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ABSTRACT

STATE BREANCH BANKING LAWS--THEIR IMPACT
ON LECONOMIC ACTIVITY

By
Randall H. Hoemke

In 1964, when discussing the rapidly expanding
economy of the State of California, J. Fred Weston
raised the following question:

Have the characteristics of commercial

banking in California contributed to that growth?

Or, has the growth taken place in spite of the

characteristics of commercial banking in Cali-

fornia?

His query 1is tlie basis for this attempt to deter-
mine which of the three systems of banking, as delineated
by varying limitations on branching specified by individual
state law, is most successful in stimulating economic
activity in the state in which 1t 1is located.

The literature investigating branching as an alter-
native to Unit Banking is reviewed. Only the study by
Cohen and Reid specifically addresses itself to the public

interest and it is inconclusive in this regard. 'The
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remainder concentrates primarily on analyzing cost struc-
tures supggesting that lower marginal costs imply lower
price and larger quantity of investment funds devoted to
specific loan cateyories if the applicable demind curve is
doanward cloping. Recent literature recornizes the impor-
tance of the demand side of the market in determining the
proportion of the portfolio devoted to Loanc and Dis-
counts.

Information regarding portfolio income limited the
portfolio breakdown to (a) Casnh Items, on which no income
is earned; and (b) United States Government Securities,
(c) Other Securities, and (d) Loans and Discounts on which
income is earned. The primary source of data was the vear-
end "Call Report" and the Annual Report of the Federal
Deposit Insurance Corporation for the years 1946 throu,
1966. The proportion of the total portfolio devoted to
each of these components is designated the Y (or dependent)
variable. 'This 15 in accordance with work by Galbraith,
Alhadeff, and others.

Russell's study was Instrumental in establishiny the
independent profit variable [X3 in Equation (1) and Xy in
Equations (2) throuch (4)]. 1Inclusion of the per capita
real income variable (Xp) and the variable reflecting
liquidity needs (X7) is in accordance with principles

€XxXpressed by Robinson.
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Review of the elements of demand for each of the
portfolio components led to the decision that the demand
curves facing bankers in each of the banking systems are
similar. The supply structure was analyzed and 1t was
decided that there is no suggestion of difference in the
willingness of bankers in varying market structures to
cupply a gquantity of funds to a specific component at a
given price. (Conseguently, the following hypothesis is
adopted:

It is hypothesized that no difference exists
among the systems as to how they determine the pro-
portionate share of their portfolio to devote to any
one of the four components. Stated more specif-
ically in terms of the statistical computation per-
formed, it 1s not expected that the Statewide
Branching system or the Limited Branching system 1s
significantly different (as reveiled by F tests)
from the Unit Banking system in the proportion of
its funds devoted to any one of the components anal-
yzed (the Y variable) given the same motivations (as
designated by the X variables) for having made that
determination.

The use of Dummy Variables in the repgression equa-
tions allows the variance attributable to the Statewide
Branching system (D7) or to the Limited Branching system
(Dp) to be icolated from the variance present in the entire
banking system. The technique makes possivle, throusrh the
summing of the Constant and the Regrecsion Coeft'icient of
the Dummy Variable or through observation of the F signif-
icance, an evaluation of the extent to which the system

indicated by a Dummy variable is different from the Unit

Banking system.
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dotermine if any difference exict.: among the var-

ious banking syatems, four cepecific teots are performed:

(1) Cross-section regression for each of the twenty-one

years of

regress ions

the study (1946 throurh 1966); (2) Time-series

aeross the entire time perlod of the studyg

(3) Estimated Y valucs at tne means of the X variables

based on

Fotimated

tne croco-aection ectimating equationa; and (4)

values gt the means of the X variables based

on the Ltine-sories octimating equations.,

The

(1)

findings of the study indicate the following::

The Statewlde Brancning cyotem is sipnificintly
different from the Init Banking system in the
manner in which 1t responds to similar motiva-
tions as regards the proportion of ite portfolio
devaot=2d to:

(1) Cash Ttems:

180
'

