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Lately, the U.S. commercial banking industry has been
consolidating. Although some firms have left the industry,
many more have simply combined with other firms, resulting in fewer, bigger banks. Many legislators, regulators,
bankers, and economists have roundly applauded this consolidation trend. In their view, consolidation is a laudable
market response to industry changes that will bring significant benefits such as greater efficiency and a lower rate of
bank failures. They also see consolidation as an effective
way to shift resources out of banking, an industry they think
is plagued with excess capacity.
We take exception to this widely held positive view of
consolidation. After examining the available evidence, we
do not think consolidation will deliver any of the benefits its
proponents expect from it. That's because consolidation in
banking does not appear to be primarily due to market
forces. Although we cannot definitely explain why this trend
is occurring, the data suggest that a major cause is incentives
created by government policy. In fact, our investigation
raises serious questions about the wisdom of certain bank
regulatory practices.

The Trend
The first step in our investigation of the recent banking
consolidation trend is to define more precisely what we
mean by consolidation and document that it is actually
The Editorial Board for this paper was Harold L. Cole, Ravi
Jagannathan, Preston J. Miller, Arthur J. Rolnick, and Martha L.
Starr.

occurring. Consolidation, by our definition, means a decrease in the number of firms in the industry combined with
an increase in their average size.
Fewer Banks
There's no doubt that the number of banks has declined
recently. After reaching a post-Depression high of about
14,500 in 1984, the number of U.S. insured commercial
banks dropped to about 12,300 by 1990, a decline of 15
percent. As Chart 1 reveals, the decline partly reflects the
exit of failed banks from the industry, but much more it
reflects the absorption of both ailing and healthy banks into
branch offices of other banks.1 Chart 1 also reveals that the
large decline in the number of banks does not necessarily
reflect a sick industry, for the number of new banks has not
dropped dramatically. In fact, in the past five years, new
banks have entered the industry at a 1.6 percent annual rate
(newly chartered banks as a percentage of total banks). This
is only slightly slower than in the first half of the 1980s, and
it's faster than in the 1960s or the 1970s.
The evidence for consolidation is even more compelling
when we shift from banks to banking organizations. A
banking organization, such as a bank holding company,

* Also, Adjunct Professor of Finance, University of Minnesota.
1
A high proportion of failed banks are absorbed by healthy banks under the
Federal Deposit Insurance Corporation's (FDIC's) purchase and assumption
option. The acquiring bank purchases some of the assets and assumes the deposits
and other liabilities of the failed bank. The acquiring bank may also pay a premium
to the FDIC representing in part the value of the failed bank's charter.
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Chart 1
Although Still Healthy, Entries Have Lately
Been Outweighed by Exits in the Banking Industry.
Changes in the Number of U.S. Insured Commercial Banks
Annually, 1960-90
• I

Additions
(NewBanks>

Subtractions: •

Failures
Mergers

Banks

(Table 1). At the high end, firms with total assets of $5 billion
or more, the number of firms rose from 0.2 percent to 0.9
percent of all banking organizations, and their share of total
assets rose from 30 percent to 59 percent. Note that this
group of large banks is the only size group that increased its
share of assets between 1976 and 1987. This remains true
even after the asset data are adjusted for inflation.
The growth in asset size, however, does not seem to be
concentrated at the very top. Chart 2 shows the domestic
market share of the 100 largest U.S. banking organizations.
Between 1977 and 1990, it increased from 50 percent to 65
percent. Most of the gains, though, occurred at banks ranked
11th or lower.2

Are Market Forces Behind the Trend?
Thus, the evidence reveals a recent rapid consolidation trend
in the U.S. banking industry. Why is this trend occurring?
The popular belief is that market forces are causing banking
consolidation; the industry is adjusting to take advantage of
economies of scale, to eliminate excess capacity, and to
reduce the risk of bank failure. The available evidence,
however, does not generally support this popular belief.
Source: Federal Deposit Insurance Corporation

usually includes more than one bank. Changes in the number
of these firms provide a better measure of banking consolidation because in them management decisions are generally
made at the top; the true economic entity is the total
organization. Between 1976 and 1990, the number of U.S.
banking organizations declined 24 percent, roughly ten
percentage points more than the number of banks declined.
The larger contraction in the number of banking organizations reflects the acquisition and conversion of independent
banks into bank holding company subsidiaries (which retain
their individual bank charters), rather than into branches.
This multibank ownership structure largely reflects state
branching restrictions.
Bigger Banks
Now let's complete our documentation of consolidation:
While the number of banking firms has been shrinking, the
average size of banking firms has been growing.
To see this, we can't look just at the changes in the share
of all assets held by firms of different sizes; we must also
look at the changes in the number of firms of each size.
Between 1976 and 1987, the number of banking organizations with total assets less than $50 million dropped from 85
percent to 62 percent of all banking organizations, and their
share of total assets dropped from 17 percent to 6 percent
4

Scale

Economies?

