CHAPTER 1

Regulation, industrial structure, and
instability in U.S. banking

An historical perspective

Charles W. Calomiris

1.1 Introduction

From the mid-1930s through the 1970s the fundamental institutional and
regulatory features of the U.S. banking system were taken for granted as
permanent and mainly beneficial by most policymakers and economists.
Various aspects of the regulatory system (particularly reserve require-
ments and deposit interest rate ceilings) were blamed for inefficiencies
in capital market allocation by banks and often were seen as an impetus
for financial innovations in and outside of banking: for example, NOW
accounts, and the growth of credit unions and money market mutual
funds. But much of the regulatory structure was seen as benign or ben-
eficial. Studies of economies of scale in banking seemed to indicate that
unit banking restrictions had little economic impact on bank efficiency.
The stability of the commercial banking system seemed to have been
ensured by the regulatory “safety net,” including federal and state de-
posit insurance program that removed depositors’ incentives to run on
their banks in response to adverse economic news, and by regulations on
bank operations — notably, the separation of commercial and investment
banking, justified in 1933 as a means to prevent dishonest or reckless
practices by banks.

In retrospect, the faith in the post-Depressmn regulated system’s
ability to deliver bank stability is understandable given the unusual calm
of the period from 1934 to 1980. Systemic banking panics or waves of
bank failures had become a distant memory, casily attributable to a prim-

itive state of affairs prior to the supposed rationalization of banking
brought by the Depression-era reform. This view was shattered by the
agriculture and oil busts of the early-to-mid-1980s, along with the
economy-wide thrift debacle and Eastern real estate collapse of the late
1980s and early 1990s. While systemic banking panics were avoided
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2 U.S. bank deregulation in historical perspective

through the safeguards of federal deposit insurance, recent loan losses
have produced bank and thrift failure rates and bank asset declines of
Depression-era proportion. Indeed, the losses per deposit dollar due to
bank and thrift failures in the last decade dwarf the losses of failed banks
in the 1930s (Baer and Mote, 1991).

Understandably, the upheaval of the past decade has led to an
increased willingness to examine possible flaws in the industrial organi-
zation and regulation of the banking sector. Increasing numbers of econ-
omists and policymakers seem willing to fauit bank regulation for the
recent spate of costly failures. Restrictions on intrastate and interstate
branching, obstacles to takeovers of inefficiently managed banks, limita-
tions on bank activities, inadequate supervisory authorities, and the per-
verse incentives created by the federal safety net — which ironically was
designed to reduce the threat of banking system collapse —~ have all been
faulted for the poor performance of recent years, The Treasury Depart-
ment, the Federal Reserve, and Congress have proposed altering the tra-
ditional post-Depression regulatory framework to correct the purported
flaws in the regulatory system.

The recent openness to regulatory reform has spawned new interest
in the history of financial institutions and regulation. Financial history
has an important role in the current policy debate for at least two
reasons. First, the history of bank. regulation and instability can help

‘provide a variety of regulatory “experiments” from which to identify
more clearly desirable regulatory reforms. In particular, in the search for
new alternatives to the existing system of federal deposit insurance
(which Golembe and Warburton 1958, Golembe 1960, and E. N. White
1982, 1983, argue was motivated by the desire to avoid the disruption of
bank panics) policymakers will want to ensure that any new institutional
arrangement designed to reduce the costs of deposit insurance does not
do so by increasing the propensity for panics. Second, the history and
political economy of regulatory policymaking can help us understand
how undesirable policy decisions have been made in the past and, pos-
sibly, how to avoid them in the future.

This chapter provides evidence from financial history, primarily of the
United States, on the links between systemic instability of banking and

_ the regulation of banks, The second section discusses the meaning of

bank instability and provides a brief review of the literature on bank -
panics. The third section presents empirical evidence regarding the con-
sequences of branching restrictions on bank instability. In the fourth
section, I describe and attempt to explain the history of limitations on
branching in the United States. In the fifth section, I review the history
of bank liability insurance prior to the establishment of the FDIC in 1933
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and its potential role as a stabilizing or destabilizing influence in banking.
Finally, in the light of history I assess opportunities and pitfalls for reg-
_ ulatory reform.

1.2 Banking instability: Definitions and systemic differences

Banking instability — by which I will alternately mean a propensity for
panic and a propensity for insolvency (1o be distinguished below) — has
differed widely across times and places. Despite the similarities across
systems in the types of business undertaken and the contractual struc-
ture of banks (that is, illiquid loans as assets, and primarily liquid short-
term or demandable deposits as liabilities), some banking systems have
been more vulnerable than others. International comparisons of the inci-
dence and costs of panics and bank failures, and comparisons across
regulatory regimes within the United States, clearly document differ-
~ ences in banking instability associated with different regulatory regimes.
The central lesson of these studies is that instability is associated with
some historical examples of banking that had common institutional
characteristics; it is not an intrinsic problem of banking per se. With re-
spect to bank panics, models that abstract from institutional features
of banking and focus only on the liquidity and maturity transformation
common to virtually all historical banking systems cannot explain the
varying incidence of panics across different times and places,

I will argue that the single most important factor in banking insta-
bility has been the organization of the banking industry. Systems based
on large, geographically diversified banks that engage in a variety of
activities have been the least susceptible to panic, have had a lower
overall incidence of bank failure, and have suffered smaller losses
when banks failed. Moreover, cross-sectionally within any particular
banking system, relatively large, diversified banks have been least likely
to fail. Finally, while branch banking systems have not been completely
immune to extreme shocks, and some have experienced panics, they
recovered more quickly than did unit banking systems under compara-
ble circumstances.

Before reviewing the specific evidence along these lines it is useful
_to distinguish the propensity for panic from the propensity for failure.
While bank liquidations or receiverships typically increased substantially
during panic episodes, this was not always the case; and, conversely, there
were episodes in which many banks became insolvent without causing a
bank panic. Panics involved contractions of bank deposits and lending
by all banks and often culminated in the general suspension of convert-
ibility of bank liabilities. Nationwide panics in U.S. history include 1819,
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1837, 1839, 1857, 1861, 1873, 1884, 1890, 1893, 1896, 1907, and the three
successive waves of contraction from late 1931 to early 1933.

Calomiris and Gorton (1991) review and evaluate the recent theoret-
ical literature on bank panics in light of new evidence from the National
Banking Fra (i.e., 1863-1913). Calomiris and Schweikart (1991) and
Moen and Tallman (1992) provide complementary analysis of the Panics
of 1857 and 1907, respectively. The salient facts about panics during this
period are the following: Few banks actually failed during panics, while
sometimes practically all banks in the country (with some notable excep-
tions) were forced to suspend convertibility for some period of time (one
to three months), during which their claims (notes or cashier checks) cir-
culated at discounts (typically between 0.5 and 4 percent for New York
City cashier checks during the National Banking Era). Prior to the Great
Depression, panics unrelated to wars occurred at both business cycle and
seasonal peaks, during which times bank leverage was high and the vari-
ance of “news” about the state of the economy was greatest. Observable
adverse shocks of sufficient magnitude prompted panics. During the
National Banking FEra, if and only if commercial failures (seasonally
adjusted) increased by more than 50 percent and stock prices fell by
more than 7.9 percent, during any three-month period, then a banking
panic immediately followed.

The banking collapse of the 1930s differed sharply from these
earlier episodes. The runs on banks did not occur at a cyclical peak.
They were the result of deflationary policies that sharply reduced the
net worth of banks (Fisher, 1933; Friedman and Schwartz, 1963;
Bernanke, 1983; Bernanke and Hamilton, 1987; and James, 1991). In the
1930s banks did not suspend convertibility to halt disintermediation,
possibly because self-regulation was pre-empted by the control of the
Federal Reserve System. The Federal Reserve banks did not provide
an adequate lender of last resort (Gendreau, 1990) or a coordinated
response to the deflationary shocks. As a result, an unprecedented
number of banks failed.

The banking collapse of the 1930s is explicable as a grand blunder of
monetary and bank regulatory policy by the Federal Reserve. But the
search for explanations of bank panics prior to the 1930s is more chal-
__lenging. Theoretical models of these bank panics must explain why
observable aggregate shocks with small eventual consequences for the
banking system should cause widespread disintermediation and sus-
pension of convertibility. Theory must also explain the optimality of the
dependence on demandable debt to finance bank loan portfolios, since
maturity-matched debt or equity would eliminate the first-come first-
served rule for depositors that makes a panic possible.
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Recent models have provided such explanations for the occurrence of
panics and for the existence of demandable-debt banking. Beginning
with Campbell and Kracaw (1980), Diamond (1984), and Boyd and
Prescott (1986), economists have developed models of banks as reposi-
tories of scarce information capital about borrowers and their invest-
ment opportunities. Banks specialize in screening and monitoring

" borrowers and thus have better information about the value of their own
loan portfolios than do outsiders,

Recent empirical evidence has lent strong support to this view of the
function of banks. James (1987) and James and Wier (1989) find that the
response of firm valuation in stock markets to announcements of bank
loans is positive. This result is in sharp contrast to findings that stock or
bond issue announcements reduce the value of a firm (Myers and Majluf,
1984; Asquith and Mullins, 1986; Korajczyk, Lucas, and McD onald, 1990).
The positive news of a bank loan has been interpreted as evidence that
banks provide information about firms to outsiders through their will-
ingness to grant loans and that the same is not true of equity or debt
placed outside the banking system. Another interpretation is that
forming relationships with banks adds value to firms. Informed bank
lenders may be better at disciplining management and may also be able
to provide assistance more effectively to distressed firms, because of
their superior information and control over borrowers. The special
announcement effects of bank loans have been confirmed in numerous
studies. James and Wier (1990) also find less underpricing of TPOs for
firms with established borrowing relationships with banks. Other papers
document the proposition that the costs of financial distress (renegotia-
tion of debt) are reduced by close ties to banks (Sheard, 1989; Hoshi,
Kashyap, and Scharfstein, 1990b; Gilson, John, and Lang, 1990; and
Brown, James, and Mooradian, 1993). Finally, firms with close bank ties
show less sensitivity of investment to current cash flow, an indicator of
lower costs of external finance (Hoshi, Kashyap, and Scharfstein, 1990a,
1991).

This asymmetry of information inherent in bank lending makes bank
loans illiquid, and it can lead to confusion about the incidence of shocks
among banks, which can precipitate a bank panic. Gorton (1989} argues
‘that because bank loans are not marked to market, depositors are unable
to discover which banks are most likely to be observable by an observ-
able adverse shock. Under these circumstances, even if depositors know
that only a small subset of banks are likely to fail in response to an
observable shock, they may find it advantageous to withdraw their funds
temporarily until the uncertainty over the incidence of the shock is
resolved. Event studies of the effects of one bank’s difficulties on the
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returns of other banks indicate that the possibility for confusion regard-
ing the incidence of shocks among banks may still be important in con-
temporary data (Aharony and Swary, 1983; Lamy and Thompson, 1986;
Scary, 1986; Grammatikos and Saunders, 1990; Musumeci and Sinkey,
1988; R. Schweitzer, 1989; and Pozdena, 1991), although Wall and
Petersen (1990) provide contrary evidence.

Given the possibility of confusion, why did not banks avoid costly
panics by matching the maturity of their loans and liabilities? If bank
liabilities matured at the same rate as loans, there would be no potential
for confusion about shocks to cause runs on banks. Calomiris and Kahn
(1991) and Calomiris, Kahn, and Krasa (1991) argue that despite the
costs associated with demandable debt (that is, the potential for runs),
this form of financing was optimal because of the discipline it placed
on the banker during normal times, given the asymmetric infor-
mation between depositors and their banker about the banker’s behav-

“jor. It is also possible to argue that demandable debt provided benefits

during banking panics. By prompting suspension of convertibility it pro-
vided an incentive for banks speedily to resolve uncertainty about the
incidence of a particular shock (Gorton, 1989; Calomiris and Gorton,
1991).

The circumstances that give rise to bank failures can be very different
from those that cause panics. Bank failures can occur during nationwide
downturns (including panic episodes) but may also be confined to spe-
cific regions or types of banking activity. High rates of bank failure in the
Midwest during the 1890s sometimes coincided with panics (especially
in 1893 and 1896) and sometimes not. The devastating agricultural bank
failures of the 1920s coincided with an era of expansion in much of the
economy. The observable shocks of the 1920s did not lead to a general
run on banks because in each case the adverse shock was isolated to
certain locations and sectors (primarily producers of grains, livestock,
and cotton) and their banks,

The industrial organization of banking affected the propensities for
panics and for nonpanic waves of bank failures. Systems composed of a
small number of diversified large banks were less likely to fail. This also
meant that there was less opportunity for panic, since the potential con-

fusion about the incidence of failure risk was reduced. Moreover, coor-

dination among banks was enhanced by limiting the number of banks
in any system and thereby promoting mutual assistance during crises.
Gorton (1985, 1989), Gorton and Mullineaux (1987), Calomiris (1989,
1990, 1992), Calomiris and Gorton (1991) and Calomiris and Schweikart
(1991), emphasize that panics could be averted, or their costs reduced,
if banks could form a coalition to coinsure credibly against an




Regulation, industrial structure, and instability 7

observable shock to the system. If banks as a group agreed to bear the
risk of any individual bank’s default, then so long as depositors were con-
fident of the solvency of the group, they would have no incentive to with-
draw their funds. The mutual benefit of such coinsurance is the avoidance
of the panic and the consequent disruption of commercial payments and
credit. '

The feasibility of such coordination depended crucially on the ability
of banks to form successful coalitions, which depended in turn on the
number and locations of banks. Coalitions had to be able credibly to
guarantee support and to prevent free riding from individual banks on
the support of the group. This required self-regulation and the enforce-
ment of regulations by voluntary mutual monitoring among members.
City clearing houses, like that of New York (which was organized in
1853), and systems with a small number of geographically coincident
branching banks were quite successful at forming coalitions, establishing
rules for participation in the coalition, and enforcing compliance. But
systems of many geographically isolated unit banks could not do so. The
costs of monitoring were higher, and the benefits to any member bank
from monitoring a neighbor’s actions were too diffuse given the large
number of coinsurers. This explains why the United States, with its pro-
hibitions on intrastate and interstate branch banking, has never devel-
oped a nationwide coalition of coinsuring banks, unlike many other

" countries.

I divide the evidence on the importance of bank market structure in
the next section into evidence on the incidence of panics and evidence
on the risk, incidence, and cost of bank failures.

1.3 Branch banking and bank panics in the United States

With the exception of the first and second Banks of the United States,
which operated from 1791 to 1811 and 1816 to 1836, respectively, there
has been no interstate branch banking historically in the United States.
Except for these two banks, prior to the establishment of national banks
during the Civil War all banks were incorporated according to the laws
of individual states and operated within the confines of those states.
Banks were not free to establish any form of corporate entity they
pleased, and the location and activity of a bank was defined by its charter.
The earliest banks chartered in the North were unit banks, while those
in the South as a rule either were chartered with the intent of establish-
ing branches or soon were granted branching authority upon request.
By the 1830s there were several states in the South (Virginia, North
Carolina, Louisiana, Kentucky, South Carolina, Georgia, and Tennessee)
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operating substantial branch networks. The reasons for this initial dif-
ference and its persistence are examined below.

During the Panics of 1837 and 1839 branch banking enabled Southern

banks to weather the storm of the credit crunch in international trade
(which, according to Temin, 1969, produced the panics) remarkably well
compared to their counterparts in the North. Evidence of cooperation
among Southern banks within and across state lines is provided n
Govan’s (1936, pp. 15-19) analysis of the banks’ response to the Panic
of 1837. He finds that Southern banks suspended as a group in response
to the exhortations of merchants who feared a drastic contraction of
credit. The banks acted collectively to set the timing of suspension, the
intended date of resumption, the rules governing the clearing of inter-
bank transactions during the suspension, and rules limiting individual
bank liabilities during the suspension. Similar coordination seems to
have characterized the Panic of 1839 and seems to have helped to limit
the incidence of bank failure during that panic. In the North during the
Panic of 1839 suspension was less common and not coordinated among
banks, and failure rates were higher than in the branching states of the
South (Calomiris and Gorton, 1991, pp. 117-18).
' Banks in states dominated by centralized urban control (Delaware,
Rhode Island, Louisiana, and the District of Columbia) also coordinated
suspension and avoided widespread failure during the Panic of 1839.
Similarly, banks in the mutual-guaranty system of Indiana suspended
together in 1837 and 1839 and avoided any failures during the panics.
Like the branch banking South, city-dominated systems in the North
were able to coordinate better because they involved a small number of
geographically coincident banks. The Indiana system, though composed
of unit banks spread throughout the state, was uniquely suited to coor-
dination. The number of members was limited, the banks regulated one
another through a collective board of directors, and they guaranteed
each other’s liabilities without limit. The board of directors had broad
authority (including the right to close banks, regulate capital ratios,
and restrict dividends) and had strong incentives to monitor and penal-
ize violations. During its entire history, from 1834 to 1865, no member
bank failed. Indeed, the stability of the system was so great that during
panics after 1839 it was even able to avoid suspension of convertibility
(Golembe and Warburton, 1958; Calomiris, 1989).

During the Panic of 1857, once again Southern banks and the mutual
guaranty banks of Indiana and Ohio (which imitated Indiana’s system
in 1845) coordinated effectively, recovered their pre-panic asset levels
relatively quickly and saw relatively few bank failures (Calomiris and
Schweikart, 1991). As before, branching banks acted together to coordi-
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nate their own and other banks’ behavior, establish interbank markets
for clearing notes and checks, transfer funds, and enforce agreed upon
rules during the panic. For example, within one week of the onset of the
panic, banks in Charleston agreed to receive each other’s notes and the
notes of other South Carolina banks and Augusta and Savannah banks
at par. In his discussion of the Panic of 1857, Hammond (1957, p. 712),
along with many other observers, notes that the successful coordination
of the Southern banks was not possible in states like New York, where
many geographically isolated unit banks in the periphery were forced to
act independently. Markets for bank notes reflected these differences in
coordination through lower discounts on the notes of Indiana, Ohio, and
Southern banks before and during the crisis (Calomiris and Schweikart,
1988; Gorton, 1990).

The Panic of 1857 also saw the origin of crisis management among
members of the New York City clearing house (Cannon, 1910; Gorton,
1985). Member banks pooled funds and issued joint liabilities, coor-
dinated plans for maintaining credit to brokers and merchants, eventually
suspended jointly, established the date of joint resumption, and after
the panic organized the orderly flow of country bank notes (which had
accumulated in New York City banks prior to the crisis) to enable the
country banks to resume convertibility in a timely fashion. The successes
of the New York City clearing house led to imitation in 1858 when
Baltimore and Philadelphia banks established their own clearing houses.

Interestingly, formal clearing houses never developed in the branch-
ing South during the antebellum period. Understandably, the small
number of branching banks had a lesser need to coordinate clearings
and were able to respond to panics effectively without the formal rules
and enforcement mechanisms of the clearing house. Similarly, clearing
houses did not develop in Canada’s branch banking system until 1887.
As Breckenridge (1910, pp. 162-3) writes:

The volume of transactions for settlement, of course, had always been smaller
than what would be expected of a system of an equal number of banking offices,
each under independent control. The settlement between two or between all the

branches of the same bank, of course, would be effected in the books of that
bank, and is so still, independently of the clearing house.

The large financing needs and the ultimate defeat of the South in the
Civil War led to the insolvency of its banking system, which was called
upon to bear much of the burden for the South’s war finance. At the
same time, the mutual-guaranty systems operating in Indiana, Ohio, and
(beginning in 1858) Towa ceased to operate, as many of their members
converted to national bank charters (after 1863) in order to avoid the 10
percent federal tax on state bank notes. With the demise of Southern
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branch banks and Midwestern mutual-guaranty banks, and the decision
by the Comptroller of the Currency to restrict branching by national
banks, the only form of interbank cooperation that remained in place
during the immediate postbellum era was the clearing house, which
had spread to the major cities of virtually every state by the end of the
nineteenth century. As Johnson (1910, p. 10) writes in describing the
Canadian branch banking system to an American audience:

... to the student of the history of banking in the United States there is little
that is radically new in the Canadian system. He finds in it many of the practices
and expedients that were found excellent in the United States in the first half of
the nineteenth century, and is almost persuaded that but for the civil war what
is now known as the Canadian banking system would everywhere be called the
American system.

While useful in coordinating the actions of local banks in large U.S.
cities, clearing houses were unable to establish a national organization
to coordinate clearings or the banking system’s response to panics. Given
its unusual position as the reserve center for the nation’s interbank
deposits, New York City banks and their clearing house came to play an
increasing role as the main originator of policy during the panics of the
National Banking Era. The clearing house continued to pool assets and
issue joint liabilities (clearing house loan certificates) during panics,
which at first were used only for interbank clearings but by 1893 were
being used as a cash substitute by the public.

The ability of the New York clearing house to act as a lender of last
resort for the economy as a whole was limited by the amount of high-
quality assets that its members could contribute to the pool as backing
for its loan certificates and by its ability to distinguish good from bad
risks in interbank lending outside its own organization. While the use of
loan certificates may have been helpful in forestalling suspension in 1884
and 1890, larger disturbances (1873, 1893, and 1907) resulted in wide-
spread disintermediation followed by suspension of convertibility. The
uncertainty regarding the incidence of shocks, which gave rise to panics,
could not be entirely resolved by coinsurance of risk within the banking
system (as it was in many other countries, notably England’s resolution
of the Baring Crisis in 1890). Thus the resolution of panics in the United
States required prolonged delays in the convertibility of deposits on
demand.