In the Cross-cection Hepreosions, the
Chatewide Hranching systeom was ffound to bhe
shrnificantly different from the tnit
Banking system at the 10 percent level in
12 out of 21 regressions--in S54.5 percent
of the examples tested. In the Time-rerion
Rerressions, the Statewide Branching cyatoem
was found to be siyniflcantly different
from the Unit Banking ayvastem at the 5 per-

v

cent level., The mstimated Values of ¥
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(Mest 3) for the Statowide Branching systen
were less than the Bstimated Values of Y
for the mit Banking oystem for each of the
21 vears of the studv--in 100.0 percent of
thie ~xamples tested. The average of the
ectimated Y values for the Otatewide
Begnehineg ayctem 10 7.3 percent. less than
the avoeragre for the Init Rankinge systom.,
The estimated Y valuz: in the Time-serices
Rerresasion for the Statewide Branching:
system is 3.4 percent lower than the cuoti-

mated Y value for the IInit BEanking syostem.

Inited

n

tates Jovernment Cecuritios:

The Cross-section Regrressions revealed that
the Statewide Branchine system s siynif-
icantly different from the UUnit Banking
system at the 10 percent level in 5 out of
21 regressions--in 22.7 percent of the
examples tested. The Time-zeries Repres-
sion indicates no difference between the
Statewide Branching and the Init Banking
system. The Estimated Values of Y in the
Cross-section Regrressions for the Sthatewid.
FEranching system 1s found to be lower than
thooce in the Tnit PBanking svastem in all

years cexeept one.  The averare of the
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estimited Y values is 10.55 percent lower
than the average for the Unit Banking cys-
tem. ‘The Estimated Value of Y in the Time-
series Regressions is 4.0 percent lower
than that for the IInit Bunking cystem.

Leana and Discounts, Net:

The Cross-uvection Kepressinons indlicate that
the Statewide Branchine system io siegnif-
leantly different from the UInit Banking
syctoem at the 10 percent level in 4 out of
21 regroscions—-—in 18.2 percent ot the
examples teosted.  The Time-serices Repres-
slon indicates that the Statewide

Branching cystem 1s not sipgnificantly
different from the Unit Banking system.

The Estimated Values of Y in the Cross-
s2ction Regressions for the Statewide
Branching system are higcher than those for
the Tmnit Ranking system for each of the 21
years of the study. The averapge of these
ectimated Y values for the Jtatewide
Branchiing system is 12.1 percent higher
than the average for the Unit Banking syvu-
tem. The estimated value of Y in the Time-
series Regressions is 2.1 percent higher

that that of the Unit Banking system.
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.

(2) 'The Statoewide Branching syctem 13 not ditfferent
from the U'nit Panking cysten as rerards the pro-
porticn of its portfolio devoted to "Other

1"

Securities.

(3) The Limited Eranching system 1s similar to the

mit Banking system in all compenents.

It is cornclud~d that thie Ctatewide Branching system
is different from the Unit Eanking system as stipulated
above and, in aidition, that it devotes less of its invest-
ment portfollo to liquidity necds and lUnited States Govern-
ment Cecurities (components not contributingeg to local
economic activity) while devoting a laryer proportion of
its portfclio to Loans and Discounts (a4 component con-
tributing to leocal eccnomic activity) than does the Unit
Banking system. The Statewide Branching system, therefore,

does contribute more significantly to econowie activity

than do the altoernate systems,
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PREFACE

Branching and its limits are of present concern to
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which banks are permitted to branch. It is hoped that
this study will acoist by providing clearer insight into
the relationship between the operation of the industry and
branch banking laws.
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CHAPTER I

[NTRODUCTION
The markst structure of commercial banking in the
United Ztates is closely controlled by various overlapping

Jurisdictions at both state and federal levels, making

banking the mo:st reculated industry in the countryv. The

industry would reflect "the market struecture that is most

ideal in terms of public need"t throush the interaction of

f'ree-market competitive forces if these forces were allowed

t o exercice thelr influence.

Because the market structure of hanking 1s determined

by legislative and executive decision rather than the exi-

gencies of the market-place, discussion reparding the

merits of varying market structure has filled the papges of

bankers' association publications, scholarly journals, and

eports of hearings in the halls of Congress. The diccus-

S 1on has expanded rapidly since 1960 as a result of two

A velopments: (1) The Comptroller of the Currcency abian-

Aorned the concorvative policies previously practised by hia

lcomptroller of the Currency, Annual Heport, 1964,
SDartment of the Treasury (Washington, D. C.: Government

*inting Office, 1964), p. 1.

v O

1



office and (2) There was a rencewed concern with planning

and structure as means Lo attaining oconomic expansion.

