 in 1946 to 5.1 in 1966. 
Thus, even in an SMSA undergoing a mas
sive consolidation process, the number of 
banks conveniently available to the cus
tomers with the most restricted number of 
banking alternatives increased under a per
missive branching law.

Still another reservation that must be 
appended to the conclusion that branching 
increases concentration arises from evi
dence that SMSAs in branching states are 
more closely integrated markets than those 
in unit banking states. That is to say, the 
effects o f competitive actions by one bank
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in a branching SMSA are more evenly dis
tributed throughout the SMSA. There are 
two reasons for this. First, as has been men
tioned, banks are represented by physical 
facilities throughout the SMSA. Secondly, 
the threat o f new entry via branching 
makes it more difficult for a bank located 
in one area o f the SMSA to pursue policies 
without regard for what other banks are 
doing, irrespective o f the number o f com 
petitors in its immediate locality.

The evidence that branching tends to 
integrate SMSAs into homogeneous bank
ing markets consists primarily o f data in
dicating that the interbank variation in 
prices o f banking services is less in SMSAs 
in branching states than in SMSAs of simi
lar size in unit banking states. Moreover, in 
SMSAs in which branching is permitted, 
the prices o f banking services in the sub
urbs are not significantly different from 
those in the central city, while in the 
largest unit banking SMSAs there are signi
ficant differences [14, 46]. It appears that 
in large unit banking SMSAs, in contrast to 
SMSAs in states permitting branching, the 
intensity o f banking competition within 
areas smaller than the entire SMSA can 
vary from area to area. Consequently, tradi
tional measures o f banking structure for 
the entire SMSA—e.g., total number of 
banks or concentration ratios—may over
state the degree of competition in unit 
banking SMSAs.

Because the expressed rationale for 
much o f the opposition to branching is the 
fear that it will lead to a reduction in com 
petition [25, 36 ], it is interesting to evalu
ate the efficacy o f existing branching re
strictions in maintaining a banking struc
ture conducive to competition. Most state 
restrictions on branching take the form 
either o f outright prohibition or a limita
tion on the area within which a bank may 
establish branches. Other branching re
strictions include “ home office protec
tion,”  which requires new branches to be 
established outside the limits o f cities in
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which the home office o f an existing bank 
is located, or at a certain distance from 
offices o f existing branches; restrictions on 
the activities in which branches may 
engage, often including a prohibition on 
m aking loans; and requirements that 
branching beyond certain boundaries be by 
merger rather than de novo.

Although such measures obviously 
constrain the growth o f banks in terms of 
absolute size, their effect on local banking 
markets is less clear. Limiting a bank’s ex
pansion to a county or to an area defined 
in terms o f distance from the home office 
gives it an incentive to saturate that area 
with banking offices to preempt additional 
entry. Such restrictions assure that what
ever expansion banks do undertake will add 
to concentration in the local market.

For SMSAs in the same population 
size class, concentration tends to be higher 
in SMSAs in statewide branching states 
than in SMSAs in limited branching states, 
but recent data indicate that this relation
ship is being altered over time. Not only are 
differences in concentration in statewide 
and limited branching states becoming 
smaller, but in the two smallest population 
size classes (up to 499,999) used in the 
comparison, concentration in SMSAs in 
statewide branching states is now insignifi
can tly  different from that in limited 
branching states. Computer simulation stud
ies used to predict the evolution of state 
banking structures in the future under dif
ferent legal and regulatory assumptions also 
suggest that statewide branching may reduce 
concentration in local markets [29, 40].

The explanation for the declining con
centration in statewide branching states 
relative to limited branching states is 
obvious. Although banks in statewide 
branching states tend to be larger than 
those in limited branching states, much of 
their growth occurs through entry into new 
local markets. Clearly, the direct effect of 
such entry by outside banks is to lower 
local concentration. Moreover, local banks
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desiring to open additional offices are not 
confined to their local market. For reasons 
o f risk diversification or simply because 
they see more profitable opportunities else
where, local banks too will be likely to 
channel some o f their growth into other 
markets. This is precisely what occurred in 
Virginia after it adopted statewide branch
ing in 1962, although the deconcentration 
o f local markets was limited by the restric
tion that branching outside the home office 
county be through merger only [49 ].