1.3.1  International evidence on branch banking and bank panics

International comparisons provide similar evidence on the role of branch
banking, with its advantages of diversification and coordination, in reduc-
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ing the incidence of panics. Bordo’s (1985) useful survey of banking and
securities-market panics in six countries from 1870 to 1933 concludes
that “the United States experienced banking panics in a period when
they were a historical curiosity in other countries.” (p. 73) Bordo, like
many others, notes the likely association between the unique unit bank-
ing system in the United States and its unique propensity for panics. But
because the regulatory environment of any country differs from others
along dimensions other than unit versus branch banking, it is difficult to
attribute the relative stability of other countries to branching per se. To
facilitate comparison, I will limit my discussion of other countries’
banking systems to the English speaking world, which shared a legal tra-
dition and many common institutional features. A more inclusive survey
(including France and Germany) would corroborate the evidence pre-
sented here; Kindleberger (1984) provides an introduction to these lit-
eratures.

Scotland: Scotland’s early banking system is usually held up as an
example of a virtually unregulated system of branching banks, and its
panic-free history is often attributed to its large number of branches.
Banks in Scotland were free to branch as they pleased. By 1845 19 banks
of issue operated 363 branches (L. H. White, 1984, p. 37). The Scottish
Bank Act of 1845 restricted Scottish bank note issues to those out-
standing at that date plus any additional issues backed 100 percent by
specie reserves. This was less restrictive than the Peel Act of 1844, which
was designed to shrink the note issues of English banks (see Hughes,
1960; Capic and Webber, 1983, p. 211). Both acts helped to consolidate
the power of the Bank of England. After 1845, branch banking contin-
ued to flourish in Scotland, but Scotland ceased to be independent of the
English system. Commenting on Scotland’s panic-free history of branch
banking, L. H. White (1984, p. 143) quotes two observers (from 1845 and
1832, respectively) as claiming that “runs are the last things that would
ever enter into the mind of any man who is acquainted with the history
of banking in this country,” and that “A run upon a bank, such as happens
in England sometimes, or a panic, are terms the meaning of which is
hardly understood in Scotland.”

_ The difficulty in attributing the stability of the Scottish system to
branch banking per se is due to other unique features of the early
Scottish system. Scottish banks generally were unlimited liability banks
(with the exception of three limited-liability banks); thus depositors and
noteholders of banks enjoyed greater protection than that afforded by
the capital of a limited-liability bank. Furthermore, Scottish banks could
be formed by as large a partnership and capital base as they chose, unlike
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banks in England where restrictions limited the number of partners and
the amount of bank capital (L. H. White, 1984, pp. 41-2). Finally,
Scottish banks before 1845, unlike banks in the United States and else-
where, faced no limitations on their note issues. In fact, within the British
Isles Scottish bank notes often were brought into England and consti-
tuted a permanent component of the money stock, particularly in the
Northern regions.

The right to issue bank notes was deemed especially important
for allowing the branching network to expand. Withers et al. (1910, pp.
43-4) argue that the costs of holding “till money” in the form of specie
or equivalently the notes of other banks was an important restriction
to branching in other countries, but in Scotland banks were able to
avoid this cost. Scottish banks (around 1910) held reserves (specie plus
other banks notes) of less than 10 percent of their total liabilities
(Withers et al., 1910, p. 46), which Withers et al. show is low by compar-
ison to England and other countries. Munn (1981, p. 141) shows that from
1811 until the restriction imposed by the Scottish Bank Act, the ratio of
specie to demand liabilities for each bank ranged between 0.5 and 1.6
percent. This confirms the view that, particularly in the early period of
branch expansion, Scottish banks had a distinct advantage in the form
of low till costs.

These features of the Scottish system rais¢ a caveat for the purposes
of comparison with the U.S. system. Before using the observed stability
of early nineteenth-century Scottish banks to answer the counterfactual
question “How different would the history of panics have been during
the National Banking Fra in the United States if national banks had
been allowed to branch?,” one should control for differences in the reg-
ulation of note issues, which may have influenced the potential for ex-
pansion and therefore diversification of the branching system (see the
extended discussion of Canada below) and also control for differences
in extended liability. Both of these features enhanced the Scottish
system’s stability.

England: Unlike that of Scotland, England’s banking system experi-
enced panics in the eighteenth and early nineteenth centuries, but saw
none after 1866. It is hard to know whether to attribute the end of panics
to the transformation of the English banking system from one of mainly
unit banks to one of mainly branching banks, or to changes in the Bank
of England’s approach to dealing with crises. Private unit banks oper-
ated in England prior to the creation of joint stock banks in 1826, Initial
restrictions on joint stock bank operations in London (to benefit the
Bank of England) were relaxed somewhat in 1833. By 1836, the 61 reg-
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istered joint stock banks operated 472 banking facilities, and the trend
toward branching continued in the ensuing decades. By 1870, 111 joint
stock banks operated 1,127 banking facilities. For Britain as a whole in
1870, there were 378 banks operating 2,738 banking facilities (Capie and
Webber, 1983, p. 576).

At the same time, changes were occurring in the Bank of England’s
role in, managing crises, and it is hard to separate this effect on the
propensity for panic from that due to expanded branching, The monop-
olization of new English note issues in the hands of the Bank of England
after 1844 and the restrictions on the note-issuing powers of the Bank
of England (a 100 percent specie reserve requirement) limited the
banking system’s ability to protect itself from panics and made the
system’s fortunes heavily dependent on the discretionary policies of
the Bank of England and the government during crises. The government
had to provide the Bank with a special letter during the panics of 1847,
1857, and 1866 allowing it to violate its 100 percent reserve requirement
on notes in order to create liquidity. By the 1870s (especially with the
publication of Walter Bagehot’s Lombard Street in 1873) such a relax-
ation of the rules during crisis was expected, and the mature view of the
Bank of England’s role as a lender of last resort had been articulated,
perhaps most eloquently by Bagehot:

... whatever bank or banks keep the ultimate banking reserve of the country
must lend that reserve most freely in time of apprehension, for that is one of the
characteristic uses of the bank reserve, and the mode in which it attains one of
the main ends for which it is kept. Whether rightly or wrongly, at present and in
fact the Bank of England keeps our uitimate bank reserve, and therefore it must
use it in this manner.

And though the Bank of England certainly do make great advances in time
of panic, yet as they do not do so on any distinct principle, they naturally do it
hesitatingly, reluctantly, and with misgiving. In 1847, even in 1866 - the latest
panic, and the one in which on the whole the Bank acted the best — there was
nevertheless an instant when it was believed the Bank would not advance on
Consols, or at least hesitated to advance on them. The moment this was reported
in the City and telegraphed to the country, it made the panic indefinitely worse.
What is wanted and what is necessary to stop a panic is to diffuse the impres-
sion, that though money be dear, still money is to be had ... (p. 64).

Interestingly, Bagehot lamented England's peculiar reliance on one
bank to manage lending during crises and preferred the Scottish multi-
centric approach:

I shail have fajled in my purpose if I have not proved that the system of entrust-
ing all our reserve to a single board, like that of the Bank directors, is very anom-
alous (p. 66).
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... the natural system — that which would have sprung up if Government had let
banking alone — is that of many banks of equal or not altogether unequal size

‘ {(p. 67).

After 1866, the Bank managed to preserve liquidity without deviat-
ing again from the provisions of the 1844 Act, perhaps, paradoxically,
because of its known willingness to do so (Dornbusch and Frenkel, 1984;
Dutton, 1984; Hughes, 1984; Pippenger, 1984). In one of the more inter-
esting examples of interbank coordination, during the Baring Crisis of
1890, the commercial banks of London bailed out the Baring investment
banking house by agreeing jointly to insure against losses to its creditors
(with the Bank of England backing up the private bank co insurers). In
so doing, the banks succeeded in dispelling uncertainty about the inci-
dence of losses among their number from the Baring collapse, thus avoid-
ing the threat of a bank panic. According to Eichengreen (1992), the
Bank of England’s increasing success in preventing panics during the late
nineteenth and early twentieth centuries, and even in quelling distur-
bances outside its borders, was due in part to successful coordination
across national boundaries with central bankers on the continent —
something that set the mature classical gold standard of the late nine-
teenth century apart from previous and subsequent arrangements among
central banks.

Canada: The comparison between the incidence of panics in the United
States and Canada possibly provides the most convincing evidence of
the efficacy of branching for reducing the risk of panic, since the two
nations and their banking regulations were otherwise quite similar.
Both countries are vast geographically. Neither country had a central
bank in operation in the nineteeth century. The Bank of Canada began
operation in 1935, although the government had a limited role as a lender
of last resort beginning in 1907, which was expanded in 1914 and 1923,
as is discussed in Bordo and Redish (1987). The trade and activities of
the two nations were similar and interlinked. Johnson (1910, pp. 9-10)
writes:

Financially Canada is part of the United States. Fully half the gold reserve
upon which its credit system is based is lodged in the vaults of the New York

Clearing House. In any emergency requiring additional capital Montreal,

Toronto, and Winnipeg call on New York for funds just as do St. Paul, Kansas
City, and New Orleans. New York exchange is current and universal medium in
Canada and is in constant demand among the banks. A Canadian wishing to
invest in securities that may be quickly marketed commonly turns to the New
York market for stocks and bonds. Yet the American banker visiting in Canada
... finds himself in a land of financial novelties, for Canada has a banking system
unlike any in operation in the United States at the present time. Twenty-nine
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banks, known as the “chartered banks,” transact all the banking business of the
Dominion. They have 2,200 branches, and each may establish new branches
without increase of its capital stock. They issue notes without depositing security
with the government and in such abundance that no other form of currency in
denominations of $5 and above is in circulation. Notwithstanding the fact that
the notes are “unsecured,” their “goodness” is unquestioned among the Cana-
dian people.

Indeed, given the close connections among the two financial systems it
is remarkable that the Canadian system did not suffer panics when they
occurred in the United States. )

One difference between the U.S. and Canadian systems worth com-
menting upon was the elastic supply of bank currency in Canada. As in
Scotland, Canadian banks were permitted to issue their own currency.
Until 1908, national banks wishing to issue currency in the United States
had to deposit government bonds in the Treasury and await delivery of
their notes from the government. Canadian banks were allowed to issue
their own notes, during normal times, up to the amount of unimpaired
paid-in capital. After July 1908, they were also allowed to issue an addi-
tional amount equal to 15 percent of capital and surplus during the
crop-moving season {October 1 to January 1). As with the 1908 Aldrich-
Vreeland Act authorizing emergency currency issues in the United
States, emergency currency issues in Canada could be taxed. Unlike
American banks in both the antebellum and postbellum periods,
Canadian banks faced no reserve requirements on their note issues. Fur-
thermore, the ceiling implied by paid-in capital was never a binding con-
straint on Canadian note issues (Johnson, 1910, Chart IV, after p. 66).The
difference in the flexibility of the Canadian and United States currency
stocks was widely noted historically (see, for example, Gage, 1906). Gage

(1906) shows that the Canadian pattern was typical of other elastic-note-

supply, branch-banking countries.

_ This differing flexibility in the supply of currency was noted by many
contemporaries. As in Scotland and many other countries, banks’ ability
to issue notes in Canada likely reduced the specie reserves held by the
banking system and facilitated branching. Conceivably, this could have
reduced the propensity for panics to the extent that adding loans
from especially thinly populated rural areas helped to diversify bank
portfolios.

The option to issue notes also likely reduced the cost of providing
credit in the form of an exchange medium for seasonal currency pay-
ments to agricultural workers (particularly in August and September).
By accommodating credit needs in a liquid form, banks limited the sea-
sonal fluctuations in interest rates in the periphery (see Breckenridge,
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1899a, pp. 51-2; Gage, 1906; Eichengreen, 1984a; Miron, 1986). It is dif--
ficult to separate the effects of branching and note issuing on credit cost
seasonality. Branch banks — by virtue of greater diversification and
greater potential for interregional and interbank coordination — should
have had flatter loan-supply functions than unit banks in the United
States irrespective of note issuing authority. That is, banks should have
been able to bear seasonal increases in the loan-to-reserve ratio without
charging as high a cost to borrowers because the risk to the bank of doing
so would have been less in Canada than in the United States. The mar-
ginal contribution of note issuing authority on the effective supply of
credit depends on how large was the substitutability between notes and
deposits as exchange media on the margin. To the extent the only
exchange medium accepable to peripheral borrowers in August and
September was currency, and currency was costly to import seasonally
for this purpose, the supply of loans would effectively have been more
inelastic seasonally (borrowers would have to pay a seasonal currency
premium),

Regardless of its effects on seasonal credit cost or access of branches
to remote areas, the ability to issue notes in and of itself seems not to
have been an important determinant of panics in the United States or,
conversely, a protection against panics in Canada (although one can
strain to make such a connection, in theory, as a recent model by Champ,
Smith, and Williamson, 1991, illustrates). During the antebellum period
in the United States and in Canada, note issues were highly elastic but
this did not prevent panics from occurring in both countries in 1837 and
1839 and in the United States in 1857.

Data on the cyclical elasticity of note supply under New England’s
Suffolk System show cyclical variation comparable to that shown for
Canada in the nineteenth century. (For discussions of and data for
Suffolk System note issues, see Root, 1901, p. 211; Mullineaux, 1987, p.

' 889; Hunt’s Merchants’ Magazine, 1840, vol. 2, pp. 137-42; Calomiris and
Kahn, 1996.) Hunt’s Merchants’ Magazine (1851, vol. 25, p. 467) provides
data on note redemptions under the Suffolk System. From month to
month, note redemptions often varied as much as 10 percent. Calomiris
and Schweikart (1988) find similar cyclical elasticity for bank notes in

_the South. For example, in Virginia, outstanding currency fell from $143
million to $10.8 million from January 1854 to January 1855. By the
following January, outstanding currency was $13.0 million. Under New
York’s free-banking system note supply also showed elasticity. For
examplé, from September 1855 to September 1856, total outstanding cur-
rency of New York banks increased from $31.3 million to $34.0 million.
Weekly returns of New York City, Boston, Pittsburgh, and St. Louis
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banks in 1858 as reported in Hunt’s Merchants’ Magazine (1859, vol. 40,
p. 215) show large seasonal changes in note circulation. For example, in
New York City, circulation increased nearly 12 percent from March 27
to May 8 and fell more than 6 percent from May 8 to May 29.In Indiana’s
mutual-guaranty banking system, outstanding note issues changed by
more than 10 percent (from the beginning to the end of the year) 16
times in 27 years between 1835 and 1862, with 12 increases and 4
decreases (Golembe and Warburton, 1958, p. IV-11). Monthly changes
also could be large for these banks, as shown in Harding (1898, pp.
279-81). From January to August, 1842, circulation fell 40 percent; from
July to December, 1844, notes outstanding rose 14 percent. From 1845
to 1862, Ohio’s insured banks varied their outstanding currency annually
by more than 10 percent in 9 out of 17 years, with 7 increases and 2
decreases (Golembe and Warburton, 1958, p. VI-17).

The fact that elasticity of note issues was a common feature of many
different regulatory regimes in the United States during the antebellum
period did not prevent panics in the United States. This contradicts
the view that panics were caused by inelastic supply of currency and
large random currency-demand shocks, as Chari (1989) and Champ,
Smith, and Williamson (1991) argue. Calomiris and Gorton (1991) and
Calomiris and Schweikart (1991) show that panics were caused not by
the scarcity of a particular form of medium of exchange, but by adverse
economic disturbances that created confusion regarding the potential
insolvency risk of commercial banks. ‘

In summary, despite the advantages attributable to note issuing
authority, it seems reasonable to attribute differences in the vulnerabil-
ity of the U.S. and Canadian banking systems to panics primarily to the
branching laws of the two countries, rather than to the elasticity of
currency supply, or perhaps to the combination of branching and the
elasticity of currency.

Canada’s system allowed nationwide branching from its beginnings in
the early nineteenth century. Ironically, at that time, it was following the
banking doctrines of Alexander Hamilton to the letter (Breckenridge,
1910, pp. 7-8) and the precedent established in the United States by the
Bank of the United States. Banks relied on coordination among a small
~ number of banks (roughly 40 in the nincteenth century, falling to 10 by

1929) to resolve threats to the system. The Canadian Bankers” Associa-

tion, formed in 1891, marked the formalization of cooperative arrange-
ments that served to regulate failures of individual banks and mitigate
their consequences for the banking system as a whole. The Bank of
Montreal - the depository of most government funds, and the largest of
the Canadian banks, with 20 percent of the banking system’s assets in
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1910 — sometimes acted as a private lender of last resort, stepping in to
assist troubled banks (Breckenridge, 1910; Johnson, 1910; Vreeland et al.,,
1910).

Canada experienced no banking panics after the 1830s. During their
history, Canadian banks suspended convertibility only twice, from May
1837 to June 1838 and from November 1838 to June 1939. Breckenridge
(1910) describes these.suspensions as of questionable necessity and
mainly motivated as a defensive action to prevent large outflows of
specie to the United States (which was the origin of the problem). The
- Canadian banks did not suspend during the Panic of 1857 and saw a
reduction in their activities (presumably reflecting the large outfiows of
specie abroad). Still, no bank failed in Canada during or immediately
after the panic.

During subsequent panics in the United States, Canada followed a
similar path to that of 1857, acting as a shock absorber for the difficulties
~ originating in the United States. Inflows of Canadian bank notes, as well
as specie, helped to offset contractions in the U.S. money supply atten-
dant to panics. These contractions had little effect on Canadian banks. For
example, in the Panic of 1907, banks reduced their lending temporarily
and rapidly rebounded. Johnson (1910, p. 96) describes 1908 as . ...

. .. a breathing spell in Canadian industry and finance, but the bank returns show
that there was no lack of confidence in the banks and that the floating capital of
the country had not been seriously impaired.

Schembri and Hawkins (1988) argue that Canadian branches in the
United States benefited from the relative stability of Canada’s banks
during panics in the United States. US. depositors transferred funds to
these banks in times of trouble, viewing them as a safe haven.

Coordination among banks within Canada is nicely illustrated by
the events of the Panic of 1907. The Sovereign Bank of Canada failed
during the crisis, but without loss to its liability holders because of the
intervention of other Canadian banks (led by the Bank of Montreal)
who guaranteed its liabilities against loss. As the English banks had
done during the Baring Crisis of 1890, the Canadian banks sought to
eliminate any confusion regarding the incidence of loss among banks by
standing together as a group, whose collective solvency was beyond ques-
-tion: The Canadian banks had done the same for-the Bank of Ontario in
1906.

On the evening of October 12 [1906] the bankers in Toronto and Montreal heard
with surprise that the Bank of Ontario had got beyond its depth and would not
open its doors the next morning. Its capital was $1,500,000 and its deposits
$12,000,000. The leading bankers in the dominion dreaded the effect which the
failure of such a bank might have. The Bank of Montreal agreed to take over the
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assets and pay all the liabilities, provided a number of other banks would agree
to share with it any losses. Its offer was accepted and a representative of the Bank
of Montreal took the night train for Toronto .. . the bank opened for business
the next day with the following notice over its door: “This is the Bank of
Montreal.” (Johnson, 1910, pp. 124-5).

The Bank of Montreal did not always bail out failing banks. When
smaller banks failed (never with any losses to noteholders, and usually
with small or zero losses to depositors), the bank did not intervene
(Vreeland et al., 1910, p. 219; Johnson, 1910, p. 127).

Over time, beginning in 1907, the government provided additional pro-
tection to the Canadian banking system, through authorization of loans
of currency (Dominion notes) against collateral of worthy securities.
Johnson (1910, p. 121) argues that the intervention was unnecessary in
1907 and did not occur at the request of the banks, who opposed it. Bordo
and Redish (1987) conclude that the rise of the Bank of Canada as a
Depression measure in 1935 was not the result of economic necessity,
but of political expediency due to domestic and international political
pressures.

There is some disagreement about the role of Canada’s branching
system in preventing the collapse of the system during the Great
Depression. Haubrich (1990) argues that Canada’s resistance to panics
during the Great Depression prevented Canada’s financial system
from propagating the severe external shocks that buffeted it, in contrast
to the U.S. banking collapse, which Bernanke (1983) argues was so
instrumental in prolonging the Depression in the United States. Both
countries saw a large decline in GNP from 1929 to 1933 (42 percent in
Canada and 46 percent in the United States). Kryzanowski and Roberts
(1989) recently have questioned whether the success of the Canadian
banking system in surviving the Depression was due to branch banking
and coordination, or alternatively as they suggest, to an implicit guaran-
tee by the government that depositors would be protected from loss.
While they provide some interesting evidence in favor of the likelihood
that some attempt might have been made to protect Canadian banks in
the absence of successful private intervention, there is room for doubt
regarding their conclusions. It seems unlikely that Canadian depositors

- would have resisted running-on their banks because. of the possibility of .-

government backing, the existence of which remains controversial even
today. '

Australia: The single exceptional case of a mature, relatively laissez-
faire, nationwide branch-banking system that experienced a panic
involving widespread bank suspension was the Australian banking col-
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lapse of 1893. But even here, the particulars of the experience hardly
constitute an indictment of the potential efficacy of diversification and
coordination through branching.

In the latter half of the nineteenth century Australia grew rapidly, with
GDP rising at a rate of 5 percent per annum from 1860 to 1890. In the
fifteen vears prior to the crisis Australian banks’ real assets fripled, as
the banks moved away from traditional commercial lending to partici-
pate in the financing of the speculative land and construction boom
(Pope, 1989). Throughout the period the banking sector was highly con-
centrated, with roughly half of the banking system’s deposits residing in
four of the 26 banks in existence. Despite this concentration (and despite
the operation of a clearing house in Melbourne since 1867), the crisis
caused half the banks in the country, operating nearly 1,000 branches, to
suspend convertibility.

Coordination among banks did occur to some extent. The clearing
house issued loan certificates during the crisis and thereby managed to
reduce the specie needed for interbank clearings from 20 percent in 1892
to 5 percent during the crisis (Pope, 1989). But apart from this, there was
no explicit interbank risk sharing to promote public confidence in the
banking system, as there had been in Canada and Britain during finan-
cial crises.