The Comptroller's dotermined policy to wuce the influence

his office to advance expansion hac made timely any dis-

]

(0]

cussion recardine the relative merits of wait (ond smill)

banking versus branched (and larye) banking. Analitical

di fficultics are cencountered, not the leact of which 1o

that larrencss and branching do not necescenrily exist

topether. Many branched banks are smaller than the largect

of the wiit banks.

H'hn Mew Oricontation

The arruments for and acainst branching have chaneed

over the years. 3Some have become more applicable while

others have lost their sirnificance. For example, earlier

arcumente avainst branching were offered within a techno-

logical framework much more primitive than that which

e Xists today. The argpument previously advanced regarding

the capability of a branch to operate with less liquidity

b ecause of ita facility in transferring funds from its home

O f'fice is not relevant. With well-developed lines of com-

Munication including data-phone and remote computer input

St ations, branches become extensions of their home office.

The 1oan capability of each branch is equal to the loan

C{iibability of ity home office. Branches operating: with

Mo cjern techingues are not separate banks as 1a acssumed by
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Galbraith who writes from the viewpoint of the Canadian
nationwide branched system--a syvstem somewhat different as

to peographical removal and remoteness from that observed

in the United States where geographical areas as regards

branching extend only to state borders. Also, the United

States does not have large undeveloped territorial areas.

Consequently, his fine treatise does not readily apply to

the domestic market structure.
Branchings in the early days of the nation was not a

necessary solution to the need for financial resources.

In the Fast where there was a long history of settlement,

A2 sufficient number of wealthy citizens were available to

provide the necessary capitalization to organize a bank.

Because communication was poor, branch banking did not pre-
s ent economies of scale. Branches of early banks were
autonomous and often had individual boards of directoros.

One of the most successful of the early branched banks, the
Bank of Indiana, operated thirteen branches. Fach wa.
locally orpanized, had its capital subscribed by its own

St ockholders, and paid its own dividends subject only to

the approval of tae supervicory board of control at the

home office. 3

. 2John A. Galbraith, The Fconomics of Banking Opera-
—i%%%EEi (Montreal: McGill University Press, 1963), pp. 195-

Nfct

De 3Comptroller of the Currency, Annual Report, 1905-66,
r)l__‘I?ar*tment of the Treasury (Washington, D. C.: Government
; Lntineg Office, 1965-1966), p. 5.




Today, the Bank of America operates branches through-

out the State of California, some of which are more than

one thousand miles from its home office. Each branch 1is

an extension of the home office with almost immediate com-

munication. Under these modern conditions, branching takes

on a new and different aspect.

The Literature

After some years of little or no concern given to

bank market structure by members of the academic or govern-

mental community, Alhadeff, in 1954, published his basic
st;udy.u It drew contrasts between unit and branched banks

in California. The work inspired a resurgence of intereust

in whether an extension of the branching privilege repre-

Sented a problem or an opportunity to the public or the

banker. These and other milestones in the literature will

be reviewed in Chapter III.

J. Fred Weston of the University of California at

Los Angeles, in a statement prepared as part of the econ-
omic analysis of the proposed merger of the Crocker-Angelo

Nat3iCH7a1 Bank and the Citizens National BRank, stated the

f‘Ollowing after having cited seven specific characteristics

of the developinyg, economic structure in the State of Call-

fornig.
\

Ba uDaVid A. Alhadeff, Monopoly and Competition in
‘\Iﬂilglg (Berkeley: University of California I'ress, 1354).




The inter-connection between the seven char-
acteristics may now be considered. California
presents an impressive record of growth. Have the
charactericstics of commercial banking in California
contributed to that growth? Or, has the growth
taken place in spite of the characteristics of com-
mercial banking in California? In my judeoment a
persuaslive case can be made that the characteristics
of commercial banking in California have made sub-
stantial contributions to the outstanding jrrowth and
achievment of the California economy.b

The discurcion on branching conftinues because of the
very unique structure of the banking industry in the United
States. FEach state ecstablishes its own banking system.
Some states subuscribe to the branching technique while
others are determined not to allcw branches at all.
Because the national banking system 1is restricted to the

branching privilege extended to state banks by state laws,
the national system is the center or nucleus for any con-
Eroversy regarding the relative mertis of one system over
another, The action of state legislatures has generated
activity on the part of the Controller of the national
bEUﬂking system, but his actions, in turn, have influenced
is evident that even more