Prices of banking services

The aspects o f the banking business 
that are o f concern to the public are the 
availability, the quality, and the prices o f 
the banking services they use. Although the 
relationship between bank market structure 
and the prices o f banking services has been 
investigated in a number o f studies, some 
have not adequately separated the influ
ence o f branching from those o f concen
tration or other measures o f market struc
ture, and o f other factors, such as risk, re
gional differences in growth rates, etc. Of 
course, to the extent that differences in 
market concentration are themselves func
tionally related to differences in branching 
restrictions, it would lead to faulty policy 
conclusions to treat the effects o f branch
ing and concentration as though they were 
wholly independent influences on bank 
performance. On the other hand, much of 
the effect o f branching on concentration is 
due to the particular features o f existing 
branching laws, and is not inherent in 
branching per se.

The confusion that often results from 
failure to make this distinction suggests the 
necessity o f identifying the precise chan
nels—and the directional flows o f the in
fluence within each channel—through which 
branching might affect the prices o f bank
ing services. There are at least five distin
guishable channels through which branching 
might affect the prices o f banking services.
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The first o f these channels is the ef
fect o f branch banking on the concen
tration o f resources. Its importance de
pends to a great extent on the nature of 
existing branching restrictions and the regu
latory criteria by which applications for 
branching permits are judged.

Second, branching might affect the 
pricing policies o f banks desiring to exclude 
new competition from their markets by 
facilitating potential entry into those mar
kets. In a state without geographical 
branching restrictions or home office pro
tection, the possibility that a branch bank 
can enter any market de novo can have a 
powerful effect on the pricing o f banking 
services—even in one-bank towns.

Third, branching may affect the prices 
o f banking services through its effect on 
the internal operating efficiency of banks. 
It is clear that any significant differences in 
operating costs between branch and unit 
banks could have a profound effect on the 
pricing o f banking services, whatever the 
competitive environment they face.

Fourth, branching may affect the 
prices o f banking services by reducing the 
costs o f information, transaction costs, and 
other impediments to the allocation of 
funds to their most profitable uses among 
geographically separated banking offices.

Finally, by reducing the risks asso
ciated with lending through geographical 
diversification and by reducing the amount 
o f liquid assets a bank must keep on hand 
to meet deposit withdrawals, branching 
may affect the interest rates on loans. 
Branching enables a bank to make loans to 
a wide variety o f borrowers in widely sepa
rate locations and reduces the bank’s vul
nerability to loan losses resulting from local 
economic difficulties. Similarly, branching 
permits shifting vault cash to any office in 
the system, and reduces variability in de
posits because of a greater number o f de
positors. In combination, these factors may 
reduce the amount of assets a branch bank 
needs to keep in liquid form and thereby
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enable it to make more loans.
The relative importance o f each of 

these influences on the pricing behavior o f 
banks is difficult to determine—and their 
net effect is correspondingly difficult to 
predict. Nevertheless, keeping them in 
mind may help one better understand the 
mixed or contradictory results o f many 
studies o f the effects of branching on 
pricing behavior.

Interest rates on commercial loans.
One of the earliest systematic studies o f 
pricing policies o f branch and unit banks 
compared data on unsecured commercial 
loans in several loan-size and borrower-size 
categories from 34 banks in seven New 
England cities in which a unit bank com 
peted with a branch o f a large bank [22 ]. 
In more than three-fourths o f the compari
sons, the unit bank charged a lower rate; in 
three comparisons, the rates were equal. 
Because the interest rate data for each 
branch bank were averages o f rates charged 
by the bank at all offices, the validity of 
the study depends heavily on the assump
tion—usually found to be true—that each 
branch o f the same bank charges identical 
rates. Nevertheless, the one-sidedness o f the 
results is striking. The problem of dis
tinguishing a separate effect due to concen
tration was circumvented by comparing 
branch and unit banks in the same city and 
presumably subject to the same market 
forces.

However, the findings of the New 
England study were contradicted by a 
study o f banks in New York state [30 ]. In 
New York City, it was found that large 
branch banks charged the lowest rates on 
unsecured small business loans. Outside 
New York City, branch banks generally 
charged lower rates than unit banks. Al
though the relatively low rates charged in 
New York City probably reflect the highly 
competitive nature of the market—a con
dition only tenuously related to the extent 
o f branching there—the differences be
tween branch and unit rates outside New
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York City cannot be explained in terms of 
different degrees o f competition. The find
ing that branch banks charge lower rates on 
unsecured small business loans was cor
roborated by the results o f two studies of 
changes in rates following the acquisition 
o f unit banks by branch systems [24, 30]. 
In each study, it was found that although 
rates were unchanged following most mer
gers, the number o f reductions greatly ex
ceeded the number o f increases.