Pope (1989) argues that part of the explanation for the lack of CoOT-
dination among banks during the crisis was that some of the largest
banks in the system did not perceive a great benefit to themselves from
providing the necessary assistance to the failing banks. The logic of vol-
untary ex post mutual assistance requires that the assisting banks see a
large negative externality from not providing such help. Pope (1989)
claims that two of the larger banks in the country (the Australasia and
the Union) entered the crisis in a relatively strong position and thus were
unwilling to participate in a proposed mutual-assistance plan. Both had
high reserve ratios, had not participated as much as other banks in financ-
ing the land boom, saw little threat to their own position from the run
on other banks, and may have viewed the collapse of their competitors
as an opportunity to expand their market share. The opposition of these
two banks was sufficient to undermine the initial promises of mutual
- assistance among -banks.. ... ...

This interpretation suggests that the Australiéﬁmc':éSé"ﬁ'l'é"y'“ﬂb"t”}'ié'vé'

been a “classic” panic (one involving substantial confusion about the
incidence of the disturbance among banks). Indeed, Pope (1989) shows
that available measures of balance sheet liquidity positions and risk
exposure provide reasonably good predictions of which banks were
forced to suspend during the crisis. This supports his view that banks
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could be distinguished vis-a-vis their exposure to the shock. Moreover,
the lack of interest in collective action suggests that the long-run social
costs of the panic, in terms of disruption to the potential provision of
credit by the banking system as a whole, were likely to be smail. The exis-
tence of a few large nationwide branching banks of unguestioned health
eventually would have provided a substitute source of commercial credit
supply for failing banks.

All 12 of the banks that suspended in April and May of 1893 were able
to reopen within three months. The Federal Bank, which alone had failed
in January and had been denied assistance by all the banks at that time,
was the only bank unable to resume business. The banks that were able
to resume did so with the help of their depositors, who cooperated in
providing capital infusions to their banks and converting their demand-
able obligations into shares or long-term debt. The fact that the failing
banks were able to come up with a plan and have the plan successfully
adopted at a national scale so quickly suggests that there may have been
substantial ex post “coordination benefits” from bank concentration
after all. '

In summary, the Australian banking collapse involved an unusual set
of circumstances (a very large shock to fundamentals with different con-
sequences for different banks), and this explains the large suspension
rate and lack of coordination among Australian banks. Furthermore, the
social cost of the Australian banking collapse was probably small com-
pared, for example, with the numerous bank failures during the similar
land bust of the 1890s in the United States (see Calomiris and Gorton,
1991). In the United States, there was systemic suspension of convert-
ibility (suggesting more ex ante confusion about the incidence of the
disturbance among banks), failing banks were not able to reorganize
through a coordinated recapitalization financed by depositors, and failed
unit banks were not easily replaced (due to the prohibition on entry that
branch banking restrictions entailed — see Calomiris, 1990, 1992, for
related evidence on the role of branching in providing for replacement
of failed banking facilities in the 1920s). Finally, the 1893 crisis was an
isolated incident in the history of Australian banking. As one observer
wrote in 1933,

Perhaps the most remarkable feature of Australian bankig since the crisisof =

1893 is the almost complete absence of bank failures. No commercial bank,
except the Federal Deposit Bank, which was a small bank in Queensland, has
failed since the troublesome days of 1893. ... As Australia is essentially an agri-
cultural and pastoral country that suffers from prolonged drought, the almost
complete absence of commercial bank failures since 1893 is truly remarkable
(Jauncey, 1933, p. 30, cited in Chapman and Westerfield, 1942, p. 256).
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The stability of the post-1893 banking system coincided with increased
concentration of banking and expansion of access through an enormous
increase in bank facilities. In 1912, there were 23 banks operating 2,064
facilities. By 1929 there were 16 banks operating 3,262 facilitics.

1.3.2  Branch banking and diversification

As discussed above, diversification of individual bank assets is one of the
key elements linking branch banking and a reduced propensity for bank
panics. The benefits of greater asset diversification under branching
appear in a variety of other indicators as well. For example, as noted
above, seasonal smoothing of interest rates is enhanced (the loan-supply
function is flatter) under branching; equivalently, increases in bank lever-
age and reserve ratios can be accommodated with smaller increases in
interest rates charged borrowers when banks are well diversified.
Another piece of evidence is the lower market discount rates on the bank
notes of branching banks during the antebellum period (Calomiris and
Schweikart, 1988; Gorton, 1990). As noted above, both of these pieces of
evidence can be interpreted in other ways. The elasticity of currency
under the branch banking systems of Canada, Scotland, and other coun-
tries may have facilitated the smoothing of interest rates, in addition to
the effects of asset diversification due to branching. The coordination
benefits during panics from branching, rather than within-bank diversi-
fication per se, may have been important in lowering discount rates on
notes. : '

In what follows I consider several other indicators of lower asset risk
of branching banks, which I will argue are clearer indicators of asset risk
differences. These include: the propensity for bank failure (during and
outside of panic episodes) across different types of systems; the propen-
sity for failure of different types of banks within the same system; the
recovery of banking (number of locations and asset levels) in response
to shocks across different types of systems; the role of banks in equaliz-
ing rates of return across different locations; the greater expansion of
branch-banking systems into thinly populated areas; and the reserve
holdings of banks in branching and nonbranching systems.

““Bank Failives: Prior to the 1980% foui national waves of bank failures

oceurred in the United States: the disastrous episodes of 1837-1841,
1890-1896, 1921-1930, and 1931-1933. Especially in the first three of
these episodes, bank failures were closely linked to the type of enter-
prises banks financed. Banks with close links to international trade
(Temin, 1969, pp. 142-5) or to infrastructure investment (Schweikart,
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1988a) were hardest hit by the collapse of 1837-1841. In the 1890s banks
that had financed the rapid land expansion “on the middle border” in
Kansas and Nebraska suffered the highest risk of failure (Bogue, 1955;
Calomiris and Gorton, 1991, pp. 156-9). In the 1920s, the agricultural bust
of the post-World War I period caused widespread bank failures in some
states (those with many grain, cotton, and livestock producers, in partic-
ular), while leaving others unaffected (Calomiris, 1992).

The activities of banks and the shocks that buffeted them were impor-
tant factors in predicting failure propensity during these disastrous
episodes, but regulatory factors were important as well. In particular,
systems that permitted branching saw lower failure rates and losses than
systems that did not. During the 1837-1841 period, Virginia and South
Carolina (two Southern states with advanced private branch banking
systems) saw no bank failures (Klebaner, 1990, p. 51).

Regrettably, this same pattern persists to the present day. Comparisons
across states, using evidence from the agricultural crisis of the early
1980s, confirm that branch banking systems have suffered lower failure
rates than others, controlling for other factors. Calomiris, Hubbard, and
Stock (1986, p. 469) found that California had an exceptionally high rate
of troubled agricultural loans during the early 1980s. As of 1984, 8.4
percent of California’s agricultural loans were in nonaccrual status, com-
pared to an average of 4.7 percent for the rest of the country. The agri-
cultural loan delinquency rate for California was 13.1 percent, compared
to a national average of 8.9 percent. Net charge-offs as a percentage of
agricultural loans were 6.1 percent in California and 1.8 percent in other
states. Despite these difficulties, California accounted for only 1 of 68
agricultural bank failures in 1985. The reason they weathered the storm
so well is that most agricultural lending in the state comes from large
well-diversified banks, which hold only 3 percent of their portfolios in
agricultural production loans.

Laderman, Schmidt, and Zimmerman (1991) show that bank diversi-
fication is inhibited by unit banking. After controlling for a variety of
other factors, they find that rural banks devote a significantly larger pro-
portion of their loan portfolios to agricultural loans than do urban banks.
When statewide branching is allowed, rural and urban banks’ portfolios

...are-much-more diversified. Smith. (1987_)_shows___tha_t______bran(_:h_ing___I_cst_r_ic: S

tions increase failure risk for agricultural and nonagricultural banks by
limiting the potential for diversification.

. banks in restricted-branching states are generally at greater risk of closure
because of less diversified loan portfolios than are banks in statewide-branching
states . . . in restricted-branching states, the probability of closure of banks seems
equally influenced by the share of loans in the commercial and industrial cate-
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gory and the share in the agricultural category... several of the financial
ratio coefficients are statistically different between restricted-branching and
statewide-branching states. (p. 35)

Historical comparisons across countries provide similar evidence of
the benefits of diversification through branching. L. H. White (1984, pp.
44-9) emphasizes the low failure rates of Scottish banks compared to
their counterparts in England during the early nineteenth century.
Chapman and Westerfield (1942, p. 257) write:

The last two bank failures in Scotland were the Western Bank of Scotland in
1857 and the City of Glasgow Bank in 1878. ... The shareholders suffered seri-
ously, but the depositors and noteholders were paid in full.

Johnson (1910, p. 127) makes a similar point about the mature Canadian
system:

Since 1889 six small banks have failed, but note holders have lost nothing
and depositors very little. They were local institutions with few branches and
their failures possess little significance in a study of the banking system as a
whole, .

Thirteen Canadian banks failed from 1868 to 1889. The available data
indicate that the costs of these failures for noteholders were quite low
(zero in the 11 cases where data are available); and in at least 8 of the
13 cases, depositors’ losses were essentially zero as well (Vreeland et al.,
1910, p. 219). During the period 1870-1909, when the failure rate for
national banks in the United States was 0.36, the failure rate of Cana-
dian banking facilities (banks and their branches) was less than 0.10
(Schembri and Hawkins, 1988). Comparing average losses to depositors
over many years, Williamson (1989) finds an annual average loss rate in
the United States of 0.11 percent, and in Canada, 0.07 percent. Perhaps
even more telling, during periods when both economies were buffeted
by substantial regional or economy-wide shocks (the agricultural bust of
the 1920s and the drastic decline in GNP during the Great Depression),
Canada’s banks performed exceptionally well. E. N. White (1984a, p. 132)
finds:

In Canada, from 1920 to 1929, only one bank failed. The contraction of the
banking industry was carried out by the remaining banks reducing the number
of their offices by 13.2 percent. This was very near the 9.8 percent decline in the
United States. . . . In spite of the many similarities with the United States, there

. were no-bank failures in Canada during the dark years of 1929-1933.The number -

of bank offices fell by another 10.4 percent, reflecting the shocked state of the
economy; yet this was far fewer than the 34.5 percent of all bank offices perma-
nently closed in the United States.

Chapman and Westerfield (1942, p. 258) show that losses to depositors
in Canada were typically confined to small banks, which “could not by
any reasonable test be regarded as branch banks . ..”
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Within the United States, failure rates were lower for large banks, par-
ticularly those that branched. This pattern is evident beginning with the
first and second Banks of the United States. During the Panic of 1857,
Southern branch banks all survived, while a handful of small Southern
unit banks failed (Calomiris and Schweikart, 1991).

Of the 5,714 bank suspensions in the United States from 1921 to 1929,
only 459 had capital in excess of $100,000. Large banks accounted
for only 8 percent of all suspensions, though they comprised roughly
25 percent of the number of banks in operation (American Bankers
Association, 1935, pp. 33-6). States that allowed branching in the United
States saw lower failure rates in the 1920s (measured either in bank -
numbers or bank deposits) than other states. In the six states with the
most firmly established branch-banking systems by 1925 (California,
Louisiana, Massachusetts, Michigan, New York, and Ohio), only 13 banks
failed. The failed banks held only 0.03 percent of the total deposits of
these states (E. N. White, 1983, pp. 218-19).

The vulnerability of small banks to failure in the 1920s and 1930s has
been documented by a number of other researchers, including Bremer
(1935), B. N. White (1983, 1984a), and Calomiris (1992). Prior to the
general economic decline of the Great Depression, failures by large
branching banks were virtually nonexistent. From 1921 to 1929, only 37
branching banks operating 75 branches were liquidated. More than two-
thirds of these banks operated a single branch, and only 6 of them oper-
ated three or more branches (U.S. House of Representatives, 1930, vol.
1, p. 462). The failure rate for branch banks was roughly 4 percent for
the entire period 1921-1929. The bank failure rate for this same period
for the country as a whole was upwards of 20 percent.

The states with long-standing branching systems were not particular-
ity hard hit by the agricultural decline of the 1920s, which might explain
their superior performance; but more detailed evidence on the incidence
of failure confirms a link between unit banking and bank vulnerability.
Regional comparisons confirm the view that the period prior to 1930
saw exceptional stability of branching banks even in the hard-hit
“agricultural-crisis” areas of the country. Calomiris (1992) identifies 32
states that were most affected by the agricultural bust of the 1920s. In

ing facilities in the country. State-by-state decompositions of failures by
type of bank are not readily available, but even if all branching failures
had been concentrated in these states during the 1920s, the annual rate
of branch-bank facility failure would be only 0.85 percent. Overall failure
rates for these states typically were several times as large (Calomiris,
1992, p. 42 and Table 20).

1924, the 32 agricultural-crisis states contained 1,312 of the 3,007 branch- -
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In some cases, specific within-state comparisons of branch and unit
banks are possible. In the states that prohibited new branching from 1924
to 1928 but allowed banks to continue to operate existing branches
(Alabama, Arkansas, Indiana, Minnesota, Nebraska, Washington, and
Wisconsin), the annual failure (disappearance) rate of branch banks was
a remarkably low 0.02 percent. Using The Bankers Encyclopedia one can
trace the presence or absence or banks from 1920 to 1929. In all cases, a
careful review of entries revealed whether disappearances were due to
acquisitions or to closings. Calomiris (1992} traces the entries for the
branching banks of three states, chosen because they experienced high
rates of overall bank failure and had a small number of branching banks
(making data collection easier) and because branching banks in these
states were allowed to operate branches outside their home city. In
Mississippi, all 24 branches in operation in 1920 were located outside
their home banks’ citics. The same was true of Arizona’s 2¢ branches
in operation in 1920. In South Carolina, 13 out of 15 branches operated
outside the home city. These states, therefore, provide a useful measure
of the potential advantages of statewide branching during a CTiSis.

Arizona permitted statewide branching throughout the period. In
Arizona in 1920, 8 banks operated 20 branches. By 1929, 2 of these (each
operating one branch) had been acquired by larger branching banks.
One of the branching banks (operating one branch) failed. In the
interim, three new branching banks had entered. The average annual
failure rate for total branching facilities was 1.6 percent for 1921-
1929, compared to 4.3 percent for Arizona’s state-chartered banks as a
whole.

Mississippi had allowed branching outside home cities, but later pro-
hibited branching, except for the establishment of limited agency facili-
ties within home cities. Nevertheless, the existing statewide branches
were permitted to continue operating. During the 1920s none of the 10
branching banks operating 24 branches failed, while the average annual
failure rate for state-chartered banks as a whole was 1.4 percent.

In South Carolina from 1920 to 1929, 4 out of 8 branching banks in
operation in 1920 closed, but all of these were banks that operated a
single branch, and 2 of the 4 operated branches within their home city.
Thus of the 23 towns or cities in which branch-banking facilities were

because the lack of available banking facilities in thinly populated areas -

(where virtually all branches were located in Arizona, Mississippi, and
South Carolina) increases transactions costs in those locations and can
inhibit the flow of capital to worthy enterprises located there. The overall
failure rate of existing branching facilities in South Carolina was 2.9




Regulation, industrial structure, and instability 27

percent, compared to a rate of 4.9 percent for all state-chartered banks.
Entry into branching was especially strong in South Carolina in the
1920s, and entrants apparently learned the importance of establishing
multiple branches. Two new banks — The Peoples Bank of South Car-
olina and the South Carolina Savings Bank — entered during the 1920s
and established 18 and 9 branches, respectively, operating outside the
banks’ home cifies.

The lessons of the high survival rates of branching banks during
the 1920s agricultural crisis were not lost on bankers and policymakers.
As Calomiris (1992, Table 17) shows, in states where branching was
allowed, it flourished and increasingly took the form of multibranch
banks, where possible. Four of the eight states that had deliberately
enacted deposit insurance plans as an alternative to allowing branch
banking prior to the 1920s passed laws allowing branching by the end

of the 1930s. By 1939, for the United States as a whole, 19 states per-

mitted full branching and 17 allowed limited branching, compared
to 12 statewide and 6 limited-branching systems in operation in 1924
(Chapman and Westerfield, 1942, pp. 126-30). Of the 18 states that
permitted branches to exist early on, only 3 saw a reduction in the
number of total facilities from 1924 to 1928. These reductions all
occurred in states that prohibited the establishment of new branches,
but allowed existing branches to be maintained (Georgia, Minnesota,

and Washington). In all three cases, the reductions consisted of the depar-

ture (failure or closure) of a single bank. In all the other states that
allowed branching to continue, but prohibited the establishment of
new branches, the number of branches remained the same. In states that
allowed new branching, branches uniformly increased at a rapid rate,
often as the total number of banks declined, and branching thus came to
constitute a much larger fraction of total banking facilities (Calomiris,
1992). :

Moreover, the recovery of total bank asset levels was higher for state
banking systems that permitted growth in branch banking. Arizona,
Kentucky, Louisiana, Michigan, North Carolina, Ohio, Tennessee, and
Virginia all saw relatively high rates of asset recovery in the late 1920s
relative to other states experiencing agricultural distress. Thesc were also
——the-states-that-experienced.the largest increases in the average size of

banks. South Carolina was the only exception to the rule, with negative
asset growth over the 1920s. But despite its overall banking contraction,
South Carolina witnessed a more than doubling of its branch banking
facilities from 1924 to 1929.

More formally, Calomiris (1992) regresses bank asset growth from
1920 to 1926, and 1920 to 1930, for a sample of 32 agricultural-crisis

.............
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states, on a variety of control variables and branching dummies for
limited and statewide branching. While the few degrees of freedom
warrant a cautious interpretation, the branching indicator variables are
both economically large and statistically significant, and they grow in
importance with the longer time horizon. States that allowed branching
enjoyed 40 percent higher growth in assets from 1920 to 1930, control-
ling for other differences.

In summary, evidence on the mortality rates and losses of failed
banks indicate substantial advantages from branching. Branching also
enhanced the banking system’s ability to absorb weak institutions and to
recover quickly from adverse shocks. It is worth noting that the exam-
ples of successful branching within the United States are all intrastate
branching systems. A full nationwide system of banks would have done
much better, as the example of Canada during the Depression illustrates.
Indeed, at least two large branching banks (notably in the undiversified
cotton-dependent economies of Georgia and South Carolina) did fail
during the Depression.

1.3.3  Financial integration and diversification

In most countries, interregional capital flows are an important means
of equalizing rates of return and providing diversification for capital
providers. One way to examine whether nationwide branch banking
facilitates diversification of banks’ risk across regions is to ask whether
branch banking systems do a superior job of equalizing interregional
interest rates on loans.

There is a large literature on the question of capital market integra-
tion in the postbellum United States (Davis, 1965; Sylla, 1969, 1975;
James, 1976a, 1976b, 1978; Eichengreen, 1984b; Snowden, 1987; Sushka
and Barrett, 1984; Binder and Brown, 1991). This literature sceks to
explain the rate of convergence of rates of return across regions of the
United States during the late nineteenth century. While there has been
some disagreement about which factors contributed most to the conver-
gence in rates of return over time, all authors agree that the disparities
in regional rates of return were the result of branching restrictions com-
bined with the increasing geographical dispersion of economic oppor-

differences in bank lending rates did not characterize the antebellum
period. The antebellum environment differed both in terms of superior
bank organization (branch banks operated in the South and coordinated
groups of mutual-guaranty banks operated in Indiana, Ohio, and Iowa)
and in less geographical dispersion of economic activity. These factors
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may explain the greater integration of capital markets prior to the Civil
War,

Interregional interest rate differences continued to be important in the
United States throughout the late nineteenth and early twentieth cen-
turies. Table 1.1 provides data on interest rates for first-class two-name
commercial paper in various cities during the 1890s, collected and pub-
lished by Bradstreet’s and quoted in Breckenridge (1899b). The accuracy
of these data has been questioned by James (1978, pp. 252-62). James
(1978, pp. 16-19) provides alternative measures of interregional interest
rate differentials, using estimated average bank loan interest rates, which
show a greater degree of convergence by 1900 (the maximum interre-
gional interest rate differential falls from roughly 4 percent in the
mid-1890s to 3 percent by 1900) than do those reported in Bradstreets.
In defence of the accuracy of the Bradstreet’s data one can point to the
appearance of reproductions of Table 1.1 in many contemporary acade-
mic and trade journals and books. These data were often used by pro-
ponents of branch banking to show the extent of segmentation of U.S.
capital markets. If the data were grossly inaccurate, one would expect
that their validity would have been questioned at the time. Regardless
of whether one prefers the James or the Bradstreet’s data, however, both
indicate large, persistent interest differentials across regions in the post-
bellum period. .

The commercial paper instruments priced in Bradstreet’s were nearly
default-free money-market instruments. Greef (1938, p. 56, footnote 65)
shows that during the 1880s and 1890s, when many other debts were in
default, commercial paper default rates were trivial (0.2 percent from
1886 to 1892 in New York according to one estimate; 0.05 percent from
1891 to 1895 in New York according to another estimate; 0.001 percent
from 1897 to 1902 in Chicago according to a third estimate). Commer-
cial paper was uniquely liquid during banking panics (Greef, 1938, p. 57).
During the Great Depression default rates on commercial paper
remained extraordinarily low (0.03 percent in 1931 and 0.02 percent in
1932, according to Greef, 1938, p. 309).