State bvanking supervisors.6 It is

Merging and branching would take place if the regulatory

5J. Fred Weston, Economic Analysis of the Provosed

n
%Ei-éi?r of the Crocker-Angelo tational Hank and the Citizens
2% 3 onal Bank, Affidavit submitted to Comptroller of the

==Ltdonal Bank
c 1964,

Urrency,

m 6A1marin Phillips, "Competition, Confusion, and Com-
#ir”3ial Banking," Journal of Finance (March, 1964), XIX,
' (March, 1964), pp. 32-05.
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a;rencies were removed completely from the industry. Orosase

states the followine:

Without regulavory controls there would be a
great many more mergers and a great many more new
branches established. This trend represents the
judzment of bank management and represents the
long-ranice interests of the stocxkholders. These
are the views of mana;sement both in thie acqauiring
banks and those that they acquired. 1t takes two
to tango! It is clear that bankers believe sin-
cerely that there are efficiencies of scale, even
economies. And I think they are rirht.7

The Framework for the Study

Tt was the ctand taken by Weston cited above together

with a cimilar reneral poclition he adopted in reviewing a

book8 on California banking that pgave rise to an interest

in banking market structure and its role in stimulating or,

at least, supporting economic growth.

tates 1o divided into

Ti

Recognizing that the United

ffifty states each with its own individual banking organi-

o

Zation and its own specific law governing branching and

recocognizing, also, that the states subscribing to a general

Classification of (a) Statewide Branching, (b) Timited

. . . . (
HI"«'inchlnﬁ,, or (c¢) mit PEanking are somewhat contlguou::), a

Moward 1. Crosse, "Bank Structure and Competition,"

J o urnal of Winance (May, 1965), XX, #2 (May, 1965), p. 350

8J. Fred Weston, Review of California Banking in A
Crowing Economy, ed. by Hyman P. Minuky, Hational Banking
Re view, Vol. 3, #4, pp. 586-590.

R 9”Changes in Banking Structure, 1953-1962," Fedorul
t‘?fsﬁfrve Bulletin, Board of Governors, PFederal Reserve Jyi-
Sm (Washington, D. C.: Government Printing Office), p.

1195 :




study which would contribute to a resolution of the gques-

tion as to which of the three banking systems as regards

branching was best for the economy of the state would be

one which would attempt to determine which of the three

successful in meetinig the demands made

Pe)

systems was moot

upon it. The theory under which the study was structured

is covered in Chapter 1V,

The conclusion that "the principal impact of the com-

mercial banks' operations on the economy is througrh their

lending activities rather than through their deposit func-

tion"0 1ed to structuring the study as an analysis of the
investment portfolio of the banking systems. Russell's

studyll of the bankers' portfolio through the medium of his

utility function and his conclusion that a banker recponds

€ o profit motivations in maximizing his utility was crucial

in encouracring an analysis of how banking groups reacted to

1 ncome motivations. FRobinson's instructional work regard-

I ng management of bank funds was also important in
12

approaching the analysis through the bankers' portfolio.

10wrhe Commercial Banks and Economic Growth," The
Buliletin (New York: C. J. Devine Institute of Finance, Hew
York University, December, 1960), #12, p. 21.

. 11yilliam R. Ressell, "Commercial Bank Portfolio
AdJ ustments," American Fconomic Review (May, 1964), Supple-

Ment, pp. S44-553.

12Roland I. Robinson, The Manarement of Bank Hunds

(New york: MeGraw-Hill, 1962).




importance of banking to economic growth is also
[t

The
asserted by the Institute of International Finance .13

concluded that "there is no shortage of bank capital at the

resent time, that none can be envisaged in the near
;) J

future, and that inadequacy of capital resources of the

commercial banking cystem 1s not likely to be an obstiacle

" It sets forth the

to long-ran;e economic prorress.

asourance that, while it may not be poacible to state that

banks are specifically causal factors to economic growth,

they are, at least, very instrumental in facilitating or

assisting that growth.