Taken at face value, the reported find
ings suggest that branch banks tend to 
charge lower rates on unsecured small busi
ness loans. However, two severe quali
fications o f this conclusion should be 
noted. First, branch banks tend to require 
higher compensating balances and to en
force them more strictly. Indeed, it was re
ported in the New York study that in 
almost all cases in which compensating bal
ance requirements were changed after the 
absorption o f a unit bank by a branching 
system, they were increased [30 ]. To some 
extent, at least, this would offset the lower 
nominal rates. Secondly, it has been found 
that branch banks typically charge similar 
rates at each o f their offices, partly as a 
m atter o f  administrative convenience, 
partly to avoid customer charges of dis
crimination [22 ]. Inasmuch as many of the 
mergers in the two studies were acquisi
tions o f rural or suburban banks by banks 
in metropolitan areas, the reductions in 
rates simply may have reflected an exten
sion o f the lower rates prevailing in highly 
competitive metropolitan markets to banks 
in more isolated and less competitive mar
kets, rather than any inherent advantage of 
branch banks.

Much o f the decline in business loan 
rates in Nassau County, following the open
ing o f that county to branches of New 
York City banks in 1961, can be explained 
by the “ ripple effect”  o f the opening of 
new branches by banks maintaining uni
form rates at all their branches. The re
duction in local market concentration
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brought about by the establishment o f de 
novo branches by banks previously unrep
resented in the market probably also 
played a part.

Interest rates on mortgage loans. Such 
evidence as ex ists indicates that branch 
banks tend to charge lower interest rates on 
mortgage loans than unit banks in the same 
states [24, 30]. As in the case o f unsecured 
business loan rates, it also has been found 
that mortgage rates were lowered in most 
cases after a unit bank was acquired and con
verted into a branch o f a larger bank. This 
was the case following entry of New York 
City banks into Nassau County by branching 
[3 8 ] . Other terms on mortgage loans, in
cluding maturities and maximum amounts, 
also were generally liberalized following con
version of a unit bank to a branch.

Rates on consumer instalment loans. It 
is often asserted that branch banks are better 
suited than unit banks for rendering 
“ retail”  banking services. Able to establish 
numerous, conveniently located offices to 
provide the basic lending and deposit ser
v ices, while retaining such specialized 
“ wholesale” banking services as corporate 
trusts, commercial lending, and the issu
ance of large certificates o f deposit as home 
office functions, branch banks are believed 
to compete more aggressively for consumer 
loans. The evidence generally supports this 
view, although it is less clear-cut than one 
might suppose. According to the studies al
ready cited, branch banks tended to charge 
lower interest rates on unsecured instal
ment loans than unit banks, and the rates 
on such loans were usually reduced after a 
unit bank was converted into a branch. 
However, in the case of new car loans, great 
variations in rates were reported, with unit 
banks most frequently reporting lower 
rates [30 ].

Interest rates on time deposits. Evi
dence available on the interest rates paid on 
time and savings deposits by branch and 
unit banks is not definitive. The findings 
suggest that unit banks in branch banking
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SMSAs pay higher rates than branch banks 
of the same size, and it has been suggested 
that the higher rates paid by these unit 
banks are a means of overcoming the con
venience disadvantage o f having only one 
office [20 ]. This is plausible and is con
sistent with the finding in a study of de
posit interest rate ceilings that banks con
strained from raising interest rates on de
posits will try to compete by establishing 
additional branches [27 ]. It should be 
pointed out, however, that unit banks pay 
higher rates than branch banks only within 
the same deposit-size classes. But there is a 
pronounced relationship between interest 
rates on time deposits and size o f bank, and 
branch banks tend to be considerably larger 
[20 ]. On the other hand, the time deposit 
rates used in these studies are average ef
fective rates calculated by dividing total in
terest on time deposits by total time de
posits. They therefore reflect not only dif
ferences in rates paid on similar accounts, 
but also the difference in account sizes o f 
banks o f different sizes.

Differing results are the product of 
studies seeking to determine whether unit 
banks in unit-banking SMSAs generally pay 
higher rates than unit banks in branch
banking SMSAs. It appears that the time 
deposit rates paid by unit banks in branch- 
-banking SMSAs more closely resemble the 
rates paid by unit banks in unit-banking 
areas than the rates paid by the branch 
banks against which they are competing 
[14, 24]. Particularly in view o f the func
tional relationship between branching and 
bank size, existing evidence does not pro
vide a firm basis for evaluating the effects 
o f branching on time deposit rates.