Clearly, the commercial paper market neither provided a means for
interregional diversification (risky loans simply were not admitted to the
market) nor a means for completely integrating the national capital

market for riskless instruments-(otherwise riskless rates of returnwould . ..

have been identical across regions). The large interregional differences
in essentially riskless returns show that the elasticity of capital flows
across regions in the United States was low. Commercial paper was pur-
chased mainly by bankers, and commercial paper houses received their
bridge financing from local banks. The reliance on local banks for funding




Table 1.1. Average rate of discount on first-class two-name commercial
paper in 43 cities of the United States, for the years 18931897, as
reported weekly in Bradstreet’s '

Lower rates — percent

Higher rates — percent

e

Place 1803 1894 1895 1896 1897 1893 1894 1865 1896 1897
Boston 521 276 319 492 299 660 377 484 629 403
New York 673 290 355 540 346 872 365 424 617 400
Baltimore ‘611 462 400 400 409 663 . 523 482 450 464
Hartford 600 343 406 572 370 716 432 461 667 427
Philadelphia 615 1346 431 557 369 701 531 556 627 888
Providence 612 381 465 607 424 680 483 525 682 496
Cincinnati 588 460 48 561 412 69 544 561 617 517
Chicago 649 524 533 654 508 719 625 624 692 607
Pittsburgh 594 528 596 600 600 646 600 601 7.00 7.00
New Orleans 7.0 498 476 650 600 761 634 665 778 6.88
St, Louis 665 538 525 623 600 774 701 698 744 7.00
Portland, ME 600 600 600 600 600 600 600 600 600 600
Richmond 600 600 600 600 600 700 700 600 600 6.00
Buffalo 611 600 600 600 592 778 765 700 794 792
Memphis 748 598 538 625 542 803 796 786 800 742
San Francisco 711 580 594 600 — 848 678 632 600 _
Milwaukee 698 611 600 628 600 700 698 700 715 7.00
Indianapolis 715 669 600 600 600 800 800 800 800 800
Cleveland 700 688 600 600 600 700 700 700 7.00 7.0
Detroit 700 623 600 684 600 719 723 609 684 600
St. Paul 761 769 600 634 538 800 769 632 769 738
Nashville 800 765 596 600 575 800 800 800 800 653
Louisville 703 640 678 694 69 707 723 700 69 7.00
Minneapolis 757 698 650 721 625 800 782 784 796 740
Kansas City 690 626 653 800 684 800 800 7.8 957 848
$t. Joseph 684 700 700 700 700 784 800 800 800 800
Charleston 713 700 7.00 700 7.00 784 800 800 800 800
Los Angeles 728 700 700 7.00 7.00 928 900 900 9.00 900
Duluth 796 701 700 738 690 900 788 800 826 800
Galveston 701 700 700 753 800 800 800 800 800 800
Mobile 778 800 800 800 800 800 800 800 800 800
Omaha 800 800 800 800 790 865 1000 1000 1000 9.80
Savannah 800 800 800 800 796 880 1000 1000 1000 996
Atlanta 800 800 800 800 800 803 800 800 800 800
Birmingham 800 800 800 800 800 0946 1000 1000 10.00 988
Houston 800 800 800 800 800 800 800 800 800 800
Portland, OR 800 800 800 800 800 1000 10.00 1000 10,00 10,00
Salt Lake City. .. 800...8.00.._800_ 800 800 1000 1000 1000 10.00 10.00
Little Rock 807 800 800 800 800 988 9.84 ""10.00 " 10.00

Dallas 878 757 842 892 800 1038 915 1000 10.00 1000
Tacoma 1000 936 900 900 900 1169 1100 11.00 1100 11.00
Seattle 1000 1000 1000 1000 984 1200 1200 1200 1200 11.84
Denver 1000 1000 10.00 1000 1000 1038 1200 1200 1200 12.00

Source: Breckenridge (1899b, p. 7).
30
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limited the ability of the banking industry in the nation as a whole to
channel funds elastically through the commercial paper market to their
best use. The immobility of capital even in the riskless market likely
reflected problems of delegated monitoring (Diamond, 1984; Calomiris
and Kahn, 1991; Calomiris, Kahn, and Krasa, 1991). Local commercial
paper houses were funded by local banks because banks made sure that
they performed their duties as “delegated monitors” properly. The
financing of commercial paper dealers was limited to local banks and
was therefore constrained by local bank capital, because of problems of
enforcing appropriate screening and monitoring of potential borrowers.
Local bank capital was, in turn, limited by the capital of the local
economy. A study of national banks by the Comptroller of the Currency
in 1897 showed that out-of-state holdings of bank stock were limited. The
largest out-of-state holdings were for the Western and Pacific regions,
which had outsiders’ holdings of less than 12 percent. Citing this evi-
dence, Breckenridge (1899b, p. 10) concludes that “there is nothing which
takes the place of branch banks. The local borrower is at the mercy of
the local lender.”
The exclusivity of the commercial paper market, combined with limi-
tations on interregional financing of commercial paper, kept the com-
mercial paper market small compared to total bank loans and discounts.
For banks in the nineteenth century, the ratio of commercial bills to total
loans and discounts never exceeded 3 percent and averaged 1.3 percent
for 1892-1897 (Breckenridge, 1899b, p. 9). As late as the 1920s, the
number of firms issuing single-name (open-market) paper in the United
States and Canada never exceeded 2,754. In 1930, 1,674 firms issued
open-market paper, of which only 292 originated in cities west of the
Mississippi (Minneapolis, Dallas, Kansas City, and San Francisco), and
only 9 originated in Canada. Firms in the textiles, foodstuffs, and metals
industries accounted for 1,101 of the 1,674 firms. At the trough of the
Great Depression, in 1933, only 548 firms issued open-market paper
(Greef, 1938, pp. 246-8). Default rates remained low on commercial
paper during the Depression because the quantity of short-term paper
could fall quickly as default risk rose.
Data on interest rates for bank loans during the early twentieth

--century-provide-additional evidence. of financial market segmentation.

Riefler (1930, p. 79) reports data on prime commercial loans, interbank
loans, and loans secured by stock or warehouse receipts for major cities
in the United States at the end of 1926. The ranges reported in Table 1.2
are not the highest and lowest rates charged, but rather “the rates at
which the bulk of the loans of each class are made by reporting banks.”
Thus some of the rates charged in these locations might have been higher




Table 1.2. Money rates in federal reserve bank and branch cities:
prevailing rates charged customers during the week ending December

15, 1926
Loans secured by
prime stock Loans

Prime exchange collateral  secured by

commercial Interbank warehouse

loans oans Demand Time receipts Catile loans Range
Boston 4% 4% 5 5 — — 4%h-5
New York 41-4% 4%-5 5 4%-5 — 4%-5 4h-5
Buffalo 5-6 45 56 5-6 6 — 4¥%—6
Philadelphia 4%-4% 5 5 4%-5 5-5% e 4h-5%
Cleveland 6 3 6 6 — 56 5-6
Cincinnati 546 5%-6 5%h-6 6 67 — 5%-7
Pittsburgh 5-6 5-6 5-6 6 6 — 5-6
Richmond 5%-6 Y5t 4%-5Y% 5%-6 5%-6 — -6
Baltimore 5-5% 5-5% 5-6 5654 5h-6 — 5-6
Atlanta 5-6 5-6 5-6 5-6 5-6 — 5-6
Birmingham 56 3-6 6 6 6 — -6
Jacksonville 4-6 6 5-6 6 5-6 — 46
Nashville 6 5%—6 5-6 6 5%6 — 5-6
New Orleans 3%-6 5-6 5h—6 5%-6 5h-6 — 5-6
Chicago 4%-5 5 5 3-5% 4¥-5% 5-5% 45
Detroit 456 56 5-6 5-4 5-6 — 4h6
§t, Louis A¥p-5¥ 5-5% 5-5% . 5-5% 4916 5%-6 490
Little Rock 5%-6 6 6 67 68 8 5%-8
Louisville 556 5 6 5%h-6 6 - 56
Minneapolis 454 5-6 4%-5% 4%-5 446 - LY
Helena 8 68 8 8 6-8 6-8 68
Kansas City 5-5% 6 5 5-6 5-6 () 5-7
Denver 6 6 5%-6 5%h-6 5%8 6-8 5%-8
Oklahoma City 56 6 6 67 6 7-8 5-8
Omaha 447 ] 5% 5%-6 5-7 7 447
Daltas 4h-6 5 67 5-7 &-7 6-7 447
El Paso 8 6-7 8 8 7-8 6-10 6-10 -
Houston 5-6 5 5-6 5-6 5-7 6-8 5-8
San Francisco  5-5% 5-5% 5-6 5-6 6 — 5-6
Los Angeles [ [ 6-7 6-7 7 6 6-7
Portland ] 6 67 ] 6 6 67
Salt Lake City 6 6 6 é 7 7-8 6-8
Seattle &7 6-6% 67 &7 67 — 6-7
Spokane 6 6 — 6 7 6-8 68

446 448 448 4%-8 438 4%-10 —

Range

Source; Riefler (1930, p. 79).

32




Regulation, industrial structure, and instability 33

Table 1.3. Cities having highest and lowest annual average interest rates
on six major types of loans, by years, 1919-1925

Highest average rate Lowest average rate
for six types of loans for six types of loans
Difference between
Year City Rate (%) City Rate (%) lowest and highest
1919 El Paso 7.82 New York 5.45 2.37
1920 El Paso 7.99 New York 6.22 1.77
1921 El Paso 7.92 New York 6.31 1.61
1922 El Paso 7.97 Boston 5.05 2.92
1923 Helena 8.00 New York 518 2.82
1924 El Paso 7.74 Boston 4.59 3,15
1925 El Paso 7.36 Boston 4.48 2,28

Source: Riefier (1930, p. 95).

or lower than indicated by the ranges reported here. Even at this late
date, there were substantial differences in loan interest rates for these
low-risk commercial loans. In all categories, the range of differences
across cities within the United States was equal to or in excess of 3.25
percent. Even within cities, differences in rates were often between 1 and
2 percent. New York and Boston showed the lowest range of rates and
among the smallest within-city range of rates, while El Paso, Helena,
Spokane, Little Rock, Omaha, and Denver showed the highest maximum
rates and wider ranges of rates within their respective locations. Riefler
(1930, p. 95) also reports average rates charged on bank loans in selected
cities for 1919-1925, which are reproduced in Table 1.3. Of course, all of
these are city loans, so the comparable rates on loans in peripheral areas
‘outside the high-interest-rate cities likely were even higher.

Riefler (1930, p. 80) argues that the rate differentials were not at-
tributable to differences in risk:

Fairly consistent differences are reported between the rates charged customers
in different cities, but they apply to loans where the risk is constant as well as to
those where differentials in risk can be inferred. Banks in the city of Chicago,
for example, consistently reported higher rates for loans secured by Liberty

" bonds than did banks in the city of New York, yet Liberty bonds are jiist as secire™ ™

for loans in Chicago as in New York.

Summarizing these and other related data, Riefler (1930, p. 82) writes:

So far as rates customarily charged on the bulk of customers’ loans are con-
cerned, therefore, differentials between cities and between different types of col-
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lateral security appear as frequently and consistently in those cases where there
is no difference in risk involved as in those cases where differentials in risk can
be inferred to exist.

Riefler (1930, p. 94) explains within-bank differences in interest rates
as having at least as much to do with market power as with risk:
... good “risks” arc not distinguished so much by the type of collateral upon
which they borrow as by their importance to the bank, the size of their balances,
the amount of business which they bring to it, and their ability to establish
banking connections elsewhere. These are the qualities which induce rate con-
cessions, and distinguish those borrowers who pay the highest and lowest rates
at the same bank on the same type of loan. '

The establishment of the Federal Reserve System, with its intent to
unify the national market, was not successful because it had little effect
on the industrial organization of banking. Peripheral regions continued
to be isolated from the main sources of capital in the East, and local
bankers continued to enjoy substantial monopoly rents in the lending
market. In part, the failure of the Fed to integrate the national money
market resulted from the costs of Fed membership (which kept small
peripheral banks from joining the system) and the resistance to branch
banking, which would have increased membership in the Fed and pro-
moted interregional capital flows and local competition in peripheral
areas (E. N. White, 1983, pp. 149-87).

The interest rate differentials reported in Tables 1.1, 1.2, and 1.3 are
large in comparison to similar interest rate differentials within and across
countries. Using data on interest rates, exchange rates, and bill of ex-
change prices, Calomiris and Hubbard (1996) show that the compara-
ble real interest differential between London and New York from the
1890s on was bounded by 3 percent and averaged roughly 2 percent.
Breckenridge (1899b, p. 6) also discusses international interest rate
differences: .

... as compared with an international system which hurries capital across fron-
tiers and over seas, for the sake of differences of often less than one percent, it

might better be said that the United States has nothing in the way of arbitrage
apparatus for domestic purposes, in any worthy sense of the name.

By the criterion of tolerance for riskless interest rate divergence, one
could argue that the Eastern United States was less integrated with the

~Western United States than-it- was with the rest-of the WOrld.

Studies of interest rate variation within other countries show similarly
small differences in interest rates. Comparing the United States to the
branch banking systems of Europe, Breckenridge (1899, p. 5) writes:

... there is not one of the leading States of Western Europe in which this process
of equalization between domestic discount markets is not already far advanced.
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Take whichever of these one may, it will be found that the price of capital in
provincial cities varies in close and usual correspondence to the rates prevailing
in the principal financial centers. In Germany, for example, there are no less than
260 towns where paper of a standard quality is discounted at precisely the same
rate paid upon like securities in Berlin. In France there are more than 200 com-
munities in which borrowers in good standing and credit can obtain loans on
terms as favorable as those accorded in Paris. Similar conditions exist in Italy,

Belgium, and Holland. In England again the country bank rate is seldom more .

than five or less than four percent an any part of the Kingdom, while in Scotland

the banks of issue have agreed to charge, and do charge, identical rates at each’

of their thousand banking offices.

Gillett (1900, pp. 185-6) provides some additional information on
interest rate divergence within other countries. Over the last 15 years
of the nineteenth century, interest rates across regions in Denmark typ-
ically differed by less than 0.5 percent, while the level of interest rates
varied within the range of 2.5 to 6 percent. In 260 peripheral towns in
Germany and 200 towns in France interest rates were identical to those
charged in Berlin and Paris, respectively. H. White (1902, pp. 53-4) claims
that “the rate of interest in the smaller towns of the West [in Canada] is
only 1 or 2 per cent. higher than in the large cities of the East on the
same kind of loans.” H. White may have been referring to the findings
of a study in 1898 that found “the difference in interest paid by high-
class borrowers of Montreal and Toronto and the ordinary merchants
of the Northwest was not more than 1 or 2 per cent.” (Chapman and
Westerfield, 1942, p. 194). A similar study of Canadian interest rate dif-
ferentials (cited by Willit, 1930, p. 185) also concludes that “so perfectly
is this distribution of capital made, that as between the highest class of
borrower in Montreal or Toronto, and the ordinary merchant in the
Northwest, the difference in interest paid is not more than one or two
percent.” Johnson (1910, p. 92) writes that the “transference of funds
from sluggish to active communities is the inevitable result of a system
of branch banking and is the cause of the tendency of the rate of inter-
est toward uniformity in all parts of Canada.” Breckenridge (1899a, p.
55) concludes:

If a substantial uniformity in the rate of interest, extending to hundreds of widely

separated markets, has been established in each of these countries [Canada,
. England, Scotland, Germany, and France] by means of branch banking, the

“theory” that like results will follow the sanction of this device by the United

States is entitled to some respect.

The fact that comparisons of low-risk interest rate differentials in
other countries are typically for bank loans rather than for commercial
paper illustrates another peculiar consequence of the American unit
banking system — the reliance on commercial paper. In particular, an
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exceptional characteristic of US. financial markets was the use of
commercial paper rather than bank trade acceptances to finance inter-
regional movements of goods. Only in the United States, two-name
commercial paper, and later single-name paper, dominated the scene
(Myers, 1931, pp. 47-52). As in many other areas of financial innovation
in U.S. capital markets during the late nineteenth century (including
innovations in life insurance, futures markets, mortgage securitization,
and investment banking), the exceptional growth of the commercial
paper market was an outgrowth, in part, of the failure of the U.S. bank-
ing system to provide an integrated national market for commercial
credit.

Trade acceptances were defined by R. H. Treman (1919) as follows:

A trade acceptance is a time draft drawn by the seller of merchandise on the
buyer for the purchase price of the goods and accepted by the buyer, payable on
a certain date, at a certain place designated on its face. (Quoted in Steiner, 1922,
p. 113)

In essence, a trade acceptance is “an acknowledgment of the receipt of
goods and a promise to pay for the same at a fixed date and place”
(Steiner, 1922,p. 114). Bankers’ acceptances financing trade were secured
by goods in transit.

The advantage of trade acceptances from the standpoint of the seller
of goods is the reduction in the need for credit during the interim period
between the time goods are produced and the time payment is received
from the buyer. The legal liability of sellers for delivery of goods as
promised (the “doctrine of implied warranties”) encouraged sellers (or
their agents) to maintain ownership of the goods while in transit and to
obtain credit to finance the costs of shipment.The commonly used alter-
native to the acceptance to finance trade within the United States during
the nineteenth century was the “open account” system, in which sellers
transfer goods to buyers, grant temporary trade credit to buyers (often
for more than a month), and finance the float with bank credit or com-
mercial paper.

The absence of bankers acceptances in the nineteenth-century United -
States is especially strange given the high costs of credit in the periph-
ery, especially during the crop moving seasons. If bank credit was rela-

~tively costly in the region of production. (as Table 1.1 shows, it often must -

have been), then a trade acceptance would be a useful means for the
seller to obtain cheaper credit. The seller could trade his acceptance (say,
on New York) for deposits in his home bank. The acceptance would also
be a superior credit instrument to the extent that creditworthiness could
be ascertained better by a local bank lending officer than by a distant
merchant (Steiner, 1922, pp. 161-4).
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Why then were trade acceptances so rare? One answer revolves
around unit banking, The difficulty of a seller’s obtaining credit from a
distant unit bank could explain the disuse of acceptances. A local office
of a nationwide branching bank, however, could provide the needed
monitoring of the seller’s goods and general creditworthiness, but
provide delivery of the acceptance at another location. Interestingly,
trade acceptances were used to a relatively large degrec during the exis-
tence of the second Bank of the United States, but not as much before
or afterward in the pre-World War I era. (After World War I, acceptances
became more common, under the sponsorship of the Federal Reserve
System, which saw them as the means to fulfill the dictates of the “real
bills doctrine.”) From 1823 to 1834, trade acceptances on the books of
the Bank of the United States increased from $1.9 million to $16.3
million, while commercial paper increased from $22.5 million to $33.7
million (Myers, 1931, p. 50). Myers (1931, pp. 49-50) quotes Biddle’s
testimony describing the connection between the second BUS and
acceptances:

The crop of Tennessee is purchased by merchants who ship it to New Orleans,
giving their bills founded on it to the branch at Nashville, which furnishes
them with notes. These notes are in time brought to New York for purchasing
supplies for Tennessee. They are paid in New York and the Nashville bank
becomes the debtor of the branch at New York. The Nashville branch repays
them by drafts given to the branch at New York on the branch at New Orleans,
where its bills have been sent, and the branch in New York brings home the
amount by selling its drafts on the branch at New Otrleans; or the New Orleans
branch remits.

Bodenhorn (1990, p. 37) finds that antebellum banks in the Southern
branch-banking states of Tennessee and Kentucky, and in the mutual-
insurance system of Indiana (a closely intertwined system of unit banks),
had much higher holdings of trade acceptances than country (unit) banks
in Pennsylvania. Comparable detailed data on bank asset holdings are
not available for other states.

Similarly, in Canada’s branch-banking system trade acceptances pro-
vided credit for transfer of goods from the point of production, freeing
the seller from having to borrow on his personal credit to finance the
_transfer of goods to the buyer:

Throughout the entire transaction, from the purchase from the farmer to the

final sale to the eastern customer, the bank practically has title to all agricul-
tural products which are being moved by means of its funds (Johnson, 1910,
p. 48).

Clearly, unit banks would be unable to manage such transactions across
regions.
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1.3.4  Access to remote areas

One way in which branch banking facilitated bank diversification was
by allowing banks access to thinly populated areas. Because of the
relatively low overhead costs of establishing a branch office, branches
could operate in locations where unit banks could not. This ailowed
expansion into new areas and activities and led to diversification of bank
portfolios.

Calomiris and Schweikart (1988) show that in Georgia and Virginia
during the antebellum period the locations of new branches closely fol-
Jowed the economic opportunities of the time. In Virginia, the opportu-
nities included the rich grain-producing area of the Shenandoah Valley
during the boom in the wheat market of the 1850s. In Georgia new offices
followed the expansion of cotton production westward. Both movements
involved diversification of loans by reducing the coincidence of risks
among bank borrowers (from weather, factor prices, and product prices).

Evanoff (1988) provides a detailed empirical comparison of entry into
remote areas by branch and unijt banking systems within the United
States. He measures access by the number of banking offices per square
mile at the county level in 1980 and controls for other factors, including
population and income. The results are striking. Branching increases the
number of banking offices per square mile by 65 percent in remote areas.

Root (1897, p. 10) makes the same argument less formally for the
Canadian branching system. He provides a plot of banking facilities
in Canada in 1897 and notes a substantial presence of branch bank-
ing offices in remote and thinly populated locations. Chapman and
Westerfield (1942, pp. 342-3) point out that the number of persons per
banking office in Canada in 1940 was 3,410, compared to 7,325 in the
- United States. They also show that even in the most sparsely populated
provinces the number of persons per banking office was in all cases less
than 4,230. The comparable number for rural unit-banking states was
sometimes much larger. For example, if one uses census data on popu-
lation in 1940 (from US. Department of Commerce, 1975, Part 1, pp.
24-37) and Federal Reserve data on the number of banks in 1941 (com-
mercial banks plus mutual savings banks, as reported in Board of Gov-
ernors of the Federal Reserve System, 1976, pp. 24-32), the comparable

..ratios.are: Illinois, 9,500; Texas, 7,700;.and West.Virginia, 10,500, .. ... ...