A Word of Caution

A study which seeks to contrast one system or thing

with another cannot help but express its arguments and con-

clusions in termcs of one such entity in contrast with the

As a result, authors are some-

Other entity considered.

t imes ascribed sympathetic positions when, in fact, such

Wzs not their position. TFor example, in this study, it is

Very easy to put the discussion in terms positive toward

b ranch banking. This is simply because branch banking
somethineg which does

€ Xists--and it is difficult to discuss

Not exist.

13"Bank Kesources and Economic Srowth," The [, T, P,

%]ntin (low York: New York University, School of Busti-
Y s T February 24, 1946), Bnulletin #195, p. 3.



CHAPTER I1

THI, STATE LAWE

The banking system in the United Ctates developed into

aystem composed of banks

chartered by the individual

1 dual
states over which has been imposed a system of federally-
chartered banks. Further complicating understanding 1s the
current limitation on branching by federally-chartered banks
placed on state-chartered banks. In

subject to the

el

to the rectrictions
effect, the national banks of the system are

laws of the fifty states in the extent to which they can

e xpand by branching.
In viewing the derivation of the industry structure
f'rom a national standpoint, we have actually described the
atmosphere in which each state individually estatl 1ished the
law which defines the industry structure in that state. It

Would have been revealing to trace the development of the
law in each individual state. However, sheer magnitude pre-

C1uded its being undertaken.

Differences in State TlLaws

The state laws reparding branching are muny and varicd.
Ges . .
“Nerally reviewed, those laws permit states to be broadly
Q

-~
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classified Into tnree distinet and ceparate proups.  Zome

states allow vrancner to be established anvwnere in the
the avrroval of the Dtate

state, subject, of course, tc
Banking Authority. Thnese states are cliascified as "Statoe-

wide Branching" States.
not allow bankn

At thie other extreme, some statos do
to operate brancues Thieze states are claccoilied s
"Unit Banking'" states. In some of thece ctates, limited-
service offices are ailowea, but tie establicument of brancnh
offices offering tie full range of services av

home office of tihe bvank is specificaliy p
State of Iowa has tne laryest nunter of sucn limlited-service

offices. It had 161 such buranches immediately after World
War 10, By the middle of tue 60's, the number had expanded
to 212. There arc some full-service branchces in thic group

wihilicihi were in cperation at tiie time tihe stafte law was
Crianged. There are alco some states In tiis group which
h&ave allowed branches to be estavliszhed as excoptions to tue

law. The total numver of vrancheu cp=2rated in statec wiich
Prohibit branching amounted to 568 in the mid-sixties,
s other trian Iowa wniaon

i’7C!luding, of course, some states
Permitted limited-service branches. Zven tivcucn braoea g,
does exist to some extent, the states arc clossified s

L)63101’1{:111'119; to tnis group because of a ~oneral practice of

N
b

pr"3f1ibiting branching or of allowiny tie ostablionment

offr 3 . R \ .
T"ices whicih offer only limited servicoes.
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There is another group of states which allow branches
on some limited basis. These limits are cet in many ways.
The most common 1is a stipulation that branches may be estab-

lizshed only within the county limits of the home office

lecation, or within a specific numrer of miles from the

home office location, or within neighboring counties, etec.

These states are classified as "Limited Rranching" states.
The classifications have remained quite constant

throughout the period of this study (1946 throurh 1966).

Changes which have taken place in the state laws during the

twenty-one post-World War 1I years have not been such as to

realign the states. For example, New York relaxed its
branching restrictions for banks located in the New York
metropolitan area. The State of Virginia (in 1948 and 1952)
e xpanded the limited provisions it formerly imposed on mer-

In 1963, New Hampshire changed from the "Unit

Banking" to the "Statewide Branching" group. For pur-

DPOses of the study, however, the state was kept

e rs.

in the Unit

[3a11king category for the entire twenty-one year period of

the study becauce it fell into this category for the preater

N'umber of years under consideration and because the state-

Wide branching system in that state did not develop to any

e Xtent by 1966.
I'xtracts of the state laws regmnlabting financial

Inmsyt - . . : . .
s titutions appear in g o publication of the BHanking Low
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Journal.l Tn this publication, existing state laws of all

states except Vermont are extracted by recosnized legal

firms (scurces are given) expressing the essence of the law

in lay terms.