Service charges on demand deposits. 
The most firmly established generalization 
that has emerged from recent empirical 
studies is that branch banks tend to have 
higher service charges on demand deposits 
than do unit banks. Branch banks impose 
higher service charges than unit banks com 
peting in the same market [24, 3 0 ]; con
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version o f a unit bank to a branch bank is 
usually followed by an increase in service 
charges; the entry o f New York City banks 
into Nassau County by de novo branching 
induced most local unit banks to increase 
their service charges [38 ].

Less intense competition attributable 
to the higher concentration associated with 
branch banking is one explanation that has 
been offered for the higher service charges 
imposed by branch banks. If this were true, 
however, it should show up in the other 
prices charged by branch banks and this 
does not appear to be the case. Another 
possible explanation is that branch banks 
have a better knowledge of their costs than 
unit banks, and branch banks, therefore, 
price demand deposit services to cover their 
full costs. This is a possibility, but it is not 
clear why it should be true. An explanation 
that was offered some years ago argued 
that processing checking accounts was a 
largely manual operation and that eco
nomies o f large output were difficult to 
achieve in this operation [20 ]. But sub
sequent studies using data from the Federal 
Reserve Functional Cost Analysis Program 
have shown this to be false.

An a lternative explanation that, 
though consistent with most o f the evi
dence, needs further testing is that branch
ing generally produces a more competitive 
environment in which most banking ser
vices are priced at or near their marginal 
costs. That being the case, branch banks are 
unable to maintain service charges that 
cover only a small portion of checking ac
count processing costs, as many unit banks 
in isolated markets are wont to do. The 
question warrants further research.

Lending policies and mobility of funds

One o f the most emotional contro
versies surrounding branch banking has to 
do with how branch banks allocate their 
funds. At issue are both a question of fact 
and a value judgment. The question o f fact
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has to do with whether branch banks shift 
funds from one branch to another, or from 
branches to the home office, in order to 
increase profits. The value judgment has to 
do with whether branch banks should do 
this.

For years, opponents o f branch bank
ing have argued that branch banks estab
lished branches simply for the purpose of 
gathering deposits—that they “ siphoned” 
funds from residential areas and rural 
towns for the purpose o f providing credit 
to the bank’s large corporate customers 
[25, 27, 36]. Moreover, even to the extent 
that they lend through their branches, 
branch banks are alleged to apply imper
sonal credit standards that give little weight 
to the applicant’s character or to any con
sideration other than collateral. The result 
is that depositors’ funds, instead of being 
made available to aid the development of 
their own communities, are funneled to the 
large cities. One alleged result is chronically 
depressed economic conditions in rural 
areas. Though originally argued by some 
farm organizations and independent bank
ers, this complaint has been taken up in 
recent years by consumer groups.

First, the question of fact. It has been 
established that branch banks operate some 
branches as net deposit-gathering offices, 
while other offices are primarily lending 
outlets. Two separate studies confirm this 
by showing great variations in loan-to- 
deposit ratios among the branches of a 
large California bank [28] and among 
branch banks in New York state [32]. 
Some branches were found to have much 
lower loan-to-deposit ratios than any unit 
bank in the studies, while others had ratios 
much higher than any unit bank. Moreover, 
earlier studies in New England and New 
York state [22, 30] both reported that 
branch banks were less active than unit 
banks in making unsecured business loans.

On the other hand, virtually every 
study o f branch bank lending has shown 
that, overall, branch banks have con
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siderably higher loan-to-deposit ratios than 
unit banks [2, 14, 22, 24, 28, 30, 46, 56]. 
In the California study, this was found to 
be true o f the branches alone, even without 
taking into account the ratio for the home 
office [28 ]. The New York state study 
found that out-of-town branches tended to 
have lower loan-to-deposit ratios than unit 
banks in the same area, but that the differ
ences were not significant [3 2 ]. An earlier 
New York state study indicated that the 
out-of-town branches of larger banks had 
higher loan-to-deposit ratios than the bank 
as a whole [30 ]. Moreover, after most ac
quisitions o f unit banks by branch banks, 
both the dollar volume o f loans and the 
loan-to-deposit ratio o f the acquired office 
increased. In short, while there is evidence 
that the deposits o f some communities are 
used to make loans in other communities 
under branch banking, there is no evidence
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that communities other than the home o f
fice city o f the branch bank experience 
“ siphoning” in the aggregate.