1.3.5  Reserve and capital ratios

Temin (1969, pp. 73-7) was among the first to relate cross-sectional evi-
dence on bank reserve holdings across regions in the United States to
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the riskiness of banks. He finds that in the 1830s banks in the Northwest
held substantially higher ratios of reserves to liabilities than banks in
other parts of the country. The largest difference was between the New
England banks (with a reserve ratio of 0.06 in 1834), and the Northwest
banks (with a reserve ratio of 0.46 in 1834). Temin argues that the reserve
ratios in the Northwest had to be high to inspire confidence in the banks.
In part, this reflected the perceived riskiness of banks’ assets, as well as
the absence of coordination among Western banks, which was present to

a greater degree in the East, for example under New England’s Suffolk

System (see Calomiris and Kahn, 1996).

To the extent that branch banking reduced the riskiness of banks by
allowing diversification in loans across locations it should have reduced
banks’ demand for reserves. In addition to reductions in bank-specific
asset risk through diversification, interbank coordination (motivated by
advantages of diversification across banks) could have reduced deposi-
tors’ risk. As Calomiris and Kahn (1991) and Calomiris, Kahn, and Krasa
(1991) argue, reserves may serve as “bonding” to reward monitoring by
some depositors with a first-come first-served preference. To the extent
branching reduces the costs of monitoring by other banks (through the
creation of lower-cost monitoring and insurance arrangements among
banks, as argued above), then branching could reduce the riskiness of
deposits and the demand for reserves, independent of bank-specific
diversification of assets.

Inferences about risk from comparisons of reserve ratios across banks
are complicated by the need to adjust for other differences. For example,
if one bank has a higher capital-to-asset ratio than another and a lower
reserve-to-asset ratio, the riskiness of its deposits could be the same for
a given riskiness of its assets. Thus, variation in asset risk due to location
and variation in capital ratios (a substitute risk buffer for depositors)
complicate drawing inferences about bank risk from reserve ratios.
Nevertheless, there are a few relatively well-controlled “experiments”
useful for isolating the effect of branching on bank asset risk through
the window of reserve demand.

Large branching banks in Georgia in the 1850s had lower ratios of
reserves to assets and lower capital-to-asset ratios than unit banks in
Georgia. For example, in. 1856_the four Jlarge branching banks had a

capital ratio of 0.27 and a reserve ratio of 0.09, while all reporting banks

averaged a capital ratio of 0.46 and a reserve ratio of 0.20 (Calomiris and
Schweikert, 1988).

Comparisons across locations do not control for all relevant dif-
ferences in regulations or economic environment. Nevertheless, such
comparisons do provide some support for the proposition that branch-
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banking systems entail lower risk than do unit-banking systems. Gillett
(1900, pp. 203—4) compares reserve ratios of national banks in the United
States to those of British joint stock banks in the late nineteenth century.
He finds reserve ratios of U.S. national banks were more than double
their British counterparts.

The comparison between the United States and Canada is more
revealing. Table 1.4 compares loan-to-asset and capital-to-asset ratios of
Canadian banks and U.S. national banks in the various states for 1904, a
relatively calm year before any substantial presence of branching within
(postbellum) state-chartered U.S. banking, Using the loan-to-asset ratio
(rather than the reserve-to-asset ratio) to control for the ratio of risky
assets biases the results against finding lower asset risk for Canadian
banks, since relatively unrestricted Canadian loans, and the complement
of loans and reserves in Canada, were probably riskier. Securities other
than national government bonds accounted for roughly equal shares of
bank assets in the two economies (8 percent in Canada, and 9 percent
for national banks), but Canadian banks held fewer government bonds
and more of other investments. The comparison of national banks across
states allows one to maintain constancy of the regulatory regime to iden-
tify state-specific environmental factors. Data are from Johnson (1910,
Appendix C) and Board of Governors of the Federal Reserve System
(1959, passim). ,

Table 1.4 shows that the capital ratios for American and Canadian
banks were roughly comparable, but the American banks had much
lower loan ratios. This is consistent with greater portfolio risk for Amer-
ican banks. That is, banks had to hold more “reserves” (broadly defined)
to reduce depositors’ risk in the American system for any given ratio of
deposits to assets. _ '

The introduction of branch banking in California was associated with
a reduction in capital ratios and an increase in loan ratios for state-
chartered and national banks, as shown in Table 1.5. Branching began in
1909. By June 1928, 63 California banks were operating 826 branches
(Board of Governors of the Federal Reserve System, 1929, p. 102). Four-
teen of these were national banks (operating 478 branches), and 39 were
state banks (operating 348 branches). National banks in California main-

_ tained the same Joan ratio in 1928 as they had in 1904, but substantiaily
reduced their capital ratio from 0.22 to 0.12. Over this same period,other

banks in the United States maintained roughly the same ratios of loans-
to-assets and capital-to-assets as in 1904. Data for the ratios of all
member banks of the Federal Reserve System for 1928, which include
national banks and state member banks, are identical to the ratios of the




Table 1.4. Loans-to-asset and capital-to-asset ratios, U.S. national banks
and Canadian banks, June 1904

Loans / Assets Capital + Surplus/Assets
Canada 073 - 0.19
United States 0.55 0.20
Alabama 0.53 0.24
Arizona 0.44 0.17
Arkansas 0.60 0.24
California 0.51 0.22
Colorado 0.38 ' 0.12
Connecticut 0.52 0.35
Delaware 0.53 0.32
Florida 0.53 020
Georgia 0.64 . 0.27
Idaho 0.53 0.19
Ilinois 0.57 0.16
Indiana 0.50 0.19
Towa 0.61 0.20
Kansas 0.54 0.19
Kentucky 0.53 0.24
Louisiana 0.59 0.21
Maine 0.58 0.31
Maryland 0.53 0.23
Massachusetts 0.38 0.23
Michigan 0.61 0.18
Minnesota 0.61 : 0.20
Mississippi 0.61 0.26 i
Missouri 0.52 0.16 b
Montana 0.62 . 0.20 P
Nebraska 0.53 0.17 ‘ P
Nevada 0.64 0.21 P
New Hampshire 0.45 0.27
New Jersey 0.54 0.26
New Mexico 0.55 ‘ 0.21 ‘:
New York 0.53 0.17
North Carolina 0.64 025 b
North Dakota 0.67 0.21 }
Ohio : 0.57 021 %
Oklahoma 0.57 0.30
Oregon 0.45 0.16
Pennsylvania 0.53 0.23
Rhode Island 0.57 0.38 EE
South Carolina 0.60 0.26 b
South Dakota 0.59 021
Tennessee 0.55 0.19
Texas 0.57 0.29
Utah 0.48 0.20
: Vermont 0.46 0.34
Virginia SO | . 021
‘ Washington 0.56 0.14
West Virginia 0.57 023
: Wisconsin 0.61 0.17
: Wyoming 0.61 0.21
: Sources: Board of Governors of the Federal Reserve System (1959, passim); Johnson

! {1910, Appendix C).
41
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Table 1.5. Loan-to-asset and capital-to-asset ratios of California state
and national banks, June 1928

All US. Banks

State National belonging to Federal
banks banks Reserve System
Loans/Assets . 0.60 0.55 0.54
Capital + Surplus/Assets 0.10 012 0.19

Sources: Board of Governors of the Federal Reserve System (1959, pp. 152-9) and Board
of Governors of the Federal Reserve System (1976, pp. 72-3).

national banks reported in Table 1.4 (Board of Governors of the Federal
Reserve System, 1976, p. 72).

Under the provisions of the McFadden-Pepper Act of 1927, national
bank branch locations were more restricted than those of state banks.
Thus one might expect California’s state banks to have achieved better
* diversification and therefore to have been able to maintain lower capital
ratios and higher loan ratios than its national banks. Table 1.5 confirms
that prediction. In 1928 state banks had capital ratios of 0.10 and loan
ratios of 0.60, which represented a substantial improvement over their
1904 ratios of 0.19 and 0.57, respectively.

1.3.6  Summary

In summary, bank balance sheets provide ex ante evidence that branch-
ing banks were perceived as less risky, which complements the ex ante
evidence on bank note discount rates of branching banks, the ex post
evidence on bank failures, and the other indicators of diversification dis-
cussed above. Taken together the evidence shows that unit banks were
less diversified, more vulnerable to failure, less able to grow in the after-
math of adverse shocks, less efficient in their use of scarce bank capital

—and reserves,less able. to..pfOVide.. credit at low cost during times of peak e

demand, less able to provide services in remote areas, less competitive
in local markets, less able to transfer capital across regions, and less
able to finance interregional commodities trade. It is no wonder that the
unit banking system was so uncommon in the international history of
banking, The main puzzle is why it persisted so long, despite its disad-
vantages, in the American banking system. '
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14 The persistence of branching restrictions in U.S. banking

One can divide the question of why branch banking has been so limited
in the U.S. experience into two parts: First, why did the U.S. system start .
with a system based primarily on unit banks (with the notable exception
of the South); and, second, why did limitations on branch banking persist
in many states, despite the obvious advantages (enumerated above) of
liberalizing branching laws? Once one poses the question this way, the
puzzling predominance of unit banking in the American experience can
be analyzed historically. Rather than offering a disembodied “model” of
the choice for unit banking, I will offer a model embedded in a “story”
— a story in which the economic, legal, and political contexts in which
banks originally were chartered and regulated combined with subse-
quent historical events to produce a particular (in retrospect, possibly a
very inefficient) set of regulations. Before one can answer the difficult
questions about governments’ -choices of industrial organization for
banks, one must understand the context in which the controversies over
branching arose.

1.4.1 A brief history of bank chartering

The story of unit banking in the United States begins with the historical
motivations that underlay the chartering of banks. In the beginning, of
course, there were no banks in America. Colonial “commercial banking”
was carried on as a part of general merchant enterprises, along with
importing and exporting, insurance, and transport. While some colonials
called for the formal establishment of banks to promote greater liquid-
ity, land development, and commerce (notably, Franklin, 1729), there was
substantial resistance to the chartering of banks in the colonies and in
England. The corporate form based upon limited liability was viewed
with great suspicion — sometimes it was seen as a means for avoiding
responsibility for debts incurred — and the granting of such a corporate
form was seen as a privilege of government to be used selectively, until
the mid-nineteenth century. Moreover, money-issuing authority for
banks was sometimes viewed as a means to government-sponsored infla-
~tion; which was feared by-creditors. (For a review of the debates over the
inflationary effects of early currency creation by governments and banks
see Bullock, 1895, 1900; Davis, 1900, 1911; Nettles, 1934; Lester, 1939,
Ernst, 1973; Hurst, 1973; Brock, 1975; McCusker, 1978; Smith, 1985a,
1985b; Wicker, 1985; Michener, 1987, 1988; Calomiris, 1988a, 1988b;
M. Schweitzer, 1989).

The first commercial bank in the United States, the Bank of North
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America, was chartered in 1781 by the Confederacy to help finance the
Revolution, was opposed by some from its inception, and was forced to
abandon its controversial national charter to take up business as a state-
chartered bank, first in Delaware, and later (in 1787) in Pennsylvania
(Hurst, 1973, p. 7). The history of the Bank of North America illustrates
two important elements of the political and legal context of early bank
chartering in the United States. First, the constitutional basis for char-
tering banks by the federal government was unclear and highly contro-
versial. Second, bank charters granting the right to issue money and
allowing limited liability for stockholders were not freely available to all
who wanted them, but were seen as a privilege and as a tool of the state
(and, possibly, federal) governments to be used to achieve specific,
appropriate objectives. '

Americans were free to sign contracts of indentured servitude, but
" they were not free to establish limited-liability corporations, in banking
or in other areas. As Hughes (1976, 1991), Hartz (1948), Handlin and
Handlin (1947), and many others emphasize, the legal system of the
United States grew out of the mercantilistic colonial system, in which the
guiding principle was the exchange of monopoly privileges (including
charters, land grants, exclusions of competition, and licensing) for advan-
tages to the government (including new sources of government revenue,
and strategic military advances). This was a system for promoting expan-
sion, but in a heavily controlled atmosphere, in which society’s interests
(as interpreted by the government) took precedence over individual gain
and the freedom to contract in particular ways. In banking, in particular,
government would decide which activities and places warranted the
establishment of banks and would tax, regulate, and own substantial
shares of the banks that were created.

Early state chartering of commercial banks differed greatly across
states with respect to the scope of bank activities and assets permitted
and required, bank capital requirements, collateralization of note issues,
extended liability of directors and stockholders, and a host of other reg-
ulations, including those pertaining to branching (Sumner, 1896; Knox,
1900: Dewey, 1910; Redlich, 1951; Hammond, 1957; Fenstermaker, 1965;
Rockoff, 1972; Schweikart, 1988a; Calomiris and Schweikart, 1988; and
Bodenhorn, 1990). Prior to 1838 charters were typically granted by state

--]egislatures-upon special request-Even-banks within the same-state often......

faced very different regulations on their lending and financing.

The Panic of 1837 was a watershed in the history of bank chartering
in the United States. The destruction of banks brought an increase in the
demand for new banks and offered an opportunity to change the form
" of chartering throughout the country. In the North, the “free-banking”
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movement emerged as a means to allow entry into banking for anyone
willing to abide by the terms of a common set of regulations. Following
New York’s example in 1838, some systems (primarily in the North) per-
mitted free entry into banking. Banks under the free-banking laws of a
particular state faced many regulations, including a 100 percent reserve
requirement against note issues in the form of government bonds (see
Rockoff, 1972, for the details of the different state laws). Despite the
spread of free banking in the 1840s and 1850s, many banking systems
(notably in the South) continued to rely on special chartering, requiring
that applicants demonstrate a public need for new banks before grant-
ing a new charter.

As states established new charters for banks, they typically allowed
older chartering forms to continue. For example, in Ohio in the 1850s
there were four different types of banking institutions in existence: old
individually chartered banks, and three newer types of bank charters,
including free banks and insured banks. In New York, there were three
chartered forms: insured banks (dating from 1829), limited-liability free
banks, and banks with unlimited liability. Some bank charters were per-
petual, some were limited in duration. In some cases, banks were char-
tered to promote specific projects, inciuding canals, bridges, roads, and
railroads (for example, the Manhattan Company of New York was char-
tered to provide water to New York City), while others had no specific
mandate.

All chartering systems helped to finance their respective state gov-
ernments. In some cases, states taxed banks; in others (notably Pennsyl-
vania and South Carolina) governments owned substantial shares in the
banks: and in still others (free banks) governments forced banks to hold
their bonds as security for notes. Sylla, Legler, and Wallis (1987) report
data on the share of state revenues from banks in the antebellum period.
They show that in some states, banks were the main source of revenue.
For example, from 1811 to 1860 the bank share of state revenue in
Massachusetts varied between 37 and 82 percent, with a median of 66
percent. The trend over time was to rely increasingly on taxation and
bond reserve requirements, rather than direct ownership or control, as
the method of rent extraction for the government. As Schweikart (1988a)

watershed in this respect. The high failure rates and large losses of
banks organized and owned by the state governments (which often were
involved in specific — typically unprofitable — public works projects) en-
couraged a movement away from direct government control and own-
ership. Similar lessons from the panic and depression years of 1837 to
1841 motivated the free-banking movement in the North.

shows; in-the South; the peried-from-1837-t0-1841 was. somethingofa_ _ .. -
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With respect to the national government, chartering was sporadic.
Despite constitutional and political controversies surrounding the
federal chartering of a nationwide bank, the Bank of the United States
(BUS) was chartered in 1791. This bank was founded by Alexander
* Hamilton with specific purposes in mind: to facilitate the marketing of
government debt, to facilitate the collection of government revenues, and
to make loans to the government in times of need at subsidized interest
rates. In addition to performing these services for the government
(Calomiris, 1991a, pp. 70-1), the government also owned a substantial
stake in the bank and profited greatly from it. The Treasury Department
estimated that the earnings for the government from dividends and sale
of stock (in 1796) from its interest in the BUS amounted to $573,580,
representing a return on capital of 28 percent (US. Treasury, 1897, cited
in Love, 1931, p. 31). The bank’s 20-year charter was not renewed in 1811,
and its absence was sorely felt by the government during the War of 1812.
This led to the bank’s rechartering in 1816. Subsequent controversy over
whether the bank constituted a national monopoly, and disagreement
between Biddle and Jackson over the details of the renewed charter, led
to a confrontation and a Presidential veto of the rechartering of the
bank, which was not overridden by Congress {contrary to Biddle’s expec-
tations). From 1836 until 1863 there was thus no federal government
presence in the chartering of banks.

Initially, limitations on branching seem not to have been an important
constraint on what bankers who received charters wanted to do, From
the beginning, banks in the South operated branches (Schweikart, 1988a,
pp. 52-7, 62, 76, 98-9, 102, 120, 125-7, 174,179, 202-3, 262), and banks in
the North did not (Redlich, 1951, p. 193), but there was little clamor
in the North to allow or prohibit branching. It seems not to have been
an important bone of contention (Chapman and Westerfield, 1942, pp.
59-60). Opposition to the second BUS has sometimes been identified
with an early opposition to branching, per se, but this seems incorrect.
As Martin (1974) and Schweikart (1988b) show, Jacksonian opposition
to the Bank mainly was fueled by a desire to reduce the connection
between bank lending and bank currency issuing and to curtail the
Bank’s monopoly power, not by an opposition to federal chartering or

~branching; per-se-(see-also Duncombe,.1841). Indeed, the branching -

South was a Jacksonian stronghold.

1.42  Branching and consolidation controversy in the 1890s

After the virtual disappearance of branch banks in the South in the
1860s (due to Southern banks’ financing the Civil War), branching was
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restricted in many Southern states relative to its status before the War.
Interestingly, Southern state governments, which had generally favored
branching in the antebellum period, showed less interest in it in the
immediate postbellum period, although Southern branching grew in
importance in the early twentieth century. Although it is often difficult
to describe the extent to which branching was prohibited, since it often
was prohibited by the discretionary actions of regulators rather than by
legal rules, the presence of branches is a fairly good indicator of the
freedom to branch. In 1900, for the United States as a whole, there were
87 branching banks operating 119 branches. Forty-eight of these banks '
were in the South (which I define to include the obvious candidates, as
well as Kentucky, Tennessee, Oklahoma, and Texas), and each of them
operated only one branch located in the city of its head office (Board of
Governors of the Federal Reserve System, 1976, pp. 298-9).

" In the North, there was no significant movement in favor of branch-
ing until the bank-consolidation/branching movement of the 1890s. Only
then did major struggles ensue over whether state-chartered or national
banks could operate branches. This was the era that saw the mobiliza-
tion of special lobbying groups to oppose bank consolidation and
branching in particular (notably, the American Bankers Association).

National banks from the beginning were prohibited from opening new
~ branches (but allowed to operate existing ones upon change of charter
from a state system). The first Comptrollers of the Currency gave the
National Banking Act a very narrow interpretation, arguing that it pro-
hibited the establishment of branches. With minor and brief exceptions,
this remained the policy of the Comptroller’s office until the enactment
of the McFadden Pepper Act of 1927.

The consolidation/branching movement of the 1890s in the North had.
two important sources. One was the high rate of bank failures during the
1890s, which prompted consideration of the advantages of large, nation-
wide, diversified banks (Chapman and Westerfield, 1942, pp. 62-74).
Bank stress would also play a dominant role in the dramatic merger
wave in banking during the 1920s (Willit, 1930, pp. 125-30, 159-247;
Cartinhour, 1931; Chapman, 1934; Chapman and Westerfield, 1942, pp.
109-15; E. N. White, 1985). As before, unit bankers would react to the
demand for consolidation and branching by lobbying to oppose it (and,

in 1930, by establishing the Independent Bankers Association; tospear= " -

head the opposition).

The second source of demand for bank branching and consolidation
was the secular changes occurring elsewhere in the economy in the pro-
duction, distribution, and management systems of corporations, which
affected their borrowing needs. In the United States, particularly with
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the expansion of transcontinental railroads after the Civil War and the
coming of the “second industrial revolution” of the latter quarter of the
nineteenth century, the scale of firms and their financial requirements
increased dramatically. Aside from the growth of firm size for techno-
logical reasons (for example, in the chemical and steel industries) the
spread of the railroad and the associated extension of a firm’s relevant
«market” led to the emergence of the large-scale enterprise, with a man-
agerial hierarchy and a complex nationwide distribution network for
coordinating movements of factors and output (Chandler, 1977). These
dramatic changes in the scale of corporate financing needs first appeared
in the financing, of railroads, which were the harbinger of the new wave
of large-scale national industrial and commercial enterprises.

The demand for large-scale corporate finance affected the propensity
for bank consolidation and branching in at least four important ways.
" First, there was the direct effect of the increase in demand by the bank’s
customers for large-scale loans. Limitations on the amount any bank was
willing to loan (or legally could loan) to an individual customer favored
the establishment of large banks. To some extent, the American banking
system had participated in the financing of the railroads of the 1840s
and 1850s, but these financings were on a smaller scale than those of
the transcontinental railroads of the postbellum era, and they were not
accompanied by the enormous increase in corporate scale and scope wit-
nessed in the last quarter of the nineteenth century (Fishlow, 1965).

Second, because the fragmented unit banking system in the United
States was ill-suited to finance the new corporate giants, and because of
existing limitations on branching and mergers, competing methods of
corporate finance arose that began 1o erode bank profitability, thus com-
pounding bank distress and encouraging consolidation. The new markets
for commercial paper and corporate stocks and bonds helped to moti-
vate efforts by bankers to consolidate. Corporate finance prior to the
1890s was a local endeavor. As the demand for capital by large-scale
firms grew, however, the credit system adapted, and competition on a
national scale (for the business of a limited class of firms) became impor-
tant. Part of that adaptation was visible within the banking system. Prior
to the 1890s banks did not have formal credit departments with system-
atic. procedures. for_evaluating creditworthiness (Lamoreaux, 1991a).