The States Clascsified

The clascification of the states into the three groups

cited above was accomplished by the Board of Governors and

appeared in the ¥ederal Regerve Bulletin.2

In an article which apreared in the Natlonal Banking

Review, Shull and Horvitz3 analyzed banking market structure

in accordance with the Federal Reserve Bank's classification
However, thiey arpue that 3outh Dakota and Wisconsin, where
branching is prohibited, actually have a significant number
O f branchies in oéjstence——69 in South Dakota and 162 in Wis-
consin at the time of their study--and that this justifies
Their beins classified with the states in the "Limited
Branching" category. 1In like manner, they argue that Maine,

While quite generally restricting branches to neighboring

Counties of the home office location, actually, because of

1Banking Law Journal, Encyclecpedia of Rankin;. Lows

(Hartford: LaMont-Cross, 1963).

- 2"Changes in Commercial Banking Structure," Federal
= S erve Bulletin (Washington, D. C.: Federal Reserve ﬁEﬁk,
1‘5?7‘?), p. 1195.

Horvitz, "Branch Banking

o 3H@rnard Shull and FPaul M.
%:7’3 the Structure of Competition," National Bankine Review
Maren, 1964), Vol. 1, #3, pp. 301-301.
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the small numter of counties and the large number of excep-

belongs in the Utatewide Branching

tions to the limitation,

caterory.

The Disntrict of Columbia

Neither the PFedrral Reserve Bank nor Zhull and Horvitz

include the Dictrict of Columbia in their classifications.

the District of Columbia are under the direct

The banks in
supervision of the Comptroller of the Currency and are,

therefore, national banks. They are allowed to branch

throughout the District area, but only within the limits of
that area. The District of Columbia is bordernd on three

by the Ztate of Maryland, which is a Statewide

Slides
The portion of the metropolitan area lying

Branching state.
in Arlington County, Virginia, iz out:ide the geographiical

limits of the District itself. The State of Virginia is a

L.imited Branching state.
The classification of the District of Columblia pre-
Sented a protlem in logic because banks are permitted to

branch District-wide, but the District of Columbia is only

One city. Tt was finally somewhat arbitrarily determined to

Clascsify the District of Columbia in the "Limited Branching"
Catepory becaure (a) its branches are permitted only within
the 1inits of the District, (b) banks are not allowed to
bl?éirlch even throughout the metropolitan area of the city,
of the

=] . .
i (c) it is cxpeceted that the greater contracto

st . . . .
dy will be drawn between the Unit Banking yroup and the




Statewide bBranching

these two groups

structure used

sidered to be of

structured as

14

1t was deemed desirable to keep

in other studies. This decision is

clocely as possible to the

not con-

crucial importance as the presence of the

District of Columbia in any one group would not be distort-

ing because of the relative size of

toctal of the entire number of states making up a

The ctates
classification uced by

addition of the

Classification Reviced

Branching group, as follows:

the District to the

sroup .

have been regrouped in accordance with the
economists Shull and Horvitz with the

District of Columbia to the Limited

St atewide Branching

Limited Branching

Unit Banking

Al aska

Ar izona
California
Connecticut
el aware
Hawaitl

Idann

Maine
Maryiland

Ne vada
North carolina
Ore gon

Rho de 1s1and
South carnlina
Ut ahn
xer“ﬂont

Q@S hington

Alabama
District of Columbia
Georgila
Indiana
Kentucky
Louisiana
Massachusettu
Michigan
Missiscsippi
New Jersey
New Mexico
New York

Ohio
Pennsylvania
South Dakota
Tennessee
Virginia
Wisconsin

Arkansas
Colorado
Florida
T1llinois
[own
Kanusas
Minnesota
Missouri
Montana
Nebraska
HNew
Hampshire
Morth Dakota
Nklahoma
Texas
West
Viryminia
Wyoming




Line manps of the Inited States depicting these cate-
cories are included herein. The tirst (Figure TIT7-1 ) usets
forth the Federal Beserve RBoard classitfication and the
second (Fipure II-2 ) sets forth the clacsification out-
lined immediately above.

Attention iz invited to the extent to which the groups
are cohegsive entities--that the states which are of the same
classification are, generally, contiguous. The states mak-
ing up the Statewide Branching group are found primarily in
the West, with a scattering on the eactern seaboard. The
states allowing no branching are primarily in the mid-
western section of the country. Only Florida, West Vir-
ginia, and New Hampshire are separated from the main proup.
The cohesiveness of the Limited Branching Group 15 violated
only by the removal of New Mexico and Scuth Dakota from the
main body of the states lying in the eastern portion of the
mid-west to the east of the Mississippl River.