Consolidation, particularly in-market mergers, will reduce the
number of institutions chasing marginal business and running
up the cost of funds. And it will allow substantial overhead
reductions without impairing the ability of banks to serve their
customers properly.

This comment (Isaac 1990, p. 4) reflects the popular view
that banking is an industry which exhibits broad economies
of scale. If that were true, then the recent consolidation in
banking could be the result of natural market forces driving
the industry toward bigger firms in order to achieve lower
costs and higher profitability. Unfortunately, however, the
popular view appears to be largely incorrect.
A firm is said to exhibit economies of scale when its
average cost of production declines as the quantity of its
output increases. In theory, such economies could extend
indefinitely. In fact, however, the available data show something different for commercial banking: after banks reach a
fairly modest size, there is no cost advantage to further
expansion. Some evidence even suggests diseconomies of
scale for the very largest banks.

2
One explanation for the small gain in the industry share of the 10 largest
banking firms is that they generally have been excluded from interstate banking
expansion. Most state laws permitting entry by out-of-state banks restrict entry to
banks from specified states, once reciprocity is established. All but one of the top
10 firms are domiciled either in New York or in California, and these states are not
generally included in reciprocity agreements.
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Table 1

Bigger Banks Have Been Getting B i g g e r . . .
N u m b e r of U.S. B a n k i n g F i r m s a n d the Assets They Held,
G r o u p e d by Size of Firm, 1 9 7 6 vs. 1 9 8 7

N u m b e r of F i r m s
Firms

Assets H e l d
% of All F i r m s

Deflated

B i l l i o n s of $

Deflated

% of All Assets
Deflated

Deflated

Asset Size of F i r m s

1976

1987

1987*

1976

1987

1987*

1976

Less T h a n $ 5 0 M i l .

10,542

6,389

8,902

85.0

62.2

86.6

167.7

$ 5 0 M i I .—$100 M i l .

943

2,071

719

7.6

20.1

7.0

64.0

143.9

48.5

6.4

5.5

4.8

$ 1 0 0 M i l . - $ 1 Bil.

767

1,557

511

6.2

15.1

5.0

207.7

358.9

142.5

20.7

13.8

14.2

$ 1 B i l . - $ 5 Bil.

130

173

108

1.0

1.7

1.1

265.2

401.9

242.3

26.4

15.5

24.1

$ 5 Bil. or M o r e

22

89

39

.2

.9

.4

1,540.6

436.7

29.8

59.3

43.5

299.1

1987
152.0

1987*

1976

1987

133.7

16.7

5.9

1987*
13.3

*These columns represent the distribution after bank assets have been deflated by the change
in total domestic banking assets between 1976 and 1987.
Source: Federal Reserve Board of Governors

• Past Studies
Many researchers have studied scale economies among U.S.
banking firms. Most such studies find significant scale
economies in the industry, as predicted by theory, but they
also suggest that these are exhausted below the relatively
Chart 2

. . . But Not, Primarily, the Top 10.
% of All U.S. Assets Held by the 100 Largest Banking Firms, 1977 vs. 1990
Firms Ranked by Asset Size:
51-100

1977 1990

26-50

1977 1990

Source: Federal Reserve Board of Governors

11-25

1977 1990

1977 1990

modest size of $100 million in deposits. (In 1988, for
example, over 3,000 banks had total deposits between
$50 million and $200 million.) Clark (1988) provides an
excellent survey of this large literature. He reports that of 13
studies of economies of scale in banking, only 2 have found
significant scale economies above $ 100 million in deposits.
And since Clark's survey, several studies have actually
found diseconomies of scale for very large banking firms,
those in the multibillion-dollar range (for example, Berger
and Humphrey 1990).
Although there is a general consensus in this literature,
researchers have not been unanimous in their conclusions.
Thus, it would be reassuring if we could explain why
different researchers have obtained somewhat different
results. And we can. A recent study by Humphrey (1990)
considers these studies and concludes that different results
can generally be explained by differences in assumptions,
methodology, or both.3 Humphrey (1990, p. 48) ends his

3
Humphrey (1990) makes three main points. First, some studies have examined just operating costs which, he argues, will bias their results in the direction of
finding scale economies. The more appropriate variable to consider is total costs,
including overhead and indirect costs. Second, early studies used linear (CobbDouglas) production functions, which are also biased in the direction of finding
economies of scale. Humphrey argues for the use of nonlinear production functions
in this research. Third, and finally, some studies have taken as their size measure
individual office size instead of the overall size of the banking firm. Such studies
also ignore overhead and administrative costs.
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