Rather, they relied on informal knowledge of local borrowers in deter-
mining access to, and the cost of, credit. As banks turned outward in the
1890s, that began to change.

Financial innovations outside of banking were at least as important,
and these allowed competitors of banks to gain a foothold in the credit
market. As early as 1857, Bradstreet’s printed the first rating book - a

\




Regulation, industrial structure, and instability 49

volume of 110 pages, listing 17,000 firms located in nine cities (Schultz,
1947, p. 57). The coverage of the various rating agencies increased over
the latter half of the nineteenth century, and the data reported became
- more detailed and systematic, as the national and international markets
for commercial paper and inter-firm trade credit grew. Growth in the
commercial paper market was especially large from 1873 until the mid-
1880s (Greef, 1938, p. 54), and the ability of commercial paper to remain
safe and liquid during the panics of the 1890s led to its increasing
use. The Mercantile Agency (the predecessor of Dun and Bradstreet’s)
opened 90 offices in the United States between 1871 and 1890. From 1891
to 1916, 115 new offices were opened, including 83 outside the borders
of the United States (Foulke, 1941, pp. 294~5). As noted above, the
United States was unique in its reliance on commercial paper for com-
mercial and industrial finance of high-quality borrowers.

Another pecuharlty of US. financial history that was an outgrowth
of changes in corporate scale and branching restrictions was the devel-
opment of securities markets and investment banking syndicates in the
nineteenth century. In other countries, commercial banks financed firms,
often owning equity as well as debt and often involving themselves in
corporate decision making, as well as finance. Markets for corporate
stocks, bonds, and commercial paper were virtually nonexistent. The
Japanese keiretsu (Hoshi, Kashyap, and Scharfstein, 1990a, 1990b, 1991)
and the similar German system dating from the nineteenth century
(Riesser, 1911) provide examples of large-scale corporate finance within
the banking system. In the United States in the 1890s, for the first time,
investment banking houses (which previously had dealt almost exclu-
sively in railroad securities issues and the financing of corporate reor-
ganizations) began to market the common stock of other corporations
on a national scale (Carosso, 1970, pp. 29-50). During this period New
York became the preeminent center for investment banking, as in-
vestment banks relied increasingly on commercial banks as a source
of funding, financed through the pyramiding of reserves in New York
(due to New York’s dominance as a commercial center). Ironically, the
fragmented banking system would help to finance its own decline by
* fueling its main sources of competition in credit markets. The pioneer-

ing efforts in common stock flotations for relatively small firms wereby -

Lehman Brothers and Goldman-Sachs, beginning in 1906 with the
United Cigar Manufacturers and Sears, Roebuck flotations (Carosso,
1970, pp. 82-3).

Significant changes in corporate law helped to usher in the increasing
reliance on large-scale enterprise and the growing attractiveness of
corporate bonds and stocks, by clarifying and extending the protection
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afforded corporations in the law. Changes in attitudes toward incorpo-
ration, which had evolved over the previous century {(Horwitz, 1971,
1977, 1985; Hurst, 1970), accelerated in the 1880s and 1890s, giving rise
to what Sklar (1988) terms the “corporate reconstruction of American
capitalism.” In a series of cases beginning in 1886, for example, changes
in the law of property and views of contractual liberty gave corporations
rights similar to those of individuals, which served to protect large-scale
corporations from arbitrary government disappropriation:

... the [Supreme] Court established a legal doctrine of substantive and proce-
dural due process, which further elaborated the reformulation of liberty attached
to corporate property. In effect, with the limited Liability of the stockholder it
combined the limited liability of the corporation in the face of the legislative and
executive powers of government. . .. It defined property to include the pursuit,
and therefore the legal protection, of intangible value, or Earning pPower...
(Sklar, 1988, p. 49)

_..the resort to the corporate form of enterprise based upon negotiable
securities and limited liability as a mode of property ownership became increas-
ingly more compelling in the United States than in Britain and continental
Europe, and its extension to intercorporate combination a familiar routine.
Protected in ‘part by law and otherwise by executive policy, the property
form matched inducement and need with effective and available market
instrumentalities, (p. 166)

Banks in the United States were forced as never before to compete with
new forms of finance.

A third connection between the increased scale of corporate finance
and the consolidation/branching movement also came from the growth
of the securities market. Commercial banks played a crucial role as
conduits of information and outlets for the marketing of securities flota-
tions by investment-banking syndicates. This role dates back to Cooke’s
government bond syndication campaign of the 1860s, in which the ini-
tial links between Eastern investment bankers and commercial
banks throughout the country were forged (Carosso, 1970, pp. 51-3).
Benveniste and Spindt (1989) argue that a crucial feature of investment
banking syndicates is that they collect information necessary to price
new issues from the same parties who ultimately purchase the new issues.
By combining the two, Benveniste and Spindt show, syndicates can
 minimize information costs by creating appropriate incentives for the

collection and sharing of information within the coalition. This model
seems well suited to understand the role of commercial bankers in
early stock and bond flotations. They may have had special insights about
individual firms’ credit histories and about the types of securities their
local customers were most interested in purchasing. The involvement
of commercial bankers in underwriting and trust activitics was a two-
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edged sword from the standpoint of the banking industry. It allowed
them to share in the profits from the new financial innovations, but it
also made them unwitting accomplices in the decline of banks as a source
of direct finance. Banks that saw the possibility of participating more
directly in underwriting of securities (at a higher level in the syndicate
pyramid) and that saw potential economies of scale in trust activities and
securities marketing (E. N. White, 1985) yearned to increase their size
and their geographical range, which would enhance their role in the
syndicate.

Fourth, and finally, the changes in the scale of corporate finance,
and the consequent growth of investment banking, reduced the costs of
arranging bank mergers, which encouraged banks to consolidate and
branch. In addition to planning new securities issues and coordinating
the marketing and pricing of the issues and the distribution of fees
within the syndicate, investment bankers assisted in reorganizing the
banking industry. By the turn of the century, bank consolidation in New
England began, and investment banks played an important role in the
process: '

At the urging of an organization of Massachusetts savings associations, which
collectively owned more than 40 percent of Boston’s bank stock, a syndicate of
private bankers under the leadership of Kidder, Peabody & Company liquidated
nine of [Boston’s] national banks and consolidated their operations into an
enlarged and reorganized National Shawmut Bank. A year later, the Industrial
Trust Company, under the aggressive leadership of Samuel P. Colt, acquired two
banks in Providence and seven others elsewhere in the state. Each of these con-
solidations triggered a number of smaller mergers in their respective locales. As
a result, by 1910 the number of banks in Boston had fallen to 23, little more than
a third of the 60 banks operating in the city in 1895. ... Over the same period,
the number of national banks in Providence fell from 25 to 9.. .. (Lamoreaux,
1991b, p. 549)

Lamoreaux (1991b, pp. 549-50) finds that the profits of the new merged
banks were substantially raised by the mergers. In explaining the timing
of the mergers in New England, Lamoreaux (1991b, p. 551) emphasizes
the importance of the demand for credit by large-scale industrial enter-
prises, which

may explain why private banking houses like Kidder, Peabody showed a sudden
~ interest in merging national banks. The heightened level of activity in the secu-

rities markets may thus explain much about the timing of the merger movement

‘in banking, ‘

The concentrated holdings of stock in the national banks, and the adept
management of Kidder, Peabody allowed stockholders to merge the
banks, despite the frequent opposition of “entrenched” bank managers
(especially in Massachusetts).
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Despite all these motivations for consolidation and branching, major
changes in industrial organization of banking from 1900 to 1909 were
confined to a few states and banks, as Table 1.6 shows (Chapman, 1934,
pp. 52-3; Board of Governors of the Federal Reserve System, 1976, pp.
298-9). National banks, as already noted, were prohibited from opening
new branches, and prior to 1918 bank consolidation was only allowed
after banks went through the costly process of asset liquidation
(Chapman, 1934, p. 43). State banking laws also acted as a continuing
impediment to consolidation or branching. In addition to requiring very
large supernumerary majority votes by stockholders as a condition for
merger, regulators in all states reserved for themselves the right to deny
consolidations (Chapman, 1934, p. 46).

One way around restrictions on new branching or merging, which
offered an alternative means to expand in size and geographical scope,
was to form “chains” (more than one bank owned primarily by the same
shareholders) or “groups” (banks owned directly by a bank holding
company). While the degree of control and organization of chains and
groups was not as great as that of branching banks, it certainly encour-
aged some joint decision making in lending, cooperation in marketing
and trust activities, and interbank lending within the group on favorable
terms. Chain banking developed considerably after 1890, and became
displaced in importance by group banking by the 1910s. As Cartinhour
(1931) and Calomiris (1992) show, some of the states with the largest
chain and group presence were unit banking states. The rise of chain and
group banking in Minnesota was particularly dramatic. By 1930, chain
and group banks controlled 30 percent of the banks and 66 percent of
bank assets in the state (Cartinhour, 1931, p. 110). By 1929, for the United
States as a whole, 10 percent of the banks, and 21 percent of bank assets,
were in groups or chains (Cartinhour, 1931, p. 101). Roughly half of these
entities were controlled by holding companies (Cartinhour, 1931, p. 103).
Beginning in the 1930s, the number and assets of groups and chains
began to decline, in part due to failures of individual members and to
the replacement of these entities with branching banks (Chapman and
Westerfield, 1942, pp. 328-9). Perhaps most importantly, regulation at the
state and federal level began to be restrictive. The Banking Act of 1933
prevented the shares of any member bank of the Federal Reserve System

from being voted by a group without a permit from the Board of Gov-

ernors (Chapman and Westerfield, 1942, p. 334).

Clearly, Sklar’s (1988) spirit of “corporate reconstruction” that domi-
nated the legal and institutional changes of corporate capitalism did
not extend to banks. Government remained opposed to consolidation
(through mergers or holding companies) and branching, with few excep-




Table 1.6. Bank mergers and consolidations, by state, and branching,

1900-1910

Consolidations and Mergers'

State Banks 1900 1901 1902 1903 1904 1905 1906 1907 1908 1909 Total
Arizona — s — — e — —_ — — 1 1
Connecticut — — — —_— — 1 — 1 — — 2
Florida — — — — — 1 — — 1 —_ 2
Georgta — — — — — — — — 13 10 23
Idaho — — — — — — 1 1 4 — 6
Ilinois — 6 — 4 1 6 7 4 4 2 34
Indiana — — 1 —- i —_ 1 1 1 1 6
Kansas 1 1 1 —_ — — — — — o 3
Louisiana - — 1 1 2 5 4 2 _— — 15
Michigan e — — — 6 — 2 4 7 4 23
Minnesota —_ 1 1 o 1 — 3 2 5 9 22
Missouri — 3 3 3 5 7 6 7 5 11 50
Nebraska 1 5 5 2 1 4 2 — 4 2 26
North Carolina — — 2 1 — — 2 3 5 2 15
Ohio — —_ — - 1 3 — — — — 4
Oklahoma — — — — — — —_ —_ 2 8 10
Oregon — — — — — — — o 4 — 4
Pennsylvania — 1 2 4 3 4 1 i 1 1 18
Rhode Istand 1 2 1 — 2 1 1 — — 1 9
South Carolina — —_ - — — - — — 4 2 6
South Dakota —_ — 6 — 1 1 — — — — 8
Texas — -— — — — — 1 — —_ 1 2
Utah — — — — — 1 — - — — i
Washington — — — — — — — — 7 — 7
West Virginia 1 — 2 — — — 2 1 — — 6
Wisconsin — — — 2 5 2 1 — — — 10
Wyoming — — - — 2 — — — — — 2
Total
All State Banks 4 19 25 . 17 31 36 34 27 67 35 316
Al National Banks 16 22 25 20 32 33 22 2 30 25 252
Grand Total 20 41 50 37 63 69 56 54 97 80 568
Branching
1900 1905 1910
State banks with branches 82 191 283
Number of branches 1i4 345 536
National banks with branches 5 3 9
—.Number.of branches. 5 5 12
All banks with branches 87 196 202
Number of branches 119 350 548

¢ Data are incomplete. See Chapman (1934, pp. 52--3) for a discussion.

Sources: Chapman {1934); Board of Governors of the Federal Reserve System (1976, p. 297).
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tions. The state and federal governments’ responses to increased demand
for banking in rural areas and to the bank failures in the 1890s were to
decrease capital requirements and thereby promote bank expansion
through small, unit banks. For national banks, minimum capital require-
ments were reduced in 1900. Details of state policies are provided in
James (1978, p. 230).

The limits on banks’ participation in large-scale corporate finance
due to restrictions on branching imposed large costs on the economy.
We have already noted that local firms in peripheral locations faced
high costs of external finance due to the scarcity of bank capital. The
instability of unit banks and the lack of competition in rural areas
also increased costs to these borrowers periodically when their local
banks failed (Calomiris, Hubbard, and Stock, 1986). And all bank-
dependent borrowers suffered from general contractions of credit at
cyclical and seasonal frequencies (Miron, 1986; Calomiris and Hubbard,
1989).

' By impeding the integration of the national market for capital, branch-
ing restrictions also imposed costs on large-scale firms, which had to rely
on investment banking syndicates to finance their large fixed-capital
investments. SEC data on the fees paid to investment bankers in the late
1930s (Butters and Lintner, 1945) and estimates of external finance costs
derived from firms’ responses to the taxation of retained earnings in
1936-1937 (Calomiris and Hubbard, 1995) both indicate that for publicly
traded firms excess costs of external finance through securities issuances
‘often averaged in excess of 20 percent of the value of the issue. The SEC
data are a lower bound on excess financing cost since these fees do not
include other costs, like losses to shareholders due to the undervaluation
of stock issues, as discussed in Myers and Majluf, 1984; Asquith and
Mullins, 1986; and Korajczyk, Lucas, and McDonald, 1990, Calomiris
and Hubbard (1995) find that more than 20 percent of the firms in
the economy in 1936 likely faced excess financing costs in excess of 25
percent. Similarly high investment banking fees seem to have character-
ized earlier years, although data on these earlier transactions are scarce.
Brandeis (1914, p. 95) cites scattered evidence on the fees for common
and preferred stock and for bonds that are quite similar to those reported

. for-the-1930s. Brandeis views.such high fees as prima facie evidence of - I

monopoly power by the “money trust.” While it is difficult to distinguish
the extent to which the high costs borne by some U.S. borrowers resulted
from information production or monopoly rents (for the former view,
see Chapter 5 of this volume), in either case U.S. costs were unusually
high compared to the “main bank” system of financing large corporate
investment, like that employed in Germany to finance the second indus-
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trial revolution (Riesser, 1911; Tilly, 1966; Neuberger and Stokes, 1974;
Kindleberger, 1984, pp. 122-9; Chapter 4 of this volume).

The contrast with the German system is striking. German joint stock
banks, which came into existence after 1848, combined investment and
commercial banking activities and exercised enormous control over the
enterprises they financed. Enterprises typically borrowed from only one
bank, and the degree of integration and information exchange between
bank and firm management was unprecedented. As Neuberger and
Stokes (1974, p. 713) write:

Contemporaries who analyzed the role of the Kreditbanken were most fascinated
by the intimate relations with the major German industrial firms. The origins of
this intimacy are not at all mysterious. Such close relations were a natural out-
growth of the scheme according to which the banks arranged industrial financ-
ing, The policy of granting large credits for fixed capital against security of
uncertain value was unusually risky so that measures to reduce risk must have
been a matter of special concern. One simple expedient was the requirement that
the borrower conduct all business through one bank (or in cases where a loan
was made by a consortium, through the leading bank). If this rule was followed,
a bank was guaranteed adequate knowledge of a firm’s condition. A second
measure was the requirement that bank officials be appointed to the supervisory
boards of the firms to which credit was granted.

The directorships ensured the banks a voice in policy making in the
industries they financed. :

While Morgan’s men in the United States performed a similar func-
tion in monitoring firm activities (De Long, 1991), German banks were
able to internalize the costs and benefits of monitoring within a single
entity and to avoid the complications and costs of marketing securities
and coordinating information flows among thousands of syndicate par-
ticipants. Unbelievably (by American standards) this internalization of

“costs and benefits in the German main bank system allowed large-scale
industrial firms in Germany to borrow and finance large amounts of fixed
capital on the same terms as merchants financing import and export
trade. The form of finance was very short term, which further facilitated
the discipline of banks over firms, since it gave banks a useful threat (the
withdrawal of funding) if firms deviated from the straight and narrow
(Neuberger and Stokes, 1974, pp. 713-5). (For a theoretical discussion of

the-use-of -short-term-debt as.a.disciplinary._device, see_Calomiris and

Kahn, 1991; Calomiris, Kahn, and Krasa, 1991.)

Despite the costs of regulatory limitations in the United States, it took
the disaster of the 1920s to prompt meaningful regulatory reform in
branching, Even then, local special interests that opposed liberalization
were protected, in part, by the continuing dominance of state law over
federal in matters of industrial organization. Under the stress of the
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1920s many states in all regions of the country, especially agricultural
states that previously had resisted branching reform, liberalized their
branching laws. (For a useful and compact description of state and
federal regulatory changes on branching from 1910 to 1990, see Mengle,
1990.) Branching restrictions for national banks were also liberalized to
conform more to the regulations prevailing in the various states. The
National Banking System followed, rather than led, the procession to
branch banking. The 1920s saw a reversal in the position of the
Comptroller of the Currency, who now pressured Congress to relax
branching regulation (Chapman and Westerfield, 1942, pp. 95-7), due to
concern over the loss of membership to the state chartering authorities,
with their more liberal branching laws. But the initiatives of the Comp-
troller in the early 1920s were limited by the initially strong opposition
of unit bankers (many of whom had disappeared by the end of the 1920s,
or possibly lost the financial capability to influence their elected offi-
cials), and by a Supreme Court ruling in 1924 that gave state govern-
ments the right to restrict branching by national banks, if their banks
were similarly limited and if Congress did not specifically legislate oth-
erwise. In other industries, state laws that restricted trade were uncon-
stitutional (through the “commerce clause™); in banking, however,
commerce-clause protection was found not to apply, and state law ruled
supreme,

Interestingly, the first attempt at meaningful reform for national banks
occurred only after the Comptroller had received the assent of the
American Bankers Association, as a result of its 1921 convention held in
Los Angeles, which was apparently dominated by California banks.

The . .. Comptroller . . . was encouraged to take a more aggressive attitude for
branch banking by the fact that the National Bank Division of the American
Bankers Association had at its Los Angeles convention, after extensive debate,
resolved to request the Congress . . . to permit national banks to maintain and
operate branches within a prescribed radius from the head office of such a
national bank in states in which state banks were authorized to have branches
... (Chapman and Westerfield, 1942, pp. 95-6)

The approach advocated by Comptroller Crissinger in 1921 would even-
tually become codified in the McFadden-Pepper Act of 1927, but in 1922
Congress was not so disposed. Neither was the American Bankers

Association, which reversed the position advocated at the Los Angeles =

convention and adopted a strong antibranching platform at its 1922
convention (Chapman and Westerfield, 1942, p. 97). When the
Comptroller decided to push through the changes on his own authority,
Congress rebelled, and the political heat that was generated was suffi-
cient to drive him from office. The weakening of the opponents of
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Table 1.7. Consolidation and branching, 1910-1931

Chapman series White Series Loans and
investments
Total of branching

Number of  Banks Banks . Assets Branching banks

Year mergers absorbed  absorbed  (Smillions)  banks Branches  ($ millions}

1910 1277 128 — — 292 548 1,272

1911 119 119 — — — S —

1912 128 128 — — - — —

1913 118 118 — — — — —

1914 142 143 — — — — —

1915 154 154 — — 397 785 2,187

1916 134 134 — - — — -

197 123 123 — — — — —

io918 119 125 — — — — -

1919 178 178 172 650 — — —

1920 181 183 184 874 530 1,281 6,897

1921 281 292 250 710 547 1455 8,354

1922 337 340 31 750 610 1,80} 9,110

1923 325 325 259 1,052 671 2,054 10,922

1924 350 352 341 662 706 2,297 12,480

1925 352 . 356 280 702 720 2,525 14,763

1926 429 429 348 1,595 744 2,703 16,511

1927 543 544 477 1,555 740 2914 17,591

1928 501 507 455 2,093 715 3,138 20,068

1929 571 575 529 5,614 764 3,353 21,420

1930 699 698 627 2,503 51 3,522 22,491

1931 706 719 633 2,757 723 3,467 20,681

Sources: Chapman (1934, p. 56); E. N. White (1983, p. 286); Board of Governors of the Federal Reserve
System (1976, p. 297).

branching and the demonstrated benefits of branch banking during the
1920s hastened the passage of the McFadden-Pepper Act in 1927 and led
to further liberalization of national bank branch locations in the Banking
Act of 1933. '

After 1920, states also allowed greater consolidation through acquisi-

. tion-and merger (Table 1.7). The large number of unit bank failures and -

the relative success of branch-banking systems during the crisis years
weakened opposition to branching and consolidation (Chapman, 1934;
Chapman and Westerfield, 1942; E. N. White, 1985). From 1920 to 1930
the number of banks operating branches (and branches) increased from
530 (1,281 branches) to 751 (3,522 branches). The annual number of
banks absorbed by mergers from 1910 to 1920 averaged 139. From 1921
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to 1931, mergers increased steadily, averaging 467 per year and reaching
a peak of 719 in 1931 (Chapman, 1934, p. 56).

1.43  Modeling the political economy of branching restrictions

From the standpoint of optimal-contracting models of banking, which
assume frictionless bargaining (no transactions costs), freedom of con-
tracting, and freedom to choose asset and liability composition optimally
(as in, for example, the very simple visions of banking in Fama, 1980, or
Diamond, 1984), the absence of large, multibranch banks is puzzling,
Opportunities for the diversification of risk, coordination in response
to shocks, and a superior allocation of capital across regions should
have been irresistible to a competitive banking system, which would be
governed by the principles of cost minimization of banks and utility
magimization of depositors. From this perspective opposition to branch-
ing seems inexplicable on economic grounds and instead appears to be
the result of irrational populist distrust of large, big-city bankers.