Becauze banking markets are primarily local in that
the greater proportion of a bank's business comes from its
immediately surrounding area, the fact that these groups
are contipuous makes a comparison of banking systems by
crouping ctates according to thelr branching laws somewhat
more meaningful than it would be if the three systems were
thoroughly and totally homogenized. FkKconomic analysis of
the effects of varied branching prohibition is5 aided by the

ireorrpahical dicstribution.
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CHAFTER TITI
FEVIEWING THIY LITERATURLE

Eank marxet cstructure as regards the extent to which
banks are permitted to branch has been under close scrutiny
of late in an attempt to determine which svstem is best for
those demanding ajnlf:upplyjjut bank services. The area of
investipgation is difficult, not because data are unavail-
able--the regulatory agencies have seen to that--but
because the data made available do not make for easy answers
to most evident questions.

The most frustrating difficulty encountered in review-
ing the literature concerning banking market structure is

the confucing, of economies of scale and of structure. It 1

[}

frequently stated that branch banking is more efficient than
unlt bankings and it is often implied that a branch bank can
be operated at less expense than a unit bank of the same
size. In tre Horvitz study,l a specific distinction iu made
between economies brought by becoming larger versus the econ-

omies, if any, brought by expanding a multi-plant operation.

lpaul m. Horvitz, Economies of Scale in Banking,"
Private Financial Institutions, Commission on Money and
Credit (IEnglewood Cliffs, New Jersey: Prentice-llall,

1963), p. 8.

18
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This distinction is not always clear and one finds that
"big" and "branched" become synonyms or, at least, that the
same results are attributed to "bigness" as are attributed
to "branching." Some of this is understandable as expansion
in the banking industry, because of the local nature of 1its
market, is often accomplished through branching and many
large banks are branched.2 A serious error is committed by
taking the next and seemingly logical step that everything
said about large banking being able to operate at less cost
also assumes these cost savings are attributable to expan-
sion by branching. Actually, deterioration of control and
increased occupancy costs in a multi-plant operation add

to operating cost.

Another difficulty encountered in the study of banking
markets is that the regulatory agencies, 1in asserting their
influence, have created a market situation to which no
regularly accepted economic market models apply.

Concentration statistics are effective 1n analyzing
markets. Because bankling markets are local, however, their
usefulness 1s weakened. An area of low concentration may be
experiencing many local markets with monopolistic suppliers.
A low concentration statistic does not indicate the absence

of monopoly influence as could be presumed in other industries.

2Irving Schweiger and John S. McGee, "Chicago Banking,
the Structure and Performance of Banks and Related Financial
Institutions in Chicago and Other Areas," Journal of Busi-
ness (Chicago, Illinois: University of Chicago, Graduate
School of Business, 1961).
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This difficulty is recognized in the Edwards study3 when the
author ctategs:

Large metropolitan areas should represent some
of the most competitive banking markets in the nation.
They offer more banking alternatives and more agpres-
sive management than do smaller communities . . .
communities with less than 50,000 people are not
likely to have more than three or four banks. This
study examines areas with no less than 20,000 people.
The presence of monopolistic practices in metropol-
itan markets would indicate greater departures from
competitive conditions in smaller population centerc.

Further difficulty is indicated by Schweiger and
McGeeu when they find that markets with concentrated banking
charge the highest rates for new car loans and cash install-
ment loans. The rates charred varied inversely with the
number of banks in each town.

The problem is revealed to be of wider ramification
when it is realized that a market with only one supplier is
as much a monopoly in a statewide branching state as 1t is
in a unit banking state. To further complicate the argu-
ment, the market serviced by one bank 1in a state allowing
branching would enjoy more complete services and policies
determined in more competitive areas 1if that monopoly bank
was a branch of a larger bank with its home office located

in a competitive metropolitan center. The local market

served by such a monopoly bank would be more competiively

jl"ranklln R. Edwards, "Concentration and Competition
in Commercial Banking: A Staticstical Studv," Research
Keport Ho. 26 (Boston:  PFederal Reserve Bank of Boston,
1964) .

Schweliger and McGee, op. cit.



oriented than if it was served by a unit bank in which all
decisions were made in the local market and not in consider-
ation of the competitive structure of the home office

location.