Less can be said o f the value judgment 
regarding the desirability o f siphoning. How
ever, it should be remembered that the in
terests o f borrowers and depositors in a com
m unity need not coincide. The depositor 
may be interested in the highest possible 
yield on his deposits, the borrower in getting 
loans at a favorable rate. Clearly, economic 
efficiency, in the sense o f maximizing soci
ety’s total production of goods and services, 
would be served by allocating funds to where 
they earn the highest return. Nevertheless, it 
may be legitimate to object to siphoning on 
the grounds o f distributional equity or—if 
this could be shown to be the case—because 
siphoning contributes to an undesirable con
centration o f resources in particular markets 
or in the economy as a whole.

Federal Reserve Bank of Chicago

Conclusions
On the basis o f the broad range o f evi

dence surveyed in this article, it would ap
pear that branch banking is associated with 
a number o f positive results in terms o f 
availability o f banking facilities and prices 
o f banking services. Although the evidence 
on relative operating efficiency o f branch 
and unit banks is not conclusive, inef
ficiency, o f itself, is not a sufficient reason 
to prohibit one form o f banking or the 
other. The discipline o f the marketplace 
should  be relied  upon to eliminate 
inefficient firms.

Unless accompanied by safeguards 
against excessive concentration in local 
markets, however, the adoption o f branch 
banking could prove to be a costly mistake 
from the standpoint o f the public. Aside 
from the need for vigilance on the part o f 
state and federal banking agencies in ap
proving mergers and branching permits, 
there is a need for care in designing geo
graphical restrictions on branching.

Ironically, the major criticism o f exist
ing geographical restrictions on branching 
has not been that they lead to concen
tration in local markets but rather that the 
county boundaries specified in most state 
branching statutes do not correspond with 
the realities o f local banking markets. Such 
markets may cut across county, or even 
state, boundaries. They may or may not 
coincide with branching areas defined by a 
specified radius from the home office. The 
large discrepancies between political and 
economic boundaries have led to a number 
o f proposals to make the areas within 
which banks are free to branch correspond 
more closely to local banking markets, 
either by dividing the state into a number 
o f banking districts approximating trade 
areas or simply by relaxing present restric
tions to allow branching within a larger 
area [4, 13].

Despite the near universality o f this 
approach, it is based on the apparently un
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questioned assumption that the area within 
which branching is permissible should coin
cide with the local banking market. An al
ternative approach to branching regulation 
that would appear to better serve the ends 
o f preserving competition in banking and in 
limiting the dominance o f one or a few in
stitutions would be to restrict the number 
o f branches a bank might have within a 
given area—say, a township, county, or 
other political subdivision, or an area o f a 
given number o f square miles—but not to 
restrict the areas within which banks might 
establish branches. The number o f offices 
that a bank could open within each such 
given area might be related to the popu
lation o f the area or some measure o f its 
economic activity, or might be limited to 
some percentage o f total banking offices in 
the area.

Such an approach would effectively 
preclude a bank from achieving a monop
oly position by anticipating areas o f growth 
and preempting profitable locations for 
banking offices in a local market. It would 
encourage banks, instead, to expand by 
branching outside the immediate vicinity of 
their home office, thereby tending to re
duce local market concentration elsewhere. 
Finally, because it would not put an arbi
trary upper limit on the overall growth o f 
the bank, it would not stifle initiative or 
frustrate the desire to expand. Thus, it 
should be compatible with the achievement 
o f all important economies of scale in 
banking.

That such an approach to branching 
regulation has rarely been suggested [43]
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and never adopted suggests that main
taining competition is not the real goal 
underlying branching restrictions. Other 
goals served by existing branching restric
tions that, in whole or in part, may conflict 
with the encouragement of competition are 
the desire to restrict the absolute size o f 
banks in order to limit their political in
fluence, and the desire to protect existing 
institutions from direct rivalry with com 
petitors that are either more efficient or 
that are in a position to employ what are 
felt to be “ unfair”  methods of com
petition. These are difficult questions that 
are not dealt with in this article but which 
must be faced by any state contemplating 
change in its branching laws.

It has recently been suggested that 
prospective developments in the payments 
mechanism—electronic transfers o f funds, 
direct deposit o f payrolls, and wider use of 
pre-authorized credit—will reduce the need 
for customers to visit their banks frequently 
and, though not resolving the branching 
controversy, will make it academic. Over 
a period o f decades, this may turn out 
to be true. For the immediate future, 
however, pressures for permitting branch 
banking in states where it is now prohibited 
and relaxing restrictions in states where it is 
already a fact, probably will increase. Not 
only bankers and legislators, but citizens in 
every walk o f life should begin now to con
sider what configuration o f the banking 
system they would like to see come to pass.

Larry R. Mote
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