From the standpoint of the historical context in which banks were
chartered in the United States, however, restrictions on branching and
bank consolidation are less puzzling and can be understood as a ratio-
nal economic strategy of some segments of the population. In a world
where banks are a tool of the state, where their activities are deemed a
proper subject for public debate and government control, where it is pre-
sumed that their supply should be limited and their income should be
shared with the state in compensation for the granting of the privilege
of limited liability, it is little wonder that the maximization of depositors’
utility was not achieved. ‘

Bank regulations, and branching laws in particular, clearly were deter-
mined in large part by the lobbying of special interest groups. Indeed,
the mercantilist partnership between banks and government often gave
the interests of existing banks special weight. For example, in Rhode
Island and Massachusetts in the antebellum period bank supervisors
explicitly stated that their opposition to branching was based on the
concern that existing banks (sometimes in the country, sometimes in the
city) might be damaged by allowing competition in their lending markets

- (Dewey; 1910; pp: 141=2); While in-some states-the-demands of the 18908

prompted a move toward branching (for example, in New York in 1898,
see Klebaner, 1990, p. 71), in other states the lobbying by unit bankers
and farm interests successfully blocked branching. Indeed, the number
of states specifically authorizing branching fell from 20 to 12 over the
years 1896 to 1910 (Klebaner, 1990, p. 71), although several other states
allowed branching without specific legislation.
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Given the transactions costs of lobbying the government, only those
with special interests (i.e., with a lot to gain or lose) will pay the price
to express their opinion and influence policymakers. This explains why
bank regulation seldom maximizes depositors’ welfare and why bor-
rowers heavily dependent on banks, and bankers, would be the dominant
players in the political regulatory game. This perspective also helps to
explain why once a banking system begins as a unit banking system
(giving location-specific rents to particular unit banks), unit bankers
would resist change and often were able to do so successfully. And this
explains why the destruction of unit bankers or the reduction in their
wealth (and hence, influence) in the 1920s (and again, in the 1980s and
early 1990s) coincided with the relaxation of branching and consolida-
tion restrictions. Indeed, these are common themes in the political
history of branching (Cartinhour, 1931; Chapman and Westerfield, 1942;
E. N, White, 1982, 1983).

Understanding the differences in regulatory structure across states
and over time, however, is far more challenging than stating the truism
that change was governed by dominant special interest groups. In what
follows, 1 address what 1 think are the three most puzzling features of
the regulatory differences across states and eras, relying on economic
theory to construct conjectures of what might have governed particular
groups’ interests and on some empirical evidence to buttress these con-
jectures. The three puzzles are: (1) Why was branching initially a feature
of Southern, but not Northern banking? (2) Why did some agrarian areas
in the South embrace branching in the antebellum period and not in the
carly postbellum era? (3) Why was California a major exception to this
rule — that is, why was consolidation and branching into agricultural areas
in California not successfully opposed? ‘

The answer to the question of why antebellum Northern bankers
and bank-dependent borrowers did not push for branching, while
Southerners did, seems to come down to the specific differences in the
goals of the states and to the common mercantilist principle that con-
nected bank chartering to these goals. As discussed above, bank charters
were initially established to promote particular activities. In the North,
the main growth opportunities, and the activities promoted by the gov-

_ernment, were primarily financing commerce and industry in cities;inthe -

South they were primarily financing the crop cycle and moving the crops
to market. The differing nature of the activities affected the desirability
of branching. The special advantages of branch banking in the rural
South were well understood in contemporary discussions of banking
(Schweikart, 1988a; Calomiris and Schweikart, 1988). These included
enhanced intrastate and intraregional capital mobility, access to thinly
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populated areas, and the ability to move agricultural goods long distances
easily through the use of trade acceptances.

Similarly, three agriculture-dependent states in the North — Indiana,
Ohio, and Towa — established successful mutual-guaranty systems, which
as noted above approximated some features of branching systems (coor-
dination of clearings and acceptance transactions, diversification of risk
ex ante, and coordination in the face of disturbances, ex post). The main
difference between these Northern states and their counterparts in the
South was that, like the free-banking systems of the antebellum Midwest,
entry was sharply limited in the Northern mutual guaranty systems, while
it was not so limited in the South. In the three Northern systems, banks
were not permitted to branch into cach other’s local markets, which
Southern banks often did.

In the Northeast, the commercial and industrial lending by banks typ-
ically had a different purpose from that of bank lending in the South,
and the absence of branches was not an important obstacle to the
satisfaction of those goals. In her studies of New England’s banks,
Lamoreaux (1991a,1991b) argues that early nineteenth-century banking
was nicely adapted to the needs of local industry:

At that time, scarcity of information and the modest scale of enterprise had com-
bined to keep credit markets localized and financial institutions small . . . (1991b,
p. 539). ‘

According to Lamoreaux, New England bank managers, particularly in
Boston and Providence, often ran banks as credit cooperatives to finance
their own firms’ needs for working capital. They would have had less
interest in diversifying risk, since they were most interested in lending
money to themselves. ’

Maryland provides an interesting case of a banking system that
allowed, but did not take advantage of, branching, Maryland’s banking
system was modeled on the Scottish system. Like the Scottish system, it
allowed free branching. Bryan (1899, p. 15) writes: :

This principle was introduced into Maryland in 1804, but it has received com-
paratively little development. No bank in Maryland has had more than two
branches performing a regular banking business, and but a limited pumber have
had branches at all; these were organized early. . . . Perhaps on this account out-
_lying agricultural districts were developed more slowly than they might have

D er & system of branch banking. e e T
Furthermore, attempts to charter a state branching bank on the
Southern model specifically to channel resources t0 the countryside were
debated in great detail and defeated several times from 1829 to 1837
(Bryan, 1899, pp. 83-5). Why was there so little private branching or
support for a public initiative to organize an agricultural branch bank?
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Like other Mid-Atlantic coastal cities, Baltimore was a hotbed of com-
merce and industry, and its banks concentrated on financing these activ-
ities, rather than searching out opportunities in rural Maryland. For these
purposes, from the standpoint of bankers, Baltimore entrepreneurs, and
politicians, branches were not particularly necessary.

These conditions changed in the last third of the nineteenth century.
Lamoreaux (1991a) shows that in New England as local industrial and
commercial opportunities waned and the potential for profits in other
regions increased (notably the Midwest and the low-wage South, as
discussed in Gates, 1951; Johnson and Supple, 1967; Wright, 1981), New
England banks (and some industrialists) became more outward-looking
and began channeling funds to borrowers in other regions. Banks eval-
uated creditworthiness with newly developed formal methods imple-
mented by newly created credit departments. Now the profitable
opportunities for Northeastern banks involved outward-looking partici-
pation in the financing of large-scale enterprise in the national capital
market. These changes were also related to changes in the sources of
banks’ external finance (their increasing reliance on deposits), and a
change in the relationship between banks’ management and share-
holders (Lamoreaux, 1991b; Calomiris, 1991b). Changes in the incentives
of bankers - whose opinions were instrumental in shaping regula-
tory policy — which encouraged them to pursue opportunities in the
burgeoning national capital market help to explain the timing of the -
relatively successful branching and consclidation movements in the post-
bellum North.

In addition to its advantages in helping move crops, branch banking
provided other benefits to wealthy antebellum Southerners, who could
gain from capital mobility in the South in ways that wealthy
Northerners could not. Wright (1986) argues that the profit-maximizing
strategy of Northerners was to increase the value of land and local capital
and that this encouraged large expenditures on public works and local
“boosterism.” Wright argues that Southerners with large slave holdings,
who were the dominant political force, had little incentive to invest in
local public works; instead, they wished to augment the value of their
main capital asset, which was slaves. Territorial expansion, and the ability

.-to move-slave-labor.to.its highest.use were the hallmarks of this strat-

egy. One can see the promotion of branch banking in the South as an
example of the pursuit of this interest. Branching promised greater
mobility of capital and greater access to new, remote areas, as needed.
From this perspective, one can also understand why the Northwest
opted for its mutual-guaranty and free-banking systems, rather than free-
entry branching. Entry restrictions helped to create location-specific
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bank capital and thereby limited potential capital losses on local prop-
erty values. Location-specific bank capital ensured that banks would not
move on to marginally “greener pasture” at the expense of local busi-
nesses and farms, One can view this arrangement as a form of insurance
of wealth (where the “insurance premium” is the inefficiency, potential
for bank failure, and high costs of borrowing in the unit banking system).
In the absence of Arrow-Debreu markets, or nationwide mutual funds
that offered opportunities to diversify all systematic risk, as imagined in
the frictionless capital asset pricing model, landowners saw location-
specific bank capital as a way to tie banks’ fortunes to their own. If their
city or town received an adverse shock associated with a long-term neg-
ative revision in expectations regarding the profitability of investment
there (say, an expected long-term decline in the terms of trade), local
farmers and businessmen could be confident that their bankers would
continue to lend to them, even on reduced collateral. The unit bankers
had little choice. Branches of banks, facing those same choices, might
- simply close or at least sharply curtail their lending in that community.

Similarly, the motivation farmers would have had for creating loca-
tion-specific bank rents was a desire for “loan insurance.” In addition
to limitations on diversification of wealth holdings, to the extent that
borrowers faced external finance constraints, their creditworthiness may
have depended importantly on their level of wealth (Leland and Pyle,
1977; Stiglitz and Weiss, 1981; Myers and Majluf, 1984; Gale and Hellwig,
1985; Williamson, 1986; Bemanke and Gertler, 1990; Calomiris and
Hubbard, 1990). Given that wealth — particularly in undiversified land —
was highly volatile in value, middle-class landowning borrowers had an
additional motive to “purchase” loan insurance by supporting unit
banking. The desire to tie banks to local lending markets is also visible
in more recent regulation, notably the Community Reinvestment Act
of 1977. Qut-of-state banks that acquire local banks must commit to
continue making local loans and not merely use the acquired banks as
sources of deposits.

These explanations do not imply that branching restrictions or the ear-
marking of loans to specific regions are “optimal,” or even “second-best,”
for society as a whole. One can argue that branching restrictions were a

- way for early settlers to benefit at the expense of later settlement else-
where in the state — a “beggar-thy-neighbor” regulatory policy supported
by the agrarian middle class. In any case, welfare comparisons, which are
relatively easy in a frictionless world, are much more difficult in a setting
where the standard assumptions of welfare economics (including no
costs of information or bargaining) do not hold. These costs, as already
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noted, are precisely what give rise to “incompleteness” in capital
markets, which motivates the taste for unit banking.

In summary, the antebellum South favored branching because the
dominant economic interests (wealthy slaveholders) benefited from it.
High costs of financing the movement of crops over long distances
through peripheral unit banks explains this in part. Additionally, in the
South the dominant form of collateral in the antebellum period was
slaves rather than land (Kilbourne, 1992); thus there was little advantage
from “bonding” the banker to a particular locale. In the Northeast,
branching restrictions were not an important constraint on the dominant
economic class, composed of merchants and industrialists. Indeed, they
benefited by the creation of charter rents to the extent they could use
their control of banks to improve their own costs of credit. In the North-
west, the middle-class farmer (later the “populist’) would carry the day.
In the mutual-guaranty systems of Indiana, Ohio, and Iowa farmers
received many of the benefits of branching, while retaining the advan-
tages of location-specific bank capital. Other banking systems of the
Northwest opted simply for unit free banks. None authorized free entry
in the form of branch banks.

The Civil War brought an end to slavery in the South. The declining
price of cotton, as well as the reorganization of labor and land allocation
after the War, made the South much poorer than it had been (Ransom
and Sutch, 1977, Wright, 1986). There was no longer a plantation elite
with an interest in establishing branch banks to promote the efficient
movement of capital or commodities. Indeed, one could argue that the
wealthy landlords benefited by the lack of competition in finance, which
facilitated the “debt peonage” of tenants (Ransom and Sutch, 1977,
148-70). Despite its own antebellum successes with branch banking,
there was no powerful political constituency to push for branching in the
immediate postbellum period.

1.44  Empirical support

There is a great deal of qualitative evidence to support the generaliza-
tion that “rural interests” have opposed the branching movement from
1890 to_the present. But that opposition has not been uniform. For

example, Illinois has had a long history of opposition to branching. Ina

1924 statewide referendum, the public voted against permitting branch-
ing, two to one (E. N. White, 1982, p. 38, citing Bradford, 1940, p. 17).
Similar opposition was present in many states prior to the 1920s, but some
relaxed their regulations after the destructive 1920s and 1930s, while
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others did not. Other states with a large agricultural sector — perhaps most
notably, California ~ favored branching long before the 1920s.

One way to verify the “insurance model” of the rural support for unit
banking after 1890 is to see whether cross-sectional variation in the
“taste” for branching is correlated with variables that should matter from
the standpoint of the “insurance model.” The greater the demand for
land and loan insurance, the greater the support should have been for
unit banking laws. A formal econometric study of this type is beyond
the scope of this paper, but there are some facts that appear consistent
with it.

Table 1.8 reports data on rural per-capita wealth in 1900 for various
agriculture-dependent states. I divide these states into two categories:
those that made progress toward relaxing branching restrictions by 1910,
and those that did not. Interestingly, with the exception of California,
with its very high rural wealth per capita, branching states tended to have
much poorer farmers than states that prohibited (new) branching, This
is true even controlling for the presence of the Southern states in each
group (which were dominated by tenant farming and sharecropping).
The median index of relative rural wealth for the branching states was
0.5 (1.2 for non-Southern states), while the states that prohibited branch-
ing had a median index of 1.4 (1.8 for non-Southern states). In the latter
states, landowning farmers would have been able to lobby politicians
more effectively and may have been more interested in protecting their
accumulated wealth through the “land and loan insurance™ provided by
unit banking. Much more empirical work .needs to be done, however,
before one can interpret this tentative finding conclusively.

E. N. White’s (1984b) study of the 1924 Illinois referendum on branch-
ing provides evidence consistent with the insurance model. He finds that
the presence of banks increases the probability of opposition to branch-
ing at the county level and interprets this as evidence that the public was
influenced by local unit banks’ propaganda. That may be true, but
another interpretation of this finding is that the existence of 2 bank is a
proxy for wealth insurance by banks. According to this interpretation,
relatively well-off agrarian communities in Iilinois were more prone to
have banks and to support unit banking. Future empirical work can dis-

_.tinguish. between these. two. interpretations by close examination of -

county level data.

The case of California is somewhat anomalous from the standpoint of
the model and the patterns shown in Table 1.8. California, however, was
an unusual state in other ways. For example, the long distances within
the state that commodities had to travel and the consequent benefits of
coordination of finance through a branching system may have appealed




Table 1.8. Rural wealth and branching restrictions

" Rural per

capita wealth
index, 19007

Number of
banks with
branches,
1910

Number of
branches
1910

Ratio of branch-
banking facilities

to total banking
facilities 1910

Alabama
Arizona
California
Florida
Georgia
Louisiana
Michigan
Mississippi
North Carolina
Ohio

Oregon

South Carolina
Tennessee
Virginia
Washington
Mean

Median

Mean (non-South)
Median (non-South)

Arkansas
Colorado
Idaho

Iilinois
Indiana

lowa

Kansas
Minnesota
Missouri
Montana
Nebraska
Nevada

New Mexico
North Dakota
Oklahoma
Pennsylvania
South Dakota
Texas

Utah
Vermont
West Virginia
Wisconsin

 Wyogiing

Mean
Median

Mean (non-South)
Median (non-South)

States allowing some branching, 1910

7
34

15

17
15
45

17

States not allowing further branching, 1910

17
1.8

0.07
0.34
0.12
0.07
0.05
0.03
0.10
0.12
0.05
0.05
0.05
0.03
0.02
0.13
0.06

*The per-capita rural wealth index is the ratio of a state’s share of national rural wealth,
as calculated in Lee et al. (1957, pp. 730-811), divided by a state's share of national rural

population, as reported in U.S. Department of Commerce (1975, Part 1, pp. 24-37).

Sources: Lee et al, (1957); US. Department of Commerce (1975); Board of Governors of
the Federal Reserve System (1976, p. 298).
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to wealthy farmers in the California interior, much as it had to antebel-
lum Southern plantation owners. Moreover, the details of the history of
California branching seem to provide some support for the model.
Specifically, branching was permitted only after the acquiescence of
powerful agricultural interests to entry by city banks, and this entry
seems to have been the result initially of local distress and eventually of
the benefits to this powerful group from allowing branching. Branching
was subject to the approval of the State Superintendent of Banks, whose
approval was subject to the influence of special interests.

The first branch of the Bank of Italy that A. P. Giannini opened (with
the requisite permission of state regulators) was in San Jose. The Super-
intendent of Banks found that San Jose “needed” the bank’s help in the
face of the collapse of the local bank. In fact, the failing local banker,
himself a large landowner whose family had relied on his bank for large
fand-backed loans for the past 30 years, visited San Francisco to suggest
the acquisition of his bank by Giannini. This was a crucial ingredient
in the Superintendent’s willingness to have the branch open. Large
landowners stood to benefit from the preservation of the bank’s stock
value and the preservation of the local economy, which depended on the
bank. The small landowsners, many of whom were Italians who knew
Giannini from his childhood days in San Jose, also saw the entry by the
Bank of Italy as a favorable change, since previously they had not been
granted equal access to the bank, which was being run first and foremost
in the interests of large local landowners (James and James, 1954, pp.
48-51). Giannini realized that further expansion of branching required
the support of the powerful land interests:

Gianninij realized that, unless his branches could do more for the California
ranchers than existing unit banks were doing, there would be little excuse for the
branches (James and James, 1954, p. 52).

Giannini’s next acquisition was in Los Angeles in 1910, where, again.
the “reason for the speed of this acquisition was the fact that the Park
Bank [of Los Angeles] was not iri good shape” (James and James, 1954,
pp. 58-9). Other attempts at takeovers in Los Angeles by the Bank of
Italy met with failure. “These deals fell through in a manner that sug-
gests intervention by the larger banking interests of Los Angeles” (James
.. and James, 1954, p. 59). Giannini acquired another Los Angeles bank in

© 1913, again only after a fight with local bankers.

Giannini’s statewide branching campaign did not begin in earnest until
1916, as the Bank of Italy expanded into the Santa Clara, San Joaquin,
and Napa Valleys. The wartime increase in demand, his previous suc-
cesses and growing popularity, and the scarcity of sound institutions
willing and able to finance the expansion all helped Giannini to win over
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farmers, regulators, and politicians who otherwise might have been oppo-
nents to branching, Just as important was Gianninis adept handling of
the financing of large movements of goods over long distances, a natural
comparative advantage of branching:

Valley farming is pretty big business. Many of the crops were perishable or semi-
perishable; their movement had to be rapid; their handling and packing, skillful;
and their flow to the distant consumer, flexible and constantly under control.
Moreover, the principal markets lay as far cast as Chicago and New York. Much
of the barley harvest was sold on the London market; valley orchardists had long
supplied Europe with a good part of her prunes; delta rice was shipped to Japan,
and Cuba and Puerto Rico were regular customers for California beans. (James
and James, 1954, pp. 88-9)

Giannini also was able to enlist the strong support of the Italian com-
munity and of small farmers involved in farm co-ops, which the Bank of
Italy strongly supported.

In summary, several factors combined to make Giannini the right man
in the right place at the right time. Initially, he fought an uphill battle
against other banks and entrenched landowners who did not welcome
his competition. At first, it was bank distress that would allow acquisi-
tions. But gradually, he was able to convince the powerful, and the not
so powerful alike, that on balance they stood to benefit from branch
banking. In another state, or even in California at another time, he may
never have been able to overcome the obstacles to branching.

Giannini’s experience and the data in Table 1.8 run contrary to the
view that the populist agrarian support for unit banks came from poor
farmers. Instead, it was established farmers with significant land holdings
(and often interests in unit banks) who opposed competition from
outside. Indeed, agricultural impoverishment (like the destruction. of
agricultural banks in the 1920s and 1980s) has been good news for
branching. Fifteen states allowed expanded branching from 1920 to 1939.
During the expansionary years from 1939 to 1979 only 4 states relaxed
their branching laws. In the face of the agricultural crisis of the 1980s
once again 15 states loosened restrictions on branching (Mengle, 1990;
Calomiris, 1992).

145  Explaining the uniqueness of US. unit banking

Other countries have agricultural middle classes (notably Canada), yet
the successful U.S. support for unit banking is unique. Why was the
United States so different? The answer lies in the institutional and his-

torical peculiarities of the American political experience: the protection
of local interests ensured by federalism, the distinctly American method
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for allocating power among national legislators (which also gives dis-
proportionate weight to regionally concentrated minorities), and the
legal precedents established by the Supreme Court, which gave states
great latitude in the chartering of banks.

By not extending constitutional protection to banking as an activity
involving interstate commerce the Supreme Court opened the way to
state regulatory prohibitions on bank activities across and within states.
Throughout the nineteenth and twentieth centuries state banking
authority was limited only by the increasing incursions of the federal
government in chartering and regulating banks, which were justified
constitutionally by appeal to the federal government’s special role in
regulating the money supply, and therefore banks, and not by appeal to
any constitutional protection on banking activities under the commerce
clause. In 1924 the Supreme Court further insulated state government
control over banking by ruling that state banks could enforce branching
restrictions against state and pational banks alike within their borders
(in the absence of specific contrary action by Congress). Through these
rulings the Supreme Court ensured that the struggle over branching
would be fought locally rather than nationally, unless Congress decided
to intervene. This approach was codified by Congress in 1927.

The Court’s and Congress’s willingness to allow state governments to
limit the activities of state and national banks within and beyond their
boundaries gave locally concentrated special-interest groups a better
forum for lobbying than the national arena where they would have been
up against all the opposing interest groups in the national economy. Thus
federalism’s decentralization of legislative power, supported by some
crucial Supreme Court rulings and the absence of action by Congress,
helps to explain the unique success of unit bankers and their allies in the
United States.