An Overview

Phillips,5 when recognizing the decireability of com-
petition “hecause of its effects on market performance and
the allocation of resources, admits that the individual
bankers are not persuaded by academic arruments that indus-
try competition is lacking. As in other industries, bankers
confuse market rivalry with competition and insist that even
in a monopoly market competition exists because of bankers'
concern with profits, market shares (with banks in other
towns and other financial institutions), and growth. As
evidence of the lack of competition in the banking industry,
he cites:

(1) the low failure rate and general stability
in the structure of the industry, (2) the persist-
ence of firms of less than optimal scale, and (3)
price performance which is inconsistent with the
results of multi-lateral market competition.6

lle reviews the highly skewed distribution existing in
the banking industry: of the 12,937 insured commercial

banks at the end of 1263, 7,370 had total deposits of less

than five million dollars. At the other extreme, only 314

SPhillips, op. cit., pp. 32-45.
Ibid., p. 30.
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banks had deposits of more than one hundred million dollars
and sixty-four had deposits of over five hundred million
dollars.! If competition existed, large banks would not
allow smaller bank: fto exist in their markets--the smaller
banks would be aboorbed. Advantages of size are not
ncxploited as they would be if the market were more freely
competitive.

AlhadeffB swyeots that economies of scale are sub-
stantial up to at least five million dollars in deposits,
then reach a plateau until the very largest banko are
reached. If economies reach to five million dollars in
deposits, fifty-seven percent of all commercial banks are
of less than optimal size. OFf the 12,933 insured commercial
banks in 1962, 7,370 had depcsits of less than five million
dollars, 7,705 operated in one-bank towns--town: where the
market was not of sufficient size to allow the attainment
of optimum size. This argument is not entirely convincing
because 1,800 banks operated in two-bank towns and 362 banks
operated in three-bank towns. Many of these banks are
smaller than optimum size. Competitive forces, if they
existed, wculd have caused these banks to join torether to

attain opitimum size.

7Fedora1 Deposit Insurance Corporation, Annuil Report,
1962 (Washington, D. C.), p. 134.

8

Alhadeff, oo. cit., p. 106.
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Frice behaviour in banking is especially difficult to
analyze becau:e of lack of published information. Informa-
tion which is published is known not to apply to all sit-
uations. For example, an advertised rate will apply only
to a very small segment of the total credit risk. Banks,
in contrast to suppliers in other industries, charpge dif-
ferent rates to different customers for the same type and
size of loan. Some of the difference is attributed to var-
iation in risk, type of collateral, time of repayment,
amount of compensating balances, etc. But these factors do
not account for all of the difference. Differences arise
because the customers and the bank are in bilateral rather
than in openly competitive barraining pocitions in the nepo-
tiating process for loans. The customer with the greater
number of alternatives (including not borrowing at all
because of his excellent financial situation) will tend to
get loan rates which are lower than will a customer with
fewer or no alternatives. The bank operates as a discrim-
inating monopolist. The willingness of the customer to
"shop" around for better loan rates is precluded by the
nature of the trancaction. The borrower, because he finds

"

the role of "supplicant'" unpleasant and because he does not

readily understand the intricacies of the banking process,

allows the banker to act as a discriminating monopolist even

in situations where the classical definitions of monopoly do

not exist. BRanks also discourage customer "chopping" for




better price by stressing the advantagres of "one-stop"
banking. A strong influence restricting competitive price
determination 15 the desire by customers to minimize tie
disutility of a situation which, at bect, zecms to interfere
with their individual cence of propriety as regards reveal-
ing information they deesm to he confidential.

One could expect within the classical analytical
framework to observe that interest rates would be lower and
possess less variance in markets containing many suppliers
than in markets having few or one supplier. 1Unit banks
might be expected to offer more attractive rates than
branched syctems or holding company banks, but there 15
little to support cuch conclucions.  The Edwards studyq
sugpected that market structure variables are not assoclated
with interest rates in any significant way.

After reviewing the influence of public regulation and
the private rationalization of competition, Phillips sug-
gests that commercial bank performance could be improved
primarily by changing its market organization through the
medium of changing the intent and purpose of the regulatory
agencies. Most important from the standpoint of this study,
he recommencs that the current '"nmeeds and convenience'" cri-
terion be abandoned in favor of a less restrictive basio,

that arbitrary limitations on de novo branching<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>