The American method for electing national legislators and the means
of allocating power within Congress also have helped to constrain oppo-
sition to unit banking and to enhance the power of geographically con-
centrated minorities that opposed branch banking. In contrast to many
countries’ parliamentary systems in which the national performance of
the party can determine which individual representatives hold office,
the support of local constituents is a sufficient condition for election to

Congress. This tends to enhance the power of geographically concen-

trated interest groups on politicians. Moreover, congressional commit-
tees control the agenda of Congress, and these committees are often
dominated by representatives whose constituents tend to agree and feel
strongly about the set of issues under the aegis of that committee. Thus
representatives from pro-unit banking agricultural states have tended to
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dominate the congressional committees that control banking regulation.
Other states’ representatives “trade” influence over these commiftees
for committee appointments in areas of greater concern to their con-
stituents, Congressional “horse-trading” over committee appointments
and votes have thus tended to stifle the advocacy of branch banking by
the “silent majority” and have favored the power of regionally concen-
trated enclaves of support for unit banking,

1.5 The origins and effects of pre-FDIC bank liability insurance

Studies of the political history of deposit insurance legislation show that
it was the desire to preserve unit banking and the political influence of
unit bankers and their supporters that gave rise to the perceived need
for deposit insurance, both in the antebellum period and in the twen-
tieth century (Golembe, 1960). It was understood early on (through
observing the successful operation of branch banks in the South and in
other countries) that branching — with its benefits both of greater diver-
sification and coordination - provided an alternative stabilizer to liabil-
ity insurance. But unit banks and their supporters successfully directed
the movement for banking reform toward creating government insur-
ance funds. All six antebellum states that enacted liability insurance were
unit-banking states. In the antebellum branch-banking South neither
government insurance nor urban clearing houses developed. Similarly,
the eight state insurance systems created from 1908 to 1917 were all in
unit-banking states.

In evaluating the performance of the various government-created lia-
bility-insurance schemes, Calomiris (1989, 1990, 1992) analyses which
experiments failed or succeeded, and why. Deposit insurance in many
cases destabilized historical banking systems, as recent theoretical and
empirical analyses of banks and savings and loans suggest it has today.
The failures of insurance systems seem mainly attributable to flaws in
their design, rather than to insurmountable exogenous shocks.

1.5.1  Antebellum successes and failures

- Detailed analysis of each of the antebellum bank insurance programs is.....

provided in Golembe and Warburton (1958). New York’s Safety Fund
was the first, established in 1829, funded by limited annual contributions
of members and regulated by the state government. Losses severely
depleted the accumulated resources of the fund from 1837 to 1841 until,
in 1842, it ceased to be able to repay losses of failed banks and thus
ceased to provide protection to the payments system.
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New York in 1838 created an alternative to the insured system through
its free-banking statute and allowed Safety-Fund banks to switch to that
system. The depletion in membership of the insured system kept its losses
small during subsequent panics. After 1840 Safety-Fund banks comprised
a small and continually shrinking proportion of total banks or total bank
assets. Losses were also limited by the 1842 restriction on coverage of
member banks’ liabilities to bank notes, thus excluding the growing lia-
bility base in deposits.

Ultimately, the small number of banks that chose to remain in the
system and make continuing annual contributions to its fund did manage
to repay in 1866 the obligations incurred some thirty years earlier, but
this “success” was not anticipated in the intervening years (as shown by
the high discount rates attached to failed member-banks’ notes during
the 1850s), and the fund did not protect current bank liabilities or the
payments system ex ante, as it was intended to do. :

Not only did the system fail to provide protection to the payments
system, but it also suffered unusually large losses due to fraud or
unsound banking practices. While a supervisory authority was estab-
lished to prevent fraud and excessive risk taking, supervision was in-
effectual, and fraud or unsafe practices were common. Ten of sixteen
member-bank failures prior to 1842 (the period when insurance was still
perceived as effective) were traceable to fraud or unsafe practices. More-
over, such problems were not detected until after they had imposed large
losses on the fund.

The failure of the Safety Fund was not the fault of external shocks,
severe as they were. In aggregate, banking capital was large relative to
losses, and thus coinsurance among all New York banks would have
been feasible. Rather it was the design of the insurance system that
made it weak. Upper bounds on annual premia prevented adequate
ex ante insurance during panics, and ineffectual supervision allowed large
risk takers to free ride on other banks. Finally, adverse selection caused
a retreat from the system through charter-switching to the alternative
free-banking system, once solvent banks realized the extent of the losses.

Vermont and Michigan followed New York’s example and suffered its
problems, In Vermont banks were even allowed to join and depart at will.

- It took ‘only-two bank failures to cause the dissolution of that system;

one failure was due to fraud, and the other was that of a bank that joined
the system after that bank’s prospects had deteriorated. Again, an
incentive-compatible, broadly based system could have provided coin-
surance among banks, but adverse selection and poor supervision
prevented this.

Michigan’s system, created in 1836, collapsed because it (like the other
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two systems) depended for its resources on accumulated contributions
to the collective fund, which would be used to support banks during a
crisis. The Michigan system had no time to accumulate a sufficient fund
prior to the Panics of 1837 and 1839 and thus was unable to provide
protection.

Not all antebellum experiments ended so disastrously as these three.
Indiana enacted a different sort of Hability insurance plan in 1834, one
based on the principles of self-regulation and unlimited mutual liability
that would later be imitated by private clearing houses. The Indiana
system did not suffer the supervisory laxity or membership retreat of |
New York and Vermont, nor the illiquidity of Michigan and New York.
Coverage was broad-based, and there was no problem in attracting
and keeping members. During its thirty-year history no insured bank
failed. There was a suspension of convertibility in 1837 and again in
1839, but this was the last time banks were even forced to suspend.
During the regional panic of 1854-1855 and the national Panic of 1857,
all insured banks maintained operations and convertibility. During those
same panics 69 of 126 nonmember, uncoordinated free banks failed in
Indiana.

The Indiana system relied on bankers themselves to make and enforce
laws and regulations through a board of directors and, importantly, gave
it authority to decide when to close a bank. Unlimited mutual liability
provided bankers the incentive to regulate and enforce properly. The
Indiana system was imitated in Ohjo and Iowa, with similarly successtul
results. Ohio’s law granted its Board of Control even greater author-
ity than Indiana’s Board, allowing it virtually unlimited discretionary
powers during a banking crisis, including the right to force banks to make
loans to one another. Interbank loans were successfully used during the
Panic of 1857 to avoid suspension of convertibility. The insured banks,
it seems, even came to the assistance of nonmember banks during the
Panic, as indicated by flows of interbank loans. Only one Ohio bank
failed during the crisis, and it was not a member of the insured system.
Towa’s system was in place for a shorter and more stable period, but its
operation was similarly successful.

Like clearing houses, these three successful insurance schemes aligned

the incentive and authority to regulate and made insurance protection

credible through unlimited mutual liability among banks. Like Southern
branch banks in the Panics of 1837 and 1857 these systems were able to
minimize systemic disruption through a coordinated, incentive-
compatible response. They were brought to an end not by insolvency, but
by federal taxation of bank notes designed to promote the National
Banking System.
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1.5.2  The second, postbelium wave of stale insurance

The eight deposit-insurance fund systems of the early twentieth century
failed to learn the lessons of the antebellum experience; they repeated .
and compounded the earlier errors of New York, Vermont, and
Michigan. Supervisory authority was placed in government, not member
bank, hands, and often its use or disuse was politically motivated (Robb,
1921). Furthermore, the numbers of banks insured were many more than
in the antebellum systems (often several hundred), and this further
reduced the incentive for a bank to monitor and report the misbehavior
of its neighbor banks, since the payoif from detection was shared with
so many and the cost of monitoring was private.

During the halcyon days for agriculture, from 1914 to 1920, deposit
insurance prompted unusually high growth, particularly of small rural
banks on thin capital. The insured states’ banks grew faster, were smaller,
and had lower capital ratios than their state-chartered counterparts in
fast-growing, or neighboring states. Table 1.9 reports regression resuits
that confirm the unusually high growth of state-chartered insured banks
(controlling for other variables) relative to other agricultural states.
A decomposition among voluntary- and compulsory-insurance laws
reveals that the incentives to grow were especially pronounced in
the compulsory-insurance systems (where the potential for cross-
subsidization, or free riding through excessive risk taking, was highest).

When agricultural prices fell, insured banking systems suffered the
highest rates of decline and failure among state-chartered banks in
agricultural states (although the statistical significance of failure rate
comparisons is sensitive to choice of data and controls for interstate
comparisons — see Thies and Gerlowski, 1989; Calomiris, 1992; Alston
et al., 1994). All the insurance fund systems collapsed during the 1920s
(American Bankers Association, 1933; Federal Deposit Insurance Cor-
poration, 1956). Insured systems also saw greater delays in closing and
liquidating insolvent banks, reminiscent of politically motivated delays
that have occurred during the recent thrift crisis (Calomiris, 1992).

Comparisons of losses by failed banks, however, leave little doubt

that the presence of insurance was associated with greater bank stress.

“ North Dakota, South Dakota, and Nebraska — the three states thathad ... -

long-lived, free-entry, compulsory deposit insurance, which provided
the worst and most prolonged incentives for risk taking — experienced
the most drastic losses by far among the state- and national-chartered
systems. While several state-chartered systems experienced shocks com-
parable to those suffered by these three, in no other cases were the asset
shortfalls of insolvent banks nearly large enough to threaten the capital
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Table 1.9. Regression results: Asset growth of state-chartered banks”

Standard Significance
Independent variables Coefficient error level

Dependent Variable: Growth in total assets of state-chartered banks, 1914-1920

Intercept 0.101 0.465 0.829
National bank growth 0.681 0.147 0.000
(Reserve center) X : -0.132 0,060 0.038
(National bank growth)”
Growth in land values, 1914-1920 0.555 0.333 0.107
Ratio of farm to nonfarm population ~(.283 0.654 0.669
Presence of voluntary or 7 0.518 0.165 0.004
compulsory insurance
R? = (.670
R? = 0.607
Dependent Variable: Growth in total assets of state-chartered banks, 1914-1920
Intercept 0.156 0.468 0.741
National bank growth (.682 0.147 0.000
(Reserve center) x —0.115 0.063 0.080
(National bank growth)”
Growth in land values, 19141920 0.526 0334 0.127
Ratio of farm to nonfarm population -0.328 0.655 0.621
Presence of voluntary insurance 0.327 0.251 0.205
presence of compulsory insurance 0.609 0.189 0.004
R* = 0.683
R =0.607

* Asset growth is defined as the log difference of total assets. All variables are defined at
the state level for a sample of 32 agricultural states.

®Natjonal bank growth in each state is used as a control for state-chartered bank growth.
In reserve-center states, national bank growth may be larger, as it reflects growth of cor-
respondent banks outside the state as well. To control for this difference, I interact national
banking growth with an indicator variable for states with reserve centers.

Source: Calomiris, 1992,

~ of the banking system as a whole (Table 1.10). In contrast, banks in

these states showed shortfalls of between 1.5 and 5 times the remamlng' .

bank equity of state banks. In light of the differences in the failure expe--
riences of insured and branch banking in the 1920s, it is little wonder that

four of the eight states that previously had opted for deposit insurance

were among those liberalizing their branchmg restrictions during this

period.
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The evidence of moral-hazard and adverse-selection problems in
these antebellum and postbellum liability insurance plans provide a for-
tiori evidence of similar dangers in current federal deposit insurance. The
state insurance systems of the 1920s limited interest paid on deposits,
typically required ratios of capital to deposits in excess of 10 percent,
and were funded by the accumulated contributions of members. By con-
trast, today’s federal insurance does not restrict interest payments to
depositors, requires a smaller proportion of capital to deposits, and is
supported by the full faith and credit of the federal government. Thus
today’s financial intermediaries can maintain higher leverage and attract
depositors more easily by offering higher rates of return with virtually
no risk of default. From this perspective, the unprecedented losses of
Texas banks and thrifts in the 1980s should come as no surprise (Horvitz,
1991).

1.6 From history to informed policy

Notwithstanding political-economic explanations, which I have argued
can help to explain bank regulation, the regulatory mistakes of Ameri-
can banking history are remarkable and unique. Is there any hope for
undoing the mistakes of the past, which have produced a fragmented,
unstable, and inefficient banking system? Can we learn usefully from
history?

In principle, the lessons are straightforward: The United States should
move to an uninsured, interstate branching system with broad powers for
banks (for historical perspectives on the advantages of broad powers for
banks prior to Glass-Steagall sce Osterweis, 1932; Peach, 1941, E. N.
White, 1986; and Kaufman and Mote, 1989, 1990). In practice there are
many obstacles. Change is often less comprehensive than we would wish,
and introducing “lessons from history” is more risky than one might
expect. The problem in the openness to “learn” from history is the possi-
bility one will learn incorrectly or too selectively. In the history of banking
regulation in the United States policymakers have been perhaps too
willing to learn from immediate history. Banking regulation has tradi-
tionally been forged in the crucible of crisis. Consider the following exam-
- ples: the rechartering of the Bank of the United States in the aftermath
of the War of 1812; the introduction of entirely new chartering forms
(including free banking) as a means of rapidly increasing the number of
banks in the 1840s; the creation of the National Banking System as a Civil
War measure; the enactment of state deposit insurance plans and the
Federal Reserve Act on the heels of the Panic of 1907; branching and con-
solidation reforms during the agricultural distress of the 1920s; and the
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creation of the FDIC and the separation of investment and commercial
banking during the trough of the Great Depression. In each case, policy-
makers in the United States have seemed incapable or unwilling to look
farther back than the last crisis, farther ahead than the next election, or
beyond the borders of their own nation or state. In some extreme cases,
like the Glass-Steagall Act, one can find little rational basis for Congres-
sional action (E. N. White, 1986; Benston, 1989).

While this “knee-jerk” approach to bank regulation has offered great
flexibility in times of need, it also has led to myopic and simplistic ap-
plications of the lessons of the past. These reactions often have lasting
effects, given that important changes are infrequent. Consider the most
important changes wrought in the 1930s. An alternative to deposit insur-
ance as a means to stabilize banking — one that was understood and con-
sidered — was 2 movement toward nationwide branch banking. Why was
it rejected? One explanation for the failure to move in that direction was
the weakening of support for branching by an influential policymaker
(Marriner Eccles, the Chairman of the Federal Reserve System) during
the debate over the 1935 Banking Act. Doti and Schweikart (1991, pp.
133-34, 13940, 171-72) argue that Eccles’ change of heart regarding
branching was attributable in part to his desire to constrain the growth
of the Bank of America, possibly due to Eccles’ personal dislike of A.P.
Giannini (who would have stood to benefit greatly from the reform) or
to Eccles’ hope to maximize the influence of the Federal Reserve Board
by maintaining a fragmented banking system. In the absence of a strong
supporter of branch banking in the Roosevelt Administration, congres-
sional hostility to branch banking faced no significant opposition. Once
the crisis had passed, any real opportunity for branching reform had dis-
appeared, as well. Eccles” support at a crucial juncture could have made
a difference. The lessons of this episode seem to be that the window of
opportunity for policymaking is often brief, and the guiding principles of
policymakers during such opportune moments often may have little to
do with the optimal allocation of scarce resources.

Not only has the accident of the Great Depression had a lasting reg-
ulatory effect through the inertia of policy, it has provided selective
“Jessons from history” that continue to exert a death grip on the imagi-
“hations of academics and policymakers, providing seemingly incontro-
vertible evidence of the inherent instability of banking and the need for
constant government intervention to prevent a “meltdown.” A better
set of lessons would have been how preventable and unusually bad the
Great Depression was, even from the jaundiced perspective of earlier
American banking history; and more important, that the fragility of
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American banking has always been an artifact of a fragmented, ineffi-
cient, and uncoordinated unit banking system.

A similar sort of regime-specific tunnel vision has preoccupied much
of the recent academic literature on economies of scale and scope in
banking. It simply does not make sense to reject the efficiency of a
nationwide branching system, or the efficacy of relaxing Glass-Steagall
(the economies of which could not possibly show themselves in a
restrictive regulatory environment) on the basis of failing to find large
economies of scale or scope for banks because the gains from expanded
powers and size may be highly regime-dependant (Litan, 1987, pp.
110-11; Brewer, 1989, 1995; Kaufman and Mote, 1989, 1990; Brewer
and Mondschean, 1991). Here our own history and the experiences
of other countries are a much better guide to the advantages of
deregulation.

1.6.1  Which lessons, which cures?

If reform is to be more modest, successful advocates must be selective
in the enthusiasm with which they advocate particular reforms. Before
suggesting a cure, or a triage ordering — even one informed by history —
it helps to know which disease is likely to kill the patient first. There is
much that is wrong with U.S. banking today, and there are many com-
peting priority lists for which things to “fix” first. Which historical
episodes are most relevant for the current declines and high failure rates
of banks? Have banks taken on too much risk in the face of the perverse
incentives of deposit insurance, as in the agricultural boom of the 1910s?
If so, then a reform of bank capital regulations or a move fo “narrow
banking” might be sufficient to reverse the trend (for a discussion of the
relative merits of these views, see Calomiris, 1991c, 1991d). In contrast,
simply allowing bank consolidation or branching as a means to stability,
without reforming deposit insurance, may be highly inappropriate in
the current context, and may lead to even greater losses. As Boyd and
Graham (1991) point out, in today’s economy large banks do not seem
less likely to fail, possibly because the incentives to take on risk (due to
the mispricing of deposit insurance) are largest for these banks.

- Calomiris (1991c) suggests.a means for.simultaneously reforming (partly .

privatizing) deposit insurance and expanding bank branching and other
bank powers while avoiding the potential problems of moral hazard due
to mispriced deposit insurance.

But there may be bigger problems to address than insurance reform.
While there is an accumulating body of evidence that deposit insurance
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has increased the risk taking and losses from failure of savings and loans
(Barth, et al., 1989; Brewer, 1995), there is little evidence of this as a cause
of the current distress of commercial banks, with the significant excep-
tion of Texas (Horvitz, 1991) and possibly some large, low-capital, “too-
big-to-fail” banks in the East.

Gorton and Rosen (1995) propose a different explanation for bank
distress, which sees banks as a protected industry with entrenched man-
agement. Declining lending opportunities, a captive deposit base, and
bank managements’ unwillingness to shrink, according to their view,
reduced the portfolio quality of commercial banks in the 1980s. In the
absence of a means for banks to be acquired more readily (thus disci-
plining managers) banks continued to operate inefficiently and failed.
The closest historical parallel to this case is banking in the 1880s and
1890s. Lamoreaux’s (1991a, 1991b) discussion of the entrenchment of
some New England bank managements in the 1890s and their resistance
to profitable consolidation is informative. By limiting branching and
consolidation in the 1890s and by allowing expansion through lowered
capital requirements, bank regulation set the stage for the increased frag-
mentation and subsequent collapse of the next four decades.

Another pitfall from historical learning in bank regulation is the selec-
tive application of lessons, which can be counter productive. For example,
the trend in bank consolidation in the 1980s has been to allow within-.
state, rather than interstate mergers. In some states (notably California)
this may reduce the number of competitors so much that the system
becomes monopolistic. Aside from the inefficiency of creating monop-
oly, such a development would tend to reinforce the unfortunate incor-
rect association between large-scale banking and bank monopolization
that has plagued U.S. regulatory history for 200 years. If Bresnahan and
Reiss’s (1991) findings regarding competition in local retail service
markets is applicable to banks, somewhere between 3 and 5 competitors
in any local market is adequate for competition. Indeed, Shaffer (1991)
applies a similar method to measure the extent of market power in
the current highly concentrated Canadian branch banking system and
strongly rejects its existence. Thus the concentration ratios for some
statewide-branching systems as of 1979, reported in L. J, White (1986, p.
-187),probably did not pose a great problem for. competition. Within-state
mergers with barriers to entry by out-of-state banks, however, would
threaten to restrict the field in some states to one or two major banks or’
bank holding companies, and this is worrisome.

A final caveat to applying the lessons of the past is the mutability of
the economic environment. For example, Gorton and Pennacchi (1991)
suggest that the technology of banking has changed significantly in the
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last decade and that securitization of loans and loan sales indicate a
reduction in the asymmetric information problem that gives rise to
banking panics (which has motivated deposit insurance, or alternatively,
bank consolidation and branching). To the extent that banks increasingly
can diversify risk ex ante through loan sales and securitization, the his-
torical problems of fragility and inefficient capital allocation associated
with fragmentation in banking are reduced. "

This reduction does not mean that restrictions on the industrial orga-
nization of intermediaries have become irrelevant. So long as there are
some links between bank loan portfolios and bank customer bases, entry
restrictions will continue to be important impediments to diversification.
Despite the important growth of loan sales without recourse, I remain
skeptical that loans of many small- and medium-scale industrial and com-
mercial borrowers of commercial banks, and even those of some larger
firms, can be sold without recourse to passive investors. For example, the
recent empirical findings of Hoshi, Kashyap, and Schartstein (1990b);
Gilson, John, and Lang (1990); and Brown, James, and Mooradian (1993)
all point to a continuing role for financial intermediaries to manage
renegotiations of debt in distress states (rather than simply to screen
borrowers initially). In particular, bank recontracting of debt can provide
signals to other debt holders as to whether they should force liquidation
of the firm or accept a particular form of renegotiation. What is not clear
from any of these studies is whether the benefits of bank control over
recontracting might depend, at least for some firms, on bank ownership.
of loans. For some firms an impediment to loan sales may be the incen-
tive problem of delegating recontracting decisions to relatively informed
bank agents who do not themselves own the loans. If this were the case,
then for some firms and their banks it would be beneficial to allow bank
diversification directly through new products and locations. .
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